Chapter 5
Risks and Capital Adequacy

The continued recession in the Israeli economy during 2002, which resulted
from the global economic recession and the security situation in Israel,
increased the banks' exposureto credit risks and market risksin the course of
the year. Exposure to credit risksincreased considerably dueto the declinein
borrowers’ repayment ability and the serious deterioration in the quality of
the credit portfolio. The ratio between non-performing loans and equity rose
at all of the banking groups. Theratio of problem loans to outstanding credit,
and theratio between the annual expense on loan losses and outstanding credit
increased at most of the banking groups. Theratio of risk assetsto total assets
(before risk weighting), which reflects the extent of risk in the asset mix, and
theratio between credit and business sector product, which reflectsborrowers
repayment ability, did not change to any major extent compared with 2001,
although they were higher than in previous years. The deterioration in the
quality of the credit portfolio encompassed most sectors of the economy and
particularly the high-tech industries, and the communications and computer
services, construction and real estate, and hotels and catering industries.

Therapid expansion of the credit portfolio typical of previousyears ceased
in 2002, mainly due to the materialization of credit risks and the decrease in
capital ratios towards the minimum required level in 2001.

Asin previous years, the credit portfolio by borrower size was notable for
relatively high concentration and for variability between the banking groups.

The banks' exposure to interest-rate risks (as estimated by Value at Risk)
increased in the three indexation segments at al five banking groupsin 2002,
and all the groups were exposed to an unexpected rise in the interest rate.
However, exposureto indexation-basisrisk (inflation and exchange-rate risks)
fell dightly at most of the banking groups, and most of the groupswere exposed
to an unexpected rise in the consumer price index and to an unexpected
decrease in the real shekel-dollar exchange rate.

In April 2002, the embezzlement by an employee of the Trade Bank to the
amount of NIS 254 million—five times the bank’s equity—was revealed. As
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aresult, the Bank of Isragl had to seize the bank immediately, and sent it for
liquidation. Thisevent served to highlight the significance of operational risk,
and the damage that can be caused when this risk materializes.

Attheendof thefirst half of 2002, liquidity risk materialized at the Industrial
Development Bank. This was reflected by massive withdrawals of deposits
from the public that resulted from the incompetent management of credit risks,
the materialization of the bank’s image risk, and depositors’ sensitivity
following the collapse of the Trade Bank.

Capital adequacy, the principal function of which isto enable the banksto
absorb losses that could be caused due to risk materiaization, increased in
2002, due mainly to the halt in the growth of credit to the public, but is till
lower than in most Western countries. The increase in Tier 2 capital, whose
characteristics are |ess stable than those of Tier 1 capital, continued in 2002.
The ratio of deferred notesto Tier 1 capital rose, and at most of the group’s
came very close to the restriction imposed by the Supervisor of Banks.

1. INTRODUCTION

A bank is exposed to a wide range of risks in the course of its activity. These risks
include financial risks and non-financial risks. Financial risks are: (1) Credit risks; (2)
Market risks (interest-raterisks, inflation risks, exchange-rate risks and share pricerisks);
(3) Liquidity risks. Non-financia risks include: (1) Operational risk (including risk in
respect of embezzlement and fraud); (2) Legal risk; (3) Imagerisk. We will focusin this
chapter on the banks' exposure to financial and operational risks, and will address the
guestion asto whether the banks hold enough capital to absorb expected and unexpected
losses in the course of their activity, that is, the question of their capital adequacy.t

Of al thefinancial risksto which abank isexposed in the course of its activity, credit
risk isthe principal form of risk. The rapid expansion of the credit portfolio of the five
banking groupsthat wastypical of the previousyears ceased in 2002. Outstanding credit
grew by only 1.6 percent, and totaled N1S 552 billion, compared with an increase of 9.8
percent in 2001 and amulti-year average growth of 11.2 percent during theyears 1994 to
2001. Since the growth in credit to the public ceased in 2002, theincrease in the ratio of
thiscredit to thegroups’ equity? also ceased and amounted to 13.6, similar totheratioin
2001. The halt in growth in credit to the public primarily resulted from supply factors,
andisattributed to the banks' responseto thegrowthintherisk andto theincreased level
of uncertainty.

1 The data presented in this chapter are based on the financia statements of the five largest banking

groups, unless stated otherwise.
2Plus minority interests.
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Although the expansion of the credit portfolio ceased in 2002, its proportion to total
assets rose from 68.3 percent in 2001 to 69.6 percent in 2002. Therise in the proportion
of credit to the public during 2002 was part of a multi-year trend apparent since the end
of the 1980s, which mainly resulted from the liberalization of the financial markets, the
structural changes in the Israeli economy and in recent years, also apparently derived
from decisionsto increase credit that were not fully based on a sophisticated analysis of
the relevant criteria. This trend was reflected by the banks' expansion of activity that
involved relatively high credit risk.

Off-balance-sheet activity in the banking system is notable for credit risk due to the
possibility of customersfailing to fulfill their liabilitiesto the bank. The banking groups
outstanding guarantees and other liabilities fell by 5.5 percent and totaled NIS 242.2
billion, while activity in derivative financial instrumentsincreased: Futures transactions
increased by 23.3 percent in notional value termsin 2002 and totaled NIS 789.3 billion.
The increase resulted from an expansion in currency contracts activity, due to the need
of the banks and their customers to hedge against unexpected changes in the exchange
rate of the shekel against the dollar; changes that did indeed occur in 2002.

Theindices of credit portfolio quality, which reflect the possibility that a borrower or
borrower group will not repay part of their liabilitiesto the banks and are mainly affected
by borrowers' repayment ability,® reveal asubstantial deterioration in the quality of the
credit portfolio at the five banking groups in 2002, even in comparison with 2001. This
deterioration encompassed most sectors of the economy, and particularly high-tech
industry and the telecommunications and computer services industry, the construction
and real estate industry, and the hotels and catering industry. The decline in borrowers
repayment ability led to alargerisein the ratio between the expense on the provision for
loan losses and outstanding credit to the public — from 0.5 percent and 0.85 percent in
2000 and 2001 respectively, to 1.32 percent in 2002. This compares with aratio of 0.5
percent in apeer group of countriesin 2001. The large growth in thisratio resulted from
a substantial NIS 2.7 billion increase in the loan loss provision in 2002, mainly at the
Hapoalim group (NIS 2 billion).

The proportion of problem loans to outstanding credit at the group’s risk rose by 1
percentage point to 10 percent in 2002. Total problem loans excluding debts under specia
monitoring increased by NIS 6.4 billion in 2002. The ratio of non-performing debts to
equity* grew considerably, from 22.2 percent in 2001 to 33.6 percent in 2002. Despite
the substantial growth inthe current loan-loss provision, the ratio between the balance of
the loan-loss provision and problem loans (plus the balance of theloan-loss provision) at
the five largest banking groups rose by only 2.2 percentage points and amounted to 30.2
percent in 2002, due to the large increase in loans classified as problem loans.

The values of other indices of the quality of the credit portfolio remained similar to
those obtained in 2001, but were higher than in previous years. The ratio between risk

SWithout taking into account collateral that has been placed against the credit.
4Plus minority interests.
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assets and total assets (before weighting), which reflectsthe extent of therisk in the asset
mix, amounted to 67.6 percent in 2002, and theratio of credit to gross domestic product,
which reflects the repayment ability of borrowers in the economy, amounted to 1.13
compared with 1.0 in 2000. Foreign-currency credit risk also increased in 2002, for three
main reasons. (1) A 5.1 percent growth in foreign-currency credit to the public, which
was apparently used for financing shekel activity since borrowers' activity abroad did
not increase; (2) The depreciation of the shekel against the dollar and the currency basket
and an unexpected depreciation of the shekel against the dollar had the effect of increasing
foreign-currency credit borrowers’ exposure to market risks, and the banks exposureto
credit risk as a result; (3) Outstanding ‘open’ foreign-currency credit (i.e., excluding
foreign-currency collateral and surpluslocal-currency collateral) grew by NIS 1.2 billion
toNIS53.3 billion. *Open’ foreign-currency credit excluding credit to exporters expanded
by NIS 4.3 hillion.

The main reasons for the deterioration in the quality of the credit portfolio in 2002
wereasfollows: (1) Theworldwide economic slowdown, worldwideterrorism, the slump
in the capital markets and further adverse security-related developmentsin Isragl, which
aggravated the economic recession in Israel during 2002. These developments led to a
large number of cases of firms' defaulting on credit repayments, and a deterioration in
the repayment ability of other borrowers; (2) The continued recession in the local and
international capital markets (as reflected by the fall in leading share indices and the
decreasein stock issues), reduced the val ue of equity-based credit collateral, and compelled
firmswith less extensive means at their disposal to resort to the banking system for their
financing requirements. The supply of these firms' demand for credit, particularly in
2001, reduced the quality of credit in 2002; (3) Deficiencies in the banks' credit
management in previous years, including an under-assessment of risk factors, especially
in transactions involving the acquisition of means of control and in the financing of
projects in the construction industry, the extension of credit at pricesthat did not reflect
the risk inherent in them without confirming that cash flows were adequate for debt
servicing purposes, and sometimes without the right of recourse to the borrower (See
Box 5.1.)

The concentration of the credit portfolio by economic sector (H-index) and by borrower
size (Gini index) remained relatively stable at the five banking groups. However, the
credit portfolio was again characterized by relatively high concentration and large
differences between the banking groups. Credit concentration was relatively high at the
First International group, but relatively low at the Mizrahi group although this did not
necessarily reflect less concentration among large borrowers, and resulted from arelatively
high proportion (50.2 percent) of credit to households at that group. The proportion of
credit to the construction and real estate industry in the banks' credit portfolio (16.7
percent) still created ahigh level of concentrationinthe portfolio, asit did inthe previous
year.

Total value subject to interest-rate risk in the three indexation segments — unindexed
shekel, CPI-indexed and foreign currency — rose at the five largest banking groups in
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2002 and on the basis of a historical simulation, amounted to NIS 2.7 billion compared
with NIS 2.2 billion in 2001. All the banking groups were exposed to arise in interest
rates in the three indexation segments.

Total value subject toindexation-basisrisk (exchangerateand inflation risk) fell dightly
at most of the large banking groups, and under an historical simulation amounted to no
morethan 0.2 percent of equity at all the banking groups except for the Leumi group (0.6
percent). Most of the banking groupswere exposed to an unexpected risein the consumer
priceindex, and to an unexpected fall in the real exchange rate of the shekel against the
dollar.

In April 2002, the embezzlement by an employee of the Trade Bank to the amount of
NIS 254 billion—more than five times the bank’s equity—was revealed. As aresult, the
Bank of Israel had to seize the bank immediately and send it for liquidation. Thisepisode
isfurther proof of the nature of operational risk and the great damage by its realization.
(See Box 5.3).

At the end of the first half of 2002, liquidity risk materialized at the Industrial
Development Bank, as reflected by the massive withdrawal of deposits of the public.
This resulted from the faulty management of credit risks, the materialization of image
risk at the Bank, and depositors’ sensitivity following the collapse of the Trade Bank. As
aresult, the government and the Bank of Israel took immediate action in order to stabilize
the Bank and to subsequently sell it. For this purpose, the Bank of Israel extended a
special credit line for bridging the bank’s liquidity requirements. (See Box 5.2).

Theratio of capital to risk-weighted assets at the five banking groups rose from 9.38
percent at the end of 2001 to 9.91 percent in 2002. The increase encompassed al five
groups and was particularly apparent at the Hapoalim group. The highest ratio was
obtained at the Leumi group (10.3 percent), and the lowest ratio was obtained at the
Discount group (9.35 percent). Theincreasein theratio of capital to risk-weighted assets
at the five banking groups resulted from the concurrent effect of two factors. (1) The
stop to the expansion of risk assets (which actually decreased by 0.4 percent) due to the
halt in the growth of credit to the public; (2) A relatively dight increase in capital (5.1
percent), mainly dueto the 9.7 percent growth in Tier 2 capital. Theincreasein theratio
of capital to risk-weighted assets was encouraged by the Supervisor of Banks, in order to
enablethe banksto more easily cope with the future realization of risks, and also resulted
from the banks' desire to increase their rating by international rating companies and to
obtain alicensefrom the supervisory authoritiesin the USA to operate asfinancial holding
companies there.

For thefirst timein several years, the halt in the growth of total risk assetsled to arise
intheratio of Tier 1 capital to risk assets, from 6.41in 2001 to 6.55in 2002. Theincrease
encompassed al the banking groups. The ratio of Tier 2 capital, which reflects the less
stable portion of capital, rose again, from 3.16 percent in 2001 to 3.48 percent in 2002.
Tier 1 capital expanded by only NIS 0.7 billion at the five banking groups in 2002 —
approximately half the increase in 2001 — because the banking groups' profits fell by
NIS 1.1 billion compared with 2001 and due to the preference of the banks’ managements
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for raising Tier 2 capital for the purpose of adhering to the capital adequacy requirements.
In recent years, this preference has been reflected by relatively large issues of deferred
notes.®> The issue of these notes, which is quicker and easier, provides the issuing
corporation with leverage, offers tax advantages, and increases profitability. However,
the closer abank isto the Supervisor of Banks' restriction, whereby deferred notes must
not exceed 50 percent of total Tier 1 capital, the fewer areits opportunitiesfor using this
capital instrument in order to adhere to the capital adequacy requirements.

The ratio of deferred notes (which are recognized for calculating Tier 2 capital) to
Tier 1 capital at the five banking groups rose by 2.1 percentage pointsto 46.6 percent in
2002. At the Hapoalim group, this ratio rose considerably, by 7.6 percentage points,
following an increase of 14.5 percentage points in 2001. At the Hapoalim group and at
the Discount group, the proportion of deferred notes to total Tier 1 capital amounted to
49.3 percent and 49.2 respectively — very close to the Supervisor of Banks' restriction
(of up to 50 percent of total Tier 1 capital). The proximity of the ratio to the permitted
ceiling is reducing the banks' ability to use this capital instrument for the purpose of
adhering to the capital adequacy requirements, and isal so reducing their ability to expand
their capital in the future in order to cope with situations of financial distress.

