CHAPTER 1
DEVELOPMENTS IN THE BANKING SYSTEM

e In 2013, the Israeli banking system maintained its resilience and stability and posted
adequate business results, against the background of continued moderate growth, a decline
in sovereign risk, and improvement in the domestic labor market. An increase in core Tier 1
capital and the strengthening of banks’ risk-management and corporate governance regimes
supported the system’s resilience. This resilience was also reflected in the results of stress
tests that the Supervisor of Banks carried out during the year—results that, however, also
underscored the main risks that the banks face: exposure to the construction and real estate
industry and housing credit, and borrower concentration.

e The banks continued to increase their core Tier 1 capital ratio in order to meet new core
capital targets; thus, the ratio increased by 0.6 percentage points to 9.4 percent in 2013. On
January 1, 2014, Israel’s banking corporations began to implement the Basel 111 framework
in accordance with transitional directives. The shift to this framework brought only a small
0.2 percentage point decrease in the five banking groups’ aggregate core capital (Common
Equity Tier 1) ratio.

e The net profit of the five banking groups increased by 19 percent this year, to NIS 7 billion.
This reflected a return on equity of 8.7 percent, which essentially matches the long-term
average. The banks’ business results were favorably affected by developments in the stock
and bond markets and adversely affected by the low interest rate environment and the
moderation of economic activity.

* The banks’ loan loss provisions dropped sharply in 2013, to only NIS 2.1 billion, (compared
with NIS 3.6 billion in 2012), despite an increase of provisions in respect of housing loans
after the Supervisor of Banks mandated a minimum group allowance for this activity
segment.

e The banking corporations’ total balance sheet increased by 2.1 percent during the year, to
NIS 1.3 trillion. On the assets side, the rate of increase in credit to the public moderated
while the securities portfolio continued to expand. On the liabilities side, equity continued
to increase and the growth rate of deposits from the public moderated.

* The balance-sheet credit portfolio increased by only 1 percent in 2013. The trends that
characterized this portfolio in 2012 continued this year: increased credit to households,
particularly housing credit, and reduced credit to the business sector. The banks’ credit risk
receded during the year as credit portfolio quality indices improved and large borrower
concentration waned. The portfolio is, however, susceptible to several focal points of risk:
exposure to the construction and real estate industry and to housing credit, which together
account for 43 percent of the bank credit portfolio; exposure to leveraged credit; and
borrower concentration, which, although somewhat attenuated, remains high.
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The banks’ exposure to the construction and real estate industry contracted by 3 percent in
2013 as real estate lending declined by 7 percent (approximating the rate of decline in 2012)
and construction credit increased by only 3 percent. The contraction in bank credit to the
real estate industry followed increases among industry firms in equity and bond issuances
and direct borrowing from institutional investors. The risk to firms in this industry remains
high relative to that of firms in other industries.

Housing credit continued to expand markedly, increasing by 10 percent in the review year.
The Supervisor of Banks took various measures—pursuant to those taken in the past—to
reduce borrowers’ exposure to this risk and banks’ exposure to the risk inherent in the
housing-loan portfolio, and to limit the possible consequences of the occurrence of a crisis
in the real estate market. As a result of these measures, a decline can be seen in the level of
risk inherent in the housing credit portfolio. Nevertheless, borrowers and the banking system
are exposed to a negative impact against the background of the large sums extended in
mortgage loans, the ongoing increase in home prices, and the low interest rate environment.
The Israeli banking system continued to be marked by a high level of liquidity, affected by
the structure of its sources: it is made up mostly of a stable core of deposits from the public
and a smaller share of other funding components. However, short-term (up to one month)
liquidity risk increased somewhat in 2013 and deposit concentration increased as well. The
Banking Supervision Department started implementing the Basel I11 liquidity requirements
in Israel. The Supervisor of Banks published draft guidelines on the implementation of
the Liquidity Coverage Ratio (LCR) and carried out a Quantitative Impact Study (QIS). A
preliminary review of the study results indicates that the system already meets the minimum
ratio requirements.

Improving banking corporations’ operating efficiency is one of the principal challenges that
the Israeli banking system faces. A cross-country comparison shows that Israel falls short
of other OECD countries in the operating efficiency of its banks. Although several banks
improved their operating efficiency in 2013, it remained at a low level.
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1. MACROECONOMIC DEVELOPMENTS IN THE ISRAELI ECONOMY

Israel’s GDP grew by 3.3 percent in 2013, a moderate rate considering the 0.8 percentage point contribution
made by the onset of production of natural gas. Advanced economies grew by only 1.2 percentand developing
markets by 4.5 percent, slower than in 2012 (Figure 1.1). The moderation of activity in Israel is attributed
mainly to a slowdown in demand from abroad, which not only led to a decline in exports but also slowed
the growth rate of investment in the principal industries. Underlying these developments were the ongoing
low rate of growth in world trade and the slowing of growth in advanced and developing economies. Private
and public consumption continued to increase steadily, supported by the income effect among other things.
The employment rate continued to rise and the unemployment rate fell to 6.3 percent.

Figure 1.1
Annual rates of change in GDP—Israel?, advanced economies and
developing economies, 2005-13P
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a|n 2006, the Central Bureau of Statistics made a change in the GDP calculation methodology.
b Data for foreign countries are updated until October 2013.

SOURCE: Foreign countries - IMF; Israel - Based on Central Bureau of Statistics.

In response to the moderation of demand from abroad, and against the background of the low inflation
rate, which totaled 1.8 percent, monetary policy continued to focus on supporting economic activity and
maintaining financial stability. Continuing the trend it began in the second half of 2011, the Bank of Israel
reduced the interest rate from 1.75 percent at the beginning of 2013 to 1.0 percent in December and to
0.75 percent in February 2014, as advanced economies continued to adopt accommodative monetary
policy stances in view of low inflation and high unemployment rates. The Bank of Israel reduced its rate to
stimulate domestic demand and investment and to slow currency appreciation; it also continued to purchase
foreign currency in order to moderate appreciation and prevent shocks to activity.

The real effective exchange rate appreciated by 6 percent in 2013, after it depreciated by 4 percent
in 2012. The real appreciation was affected by several factors: the state of the domestic economy was
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good relative to countries directly impacted by the global crisis, natural gas reserves were discovered and
developed, geopolitical risks declined, and the surplus in the current account increased to 2.4 percent of
GDP. The increase in the surplus may be explained by a decline in imports that was led by a slowdown in
growth of investment.

Home prices increased by 6 percent in real terms, after a cumulative increase of around 50 percent
between 2008 and 2012. Price increases resumed in the second half of 2012 and continued throughout
2013. The increase in home prices in recent years came against the background of the steep increases
in demand for homes and a slower rate of expansion in supply, which were reflected in a shortage of
dwellings. Homebuying demand began to grow in 2008, apparently because individuals diverted financial
savings to investment in homes, after yields on alternative investments declined, and the risks embodied
in financial investments in the capital market increased. In 2011-13, in contrast, demand increased mainly
among purchasers of first homes, with the number of transactions increasing since the middle of 2012. The
surge in demand for homes was also reflected in an increase in bank credit for housing—it increased by 9.5
percent in 2013 relative to 2012 and grew at an annual rate of 12 percent, on average, since December 2007.

Share prices in Israel increased sharply in 2013, with the Tel Aviv 100 Index and the bank shares (Tel
Aviv Banks) index gaining 12 percent (Figure 1.2). The increases began only in September after the
ebbing of geopolitical concerns and in a delayed response to developments in stock markets in advanced
economies. Share prices in advanced economies increased by 20-40 percent; these markets were volatile
throughout the year, strongly affected by estimations about the timing of the gradual onset of the tapering of
quantitative easing in the United States. Despite the bullishness of Israel’s stock market, its trading volumes
remained far below the record levels posted in 2010.

Figure 1.2
Tel Aviv 100 Index and the bank shares index in Israel, January 1-December 31, 20132
(Index January 1, 2013 = 100)
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Yields to maturity on long term nominal and real government bonds continued to decline in the first half
of 2013, and ranged around historically low levels in the second half. The decline originated in a reduction
in sovereign risk (reflected in the contraction of CDS spreads?) and in domestic monetary interest rate
cutting. Yield spreads of corporate over government bonds narrowed to historical lows, supported by an
increase in the public’s holdings of corporate bonds due to an increase in mutual funds’ net investment,
because of a lack of risk-free alternatives that would deliver the same return.