In 2001, the Supervisor of Banks approved for the first time the issue of deferred
notes, which are regarded as “sophisticated capital instruments.” These notes have
numerous advantages over the other components of Tier 2 capital, because they can be
used for loss-absorption purposes, even when the banking corporation has not ceased to
operate, and can be used to postpone the payment of dividend or interest when the banking
corporation’sprofitability isinadequate for the payment. Sincethe notes can be converted
to Tier 1 capital under certain conditions, they enable the bank to cope with a loss-
absorption scenario. The Hapoalim group raised NIS 328 million in 2001 and NIS 751
million in 2002 (9 percent of Tier 2 capital) and the Leumi group raised NIS 410 million
(6 percent of Tier 2 capital) from itsfirst issue of these notesin 2002.

In this chapter we will examine the financial risks to which the banks are exposed,
and will focus on the five largest banking groups and operational risks. It is difficult to
quantify the overal level of risks because the banks are exposed to diverse risks that
sometimes develop in opposing directions. Moreover, the measuring instruments
employed for this purpose are not uniform and are not comprehensive. Neverthel ess, we
will describe the development of several indices, which reflect the different risksand the
method of managing these risks during recent years.

2. CREDIT RISK

Among therange of financial risksto which abank isexposed inthe course of itsactivity,
credit risk isthe principal risk factor. Credit risk derivesfrom the possibility that aborrower

SDeferred notes account for the majority of Tier 2 capital in that period.
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or borrower group will fail to adhereto their obligations on time, adversely affecting the
banks income and capital. Exposure to credit risk can be divided into two components:;
(1) Exposure in respect of credit (balance-sheet activity). The proportion of credit to the
public to the total balance sheet at the five banking groups rose from 68.3 percent at the
end of 2001 to 69.6 percent at the end of 2002; (2) Exposure in respect of off-balance-
sheet activity, which derives from customers’ liabilities relating to guarantees and
transactions.

In this chapter we will analyze exposureto credit risk according to three main criteria
that are accepted in the literature: (1) The quality of credit; (2) The amount of credit
relative to the bank’s capital; (3) The concentration of credit or the lack of dispersal in
the credit portfolio from various aspects (economic sector, borrowers). Exposureto credit
risk will be higher if the quality of the credit portfolio is low and the amount and
concentration of the credit is high. Exposure to credit risk at the five largest banking
groupswill be analyzed on an aggregate basisfor thetotal system, and at the level of the
banking group.®

A. Thequality of the credit portfolio

The quality of the credit portfolio reflects the probability that borrowers or groups of
borrowerswill fail to repay part of their liabilitiesto the banks, and ismainly affected by
borrowers' repayment ability and the value of the collateral provided against the receipt
of credit. We will analyze this quality in three parts. (1) An analysis of the main risksto
the credit portfolio deriving from macroeconomic devel opments and from capital market
variables, developments that adversely affected borrowers' repayment ability in 2002
and therefore reduced the quality of the credit portfolio; (2) An anaysis of the credit
portfolio at the banking groups on the basis of accepted indices; (3) An analysis of the
quality of the credit portfolio by principal industries and the households sector.

1. Themain risksto the quality of the credit portfolio in I srael’s banking system

(a) Macroeconomic variables

Since 1997 (with the exception of the first 9 months of 2002), the Israeli economy has
been in recession, asreflected by low rates of increasein GDP, business sector GDPand
the combined state of the economy index. In 2001 and more notably in 2002, therecession

6 Although it isthe principal risk to which the banks are exposed, the measurement of credit risk, unlike
the measurement of market risks, isnot based on any widely accepted and sophisticated approach. Advanced
modelsfor measuring credit risk have been developed in recent years, but have yet to be applied extensively.
(See Box 4.2 in our 1998 review). In its new directives on capital adequacy (2003), the Basle Committee
emphasi zes the importance of devel oping advanced models for the measurement of credit risk.
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deepened, leading to adeclinein these indices and to a decrease in exports of goods and
services. Developmentsin the Isragli economy were also affected by exogenous global
factors, such asthe worldwide economic slowdown, worldwide terrorism (especially the
September 11 terror attacksin the USA) and the slump in the world’s capital markets, as
well asby local exogenousfactors, primarily the continuation of adverse security-related
developmentsin Isragl.

The deepening economic recession in 2002 led to alarge number of caseswhen firms
defaulted on credit repayments — the number of companies and businesses that closed
during the year increased by 33% to approximately 45,000 —and adversely affected the
credit repayment ability of active firms. These devel opments, together with thelargerise
in the unemployment rate (principally in 2001) to 10.4 percent and thefall in the average
real wage per employee post, which adversely affected households' repayment ability,
led to a deterioration in the quality of the credit portfolio in the banking system.

(b) Capital-market variables

Therecession prevailing in thelocal and international capital markets since March 2000
continued in 2002, and was reflected by decreases in the share indices (29.8 percent in
the NASDAQ index and 25 percent in the General Share Index) and in stock issuesin the
capital market (Table 2.2). The decreases in the share indices harmed the quality of the
credit portfolio by reducing the value of equities-backed collateral. The decrease in
corporate financing by means of the capital market and other substitute sourcesfor local
bank credit (direct credit from abroad, credit from institutional investors and venture
capital funds' stock issues) detracts from the quality of credit portfolios, because the
manner in which credit is allotted from non-banking sources makes it possible only for
good firms to raise credit from these sources. Companies that do not have a preferred
status in the market have to look for credit from the banking system, and if their
requirements are actually met, the proportion of credit to companies with inferior status
to total bank credit thereby increases. This behavior was particularly apparent in 2001,
when credit from non-banking sources plummeted by 52.4 percent (Table 2.2) —aresponse
to the deepening economic recession and the bursting of “the high-tech bubble.”
Concurrently, bank credit at the five banking groups expanded by 9.8 percent, dightly
less than the multi-year average of 11.2 percent between 1994 and 2001. Only in 2002
did the banks manage to respond to the growth in credit risks and halted the expansion of
credit to the public (1.6 percent). But deficienciesin thebanks' credit management during
previous years (Box 5.1) combined with exogenous effects led to a major deterioration
in the quality of the credit portfolio, aswill be discussed |ater.

"Source: the BDI Company, January 2003, “ Situation of Companies in the Economy, BDI Globesindex
—gpecial edition for the end of 2002.”
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Box 5.1: Principal Findingsfrom Credit Audits at the Banks

During recent years, the Banking Supervision Department hasgrestly increased
itsinvestigative activity in the areaof bank credit and the management of this
credit. Large-scale credit audits were conducted for this purpose, revealing
various deficiencies in the management of credit. Although the deficiencies
and their extent are obviously not uniform at al the banks, several types of
deficiencies that were discovered in a considerable number of credit
transactions were apparent:

An under-assessment of risk factors and the narrow margins that were left
for the materialization of negative scenarios. This is particularly apparent
from the extension of large amounts of credit for financing acquisitions of
corporate means of control, aswell asfor projectsin the construction industry
and for other transactions.

The extension of credit while mainly relying on the values of assets that
serve as security for the loan, without ascertaining whether cash flows were
adequate for debt servicing purposes. The problem was particularly serious
when the credit was granted without the right of recourse to the borrower.

An under-assessment of credit risks. In numerous cases, this led to
distortions in the pricing of credit, that is, prices that did not reflect the risk
inherent in the credit, and in some cases delayed the recognition of increased
risk as the economic situation deteriorated in Israel and worldwide.

When the banking system became aware of the implications of these
deficiencies, much stricter criteria were imposed for the extension of credit.
As aresult, changes in policies and procedures have become apparent. The
banks must continue to propagate the lessons learned in this respect, and
enhance the sophistication of their credit risk management systems.

2. Accepted indices of credit portfolio quality

The negative exogenous effects from home and abroad that were reviewed above, together
with the deficiencies in the banks' credit management during previous years led to a
considerable deterioration in the quality of the credit portfolio in 2001, and more notably
in 2002. Thefall inthe quality of the credit portfolio during 2002 was clearly apparent in
the financial statements of the five largest banking groups. We will analyze the
development of credit portfolio quality by using six widely-accepted indices that are
based on financial statementsto the public. We have to mention that these indices do not
take into account the collateral provided against credit, or the correlations in the credit
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portfolio. Apart from that, the analysis of credit portfolio quality based on the banks
financial statementsispartial, sinceit does not take market assessmentsinto account. As
aresult, theratio of the market value to the book value of thefive banking groups decreased
in 2002 and amounted to only 0.7 at the end of the year, dueinter alia to the low market
assessment of the quality of the credit portfolio. (See Chapter 1 for more details). Another
market indicator of the deterioration in the quality of the credit portfolio isthe reduction
inthelsragli banks' rating by thelargeinternational rating companies (Standard & Poor’s,
Moody’sand Fitch) in 2002 and at the beginning of 2003 (Table 5.15). This devel opment
reflected the growing risk that international entities attributed to the negative devel opments
in the Israeli economy, and their expression in the banks' financial statements. (The
changesin rating and their significance are presented in Appendix 5.1).

(a) The ratio between expenditure on loan-loss provision and outstanding credit to the
public at the group’s responsibility rose considerably, and amounted to 1.32 percent at
the five banking groups compared with 0.85 percent in 2001 and 0.5 percent in 2000
(Table 5.1). Thisratio is high in comparison with the peer group of countries, where it
amounted to 0.5 percent in 2001 (Table 3.3). Largerisesin thisratio were recorded at the
Hapoalim and First International groups and a more moderate increase was recorded at
the Leumi group, whiletheratio fell slightly at the Discount group (although it remained
high). The Mizrahi group maintained the lowest ratio in the banking system, 0.52 percent
(Table 5.1). The large growth in the ratio derived from an increase in the annual
expenditure on loan-loss provision from NIS 4.6 billion in 2001 to NIS 7.3 billion in
2002. Most of the increase was recorded at the Hapoalim group (NIS 2 billion), mainly
due to a growth in the provision for credit to the high-tech industries, the
telecommunications and computer services industry, the construction and real estate
industry, and the hotel sand catering industry. (For more details, seethe section on analysis
by economic sector). Theannual loan-loss provision iscomprised of the specific provision
(which accounts for most of the annual provision) and the additional provision. The
specificloan-loss provision, which isdetermined by the banks” management in accordance
with borrowers expected repayment ability and the nature of their collateral, grew from
NIS 4.5 billion in 2001 to NIS 7.1 billion in 2002. The five groups aso recorded an
additional loan-loss provision of NIS 136 million, compared with NIS 117 million in
2001 and NIS 9 million in 2000. The additional provision is determined in accordance
with the Supervisor of Banks' directives, on the basis of the risk criteria of the entire
credit portfolio, and is affected by the amount of problem loans, which increased in both
2002 and 2001.

(b) The proportion of problem loans to total credit at the groups’ responsibility rose by

one percentage point to 10 percent (Table 5.1). Largerisesin this ratio were recorded at
the First International, Hapoalim and Discount groups, while the ratio fell at the other
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Table 5.1
Indices of Credit Portfolio Quality, the Five Major
Banking Groups, 2000-2002

(percent)

Leumi Discount  Hapoaim Mizrahi First Intl. Tota
Ratio of risk-weighted? assetsto total assets
2000 66.7 59.5 69.4 62.9 60.0 65.3
2001 69.2 58.0 72.7 63.1 63.1 67.3
2002 70.2 57.3 715 65.3 65.7 67.6
Share of problem loansin total credit at group’sresponsibility
2000 6.8 9.2 7.7 6.1 29 7.0
2001 10.0 10.9 8.4 7.6 6.6 9.0
2002 9.7 124 104 75 9.1 10.0
Share of annual loan-loss provision in total credit
2000 0.44 1.02 0.45 0.36 0.27 0.50
2001 0.93 1.33 0.68 0.53 0.91 0.85
2002 1.11 1.18 1.70 0.52 1.75 1.32
Ratio of balance of loan-loss provision to problem loans plus balance
of loan-loss provision
2000 318 327 31.0 30.7 34.0 317
2001 254 33.2 285 27.9 242 28.0
2002 29.2 329 30.2 29.7 28.8 30.2
Share of non-performing loansin group’s equity®
2000 16.4 424 14.8 16.6 9.1 19.3
2001 18.0 46.7 17.6 15.2 204 2.2
2002 29.5 53.1 29.9 26.6 40.7 33.6

a Total risk-weighted assets calculated in accordance with the Supervisor of Banks' directives regarding the
minimum capital ratio; these assets include balance-sheet credit and the credit-risk equivalent of off-balance-
sheet items.

b Including minority shareholders.

SOURCE: Published financial statements.

groups. Total problem loans® of the five banking groups, with the exception of debts
under special supervision, increased by NIS 6.4 billionto NIS25.3 billionin 2002 (Table
5.2). The increase encompassed al five banking groups, and ranged between NIS 453
million at the Mizrahi group to NIS 2.6 billion at the Hapoalim group. (The proportion

8Under the Supervisor of Banks' regulations, problem loans are defined according to these categories:
(full or partial) |oan | osses, non-performing loans, reschedul ed debts (that have been or will be restructured),
debts in temporary arrears and debts under special supervision.
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of problem loans to borrowers outside the agricultural sector to total credit and total
equity rose considerably, and amounted to 4.2 percent and 57.4 percent respectively
(Table 5.2).

(c) Theratio of risk assets to total assets’ (before weighting) amounted to 67.6 percent
in 2002, similar to theratio in 2001 (Table 5.1). This value reflects opposing changes at
the banking groups—increases at the First International, Mizrahi and Leumi groups, and
decreases at the other groups. A growth in the ratio reflects a move to a more risk-
oriented asset mix which in 2002 resulted from a decline in the balance of cash and
deposits at the Bank of Isragl and from the end to the expansion of credit to the public,
whichisregarded asamorerisk-oriented asset. (The size of the credit portfolio isanalyzed
below).

(d) Theratio of credit to business-sector product, which reflects the repayment ability of
borrowers in the economy, rose dlightly in 2002 and amounted to 1.13 compared with
1.11in2001 and 1.0in 2000, higher thanin countries comparableto Isragl .2° Therelatively
small increasein 2002 (as compared to the larger rises during the past decade; Table 1.6)
is attributed to the deepening recession in the economy, which was reflected by a one
percent decrease in business-sector product, as a result of which credit to the public
expanded by only 1.6 percent.