Gross bond issuance in the nonfinancial business sector? has been increasing since 2010 and came to
NIS 29 billion in 2013. Due to a faster pace of redemptions, however, net capital raised was negative.
Net bonds outstanding decreased despite a decline in corporate-bond market yields, making it less costly
for firms to issue debt and possibly indicating mild demand for credit in this market. The narrow spreads
between corporate and government bonds may also reflect the underpricing of risks in the corporate-bond
market. The construction and real estate industry took advantage of the low spreads to raise NIS 7.7 billion
(net) during the year in tradable and nontradable bonds, compared with NIS 1.1 billion in 2012. Firms in
this industry also increased their direct borrowing from institutional investors and their issues of share
capital. Conversely, bank lending to construction and real estate firms slumped by 3 percent?; the decline
originated in the real estate industry.

2. THE STRUCTURE OF THE BANKING SYSTEM IN ISRAEL

a. Description of the system

The banking system in Israel consists of five major banking groups—Leumi, Hapoalim, Discount, Mizrahi-
Tefahot and First International—which account for about 94 percent of commercial bank assets, and three
small independent banks (Union Bank, Bank of Jerusalem and Dexia Israel Bank) (Table 1.2 and Figure
1.3). In addition there are four branches of foreign banks* which operate on a small scale, though they
compete with Israeli banks in specific areas.

The banking corporations provide a wide range of financial services, including corporate and commercial
banking, retail banking, housing loans and credit card services. In addition, they are active in the capital
market in securities trading, both on behalf of customers and for their own portfolios (nostro), and they
provide pension and investment advisory services. The banks’ activity in insurance is limited, as dictated
by law.®

1 The CDS spread, a reflection of sovereign default risk, declined by about 36 basis points in 2013 to its lowest level since 2009,
continuing a trend that began in 2012.

2 Not including banks and insurance companies.

3 Credit issued to construction and real estate borrowers by the five major banking groups for the borrowers’ activity in Israel.

4 The four branches belong to four foreign banks: Barclays Bank, HSBC, Citibank and State Bank of India. Their credit granting
operations are small both in absolute terms (about 0.6 percent of the total for the banking system) and relative to their total assets
(about 32 percent). In the area of deposits, they are somewhat more active and account for about 1.4 percent of total deposits in the
banking system.

5 The banks market property insurance and life insurance as part of their mortgage activity.
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CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM

The domestic Israeli banking system has about 1,200 branches located throughout the country. In addition,
there are about 7,150 automated teller machines (ATM), of which 4,900 are cash withdrawal machines® and
about 2,250 are machines that provide information and enable customers to carry out financial activities and
other banking instructions. The number of residents in Israel relative to the number of ATMs (880 residents
per ATM in 2013) is similar to the average for other countries. In addition to branches and ATMs, the banks
also maintain staffed call centers and provide advanced and secure Internet services as well as services via
mobile devices.

The large Israeli banks are also active abroad through branches and subsidiaries (overseas offices).”
However, this activity has not succeeded in creating significant and stable profit centers for the banks,
despite their widespread deployment abroad and the notable investment made in such activity. The attempts
by Israeli banks to penetrate foreign markets have not been particularly successful and the proportion of
assets of their overseas offices in total banking system assets has gradually declined (the total assets from
activity outside of Israel account for about 10 percent of the banking system’s total assets).

All of the banks heading the large banking groups are publicly traded companies. Apart from Bank
Leumi, all of them were controlled by a controlling core until the end of 2013. On December 3, 2013, the
controlling shareholders of Discount Bank began selling their shares, in accordance with the holding permit
granted to them by the Governor of the Bank of Israel for the purpose of dispersing control of the bank
over a two-year transition period. Starting from that date (December 3, 2013), the bank became a banking
corporation without a controlling core. In December 2013, the controlling shareholders sold 7 percent of
the bank’s shares and in April 2014, an additional 3.5 percent. The dispersal of the controlling shares has
proceeded in accordance with the principles published by the Banking Supervision Department in July
2013, which were intended to ensure that former controlling shareholders do not continue to control the
bank during the transition period even if they still hold a significant proportion of the means of control in
the bank.

The ownership structure of the banks may undergo additional changes as a result of the passing of the
Promotion of Competition and Reduction of Concentration Law in December 2013. The new law requires a
separation between significant financial and nonfinancial corporations.8 An entity which prior to the passing
of the law controlled both a significant nonfinancial corporation and a significant financial corporation will
be permitted to continue doing so for a maximum period of 4—6 years and then will be required to sell one
of them.

6 3,268 of which are machines of nonbank corporations, including machines of Shva (Hebrew acronym for Automatic Bank
Services).

7 These subsidiaries are mainly located in the US, Switzerland and the UK.

8 Significant financial entities include mutual funds, banking corporations, etc., with assets exceeding NIS 40 billion. Significant
nonfinancial corporations include construction companies, supermarket chains, mobile phone companies and various manufacturing
companies, with sales of NIS 6 billion or more, or NIS 2 billion in the case of a monopoly. The list of significant financial and
nonfinancial corporations will be drawn up by the Committee for Reducing Concentration, headed by the by the Director General
of the Israel Antitrust Authority.
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b. Concentration and competition in the banking system

Concentration in the banking system is one of the factors that impact on its level of competition®, and
can be measured using two indicators: the Herfindahl-Hirschman Index (H index),*® which measures the
concentration in the system as a whole and is calculated here according to the total assets of the banks,
and the Concentration Ratio (CR,), which measures the market share of the two largest banks (Leumi
and Hapoalim) within the system’s total assets. During 2013, the indices declined somewhat to 0.20 and
0.56, respectively (Figure 1.4). The declines can be attributed primarily to the increased market share of

Figure 1.4
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: E[y—’] = H =The Herfindahl-Hirschman Index of industry concentration, where y; = output of bank i (total assets)
=\ and y = the industry's output.

CR, = The market share of the two largest banks in the system.
The two indices are calculated based on the commercial banks' assets.

b1n 2012, the indices were affected, inter alia, by the completion of the mergers of Discount Mortgage Bank and Leumi
Mortgage Bank into their parent banks.

SOURCE: Based on published financial statements, and reports to the Banking Supervision Department.

Mizrahi-Tefahot and the First International Bank, mainly as a result of the expansion of their retail credit.
An international comparison of the Herfindahl Index shows that the concentration of the Israeli banking
system is significantly higher than the EU average (Figure 1.5).

In March 2013, the final report of the Team to Examine Increasing Competition in the Banking System
was published. Since the banking system is relatively concentrated, and since it is the main source of
financial services for the banks’ retail customers—households and small businesses—there is concern
that the level of competition is low in the provision of these services. Therefore, the Team focused its

9 According to the Structure Conduct Performance (SCP) approach, there is a connection between the structure of the banking
system and a bank’s conduct and performance; the greater the level of concentration in the banking system, the greater will be
the market power of the banks and the better will be their performance. Other approaches claim that such a connection does not
necessarily exist.

10 LL] - # Where y, = the output of bank i (total assets) and y = total output of the banking industry.
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a Calculated based on total assets of the commercial banks. o
b The figure for Israel is for December 2013, is calculated based on the total assets of the commercial banks, and does not include
activity of foreign banks in Israel. Figures for other countries are for December 2012, and include activity of foreign banks in each
country.

SOURCE: Foreign countries-ECB; Israel-based on published financial statements.

attention and recommendations on increasing competition in the provision of services related to savings,
credit and the payment system in the retail sector, both inside and outside the banking system. The report
includes, among other things, recommended structural measures that are intended to increase the number
of participants in the market in the medium and long terms. These include allowing institutional investors
to become involved in the provision of credit products and encouraging the creation of an Internet bank,
credit unions and cooperative banks (Box 2.1 describes the implementation of the Team’s recommendations
in greater detail).

3. MAIN DEVELOPMENTS IN BALANCE-SHEET AND OFF-BALANCE-SHEET ACTIVITY

Balance-sheet activity: The aggregate balance sheet of the banks in Israel grew during 2013 by a rate of
about 2.1 percent, to a total of about NIS 1.3 trillion (Table 1.3). The rate of change in the balance sheet
varies from one bank to the next and its trend primarily reflects the ongoing developments in the housing
market, the moderation of business sector activity, regulatory changes and the banks’ business strategy to
reduce concentration in their credit portfolio.