(e) Theratio of the balance of loan-loss provision to problem loans (plus the balance of
loan-loss provision) rose at al five banking groups, from 28 percent at the end of 2001 to
30.2 percent at the end of 2002. The increase ranged between 28.8 percent at the First
International group and 32.9 percent at the Discount group (Table 5.1). The higher this

®Under Regulation No. 311 in the Proper Conduct of Banking Business and in accordance with the
directives of the Basle Committee, risk assets are cal culating by weighting the balances of all assets and the
credit value equivalent of off-balance-sheet items in accordance with four risk coefficients: 0 percent, 20
percent, 50 percent, 100 percent. As an example, for balance-sheet-assets, credit to the public isweighted at
100 percent, and cash in hand and loans to the government are weighted at O percent. The risk in respect of
off-balance-sheet itemsis calculated in two stages: In thefirst stage, the credit value equiva ent of theitems
iscalculated by multiplying the balance of theitem by the conversion coefficient, which reflectsthe probability
that customer indebtedness to the bank will arisein respect of that item or in respect of afuturestransaction.
The conversion coefficient defined in Israel ranged between O percent, for liabilities for the granting of
credit that can be cancelled unconditionally at any time, to 100 percent for guarantees for securing credit. In
the second stage, the credit risk is calculated by weighting the balances of the credit value equivalent of off-
balance-sheet items by risk coefficients. These are determined according to the type of customer or counter-
party to the transaction: transactions with customers are weighted at 100 percent, and transactions with the
government are weighted at O percent.

10 See the annual review of the banking system for 2001, Figure 2.3.
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ratio, the greater is the bank’s ability to absorb losses that could be caused by the non-
repayment of credit. Despitethelargeincreasein the current loan-loss provision in 2002,
this ratio rose by an average of only 2.2 percentage points due to the substantial growth
in credit classified as problem loans.

(f) Theratio between non-performing loans and the group’s equity™ rose considerably at
all five banking groups, from an average of 22.2 percent in 2001 to 33.6 percent in 2002
(Table 5.1), due to an NIS 4.6 billion increase in non-performing loans. At the First
International group, the proportion of non-performing loans to equity doubled in 2002
and amounted to 40.7 percent. The highest proportion of non-performing loans was
recorded at the Discount group (53.1 percent).

Apart from the development in these indices, foreign-currency credit risk increased in
2002. Foreign-currency credit exposes to exchange-rate risk banking customers who
engage mainly in shekel activity, and thereby exposes the bank to credit risk, that is, to
the possibility that a customer (who does not hedge himself against a depreciation) will
fail to repay hisliabilitiesin the event of a depreciation.

Foreign-currency credit expanded in 2002, for three main reasons: (1) The growth in
foreign-currency credit to the public was not accompanied by a concurrent increase in
credit extended for borrowers' activity abroad (Table 5.3), which would suggest that a
greater amount of foreign-currency credit was being used to finance shekel activity in
Israel; (2) The shekel depreciated by 9.8 percent against the dollar and by 14 percent
against the currency basket. The depreciation against the dollar was unexpected and
peaked in June 2002, when the shekel-dollar exchange rate was 16 percent higher than
that implied a year previously by the forward rate (Figure 5.1).22 Outstanding ‘ open’

1 Plus minority interests.

2 An unexpected change in the exchange rate (f) is estimated by means of the difference between the
exchange rate expected in the following period (E(X,,)), which is estimated by the forward rate at the
beginning of the period (F,), and the actual (Spot) exchangerateinthefollowing period (X, ). Thisdifference
is expressed in percentages of the forward rate as follows:

- ><t+1 - E(Xt+l) _ Xt+1 - Ft

B E0X1) = = . The forward rate is calculated according to the Interest
t+1 t
. Ol+rys O . -
Rate Parity theory as follows: F = X; O7+r. O where X is the rate at the beginning of the
0 $ 0

period, ry gistheinterest rate on alocal currency deposit for asingle period, which is estimated by the rate
of return on Treasury bills for a year and r is the interest rate on a foreign currency deposit (the Libor
interest rate for ayear). When S is positive, an unexpected depreciation in the exchange rate of the shekel
against the dollar occurs; when (3isnegative, an unexpected appreciation occurs; and when 3= 0, the change
in the exchange rate is totally expected.
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foreign-currency credit (excluding

. Figure 5.1

foreign currency collateral and surpl U§ Exgchange-Rate Risk: Development
local currency collateral) at the Israeli of Actual and Expected NIS/$
banks increased slightly in 2002, by NIS Exchange Rate, and Unexpected
1.2 billion to NIS 53.3 hillion. ‘Open' 12-Month Change in Exchange
foreign-currency credit excluding credit Rate, December 1998—
to exportersincreased by NIS 4.3 billion January 2003
to NIS 35.2 hillion, while credit to high- IS\I(I)S/$ %
risk borrowers grew by NIS 3 hillion to ' i
NIS 6 billion. . N

To conclude, the deterioration in the ' Expoctod rte &v L
quality of the credit portfolioin 2001, and » p/\ (\ P\
more notably in 2002, was clearly SV N 5
reflected inthefinancial statementsof the i N Aoralrate ]
large banking groups. The quality of the |V A AV, 0
credit portfolio at the Mizrahi group was is
the best, based on itsfinancial statements, ‘ Fist Second °
apparently due to its more extensive . Unexpected change \ /1 J2002) 2002)|
activity in credit to households (and 1998 1999 2000 2001 2002 2003
especialy credit for housing, which it SOURCE: Monetary Department and Banking

Supervision Research Unit, Bank of Israel.

extended viaitsBank Tefahot subsidiary).
The other banking groups operate mainly
in the business sector, which is more risk-oriented. However, the loan-loss provisions
for households may not fully reflect the extent of the risk implied in this sector, because
the economic situation adversely affected their repayment ability aswell. (See below for
adetailed analysis).

3. Quality of the credit portfolio in the principal industries and in the household
sector

The deepening economic recession in 2001 and especially in 2002, was reflected by a
decline in activity in all the principal industries. The decline impaired borrowers
repayment ability, and led to a deterioration in the quality of the credit portfoliosto the
principal industries—manufacturing industry, particularly high-techindustry (the electrical
and electronics machinery and equi pment industry), the telecommuni cations and computer
services industry, the construction and real estate industry, and the hotels and catering
industry. The deepening economic recession was also reflected by a rise in the
unemployment rate and a decrease in the average real wage per employee post. These
impaired affected the repayment ability of the households sector. The decline in the
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quality of the credit portfolio in the principal industries during 2002 was clearly apparent
in the financia statements of the five largest banking groups. However, the impaired
repayment ability of the households' sector and the decline in the quality of the credit
portfolio to that sector, especially in non-housing loans, was not suitably reflected in the
banking groups’ financial statements. In this section, wewill analyze the devel opment of
activity indicesand indices of credit repayment ability in the principal industries* andin
the household sector, and the banking groups’ responseto these devel opmentsasreflected
in their published financial statements.

(a) Manufacturing industry was affected by the continued recession in economic activity
at home and abroad. Worst affected was high-tech industry (electrical and electronic
machinery and equipment),** whose product accountsfor aquarter of industrial product.
Product and exports in this industry fell heavily, by 12.8 percent in 2001 and by 18.4
percent in 2002 due to the drop in world demand for high-tech products following the
bursting of the “high-tech bubble” and the price slide on the Nasdag from March 2000.
The market segment of Isragli exportsal so decreased. The serious contraction in industrial
activity asawhole and in the high-tech industriesin particular isindicative of an adverse
effect on borrowers' repayment ability and asaresult, of a deterioration in the quality of
credit. In manufacturing industry, the ratio of the loan-loss provision to outstanding
credit at the five banking groups rose from 0.5 percent in 2001 to 1.33 percent in 2002
(Table 5.3) asthe result of an NIS 909 million growth in loan-loss provisions (of which
NIS 763 million was recorded at the Hapoalim group). The proportion of problem loans
to total credit increased from 6.9 percent in 2001 to 9.2 percent in 2002. The ratio of
credit to product,®® which reflects the repayment ability of borrowers in the industry,
amounted to 1.7 percent in 2002, similar to the ratio in 2001 (Table 5.4) due to similar
decreases in product and credit in the industry. The deterioration in the quality of the
credit portfolio resulted from a serious decline in the quality of the credit portfolio in
high-techindustry: theratio of loan-loss provision to outstanding credit at the five banking
groupsrosefrom 0.38 percent in 2001 to 3.2 percent in 2002 (Figure 5.2A) duetoan NIS
816 million increase in loan-loss provisions (of which NIS 680 million was recorded at
the Hapoalim group alone). The proportion of problem loansto total credit rosefrom 2.8
percent in 2001 to 7.4 percent in 2002. As aresult of the deterioration in the quality of
the credit portfolio, the banksimposed stricter termsfor the extension of credit. Together
with the decline in the industry’s activity, this had the effect of ending the expansion of

1 The sources for the analysis of theseindices are: Bank of Israel Research Department reports and data
—Annual Report for 2002 (product per industry) and Recent Economic Developments, January 2002; the
Central Bureau of Statistics, and the Banking Supervision Department Research Unit.

14 This industry includes el ectronics components, industrial equipment for control and supervision, and
medical and scientific equipment.

15 Credit-product ratio datain thisindustry and in the other industriesrelate to credit in the entire commercial
banking system.
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credit. The proportion of this credit at the
five banking groups thereby fell to 11.9
percent in 2002, following a continued
average increase of 28.7 percent during the
past four years.

(b) The telecommunications and computer
servicesindustry was mainly affected by the
world crisis in the high-tech industries
resulting from the bursting of the high-tech
bubble and the price slide on the Nasdag.
These adverse developments led to a 9
percent decrease in the industry’s product,
to a decline in the repayment ability of
borrowersin the industry, especially that of
severa large borrowers, and to an erosion

Figure 5.2b

Tel-Tech and Nasdaq Indices,
Outstanding Credit (incl. Off-
balance-sheet), and Ratio of Loan-
Loss Provision to Outstanding
Credit? in Communications and
Computer Services Industry,
December 1997-2002
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a|n the five major banking groups.

SOURCE: Central Bureau of Statistics and returns
to Supervisor of Banks.
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Figure 5.2a

Ratio of Specific Loan-Loss
Provision to Outstanding Credit?
and Exports of Advanced
Industries, December 1997-2002
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2 |n the five major banking groups.

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

inthe value of the equities-backed collateral
of borrowers that obtained credit for the
purpose of acquiring corporate means of
control. (23 percent of the credit for the
acquisition of meansof control was extended
in this industry). Although the growth in
credit to the industry was stopped for the
first time in 2002 (credit to the industry
followed by 6.2 percent), the growth in this
credit during previous years, even after the
fall on the Nasdag and the bursting of the
high-tech bubble (Figure 5.2B) isindicative
of flaws in the banks credit decisions in
those years. These erroneous decisions and
the previously-mentioned exogenous affects
made it necessary to increase loan-loss
provisions to a considerable extent, by a
billion shekels (half of this at the Hapoalim
group) and to classify more credit asproblem
loans. The ratio of loan-loss provision to
outstanding credit at thefive banking groups
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Table 5.4
Ratio of Credit® to Output, by Industry, 1997-2002

1997 1998 1999 2000 2001 2002

Agriculture 173 144 1.63 143 0.83 0.75

Manufacturing 0.94 114 1.48 1.38 1.68 1.66

Congtruction and real estate 295 3.09 3.86 4.40 5.05 5.06

Construction 2.86 312 3.89 447 5.02 493

Red estate 345 2.95 3.76 419 513 541

Water and electricity 148 1..48 161 159 184 1.85

Commerce and services 0.63 0.77 0.97 0.94 1.02 1.08

Commerce 0.95 111 1.29 128 1.39 143

Services 0.51 0.64 0.86 0.82 0.89 0.95

Hotels and catering 131 153 1.80 1.82 2.26 2.29

Financia services 0.72 1.02 1.70 157 1.69 181
Communications and

computer services 0.35 0.62 0.90 0.93 107 1.09

Transport and storage 044 0.52 0.85 0.80 0.82 0.91

Total 110 1.28 162 1.63 1.80 184

2| ncluding off-balance-sheet credit, based on the whole commercial banking system. Bank credit
is attributed to different industries according to the composition of GDP by industry, so that the data
in this table may be incompatible with the datain other tables.

SOURCE: Based on returns to Supervisor of Banks and Central Bureau of Statistics data.

rose from 0.08 percent in 2000 to 1.7 percent in 2001 (due also to the Supervisor of
Banks' directives of September 2001 concerning a special provision for loan losses)*®
and to 4.91 percent in 2002 (Table 5.3). High ratios were recorded at all the banking
groups in 2002, particularly at the Hapoalim group (6.47 percent) and the First
International group (9.11 percent). Although the latter group’s exposure to credit risk in
the industry islow (only 6 percent of total credit of the group), the proportion of loan-
loss provisions for the industry to total provisions at the group reached 60 percent. The
proportion of problem loansto total credit at the five banking groupsin 2002 amounted
to 21.9 percent, similar to that in 2001 (Table 5.3). The ratio of credit to product in the
industry in 2002 and 2001 amounted to 1.1, compared with 0.35in 1997 (Table 5.4). The
growth in the ratio at the end of the 1990s derived from the expansion of credit to the
industry that resulted from the development of the “high-tech bubble.”

(c) Thehotelsand catering industry was mainly affected by security-related devel opments
inIsrael, which led to alarge drop in the number of tourists and overnight staysat hotels.
The problemsin thisindustry adversely affected the activity of other industries as well,
such as transportation, commerce and business services. The serious decline in the

16 See the Annual Survey of Isragl’s Banking System for 2001.
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industry’s activity wasreflected by afall in revenue (Figure 5.3A) and to adeterioration
in anumber of financial ratios that are used for analyzing publicly-traded companiesin
theindustry: financial solidity (adecreasein theratio of equity to thetotal balance sheet,
and an increase in the ratio of long-term liabilitiesto equity), profitability (adecreasein
theratio of profit beforetaxesto income, andin return on equity) andin corporate liquidity
(adecreasein theratio of current assets to current liabilities).

Despite the low level of exposure to credit risk in this industry (only 2 percent of
outstanding credit), these data show a serious deterioration in the repayment ability of
borrowersintheindustry. Thismade it necessary to increaseloan-loss provisionsby NIS
224 million. The ratio of loan-loss provision to outstanding credit at the five banking
groups rose from 1.84 percent in 2001 to 3.27 percent in 2002 (Figure 5.3A and Table
5.3). The proportion of problem loans to total credit increased considerably, from 22.2
percent in 2001 to 37.3 percent in 2002 (the highest ratio among the principal industries)
dueto an NIS 2.4 billion growth in problem loans, namely at the Hapoalim and Discount
groups. The ratio of credit to product in the industry in 2002 was relatively high at 2.3,
similar to the ratio in 2001, and compared with 1.8 in 2000 (Table 5.4).