The composition of the balance sheet remained relatively conservative this year. Most of the balance
sheet is based on the classic activities of providing credit and taking deposits. However, during the last two
years, there has been somewhat of a decline in the proportion of credit to the public within total assets (from
about 72 percent in 2010 to 67 percent this year; Figure 1.6) and an increase in the proportion of securities
(about 14.5 percent in 2013; Figure 1.7). The ratio of credit to the public to total deposits of the public
remained stable this year at about 87 percent.
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Figure 1.6
Credit to deposits ratio and credit to assets ratio,
the total banking system?, December 2013
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2 |ncludes the five major banking groups (Leumi, Hapoalim, Discount, Mizrahi-Tefahot, and First International),
Union Bank, Bank of Jerusalem and Dexia Bank.

SOURCE: Based on published financial statements.
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Figure 1.7
The five major banking groups' securities portfoliod—size and
composition, December 2004-December 2013
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SOURCE: Based on published financial statements.
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Table 1.3
Balance sheet of the total banking system? 2011-13
In current prices Rate of - Rate of Distribution
change change
during  during
2011 2012 2013 2012 2013 2011 2012 2013
(NIS million) (Percent) (Percent)
Assets
Cash and deposits at banks 182,944 184,764 182,276 1.0 -1.4 148 144 13.9
Of which:
Cash® 155,748 158,085 155,487 1.5 -1.6 85.1 85.6 85.3
Deposits at commercial banks 26,626 26,517 26,784 -0.4 1.0 146 144 14.7
Securities 154,528 180,084 189,946 16.5 55 125 141 145
Of which:
Securities provided as collateral to lenders 13,563 15,369 15,688 13.3 2.1 8.8 8.5 8.3
At fair value 44,810 152,849 161,476 241.0 5.6 29.0 849 850
Securities borrowed or bought under reverse repurchase
agreements 3,021 3,076 3,090 1.8 0.5 0.2 0.2 0.2
Credit to the public 839,202 856,942 866,149 2.1 1.1 68.0 66.9 66.2
Allowance for credit losses 13,084 13,230 12,627 1.1 -4.6 1.1 1.0 1.0
Net credit to the public 826,117 843,712 853,522 2.1 1.2 66.9 659 653
Of which:
Unindexed local currency 466,654 490,922 518,832 5.2 5.7 56.5 58.2 60.8
Local currency indexed to the CPI 195,068 203,564 205,443 4.4 0.9 236 241 241
Foreign-currency indexed and denominated 163,633 148,336 128,089 -9.4 -13.7 19.8 176 15.0
Of which: In dollars 115,098 103,159 91,398 -10.4 -114 703 695 714
Nonmonetary items 763 890 1,158 16.6 30.1 0.1 0.1 0.1
Credit to governments 2,910 3,256 3,800 11.9 19.5 0.2 0.3 0.3
Investments in subsidiary and affiliated companies 4,437 4,417 3,936 -05 -10.9 0.4 0.3 0.3
Premises and equipment 13,783 13,777 13,544 0.0 -1.7 1.1 1.1 1.0
Intangible assets 1,114 1,050 909 -5.38 -13.4 0.1 0.1 0.1
Assets in respect of derivative instruments 30,748 30,023 33,468 -2.4 115 25 2.3 2.6
Other assets 15,272 16,728 23,060 9.5 37.9 1.2 1.3 1.8
Total assets 1,234,874 1,280,888 1,307,641 3.7 2.1 100 100 100
Liabilities and equity
Deposits of the public 933,625 969,485 987,926 3.8 1.9 756 757 75.6
Of which:
Unindexed local currency 538,690 572,707 597,437 6.3 4.3 57.7 59.1 60.5
CPl-indexed local currency 95,417 95,698 95,714 0.3 0.0 10.2 9.9 9.7
Foreign-currency indexed and denominated 298,639 299,926 293,348 0.4 -2.2 320 309 29.7
Of which: In dollars 222,005 223,611 219,795 0.7 -1.7 743 746 749
Deposits from banks 20,203 17,814 18,143 -11.8 1.8 1.6 1.4 1.4
Deposits from governments 3,236 2,878 2,711 -11.1 -5.8 0.3 0.2 0.2
Securities lent or sold under repurchase agreements 8,447 7,575 4538 -10.3 -40.1 0.7 0.6 0.3
Bonds and subordinated notes 100,061 103,124 100,749 3.1 -2.3 8.1 8.1 7.7
Liabilities in respect of derivative instruments 36,298 36,279 36,520 -0.1 0.7 29 2.8 2.8
Other liabilities 56,933 59,688 67,182 4.8 12.6 4.6 4.7 5.1
Of which: Allowance for credit losses in respect of non-
balance sheet credit instruments 1,237 1,367 1,407 10.5 2.9 2.2 2.3 2.1
Total liabilities 1,158,803 1,196,844 1,217,769 3.3 1.8 93.8 934 93.1
Minority interest 1,429 1,555 1,606 8.8 3.3 0.1 0.1 0.1
Shareholders equity 74,642 82,489 88,266 10.5 7.0 6.0 6.4 6.8
Total equity 76071 84044 89872 10.5 6.9 6.2 6.6 6.9
Total liabilities and equity 1,234,874 1,280,888 1,307,641 3.7 2.1 100 100 100

#0n a consolidated basis. Includes the five major banks (Leumi, Hapoalim, Discount, First International and Mizrahi-Tefahot), Union Bank, Bank of
Jerusalem and Dexia Bank, but does not include branches of foreign banks operating in Israel.

® Including deposits at the Bank of Israel.

SOURCE: Banking Supervision Department based on published financial statements.
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On the assets side, there has been a continuing moderation in the rate of growth in credit to the public this
year, from about 2.1 percent last year to about 1.1 percent this year. This year again, growth was primarily
the result of developments in the housing market, due to the expansion of the housing credit portfolio,
which constitutes about two-thirds of the outstanding credit to individuals.

Contributing to the moderation in the rate of growth in the credit portfolio were the decrease in total
business credit, which followed the moderation in demand for credit in some industries in the business
sector and the continuing implementation of the business strategy adopted by some of the banks since the
crisis in 2008. This strategy is aimed at reducing the concentration of the credit portfolio by increasing
the proportion of retail credit (including credit to small and medium-size businesses) and reducing the
proportion of business credit. The appreciation this year of the shekel against the dollar and the euro were
also contributing factors.

An additional factor in the growth of the balance sheet this year was the expansion of the securities
portfolio, which increased this year by about 6 percent, to about NIS 184 billion. This was mainly due to
the increase in Israeli government bonds (about 10 percent) and growth of about 40 percent in holdings
of equities (about NIS 2.1 billion; about 4 percent of the portfolio; Table 1.4). In contrast, the banking
corporations reduced the portfolio’s exposure to foreign governments by about 16 percent and to domestic
business corporations by about 30 percent (Table 1.4). The main factor behind this development in the
securities portfolio was the decline in the monetary interest rate and its low level, which worked to shift
assets to other yielding investment channels, though it was also due to two other factors: (1) regulation
regarding capital ratios (Basel I11), which has led in recent years to an increase in the low-risk component
of the portfolio, and mark to market adjustments; (2) the decline in total cash and deposits held at the Bank
of Israel (about 1.6 percent; Table 1.3), whose yield has fallen and for which the opportunity cost of holding
them has increased.

A breakdown of credit by indexation segments indicates that shekel denominated credit has grown while
credit in the foreign currency segment has contracted. The low interest rate and inflation environments, along
with reduced uncertainty with respect to inflation, have contributed to the continuation of the multiyear
trend of growth in the demand for unindexed shekel-denominated credit (about 6 percent this year) and its
proportion in total credit to the public totaled about 61 percent this year (Table 1.3). CPI-indexed credit
increased by about 1 percent this year, despite the growth in total CPI-indexed housing credit, as a result of
the contraction in bank credit to the business sector.

Total credit denominated in foreign currencies declined this year by about 14 percent, the result of
the drop in demand for dollar-denominated credit (in light of the decline in domestic demand and the
accompanying slowdown in imports) and the nominal appreciation this year of the shekel against the dollar.