(d) The construction and real estateindustry hasbeenin recession for the past fiveyears.
During the last two years, it has been mainly affected by security-related developments
inIsrael, which led to adecrease in the number of workers (supply restriction). In 2002,
housing construction was also affected by the reduced demand for apartments resulting
from the decline in permanent income, the rise in unemployment, the reduced feasibility
of purchasing apartments in the local market for investment purposes due to therise in
the interest rate on mortgages, and the slower pace of immigration to Israel. These
developments led to a decrease in the industry’s product and its proportion in business-
sector product, and to an increasing reliance on bank credit. Theratio of credit-to-product
intheindustry rosefrom 3in 1997 t0 5.1in 2002 (Table 5.4). These adverse developments
intheindustry’sactivity harmed borrowers repayment ability, and increased the proportion
of problem loans to outstanding credit to 12 percent, and the ratio of loan-loss provision
to outstanding credit to 0.94 percent in 2000 (Table 5.3).

(e) Other industrieswere harmed by the continuing recession. Thisincluded the commerce
industry, which suffered from decreases in retail trade and revenue dueto the increasing
erosion of real wages and the adverse effect of higher inflation on the public’s purchasing
power. The financial services industry, which in recent years supplied credit for the
acquisition of corporate means of control (29 percent of total credit for this purpose),
was hit by the drop in share prices because equities serve as collateral for much of this
credit. (See Chapter 2 for more details). For these industries as well, increases, albeit
relatively dight, wererecorded in the proportion of problem loansand loan-loss provisions
to outstanding credit (Table 5.3) and the ratio of credit to product (Table 5.4).

(f) The household sector is notable for a broad dispersal of borrowers and a relatively
low correlation between them. It might be expected therefore that credit risk in this
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Figure 5.3a Figure 5.3b

Ratio of Specific Loan-Loss Ratio of Credit to Disposable
Provision to Outstanding Credit? Income, and Ratio of Specific
and Revenue from Tourist Entries Loan-Loss PrOVlSl?g to
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December 1997—2002 Household Sector, December
Revenue 2000-2002 e
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2 |n the five major banking groups. a |n the five major banking groups.
SOURCE: Published Financial Statements, Bank SOURCE: Published Financial Statements, Bank
of Israel Research Department, and Central Bureau of Israel Research Department, and Central Bureau
of Statistics. of Statistics.

sector would be low relative to other sectors of the economy. However, the continuation
of therecession in 2002 and negative devel opmentsin money-market variables adversely
affected repayment ability in the sector: the risein the unemployment rate and the decline
in the real wage per employee post, the unexpected rise in the consumer price index,
which increased the value of CPI-indexed liabilities (principally mortgages), the
unexpected depreciation of the shekel against the dollar, which harmed borrowers’ (net)
repayment ability in foreign currency, and the rise in the real interest rate on shekel
credit, mainly during the second half of the year. The decline in households' repayment
ability wasreflected by adverse changesin anumber of indicesduring 2002: ariseinthe
ratio of credit to households to disposable income (Figure 5.3A). Anincrease in arrears
in housing loan repayments and their proportion to outstanding credit (principally arrears
of over 180 days), an increasein the number of customerswhose accountswererestricted,
mainly due to Execution Office procedures, increased arrears in payments by means of
credit cards at the company’s responsihility, and an increase in excess (unauthorized)
debit balances in overdraft accounts (Figure 2.8). These adverse developments in
households’ repayment ability werenot suitably reflected in the banking groups' financial
statements for 2002, especialy in the indices of the quality of non-housing loans that
were extended to households. Theratio of |oan-loss provisionsto outstanding non-housing
credit to householdsfell from 0.43 percent in 2001 to 0.32 percent in 2002 (Figure 5.3B).
The proportion of problem loans to total non-housing credit fell slightly and amounted
to only 3.8 percent in 2002. These decreases are puzzling in view of the deterioration in
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the indices of borrower strength that were described above; even more so when it is
considered that |oan-loss provisionsin respect of housing loansrose only slightly (Figure
5.3B). (The increases in the provisions mainly derived from the provisions that were
determined according to the extent of arrears, and that were not subject to the discretion
of the banks' management).

Another index of the quality of the credit ratios in the households sector is the ratio
between the proportion of the specific loan-loss provision in the sector to the total loan-
loss provision and the proportion of credit to the sector to total credit.’’ In the
manufacturing, construction and real estate, hotel sand catering, and telecommuni cations
and computer servicesindustries, thisratioin 2001 was greater than 1, afinding reflecting
arelatively low quality of credit in those industriesin that year (Table 5.5). The highest
ratio was obtained in the telecommunications and computer services industry (5.6 in
2002 compared with 3.1 in 2001).

Similarly, the ratio between the proportion of problem loans in the sector to total
problem loans and the proportion of credit in the sector to total credit in 2002 was
considerably greater than 1 inthe hotelsand catering, telecommuni cations and computer
services, and agricultural industries, and was greater than 1 in the construction and real
estate industry and manufacturing industry (Table 5.5).

B. The size of the credit portfolio
1. Balance-sheet activity

The rapid expansion of the five banking groups’ credit portfolio that was typical of the
previous years ceased in 2002. Outstanding credit rose by only 1.6 percent during the
year (and totaled NIS 552 billion) compared with 9.8 percent in 2001, and a multi-year
average of 11.2 percent during the years 1994 to 2001. This devel opment encompassed
all the banking groups. The changes in credit ranged between a 3.2 percent decrease at
the First International group to an increase of only 2.9 percent at the Leumi group.

Since credit to the public stopped growing in 2002, the increase in its ratio to the
groups’ equity also ceased:*® Thisratio amounted to 13.6 percent in 2002, similar to the
ratio in 2001 (Table 5.6) and compared with a multi-year average of 11.1 during the
years 1994 to 2001.

The end to the growth in credit to the public in 2002 primarily resulted from supply
factors, and is attributed to the banks' response to the increased level of uncertainty.

Thedistribution of credit by indexation segments showed that the expansion of credit
ceased in the unindexed segment and in the CPI-indexed segment, whileforeign-currency
credit rose by 5.1 percent (Table 5.6). (See Chapter 2 for more details on the latter two
subjects).

" When theratio exceeds 1, this meansthat the proportion of the specific loan-loss provision in the sector
to the total loan-loss provision is greater than the proportion of credit in the sector to total credit. In such a

case, the quality of credit in the sector isrelatively low, and vice versa.
18 Plus minority interests.
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2. Off-balance-sheet activity

Off-balance-sheet activity isrisk-oriented due to customers' liabilities to the bank. This
activity includes two main types of transactions:

(&) The banks' extension of guarantees and liabilities.’® The five banking groups
outstanding guarantees and other liabilities fell by 5.5 percent to NIS 242.2 billion in
2002 (Table 5.7). This decrease resulted from opposing changes in the guarantees and
liabilitiesitems, and were mainly affected by adecreasein “irrevocableliabilitiesfor the
extension of a credit that was approved but not granted.”

Table 5.7
Distribution of Guarantees and Other Liabilities, the Five
Major Banking Groups, 2001-02

Change from
End-year balances  previousyear  Distribution
(NISmillion)? (percent) (percent)
2001 2002 2002 2001 2002
Documentary credit 5186 7,120 37.3 20 29
Credit guarantees 23,270 21,464 —7.8 91 89
Guarantees for home-buyers 21,431 22,249 3.8 84 9.2
Other guarantees and liabilities 19,375 19,310 —0.3 76 80
Irrevocable liabilities on
authorized credit not taken up 60,791 51,735 -14.9 237 214
Liabilities on guarantee expenses 14,968 13,591 —9.2 58 56
Liabilities on unsettled
credit-card transactions 16,874 15,679 —7.1 6.6 65
Overdraft facilities and other
unutilized credit frameworks 47,005 51,471 9.5 183 213
Unutilized credit card frameworks 47,515 39,590 -16.7 185 16.3
Total 256,415 242,209 55 100.0 100.0

aAt December 2002 prices.
SOURCE: Published financia statements.

1% Activity in which the notional balance represents credit risk. These transactions are L/C's, guarantees
for securing credit, guarantees for apartment-buyers under the Sale Guarantee Law, other guarantees and
liahilities, irrevocableliabilities for the extension of credit that has been approved by not granted, liabilities
for the issue of guarantees, overdraft accounts, other credit lines, and unutilized credit card credit lines.
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(b) Activity in derivative financial instruments.® These transactionsinvolve exposure to
credit risk due to the possibility that the counter-party to the transaction will not fulfill
his liabilities in respect of those future transactions.* The amount of the five banking
groups futures transactions in notional value terms increased by 23.3 percent to NIS
789.3 billion in 2002 (Table 5.8).

This development was accompanied by opposing changes in the different types of
contracts: a39 percent increasein currency contracts, as compared to respective decreases
of 4.9 percent and 17.4 percent in interest-rate contracts and other contracts®? (Table
5.8). Theincrease in currency contracts during 2002 is attributed to the banks” and their
customers’ need to hedge against the increasingly uncertain course of the exchange rate,
which was apparent from the large number of unexpected changes in the exchange rate
of the shekel against the dollar during the year (Figure 5.1), and to developments in
derivative instruments: awareness of the need for financial hedging against changesin
the prices of different assetsand theinternalization of strategiesfor thispurposeincreased,
especialy in view of the uncertainty in the financial markets and security-related
developmentsin Isragl and abroad. (See Chapter 2 for more details).

The growth in the notional balance of these transactions was not reflected by overall
credit risk from derivative activity at thefivelargest banks?® (present and potentia credit
risk after weighting in respect of the counter party to the transaction): Thisrisk increased
by only 1.4 percent and totaled NIS 23.7 hillion.

C. The concentration of the credit portfolio
1. Concentration of credit by principal industries

Exposure to credit risk is also affected by the concentration of the credit portfolio by
principal industries, on the assumption that there is no perfect correlation between the
volume of activity and financia results of borrowersin different economic sectors. The
wider the dispersal of the credit portfolio among the variousindustries, the lower will be
the level of risk.

2 Activity in which the credit risk is not represented by the notional balance: forwards, futures, swaps,
and options on exchange rates, interest rates, indices and commodities.

2 In such a case, the bank will have to return to the market and convert the failed contracts to substitute
contracts, at inferior terms from its viewpoint. This situation exposes the bank to market risks, which
materialize when the prices of the derived asset differ because of an unexpected change in the prices of the
underlying asset are due to an unexpected fluctuation in interest rates, exchange rates, share indices and the
consumer price index, for example.

2 Other contracts include contracts in respect of shares, share indices, future Treasury bills and
commodities.

2 The reference is to the parent banks alone.
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The Herfindahl-Hirschmann index (the H-index)?* of concentration of the credit
portfolio by principal industries excluding private individuals (households)?® remained
stable at the five groups in 2002 and amounted to 0.083 at the end of the year, the same
asin 2001 (Table 5.9). Large differences were apparent in the level of theindex between
the banking groups, from 0.058 at the Mizrahi group to 0.12 at the First International
group. Therelatively low concentration in the credit portfolio at the Mizrahi group derives
from the high proportion of credit to householdsin the portfolio (50.2 percent). However,
the concentration of the group’s business portfolio® is the highest, and amounted to
0.212in 2002 (Table 5.9).

The proportion of credit to the construction and real estate industry is creating ahigh
degree of concentration in the bank credit portfolio. Thisis despite the fact that theratio
in question fell dightly, to 16.7 percent of outstanding credit in 2002 (Table 5.3).

2. Concentration of credit by borrower size

Another indicator of the concentration of the credit portfolio isthe extent of its dispersal
among different borrowers. The greater the level of dispersal, the lower the level of
exposure to credit risk, and vice versa. The credit portfolio of the banks in Isradl is
notable for a high degree of concentration by borrower, with a small number of large
borrowers accounting for the mgjority of activity in the economy and obtaining credit
from arelatively small number of banks. In 2002, for example, one percent of borrowers
obtained 71.3 percent of credit in the banking system. The high degree of concentration
inthebank credit portfolioisreflected by several indices: (1) The Gini index of inequality
inthedistribution of credit, which reflects non-uniformity in the distribution of the credit
portfolio. The value of this index is the area between the credit portfolio distribution
curve (the cumulative percentage of credit to the cumulative percentage of borrowers)
and the 45-degree line that reflects egalitarian distribution. The values of the Gini index
range between O (fully egalitarian distribution and 1 (maximum inequality). The Gini

% The H-index is calculated as H = z S|2 , Where S is the share of credit to industry i in

total credit. Thelower the value of theindex, the lower the concentration of the credit portfolio, which will
therefore be exposed to alower level of risk in relative terms.

% Households, whose share of total credit at the five banking groups amounted to 24.6 percent in 2002,
are highly heterogeneous from the aspect of borrowers' financial position. The correlation between themis
therefore insubstantial, both in their economic activity and in their repayment ability, and it is doubtful
whether they can be regarded as an industry in this respect. Accordingly, the H-index was calculated as the
sum of the squares of the proportions of credit in a particular industry (excluding the households sector) to
total credit to the public (including the households sector).

% The concentration of the business portfolio is measured by the H-index, which is calculated as the sum
of the squares of the proportions of credit in a particular industry (excluding the households sector) to total
credit to the public (excluding the househol ds sector).
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Table 5.9
Indices of Credit Concentration, the Five Major Banking
Groups,® 2001-02

Leumi Discount  Hapoaim Mizrahi First Intl. Total

Concentration by principal industry
H-Index by principal industry (excluding househol ds)®

2001 0.084 0.095 0.092 0.064 0.111 0.083
2002 0.085 0.091 0.090 0.058 0.118 0.083
Share of credit to householdsin total credit

2001 313 22.0 275 50.1 17.7 24.7
2002 29.7 24.6 277 50.2 17.1 24.6
H-Index by principa industry (concentration of business portfolio)®

2001 0.155 0.143 0.153 0.234 0.161 0.147
2002 0.151 0.145 0.151 0.212 0.170 0.146

Concentration by size of borrower
Share of credit to borrowers whose credit balance is more than NIS 35 million (percent)

2001 42.9 47.2 55.8 25.7 53.2 475
2002 46.8 422 55.0 26.0 56.2 48.0
Gini Index®

2001 0.902 0.920 0.927 0.816 0.943 0.913
2002 0.914 0.916 0.928 0.822 0.946 0.917
Share of credit to large single borrowers (percent)®

2001 7.4 14.8 11.4 8.2 251

2002 7.5 10.9 11.8 9.8 29.9

@ 0n balance-sheet and off-balance-sheet basis.

b Thisindex is the sum of the squares of the share of credit to particular industries (excluding households) in
total credit (including to households).

¢ Thisindex is the sum of the squares of the share of credit to particular industries (excluding households) in
total credit (excluding to households).

dThe Gini Index reflects the inequality of the distribution of credit by borrower (see notein text).

eBorrowerswhose credit balanceisgreater than 5 percent of the group’s equity (including minority shareholders).

SOURCE: Published financial statements.

index amounted to 0.92 in 2002 (Table 5.9), similar to the multi-year average for the
years 1997 to 2002. High concentration is therefore a structural feature of the Israeli
banking system, rather than arecent phenomenon. For the sake of comparison, the index
of income (wage) inequality in the Israeli economy amounted to 0.35 in 2002; (2) The
distribution of credit to borrowers whose outstanding indebtedness exceeded NIS 35
million amounted to 48 percent of the credit portfolio (including credit value equival ent
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in off-balance-sheet items), while the proportion to the total number of borrowers
amounted to only 0.07 percent?” or 3,090 borrowers (Table 5.10).

A comparison between the banking groups shows a relatively high concentration of
credit at the First International group (a Gini index of 0.95), while the concentration of
credit at the Mizrahi group isrelatively low (0.82). These high values are similar to the
multi-year average for the years 1997 to 2002 (Table 5.9). The lower level of the Gini
index at the Mizrahi group does not necessarily reflect less concentration among large
borrowers, and derives from the relatively high 50.2 percent proportion of credit to
households (and especially housing loans extended by the Bank Tefahot subsidiary),
compared with 17.1 percent at the First I nternational group and an average of 27.9 percent
at the three other banking groups. Concentration as measured among large borrowers
reveals high concentration at the First International group: The proportion of credit
extended at that group to borrowers with outstanding credit of over 5 percent of the
group’s equity® amounted to 29.9 percent in 2002, compared with 7.5 percent at the
Leumi group (Table 5.9).

3. MARKET RISKS

Market risks are defined as the erosion of a bank’s net worth as the result of unexpected
changes in market prices (interest rates, shares and other securities, the exchange rate
and inflation) During a period of liberalization in the financial markets, an increase in
the volatility of market prices and the development of innovative financia instruments
(including derivatives), local and worldwide banks potential exposure to market risks
increases.

Theanalysisof market risksin this chapter relatesto interest-rate risks and indexation
basis (inflation and exchange rate) risks, and is based on amodel of Value at Risk (VaR).
Thisvaluereflectsthe maximum loss expected on the holding of financial instrumentsin
along or short position — positions that are sensitive to changes in market prices—at a
given planning horizon and level of significance at a particular point in time. VaR is
calculated by three main methods: (1) the historical simulation approach; (2) the
covariance matrix approach; (3) and the Monte Carlo simulation approach. The analysis
of VaR in this chapter will be presented using the first approach based on the following
assumptions; (1) a planning period (horizon) of a month; (2) a confidence level of 99
percent; (3) positionsare based on datapublished in banks' financial statements(including
the affect of futurestransactions), but do not take into account the full effect of derivatives

2 Starting from the credit bracket of NIS 7 million, the classification is conducted under the specific
unification method. However, the number of borrowers is upward-biased because there may be borrowers
recorded at a number of groups and if so, adding borrowers at the five banking groups leads to duplication.

2 Plus minority interests.
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in general and of options in particular; (4) the impact of changes in risk factors on the
value of a position is linear. In practice, only the first derivative of the value of the
position relative to the risk factor is taken into account, and the effect of the other
derivativesisignored. (Thelarger the changesin therisk factors, the greater isthevaidity
of thisassumption, although it weakens asthe asset portfolio expands and becomes more
diversified.

The calculation of VaR was also examined with the second method. This method,
whichintegrates acovariance matrix between therisk factors,® isbased on the assumption
that the distribution of the changesin all therisk factorsisnormal and that thedistribution
of the return on the entire portfolio is therefore normal, with the average changesin the
risk factors tending to zero. The results obtained with this method will be biased the
more the actual distributions of the changes in the risk factors are characterized by fat
tails, skewness or kurtosis. An analysis of the actual distributions of the changesin the
risk factors showsthat these distributions are not normal, sincethey are characterized by
skewness £ 0 and kurtosis > 3. In addition, a Jarque-Bera examination of the normality
of the different distributions rejected the zero hypothesis whereby the distribution of the
variablesisnormal. Despitethisresult, the cal culation of the VaR with the second approach
shows that the correl ations between the changes in the risk facts affects the total VaR. It
should be noted in this respect that the Banking Supervision Department stipul ates that
market risks be estimated by means of more complex and more sophisticated models.

A. Thehistorical smulation approach
1. Interest-raterisks

Interest-rate risk is the risk that unexpected changes in interest rates will lead to a
deterioration in a bank’s financial position (or reduce its net worth).® This risk arises
when the relative sensitivity of the value of the bank’s assets to changesin interest rates
differs from that of itsliabilities. The development of exposure to interest-rate risk® is
presented separately for each of the three indexation segments (unindexed, CPI-indexed

2 Therisk factorsexamined are: purchasing power (the opposite of the monthly changesin the consumer
priceindex), the monthly changesin the exchange rate of the shekel against the dollar, the monthly changes
in the nominal interest rate (monthly changes in the yields-to-maturity on Treasury bills with a month to
maturity), the monthly changesin thereal interest rate (monthly changesin the yields-to-maturity on CPI-
indexed bonds with aterm-to-maturity of five years), and the monthly changesin the dollar interest rate (the
monthly changesin theyields-to-maturity of dollar-indexed bondswith aterm-to-maturity of three months).

% Thedifference between the present value of assetsand liabilities. Theinterest rate used for capitalization
is detailed in the footnotes to table 5.11.

31 Interest-rate risk is calculated on the basis of Appendix D to the Management Review in the banks'
published financia statements.
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and foreign currency), because the different types of interest rates among these segments
constitute different risk factors. In this sub-section, we have referred to the changes in
the yield-to-maturity on Treasury bills and CPI-indexed bonds and in the Libor dollar
interest rate as interest-rate risk factors (changes in market prices) in the unindexed,
CPI-indexed and foreign-currency segments respectively.*

(@) All segments

Thetotal value at interest-rate risk® (in all three indexation segments) rose at all of the
five banking groupsin 2002 and totaled NIS 2.7 billion compared with NIS 2.2 billionin
2001 (Table 5.11).*

TheVaR ranged between 4.1 percent of net worth (3.6 percent of equity) at the Hapoalim
Group (NIS 491 million) and 17.7 percent of net worth (11.5 percent of equity) at the
Discount Group (NIS 644.3 million) (Table 5.11). The highest VaR was recorded at the
Leumi Group and amounted to NIS 1,066.5 million or 10.1 percent of net worth (7.7
percent of equity). This situation was similar to that in 2001, because VaR is relatively
high in the unindexed segment. Total VaR was cal culated asthe sum of theVaR'sin each
segment, on the conservative assumption that the worst case scenarios would occur in
each segment simultaneously, ignoring the correl ations between changesin the different
interest rates.

(b) The unindexed local-currency segment

Assets and liabilities in this segment are less sensitive to interest-rate adjustments than
in the other intermediation segments, dueto their short term-to-maturity and the fact that
they are usually priced on the basis of floating-rate interest. However, interest ratesin
this segment, which are usually adjusted to the yield-to-maturity on Treasury hills, are
highly volatile compared with those in other segments. Asaresult, the standard deviation
of the Treasury hill yield during the last eight years was greater than that of CPI-indexed
bonds and the standard deviation of the dollar Libor interest rate, except for thelast three
quarters of 2001%* (Figure 5.4). The standard deviation of Treasury bill yieldsincreased
considerably in 2002, due to the opposing adjustments in the Bank of Isragl’s interest
rate in two different periods: the 2 percentage point cut in January and the 4.5 percent
cumulative increase in June and July.

%2 |nterest rates in the three indexation segments are adjusted to the yield-to-maturity on Treasury bills,
CPI-indexed bonds and the Libor interest rate, as relevant.

% The calculation of VaR with the historical simulation approach is presented in Appendix 5.2.

% The VaR is presented on aggregate, because in 2002 all the groups were exposed to arise in interest
ratesin all three segments.

% The high standard deviation of the Libor interest rate in that period derived from the gradual decrease
in the dollar Libor interest rate from 6.27 percent in 2000 to 1.76 percent at the end of 2001. The decrease
was correlated with the gradual, 4.75 percent cumulative reduction in US central bank’s interest rate on
interbank loans.
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Figure 5.4
Standard Deviation? of Selected
Interest Rates, December 1994—
December 2002

%

3.0 \
25
1-year T-bills /

20 \4
1.5

3-month Libor /

At the end of 2002, all the banking
groupswereexposedto ariseintheinterest
rate by amaximum rate of 2.51 percentage
points, compared with 1.82 percentage
pointsin 2001 (Figure5.5and Table 5.11).
Thegroups increased exposureto the price
effect did not lead to arise in VaR at the
banking groups in 2002 (except for the
Hapoalim group). This was due to the
decrease in the duration gap — the
difference between the duration of assets

\
0 \ RVA /\/ and the duration of liabilities® (Table
\“ \/ \ /\si bonds\/}[/\/ 5.11). The highest VaR in this segment was
\/ obtained at the Leumi group — NIS 514.1
ol TN S million, similar to that in 2001 — and
W B o W W W e e relatively high values were also obtained
for 2001 and 2002 at the Discount group.
Therelatively high values at these groups
during the past two years resulted from
relatively large duration gaps (Table 5.11).
Thesignificance of theresultsisthat a 2.5 percentage point increase in the unindexed
interest rate in the course of amonth (when the probability of larger changesislessthan
1 percent) would erode the net worth of the groups deriving from this segment by the
amounts denominated in the table (which are Values at Risk).

a Calculated over 12 preceding months.
SOURCE: Monetary Department, Bank of Israel.

(c) The CPI-indexed segment

Assets and liabilities in this segment are more sensitive to changesin interest rates than
those in other intermediation segments, because they have along term-to-maturity and
are generally priced at fixed rates of interest. However, interest rates in the segment are
usually adjusted to the yield-to-maturity on CPl-indexed bonds and their volatility is
relatively low. These features helped to reduce the potential exposure to interest-rate
risk, as expressed by the standard deviation of the yields-to-maturity on CPl-indexed

% The duration gap was presented for thefirst time by Bierwag and Kaufman in 1985. Sinceit reflectsthe
sengitivity of abank’s net worth to interest rate adjustments in term of time (months, years etc.), it makesit
possible to assess the duration of the assets/liabilities that must be bought/sold in order to protect the bank’s
net worth from interest-rate risks. The duration gap is calculation

asfollows: Dgap: D,D, - L where D, isthe duration of assets, D, isthe duration of liabilities,
A

Aisthe present value of assets, and L is the present value of liabilities.

194 BANK OF ISRAEL: BANKING SYSTEM 2002



Figure 5.5
Distribution and Cumulative Distribution of Month-on-Month
Changes in Selected Interest Rates, 1998—2002

a. Distribution of Changes in Rates of Return on 30-Day Treasury Bills
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SOURCE: Monetary Department, Bank of Israel.
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bonds during the years 1996 to 2000. However, in 2001 and more notably in 2002, the
volatility of yields-to-maturity increased (Figure 5.4). The increased volatility in 2002
resulted from the rise in yields-to-maturity, principally in the second half of the year,
which derived from two main reasons. (1) three changes in the targeted level of the
budget deficit in the course of the year (from 1.5 percent of GDP to 3.9 percent), which
were financed by increasing the proportion of CPl-indexed debt instruments; (2) the
adjustment of yields-to-maturity in the CPl-indexed segment to the higher yields-to-
maturity in the unindexed segment, as detailed above.

At the end of 2002, all five banking groups were exposed to arise in thereal interest
rate by amaximum rate of 0.95 percentage points, compared with 0.52 percentage points
in 2001 (Figure 5.5 and Table 5.11). The groups’ increased exposure to the price effect
ledtoarisein VaR at al the banking groups, although the growth in the price effect was
offset dightly, but inadequately, by a decrease in the duration gap at the group (except
for the Mizrahi group). The VaR in this segment ranged between NIS 191.9 million at
the First International group to NIS 534 million at the Leumi group.

The significance of the results obtained isthat a0.95 percentage point increase in the
CPl-indexed interest rate in the course of amonth (when the probability of larger changes
islessthan 1 percent) would erode the net worth of the groups deriving from this segment
by the amounts denominated in the table (which are Values at Risk).

(d) The foreign-currency segment

Interest-rate VaR in this segment is cal cul ated for the maximum monthly increase expected
in the 3-month dollar Libor interest rate during the next five years at a confidence level
of 99 percent. Exposure to interest-rate risk is lower in the segment than in the local-
currency segmentsfor two reasons: (1) The banks maintain low positionsin this segment,
partly because assets and liabilitiesin the segment are priced at afloating rate of interest
(usually Libor), and are short-term and medium-term. The banks also use derivativesin
this segment — swap contracts on interest rates— to reduce their exposure to interest-rate
risk. These instruments, which are traded in the world's markets, are less developed in
the local-currency segments; (2) Interest rates in the foreign-currency segment are less
volatile, asisapparent from the standard deviation of the Libor dollar interest rate during
the years 1996 to 2000. The growth in interest-rate volatility in 2001 compared with
previous years (Figure 5.4) resulted, as stated, from the decline in Libor dollar interest
rates in that year. The cutsin the Libor rate and the US central bank’s half percentage
point reduction in theinterest rate on interbank loansin November 2002 were not reflected
in the VaR, because all five banking groups maintained a positive capital duration and
were therefore exposed to arisein interest rates.