On the liabilities side, funds raised from the capital market and from the public declined somewhat this
year and equity on the basis of retained earnings continued to expand. The deposits of the public increased
slowly this year (by about 1.9 percent; Table 1.3) relative to the previous two years and it appears that part
of the public’s assets were shifted this year from the banks to other yielding investment channels (which is
reflected in the asset portfolio of the public, in which the proportion of stocks and bonds increased sharply).
The shift of assets was apparently the result of price increases on the Tel Aviv Stock Exchange this year, the
continuing reduction in the monetary interest rate and possibly also the measures adopted by the Banking
Supervision Department to cancel fees on money market funds and makam, which made investing in them

14
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more attractive.!! The raising of funds through bonds and subordinated debt notes contracted by about 2
percent this year and totaled about NIS 100 billion.

The total equity of the banking corporations grew this year by a rate of about 7 percent, to around NIS
90 billion (Table 1.3). This is a direct continuation of the banks’ concerted effort in the previous year
to increase capital and is primarily based on retained earnings. This increase derives from the banking
corporations’ preparations for the implementation of the new directives published by Banking Supervision
regarding minimum capital ratios, which are part of the process to adopt and implement the Basel Il
requirements within the Israeli banking system.

An examination of the scale of banking activity relative to the level of economic activity in Israel and in
the EU indicates that the ratio of banking system assets to GDP in the EU (291 percent) is high while in Israel
itis low (124 percent) and similar to those of the developing countries, rather than the advanced economies,
of the EU (Figure 1.8). Even though a high ratio may be an indicator of the depth of the banks’ financial
intermediation, an overly high ratio can expose the domestic economy to the risk that the authorities will
not be able to provide, if the need arises, assistance to the large banks and to the banking system as a whole
(in other words, the risk that the banking system is “too big to save” if it becomes necessary to do so).

Figure 1.8
International comparison of total banking system assets2 to GDP, in
% EU countries? and Israel¢, 2012
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aTotal assets are calculated on a consolidated basis and include all banking groups and independent banks
operating in the domestic economy, as well as subsidiaries and banking branches controlled by foreign corporations
and operating in the domestic economy.

b For Luxembourg (which does not appear in the graph), the ratio is 1,725. Greece is not included due to the absence
of data.

¢ The figure for Israel is as of December 2013.

SOURCE: Foreign countries-the European Central Bank (ECB) and Eurostat; Israel-published financial statements
and Central Bureau of Statistics.

1 The cancellation of the fees went into effect in January 2013 and was part of the implementation of the recommendations
of the Team to Examine Increasing Competition in the Banking System. Although it is still too early to assess the effect of this
measure, it appears at this stage that it has had a larger effect on the volume of shekel-denominated money market funds held by
the public and less of an effect on total holdings of makam.
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Table 1.5

Transactions in off-balance-sheet financial instruments where the par value
reflects credit risk, total banking system?, 2012 and 2013

End of year balance Rate of Distribution
2012 2013 change 2012 2013
(NIS million) (percent) (percent)
Documentary credit 5,494 4,859 -11.6 1.2 1.0
Credit guarantees 19,289 18,672 -3.2 4.2 4.0
Guarantees for home purchases 45,827 51,047 11.4 10.0 10.9
Other guarantees and liabilities 52,665 52,087 -1.1 115 111
Unused credit card lines of credit 94,423 96,190 1.9 20.7 20.5
Unused lines of credit to the public 111,521 114,270 2.5 24.4 24.3
Irrevocable commitments to provide credit
that has not yet been extended 84,870 87,068 2.6 18.6 18.5
Commitments to issue guarantees 42,463 45,275 6.6 9.3 9.6
Total 456,552 469,468 2.8 100 100
% The five major banking groups, Union Bank, Bank of Jerusalem and Dexia Israel Bank.
Source: Banking Supervision Department based on published financial statements.
Table 1.6
Distribution of the balance of derivative instruments,
Israeli banking system?® 2013 compared with 2012
(NIS million)®
By type of instrument Rate of By type of transaction Rate of
change change
compared compared
2012 2013 with 2012 2012 2013 with 2012
Interest rate
contract 832,458 903,503 8.5 Hedging derivatives® 21,141 22,035 4.2
Exchange rate
contract 669,808 740,051 10.5 ALM derivatives™® 1,482,539 1,642,331 10.8
Other contracts® 209,757 322,789 53.9 Other derivatives' 179,150 276,075 54.1
Total 1,712,023 1,966,342 14.9 Total 1,712,023 1,966,342 14.9

% Includes the five major banks and the independent banks (Union, Jerusalem and Dexia).
® In notional amounts, at current prices.
¢ Contracts in respect of shares, commodity contracts and other contracts.