At the end of 2002, all the banking groups were exposed to arisein the Libor dollar
interest rate by a maximum of 0.44 percentage points, similar to their exposure in 2001
and 2000 (Figure 5.5 and Table 5.11). The highest VaR in this segment was obtained at
the Discount group (NIS 217.7 million, compared with NIS 161.6 million in 2001) and
the Hapoalim group (NIS 103.5 million, similar to this value in 2001). The relatively
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high values at these groups in the past two years (Table 5.11) resulted solely from the
relatively high duration gap (since the price effect did not change in the last two years).

The significance of the results obtained isthat a0.44 percentage point increase in the
Libor dollar interest rate in the course of amonth (when the probability of larger changes
islessthan 1 percent) would erode the net worth of the groups deriving from this segment
by the amounts denominated in the table (which are Values at Risk).

2. Indexation basis (inflation and exchange-rate) risks

A bank is exposed to indexation-basis risks when in the course of its financial
intermediation activities, it rai ses sourceswith oneindexation basisfor useswith adifferent
basis. Changes in the relative prices of the different indexation bases could therefore
have an adverse effect on a bank’sincome. Financial intermediation activity in Isragl is
carried out in three principa segments:. unindexed, CPI-indexed and foreign currency. In
the latter segment, the mgjority of activity isdenominated in US dollars. These segments
developed as a result of the high rates of inflation prevailing in Israel compared with
other Western countries, the system of CPI-indexation mechanisms, and the large volume
of foreign trade conducted by both the public and private sectors. The proportion of the
foreign-currency segment to the five largest banking groups’ total assets rose by 2
percentage points during 2002 and amounted to 41 percent at the end of the year.*”

Exposure to indexation basis risks is affected by two factors. (1) The quantitative
effect (position), which is the difference between the value of assets and the value of
liabilities plusthe net affect of futures transactions; and (2) the price factor, which isthe
effect of achangein relative pricesin the different indexation segments. The analysis of
exposureto indexation-basisrisksin thischapter is based on ameasurement of the banks
financia resultsand the devel opment of their capital inreal terms. Theanaysisiscentered
on the three indexation segments alone, without reference to the wide range of foreign
currencies. Accordingly, price risks are derived from the difference in relative pricesin
the unindexed and foreign-currency segments, and the CPI-indexed segment® —inflation
and the real NIS/$ exchange rate.

The maximum expected changes in inflation rates and in the real exchange rate, for
which VaR is calculated, are derived from the cumulative distribution of the monthly
changesintherates of inflation and thereal exchangerate during the previousfiveyears.
The 99th percentile in the distribution was sel ected for the maximum change in the CPI
(when the position in the unindexed segment is positive), and the first percentile was
selected with respect to exposure to adecline in the CPI (when the position is negative).
Thefirst percentile in the distribution was selected for the maximum change in the real

7 The 7.3 percent depreciation in 2002 contributed to half the increase (one percentage point) in the
foreign currency segment’sweight in total assets.

% On the assumption that financial capital is part of the CPl-indexed segment, and that the foreign-
currency segment is adollar segment.
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exchange rate with respect to exposure to adeclinein the exchange rate (when the position
in the foreign-currency segment is positive) and the 99th percentile in the distribution
was selected with respect to exposure to arise in the exchange rate (when the positionin
the segment is negative).

Pricerisk, which relatesto exposureto arisein the CPl and in the real exchange rate,
remained largely unchanged in 2002. As stated, thisrisk is calculated on the basis of the
maximum changein pricerisk as estimated in accordance with the 99th percentilein the
distribution of monthly changes in the risk factor during the previous five years.
Developments during the five measurement years therefore have a major impact on the
maximum change in price risk during the year under review. Accordingly, the level of
the 99th percentilein the distribution of changesin theinflation rate and thereal exchange
rate during the last five years was directly affected by the rapid depreciation in the
exchange rate of the shekel during the months of August and October 1998.

The pricerisk relating to exposure to a decline in the CPI and the real exchange rate
deteriorated dlightly in 2002, due to the 4.2 percent rea appreciation of the exchange
rate in June and the 0.8 percent decrease in the consumer price index in November.

Table 5.12
Difference Between Assets and Liabilities, and the Effect of Derivatives,
by Indexation Base, the Five Major Banking Groups, 2000-02

(NIS million, December 2002 prices)
Foreign currency Non-

Un- CPI- Other Financial financial
indexed indexed? $ currencies  capita items Total

2000

Assetslessliabilities —27,926 28,114 11,322 11,125 22,634 16,251 38,885
Effect of derivatives 24,008 2,039 -10,492 -11,477

Total position in

segment -3918 26,075 830 -353

2001

Assetslessliabilities 33,519 30,513 20,714 6,326 24,034 16,652 40,686
Effect of derivatives 30,210 -2,961 -20,907 -6,342

Total position in

segment -3,309 27,552 -193 -16

2002

Assetslessliabilities —20,836 22,588 21,217 1,813 24,782 15,707 40,489
Effect of derivatives 23,195 -1,831 -19,334 2,030

Total position in

segment 2,359 20,757 1,883 =217

ancluding the CPl/dollar indexation option.

SOURCE: Published financial statements.
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(@) All segments

Total value at indexation basis risk (inflation and exchange-rate risk) fell dlightly in
2002 at the Leumi and First International groups. The largest decrease was recorded at
the Hapoalim and First International groups, while a small increase was recorded at the
Mizrahi group (Table 5.13). The lowest VaR was recorded at the Discount and Mizrahi
group (NIS 7.5 million), while the highest VaR (NIS 77.9 million or 0.9 percent of net
worth and 0.6 percent of equity) was recorded at the Leumi group.

Thetotal value at indexation basisVaR iscal culated asthe sum of thevalue at inflation
risk, and the value at real exchange-rate risk under the conservative assumption of the
worst-case scenario for each of therisk factors, ignoring the correl ations between changes
ininflation and changesin the real exchange rate.

(b) The unindexed local -currency segment

The position of the five major banking groups in this segment totaled NIS 2.4 billionin
2002, compared with anegative position of NIS 3.3 billionin 2001. Thisamount resulted
from developmentsin both of its components— balance-sheet and off-bal ance-sheet (Table
5.12). Intheformer, the difference between assetsand liabilitiesin the ssgment decreased
from anegative NIS 33.5 billion at the end of 2001 to anegative NIS 20.8 billion at the
end of 2002, mainly due to the diversion of deposits of the public from the unindexed
segment (adecrease of NIS6 hillion) to the CPI-indexed segment and the foreign-currency
segment at the Hapoalim group, and alarge NIS 6.4 billion drop in deposits of the public
in the unindexed segment at the First International group.

In 2002 as previoudly, the banking groups attempted to reducetheir exposuretoinflation
risk by means of off-balance-sheet activity. However, thelarge decreasein the difference
between assets and liabilities required less off-balance-sheet activity, which dropped
from NIS 30.2 billion in 2001 to NIS 23.2 hillion in 2002. Most of the decrease, in a
mirror image of balance-sheet activity, was recorded at the Hapoalim and First
International groups (Table 5.13).

The value at inflation risk reflects the maximum deterioration in a bank’s financial
position that could result from the changein the CPI. Thisvalueisobtained by multiplying
thetotal position by the maximum monthly changesin the CPI according to the direction
of exposure (arise or fal in the index). The direction of the exposure differed between
the banking groups. The Leumi, Hapoalim and First International groups were exposed
to a maximum increase in the CPI of 2.14 percent due to the positive position in the
segment; the Discount and Mizrahi groupswere exposed to amaximum decrease of 0.79
percent because of the negative position in the segment (Table 5.13 and Figure 5.6). The
highest VaR in the segment was obtained at the Leumi group (NIS 48.9 million) as a
result of the doubling of the position in the segment. This means that the maximum
expected rise in the CPI (2.14 percent) would erode the value of the position deriving
from this segment by the said amount. At the other groups, relatively low values were
obtained (Table 5.13).
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Figure 5.6
Distribution and Cumulative Distribution of Month-on-Month Changes in
CPI and Exchange Rate ($/NIS), 1998-2002

a. Distribution of Changes in CPI
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SOURCE: Monetary Department, Bank of Israel.
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(¢) The CPI-indexed segment
Pricerisk in this segment is zero by definition, because the total position in the segment
inreal termsis not affected by changesin relative prices, that is, by changesinthe CPI or
by changes in the exchange rates of foreign currencies against the shekel. Neverthel ess,
positionsin this segment are significant, because they are closed by reverse positionsin
the other two indexation segments (the unindexed and foreign-currency segments).
The total position of the five banking groups in this segment amounted to NIS 4
billion in 2002, taking financial capital as a source in this segment, compared with a
positive position of NIS 3.5 hillion in 2001 (Table 5.12).

(d) The foreign-currency segment

The position of the five banking groups in this segment amounted to NIS 1,666 million
compared with anegative position of only NIS209 millionin 2001. Thisamount resulted
from the devel opment of itstwo components— bal ance-sheet and off-balance-sheet (Table
5.12). In balance-shest activity, the difference between assets and liabilitiesin the segment
contracted from NIS 27 billion at the end of 2001 to NIS 23 billion at the end of 2002
(the opposite of the situation in the unindexed segment), mainly due to the decrease at
the Hapoalim group that resulted from alarge NIS 9.5 billion growth in deposits of the
public, and the decrease at the First International group that resulted from the NIS 3.8
billion reduction in cash and depositsin banks. These decreasesin the difference between
assets and liabilities were partly offset by increases at the other groups (Table 5.13).

In 2002 as previously, the banking groups attempted to reduce their exposure to
exchange-rate risk by means of off-balance-sheet activity. However, the large decrease
in the difference between assets and liabilities required less off-balance-sheet activity,
which dropped from NIS 27.2 billion in 2001 to NIS 21.4 billion in 2002. Most of the
decrease, in amirror image of balance-sheet activity, was recorded at the Hapoalim and
First International groups (Table 5.13).

Thegroups exposureto exchange-raterisk, from both the directional and quantitative
aspects, reflects inter alia their managements' assessments regarding the development
of the exchange rate and the nature of risk management practiced at the group. Sincerisk
is measured in real terms, the position in this segment is exposed to exchange rate
adjustments as well as changesin the CPI, that is, to changes in the real exchange rate.
All the groups, except for the First International group, were exposedto ariseinthereal
exchange rate by amaximum of 3.39 percent due to the positive position in the segment
(Table5.13 and Figure 5.6). The First International group hedged itself almost compl etely
against real exchange-rate risk by maintaining arelatively small position in the segment.
Theexchangerate VaR in the segment at that group amounted to only NI1S 300 thousand.
At the other groups, VaR in the segment amounted to only NIS 56.8 million, due to
decreases at the Leumi and Hapoalim groups (Table 5.13). This meansthat the maximum
expected change in the real NIS/$ exchange rate in the course of a month (3.39 percent)
would have eroded the groups’ position in the segment by those amounts (Table 5.13).
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4. LIQUIDITY RISKS

Liquidity risk derivesfrom uncertainty regarding changesin the supply of depositsfrom
the public (sources) and changes in demand for credit (uses). This risk results from
unexpected withdrawal s, which could cause a monetary and business liquidity shortage,
and compel a bank to sell assets at less than their market price (active management of
assets), or raise sourcesin the secondary market (interbank loans or Bank of Isragl |oans)
at acost above the market price (active management of liabilities). Thisdefinition applies
mainly to balance-sheet items (credit and deposits) that do not have contractual redemption
date, such as demand deposits and the utilization of overdraft credit lines. The definition
alsorelatesto the non-renewal or early redemption of balance-sheet itemswith redemption
dates that are known in advance, such as time deposits and loans.

One aspect of the reform and liberalization of the money and capital markets during
the past decade has been the considerabl e reduction in the Bank of Isragl’s requirements
regarding the reserve ratio (liquidity for monetary purposes). Today, these ratios are
similar to those that the banks hold for pure business motives.

Activity aimed at solving liquidity risk problemsis centered in the secondary market
for liquidity—the interbank market and activity with the Bank of Israel (monetary loans
or deposit tenders at the Bank of Isragl).

During recent years, thebanks' time depositsat the Bank of | sragl served asanimportant
instrument in the management of current liquidity. The relatively high interest rates
prevailing in the unindexed local-currency segment during previous yearsled to alarge
growthinthe supply of unindexed deposits of the public concurrent with reduced demand
for unindexed local-currency credit, and created surpluses of liquid sources at the banks,
which they deposited at risk-free interest at the Bank of Israel in deposit tenders. The
decrease in capital imports to the economy in 2002 reduced the need for this capital
absorption, leading to alarge decrease in monetary deposits at the Bank of Isragl.

One of the indices used to measure the banks exposure to liquidity risk is the short
ratio, which reflectstheratio between highly liquid assetsand liabilitieswith no contractual
redemption date, and which can therefore be redeemed immediately. At the five major
banking groups, this ratio® amounted to 0.95 at the end of 2002 compared with 0.62 at
the end 2001, and ranged between 0.63 at the Hapoalim group and 1.75 at the Discount
group. A ratio greater than one is indicative of alow level of exposure to liquidity risk
that is, ahigh probability that the bank will be ableto fulfill itsliabilitiesin the short run.

Demand for credit in the foreign-currency segment continued to expand dueto Isragli
firms’ difficulty inraising funds abroad asaresult of the uncertain economic and security
situation, and dueto theincreased feasibility of taking foreign-currency creditin view of
the expansion of the interest rate gap between | srael and abroad in the course of the year.

% Assetsin this calculation are cash in hand, demand deposits at the Bank of Israel, and time deposits at
theBank of Israel asin daily and weekly monetary tenders. Liabilitiesin the cal cul ation are demand deposits,
the public's drafts for payment on demand and SROs.
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The commercial banks' outstanding foreign-currency credit increased by $0.8 billion or
3.0 percent in 2002 (Table 2.5). During the first half of the year, the growth in foreign-
currency credit was financed by Israeli banks' withdrawals of deposits abroad and by a
growth in deposits from foreign banks. The latter development resulted from the 15.5
percent depreciation of the exchange rate of the shekel against the dollar in thefirst half
of 2002, which together with the expansion of theinterest rate gap increased the feasibility
of investing in banks in Israel. In addition, in July 2002 the Bank of Israel announced
that the secondary liquidity requirement would be lowered and then gradually abolished
with effect from August 1, 2002. Following thisamendment to the liquidity requirements,
foreign currency deposits of the public will be subject to the same primary liquidity
requirement as al other deposits of the public.

The relaxation of the liquidity requirements enabled the banks to reduce their
compulsory depositsat the Bank of Israel by $200 million within 10 months, and thereby
increased the unrestricted sources available to them for expanding their credit portfaolio.
In practice, the banks used these unrestricted sources to increase their deposits abroad
once again.

Thegrowthinforeign banks' depositsinIsragl, the decreasein Isragli banks deposits
abroad for the purpose of financing an expansion of foreign-currency credit in the first
half of 2002, the decreasein the banks deposits at the Bank of Israel and the investment
of thefundswithdrawn in deposits at banks abroad in the second half of the year reduced
the ratio between current assets and current liabilities® in the foreign-currency segment
from 0.31 at the end of 2001 to 0.28 at the end of 2002. The annual average ratio fell
from 0.34 to 0.26. The decrease reflects arise in liquidity risk in the foreign-currency
segment in the entire commercia banking system.

At the end of the first half of 2002, liquidity risk materialized at the Industrial
Development Bank as the result of amassive withdrawal of deposits of the public. (See
Box. 5.2).

Box 5.2: TheLiquidity Crisisat the Industrial Development Bank

Thelndustrial Devel opment Bank wasthe seventh largest bank in the banking
system until 2001. On June 30, 2001, its balance sheet totaled NIS 15 billion,
credit to the public NIS 12.6 billion, deposits of the public NIS 4.6 billion and
its capital adequacy amounted to 15.4 percent.

In the third quarter of 2001, due inter alia to a credit audit conducted by
the Supervisor of Banks, the bank recorded large loan-loss provisionsthat led
to the recording of alossin its financial statements. These losses increased

40 Current assets in the foreign-currency segment include bank notes and coins, net deposits at banks
abroad, net deposits at banksin Isragl, deposits at the Bank of Israel and securities. Current liabilitiesin this
segment include foreign residents’ deposits, Patam and Patam Restitutions foreign currency deposits, and
other deposits of Isragli residents.
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during the following quarters, and its capital ratio fell below the 15 percent
level required of it by the Supervisor of Banks. During the initial months of
2002, the bank’simage was further damaged by mediareports onitsfinancial
position, its problemsin the area of capital ratiosand credit, and theresignation
of the Chairman of the Board of Directors of the bank and its CEO. The
embezzlement at the Trade Bank at the end of April 2002 increased the
apprehension of depositors at the Industrial Development Bank. All these
factorsadversely affected the bank’sbusinessliquidity dueto the non-renewal
or withdrawal of deposits of the public. The result was that the Industrial
Development Bank, which in the past enjoyed avery good liquidity position
and was a net lender in daily interbank trading (until May 2002), became a
net borrower.

Following the development of these problems at the bank, the Supervisor
of Banks ordered the Bank and its owners to take immediate measures in
order toimproveitscapital adequacy and subsequently, toimproveitsbusiness
liquidity. Despite the bank’s partial successin repaying creditors and rolling-
over deposits of the public, its position deteriorated further.

In August 2002, following the bank’s publication of a profit warning with
respect to its half-yearly financia statements and due to misleading media
reports alleging that the Governor of the Bank of Israel intended to appoint an
authorized manager of the bank, its depositors began to panic.

Asaresult, the government and the Bank of Isragl decided to take actionin
order to stabilize the bank immediately and to subsequently sell its banking
assetsand liabilities. Accordingly, the Bank of Israel extended aspecial credit
line for bridging the bank’s liquidity requirements. At the end of 2002, this
credit line amounted to NIS 2.1 billion. The credit was used to repay deposits
of the public, which fell to NIS 1.3 billion at the end of the year compared
with NIS 4.1 billion in March 2002.

Sincethen, the bank hastaken action to collect credit and reduceits expenses
and personnel, in order to ensure that it will be able to close while assuring
depositors: money and minimizing the damage to its owners.

5. OPERATIONAL RISKS

Operational risks cannot be defined in a precise manner. According to the Basle
Committee, operational risk isthe risk of aloss deriving from deficiencies or failuresin
internal processes, from the human factor, and from external systems or events. This
definition includes legal risks, but does not include strategic risks and image risks. In
financial institutions, these risks relate to a wide range of potential failuresin afirm's
activity: embezzlement and fraud, human errors, damage to the operational ability of
computer systems, loss of information, robbery and fire (events that are not directly
related to credit or market risks).

CHAPTER 5: RISKSAND CAPITAL ADEQUACY 205



The materialization of operational risk was exposed in 2002, with the discovery of the
massive embezzlement by an employee of the Trade Bank (Box 5.3).

Box 5.3: The Embezzlement at the Trade Bank

The act of embezzlement by an employee of the Trade Bank that led to the
liquidation of the bank was exposed in April 2002. A special audit that was
conducted by the Banking Supervision Department at the bank’s officesasa
result of the liquidity distress that the bank had encountered revealed agroup
of credit accounts in exception. After the auditors had asked to see these
customers’ portfolios, the embezzler confessed to policethat she had stolen a
very large sum of money. The Bank of Isragl had to seize the bank immediately
and send it for liquidation. The employee was convicted of stealing NIS 254
million, five times more than the bank’s equity.

Investigations showed that two main methods had been used to carry out
the embezzlement:

1. The withdrawal of customers’ deposits by the technique of breaking a
deposit, and canceling it or preventing it from being renewed.

2. Theimplementation of back-to-back loansin fictitious accountsthat the
employee opened by forging documents, against (genuine) deposits of
customers.

The flaws and deficient control procedures that made the embezzlement
possiblerelate to different areas of management: account opening procedures,
the input of customer details to the computer system, regulations and
procedures for transferring information to the customer, balance verification
proceduresin customers accounts, and loan extension procedures. Deficiencies
were aso found in the control and supervision mechanisms from all aspects
relating to the procedures for the authorization of loans, concurrent with the
exceeding of authority and the non-maintenance of separation between
different functions, and deficienciesin the authorizations system, which made
it possiblefor the employeewho carried out the embezzlement to obtain blanket
authorizations.

The prevention of embezzlement or its early discovery needs to be based
on the daily function of management systems, and the bank’sinternal control
and auditing systems. The Supervisor of Banks' directivesin these areas and
the specific directives that have been issued to the banks over the years are
intended to support the construction of such control systems.

As aresult of the embezzlement at the Trade Bank, the State Comptrol ler
conducted a special investigation regarding the function of the Banking
Supervision Department. In the summary of hisreport, the State Comptroller
noted: “ The (Bank of Israel’s Banking Supervision Department’s) conceptual
attitude concerning the division of functionsand responsibilities between itsel f

206 BANK OF ISRAEL: BANKING SYSTEM 2002



and the management of the Bank and its control and auditing systemsin all
matters relating to embezzlement risks appears reasonable to the State
Comptroller. The State Comptroller’s Office did not discover any deficiencies
in the Banking Supervision Departments’ activity in connection with the
embezzlement at the bank that indicate a directive causative relationship
between it and the non-prevention or non-discovery of the fraud at an earlier
date.”

The Banking Supervision Department duly examined the State
Comptroller’s remarks and recommendations and part of them were aready
implemented in the course of the State Comptroller’s examination. Others
are being examined, with the intention of applying and adapting them to the
other action that the Banking Supervision Department istaking in the relevant
areas of risk.

Professional teams appointed by the Supervisor on the day that the
embezzlement was discovered accompanied the investigation of the bank,
and provided continual assistance to those involved in the investigation, in
analyzing the event, in determining its extent, and in identify the methods
that were used in the embezzlement. Thiswas prior to the indictment of those
who were found to be involved in the episode.

The Banking Supervision Department has appointed a special team for
dealing with the matters relating to the liquidation of the bank, including
supervision of the implementation of a Bank of Israel guarantee that was
signed by the Governor on July 4, 2002. The special administrative unitsthat
were established for the purpose are using this guarantee in order to make
payments to customers of the Bank who had credit balances at the bank, or
who would have had credit balances in the accounts if it were not for the
illegalities that occurred.

We will mention a number of other acts of embezzlement and fraud that occurred
during recent years.

In 2000, an embezzlement at Bank Mishkan'smain branch was discovered that resulted
from collusion between a contractor and the manager of the bank’s main branch for the
extension of loans to fictitious customers by means of forged documents. The loans
granted in thismanner totaled NIS 96 million, of which NI'S 69 million were not covered
by any form of collateral. Most of the loss to the bank was covered by insurance against
events of thistype.

At Bank Mizrahi, an investment official at the Bnei Brak branch embezzled $2.8
million by transferring money between customers of the branch from August 1993 to
February 1999. At Bank Leumi Switzerland, an embezzlement by a senior manager was
discovered after he had conducted transactions in customers accounts without
authorization, including thetransfer of assets between accountsand investmentsinforeign

4 The amounts embezzled are presented at current prices.
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currency. As a result of this event, the Bank recorded provisions of 186 million Swiss
francsin 2000 and 2001. The bank obtained compensation of 83.4 million Swiss francs
($60 million) from its insurance company. In January 2001, an act of fraud was carried
out at Investec Bank in Tel Aviv. Within the space of just afew hours, a customer of the
bank purchased—by means of a home banking communications system that he had
received from the bank—NIS 20 million of put options on the Maof index at prices
higher than the market prices, and the options expired without any proceeds being received
from them. The surety provided against this exceptional activity was a deposit from the
customer of only NIS 20,000. The bank identified this exceptional operation and took
action to stop it and sell the options that had been purchased in order to minimize the
damage to the bank. The bank eventually had to record a provision of NIS 15 millionin
respect of this event.

The Banking Supervision Department has issued a number of directives that are
intended to support internal control systems and enhance the banks methodsfor dealing
with operational risk. Thesedirectivesincluded: arequirement that the banksre-examine
their procedures for identifying (mapping) embezzlement and fraud risk centers and the
related audit system since November 2002;* a directive concerning risk management,*
which includes: a requirement that the banking corporation apply clear principles and
regulations for the identification, measurement, management and control of risks,
including operational risk and measuresfor minimizing thisrisk; and aspecific directive
concerning embezzlement and fraud by the banks” employees,* which requirethe banking
corporation to report to the Banking Supervision Department on the discovery of
embezzlement, fraud or theft exceeding the amount of NIS 15,000, and any event where
there are reasonable grounds for suspecting that one or more employees are involved.
Thisreport includes afull description of the event and of the deficienciesin the internal
control system that made it possible (if any such deficiencies are found). The banking
corporation is also required to report immediately to the Supervisor of Banks himself if
amaterial event involving large amounts occursinwhich senior office-holdersareinvolved
together with a number of employees (collusion).

Due to the growing importance of information technology systems in the proper
management of a banking corporation, anew draft regulation for the Proper Conduct of
Banking Business concerning information technology was distributed to the banking
corporations.® Under thisdirective, abanking corporation’sboard of directorsarerequired
to determine an information technology management policy within the framework of
their computerization policy. This policy must include reference to information security,
back-up and recovery proceduresin the event of system failures and disaster situations,
and the use of innovative technologies in on-line banking.

The Basle Committee has al so issued new recommendations concerning the calculation
of the amount of capital required to cushion against losses resulting from operational
risks.*® Three approaches for this calculation were presented: (1) BIA — Basic Indicator

42 Further to previous requirements in March 1990 and December 1996.

4 Regulation 339-1 in the Proper Conduct of Banking Business.
4 Regulation 3511 in the Proper Conduct of Banking Business.

208 BANK OF ISRAEL: BANKING SYSTEM 2002



Approach —whereby the capital requirement is calculated by multiplying total exposure
to operational risks by afixed percentage (15 percent). The estimate of total exposureis
gross average annual (operating and financing) income during the last three years; (2)
TSA — The Standardized Approach — whereby the bank’s activity is divided into eight
segments of activity, and the exposureto risk in each segment is represented by the gross
average annual income during the last three year from that activity (business credit,
securities trading, retail banking, payments system etc.). The capital requirement is
calculated by adding the grossincome from each activity multiplied by afixed percentage;
(3) AMA — Advanced Measurement Approaches, whereby the capital required against
operational risks is calculated by means of the bank’s internal models. The manner of
implementing these approaches in their present format in the recommendations is not
final, and is subject to international examination. Inthe USA for example, the application
of the AMA aloneis being considered at a limited number of large banks.

6. CAPITAL ADEQUACY

The capital held by abank serves as a cushion against |osses that could be caused by the
realization of the risks to which it is exposed. In the course of their risk management
policy, the banks management usually define limitations for exposure to the different
risks (credit risks, market risks and operational risks). Derived from these limitations is
the level of capital that the bank will hold against the risks. The level of capital isaso
derived from the Supervisor of Banks' directivesregarding the maintenance of aminimum
capital ratio.

The Supervisor of Banks requires the banks to maintain a suitable minimum capital
ratio in order to preserve the stability of the banks and the entire banking system. The
minimum capital ratio required from the banks in Israel amounted to 8 percent until
March 1999, in accordance with the recommendations of the Basle Committee on Banking
Supervision, and in March 1999 the Supervisor of Banksincreased thisratio to 9 percent
due to the increased risks in the banking system.

The capital requirement in Israel is currently based on credit risks and market risk,
and does not take into account other risks such as operational risks and legal risks. The
Bad e Committee' srecommendations concerning the holding of additional capital against
exposure to market risks (interest-rate risks and linkage basis risk — exchange rate and
inflation) were applied in Israel in September 2000. The capital requirement isin respect
of exposure to the risks deriving from changes in interest rates and from changes in
securitiespricesthat areinherent in the bank’ stradable portfolio, and in respect of exposure
to therisksderiving from changesin exchangeratesand inflation rate that areinherentin
al banking activity.

The ratio of capital to risk-weighted assets at the five banking groups rose to 9.91
percent in 2002, compared with 9.38 percent at the end of 2001 (Table 5.14) and an

% Regulation 357 in the Proper Conduct of Banking Business.
46 A recent draft of April 2002.
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average of 11.6 percent in most Western countries in 2001 (Table 3.3). The increase
encompassed all five banking groups. The largest increase was recorded at the Hapoalim
group, from 9.1 percent at the end of 2001 to 9.89 percent at the end of 2002. The highest
ratio, 10.3 percent, was obtained at the Leumi group and the lowest, 9.35 percent, at the
Discount group ((Figure 5.7). Theincrease in the ratio of capital to risk-weighted assets
at thefive banking groups resulted from two concurrent factors: (1) the haltin the growth
of risk assets that resulted from the stop in the growth of credit to the public (an increase
of only 1.6 percent); (2) arelatively slight increase in the capital base compared with
previous years, mainly dueto the expansion of Tier 2 capital. The increasein theratio of
capital to risk-weighted assets was encouraged by the Supervisor of Banks in order to
enable the banks to more easily cope with the materialization of risksin the future, and
also resulted from the banks' desire to improve their rating by the international rating
companies and to obtain licenses from the supervisory authoritiesin the USA to operate
asfinancia holding companies there.

Total capital for the purpose of calculating the ratio of capital to risk-weighted assets
(whichincludesTier 1, Tier 2 and Tier 3 capital minusinvestmentsin companiesincluded
under an equity method) rose by NIS 3 billion or 5.1 percent in 2002 and totaled NIS
62.3 billion at the five banking groups (Table 5.14). An increase in the capital base was
recorded at the Leumi and Hapoalim group, while a dight decrease was recorded at the
Discount and First International groups.

Figure 5.7
Risk-Weighted Capital Ratio, by Banking Group, 1997-2002

Minimum capital ratio Minimum capital ratio
until March 1999 (8%) from March 1999 (9%)
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SOURCE: Published financial statements.
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The growth in Tier 2 capital amounted to NIS 1.9 billion or 9.7 percent, compared
with large increases of 36 percent in 2001, 25 percent in 2000, 47 percent in 1999 and
104 percent in 1998. Most of the increase in Tier 2 capital in 2002 was recorded at the
Hapoalim group (NIS 1.5 billion). Tier 1 capital rose by only NIS 0.7 billion in 2002,
half theincreasein 2001, dueto an NIS 1.1 billion decreasein the banks' profits compared
with 2001, and the preference of the banks managements for raising Tier 2 rather than
Tier 1 capita for the purpose of adhering to the capital adequacy requirements. This
preference has been apparent from the large issues of deferred notes” in recent years.

Issuing deferred notesis quicker and much easier thanraising Tier 1 capital (ordinary
shares and preference shares that have been approved by the Supervisor of Banks),
particularly during periods of uncertainty in the financial markets, asin 2002. Theissue
of sharesin the equities market during a period of recession is not remunerative for the
shareholders dueto the low prices of the shares, and because they reduce their portion of
equity (assuming that they do not buy their share). The five banking groupsdid not issue
any sharesin 2002. Theissue of deferred notes providestheissuer with leverage, increases
the issuer’s capital base for the purpose of calculating the minimum capital ratio, and
confers the issuer with tax advantages since interest expenses on capital notes are
recognized for tax purposes, while dividend payments on shares are not. The issue of
deferred notes thereby increases the issuer’s profitability. However, the closer a bank
reaches the Supervisor of Banks' restriction whereby deferred notes must not exceed 50
percent of total Tier 1 capital, the fewer are its opportunities for using this capital
instrument in order to adhere to the capital adequacy requirements. Apart from that, the
features of deferred notes are less stable than those of Tier 1 capital because they are
cumulative (interest payments on them cannot be postponed), they areissued for alimited
period, there is no certainty regarding their availability (beyond a specific period
determined in the directives) and the cost of their renewal, and they do not participatein
the issuing corporation’s losses on a current basis.

Theratio of deferred notesrecognized as Tier 1 capital at the five banking groups rose
by 2.1 percentage points to 46.6 percent in 2002. At the Hapoalim group, a large 7.6
percentage point increase was recorded in this ratio, following an increase of 14.5
percentage points in 2001. At the Hapoalim and Discount groups, the proportion of
deferred notesto total Tier 1 capital amounted to 49.3 percent and 49.2 percent respectively,
very close to the Banking Supervision Department’s restriction of 50 percent of total
Tier 1 capital not allocated against market risks (Figure 5.8). The proximity to the
restriction reducesthese banks' opportunitiesfor using thiscapital instrument in order to
adhere to the capital adequacy requirements, and also reduces their ability to increase
their capital base in the future in order to more easily cope with situations of financial
distress.

47 Deferred notes are a significant part of Tier 2 capital.
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Figure 5.8
Total Risk-Weighted Tier 1 and Tier 2 Capital and Ratio of Subordinated
Notes to Tier 1 Capital,? the Five Major Banking Groups, 2002
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a Figures in perentheses denote ratio of subordinated notes (recognized for calculation of Tier 2 capital) to Tier 1
capital.

SOURCE: Published financial statements.

The total risk-weighted assets (for the purpose of calculating the minimum capital
ratio) of the five groups fell by a mere 0.4 percent in 2002 and amounted to NIS 629
billion. A slight increase was recorded at the Leumi and Mizrahi groups (Table 5.14).
Thedecreaseintotal risk-weighted assetsfollowed adouble-digit growth inthisvariable
in previous years, and resulted as stated from the halt in the expansion of credit to the
public (1.6 percent), which led to anincrease of only 0.8 percent in weighted outstanding
bal ance-sheet credit risk (which accountsfor 84.1 percent of total risk assets). Outstanding
weighted off-balance-sheet credit risk fell by 4.1 percent dueto a5.5 percent decreasein
outstanding guarantees and other liabilitiesand arelatively slight 1.4 percent increasein
overal credit risk from derivatives activity.

Exposure in respect of market risks (which accounts for only 1.4 percent of total risk
assets) fell from NIS 12 billion in 2001 to NIS 9.1 billion in 2002, as the result of a
decrease in respect of the risks implied in options activity, mainly at the Leumi group.

For thefirst timein several years, the halt in the growth of total risk-weighted assets
led to anincrease in theratio of Tier 1 capital to risk-weighted assets, from 6.41 in 2001
t0 6.55 in 2002. The increase encompassed al the banking groups (Figure 5.9).
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Figure 5.9

Tier 1 and Tier 2 Risk-Weighted Capital Ratios, 1997-2002
%

10
9.20
©
8 7.71
7.32
6.87
7 6.41 _6.55
6
15)
4 3.48
3.16
3 —
2.35 _2.58
1.77
2 I
1.07
1 I
(]
1997 1998 1999 2000 2001 2002 1997 1998 1999 2000 2001 2002
Tier 1 risk-weighted capital Tier 2 risk-weighted capital

SOURCE: Published financial statements.

Continuing atrend of the last five years, the ratio of Tier 2 capital, which reflects the
less stable part of capital, rose, from 3.16 percent in 2001 to 3.48 percent in 2002 (Figure
5.9). Thisresulted from an increase at the two largest banking groups, which was offset
by a slight decrease at the three medium-sized groups. The reason for the latter
development wasthat in 2001, theratio of deferred notesto Tier 1 capital approached the
50 percent restriction, and at the Discount group actually reached the level of the
restriction. The proximity of theratio to the restriction at the three medium-sized groups
in 2001, and the decrease in Tier 1 capital at the Discount and First International groups
in 2002 made it difficult for these groupsto raise deferred notesin order to increase their
capital base. The actual increase in the ratio of capital to risk-weighted assets at these
groups resulted from a decrease in their total risk-weighted assets.

In 2001, the Supervisor of Banks authorized theissue of deferred capital notes, which
are regarded as “complex capital instruments.” These capital notes have numerous
advantages compared with Tier 2 capital . Apart from being deferred notes, they participate
in losses even if the banking corporation has not ceased to operate, and the dividend or
interest on them can be postponed if the banking corporation’s profitability isinadequate
for this purpose.”® These capital notes, which are included in “Upper Tier 2 capital”
(together with the general loan-loss provision) enable a bank to absorb losses because
they can be converted to Tier 1 capital under certain conditions. The Hapoalim group
used this instrument to raise NIS 328 million in 2001 and NIS 751 million in 2002 (9
percent of Tier 2 capital). The Leumi group first used it in 2002 to raise NIS 410 million
(6 percent of Tier 2 capital).

48 According to Regulation 311-5 in the Proper Conduct of Banking Business.
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Appendix 5.1: Israel’s Banks' International Rating

Market forces now play amuch greater rolein fashioning normative modes of behavior
asaresult of the growing pace of globalization and consolidation of the financial markets.
The increased availability of information and the increased accessibility of the markets
have created an environment in which financial sourcesaround theworld rapidly gravitate
toinvestmentsthat yield the highest return at agiven level of risk. These processes have
been accompanied by the greatly increased usage of the services of international rating
companies (Standard & Poor’s, Moody’s, and Fitch-IBCA) for the purpose of analyzing
and appraising national economies and business firms.

Rating is an essential means for the development of the financial markets, since the
rating companies enjoy access to information that is unavailable to both large and small
investors. These companies thereby enable investors to reduce the costs of their
transactions, and provide them with criteria for comparing the various elements of a
transaction. As a result, investors are able to instill market discipline, which leads to
greater competition in the markets.

The rating process includes research, analysis and monitoring procedures, in which
two main types of risk are examined:*

. Businessrisk: Businessrisk is affected by the features of the business environment
inwhichtheissuing company operates. The analysisrelatesto awide range of exogenous
macroeconomic indicators (GDP, interest rates, inflation) and endogenous indicators
(the extent of competition in the industry in which the company operates, operational
efficiency, the quality of the company’s management, and the business strategy that it
employs).

. Financia risk: Financial risk relates to the company’s financial criteria, including
profitability, capital structure, the sources of finance availableto the company, itsfinancial
elasticity and its forecast cash flow.

During recent years and particularly after the crisisin the financial systems of South
East Asian countries at the end of the 1990's, an increasing emphasis has been placed on
the rating of financial institutions. This development is attributed to the major extent to
which financial institutions affect the economic system, since the activity and stability
of the banks are prerequisitesfor economic growth. The banks' rating istherefore closely
connected with country rating, and reflectsthe situation in thelocal economy. The banks
rating cannot usually be higher than the country rating. The rating helps financial
ingtitutions to raise credit lines and work with parallel local and foreign institutions, and
to raise capital sources and deposits (principally from institutional investors).

The rating of afinancia institution’s/bank’s liabilities relates to an assessment of its
financial ability to repay its liabilities on time relative to other financial institutions/

49 When analyzing an issuing company, the rating companies al so relate to structural and legal risks, such

as the structure of the series issued, the collateral provided, orders of priority and the possibility of early
redemption.
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banks worldwide. Due to the importance of the banks' financial solidity, certain rating
companies (Moody’s and Fitch) also rate the extent of their financial stability.

Thelsragli banks have been rated by the international rating companies sincethe mid-
1990's, following the liberali zation of the I sraeli economy and currency exchange market.
In view of the banking system’s large share of financial intermediation activity in Isragl,
the extent and quality of the supervision of the system is one of the el ements on which
the international rating companies base Isragl’s country rating.

During the last two years, theinternational rating companies have reduced their credit
rating for the I sradli banks.®® Thisdevel opment reflectsthe changeinthelsragli economy’s
status worldwide and especially the status of the banking system. The principal changes
in the rating and their significance are presented in Tables 5.15 and 5.16 respectively.

The reduction in rating resulted from the adverse developments in the economy, and
their expression in the banks' financial statements. The decrease in the banks' rating
reflectstheincreased risk that international organizationsattributeto the Israeli economy
as aresult of the serious economic and geopoalitical situation, and the assessment that
thissituation will not improvein the short run. The resumption of agrowth patternin the
I sraeli economy concurrent with anincreasein thefinancial solidity of thelsragli banking
system could lead to an improvement in the rating of the Isragli banks.

Appendix 5.2: Calculation of Interest-Rate VaR Under the Historical
Simulation Approach

Exposureto interest-rate risk asreflected by VaR® is affected by three elements: (1) The
difference between the present value of assets and liabilities plus the effect of futures
transactions-hereafter-the position; (2) The position’s sensitivity to changes in interest
rates, which is measured by means of the duration index;®? (3) The changein theinterest

% Thelocal rating company, Ma aot, al so reduced itsrating of the banks. Unlike theinternational rating,
thelocal rating does not relate to country risk.

1 This value is the expected change in the economic value of the position for the maximum expected
change in the interest rate, and is calculated according to the equation:

AK =K Ell?_—l [A(1+i) where K is the position, D is the duration and i is the discounted

interest rate. The second term on the right-hand side of the equation is the adjusted duration. The larger the
adjusted duration of any asset, the greater will be the change in its present value caused by achangein the
interest rate, and hence it reflects a higher risk.

%2 The duration (average-term-to-maturity) index is calcul ated as:

. Ea) _Gas)
n Ct V

where C, isthe cash flow in the period t; nisthe period to redemption; i is the discounted interest rate; Vis
the present value of the cash flow.
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rate (in percentage points) during the planning period. Thefirst two elements are dependent
ontheasset and liability distribution of each and every bank over time. Thethird element
isuniform for all the banks, sinceit isderived from interest rate volatility. The maximum
expected change in the interest rate for which the VaR is calculated is derived from the
cumulative distribution of the monthly changes in yields-to-maturity on Treasury bills
and CPl-indexed bonds, and in the Libor dollar interest rate in the unindexed, CPI-indexed
and foreign-currency segments respectively during the previous five years. The 99th
percentile® was chosen as an estimate of the maximum change in this distribution for
exposureto ariseintheinterest rate, and the first percentile>* was chosen for exposureto
adeclineintheinterest rate. Since the exposureto changesin interest ratesis determined
by the sign of the adjusted duration of capital, the banking corporation will be exposed to
ariseintheinterest rate in the relative segment if the duration of capital is positive, and
to adeclineintheinterest rateif the duration of capital isnegative. Theinterest-rate VaR
in the relevant segment is obtained by multiplying the position in the adjusted capital
duration and the maximum expected change by the interest rate in the segment.

As aresult of the relatively large changes in the interest rates in the unindexed and
CPl-indexed segments during the year (over one percentage point), aconvexity estimate
(derived from the second order sensitivity of the bank’s net worth to changesin interest
rates) was calculated and its effect on VaR in these segments was examined. The effect
of convexity on the VaR was found to be negligible despite the relatively large changes
ininterest rates. Thiswas apparently dueto the large number of componentsinthebank’s
assetsand liability portfolio. Inthissituation, the effect of changesininterest rateson the
bank’s net worth is approximately linear.

58 The 99th percentileisthe cut-off value of 99 percent of the cumulative distribution. This meansthat on
the basis of the distribution, the probability that a change greater than this value will occur is less than 1
percent.

% Thefirst percentileisthe cut-off value of 99 percent of the cumulative distribution. This meansthat on
the basis of the distribution, the probability that a change smaller than this value will occur is less than 1
percent.
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