¢ Excluding credit derivatives.

¢ Derivatives constituting part of the bank's assets and liabilities, which were not designated for hedging purposes.
"Including credit derivatives and currency swaps.
SOURCE: Banking Supervision Department based on published financial statements.
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Off-balance-sheet activity: Total guarantees and commitments to provide credit increased by about 3
percent this year to a total of about NIS 469 billion, which accounts for about 26 percent of total balance-
sheet and non-balance-sheet activity. Again this year, the main developments were in housing credit (an
increase of 11 percent in guarantees to homebuyers) and the slowdown in business activity, which was
reflected in the decrease in documentary credit (12 percent) and credit guarantees (3 percent; Table 1.5).

Banking corporations’ activity in derivatives grew by about 15 percent this year in notional amounts,
to NIS 1.97 trillion (Table 1.6). This encompassed all the types of instruments, including exchange rate
contracts (from about NIS 670 billion to about NIS 740 billion), which are used by the banks and their
customers to hedge exchange rate risk against volatility of the main currencies.

4. THE CREDIT PORTFOLIO AND CREDIT RISK

Credit risk is the main financial risk faced by a bank in its operations. It is determined by the size of the
credit portfolio, its quality and its level of diversification. During 2013, there was some decline in the
banks’ level of credit risk. Thus, indices of credit portfolio quality improved and there was a decrease
in borrower concentration in the portfolio, although its level still remained high. Despite the decline in
credit risk, there are still specific areas of operations in which credit risk is high, in particular credit to
the construction and real estate industry? and housing credit, which together account for 43 percent of
the banks’ credit portfolio.!® The risk from these two sectors has increased in recent years, against the
background of developments in the housing market.

a. Main developments in the banks’ credit portfolio

In 2013, the total credit portfolio'* of the five major banking groups increased by only 2 percent, to a total
of NIS 1,266 billion. Total balance-sheet credit!® increased by 1 percent, to NIS 828 billion (Table 1.7).
The trends that characterized the banks’ credit portfolio last year continued to do so this year, including
expansion of credit to households (in particular housing credit) and a decline in credit to the business sector
and borrowers whose main activity is located abroad (Figure 1.9). As a result of these trends, credit to
households as a share of the banks’ total credit portfolio continued to increase, reaching 45 percent (Figure
1.10).

12 1t should be noted that the construction industry is quite heterogeneous and is composed of a number of sub-industries—
income-yielding real estate, project management, infrastructure, etc.—each of which has its own risk characteristics.

13 Housing credit accounts for 30 percent of the bank credit portfolio and credit to the construction and real estate industry
accounts for 13 percent.

14 The total credit portfolio includes total balance-sheet credit to the public, bonds, securities borrowed or purchased under
agreements to resell and assets in respect of derivative instruments and the credit from off-balance-sheet financial instruments, as
calculated for the purpose of limitations on a borrower’s indebtedness.

15 Total balance-sheet credit includes credit to the public, apart from bonds and securities borrowed or purchased under
agreements to resell.
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Table 1.7
Distribution of outstanding credit to the public, by principal industries,
the five major banking groups, December 2012 and December 2013

Total balance of credit risk® Balance-sheet credit (debts)
Distribution of Chgnge Distribution of Chgnge
Balance ) in Balance . in
credit . credit .
credit credit
Principal industries 2012 2013 2012 2013 2013 2012 2013 2012 2013 2013
(NIS million) (percent) (percent) (NIS million) (percent) (percent)
Borrower activity in Israel 1,087,534 1,119,345 87.4 88.4 2.9 730,110 749,584  89.3 90.6 2.7
Business sector 630,942 631,970 50.7 49.9 0.2 388,491 379,573 475 45.9 -2.3
Agriculture 7,253 7,243 0.6 0.6 -0.1 5,854 5,796 0.7 0.7 -1.0
Manufacturing 111,191 107,807 8.9 8.5 -3.0 65,998 64,250 8.1 7.8 -2.6
Construction and real estate 204,289 205,331 16.4 16.2 0.5 111,495 108,462 13.6 13.1 -2.7
Of which: construction 134,898 139,638 10.8 11.0 35 50,398 51,760 6.2 6.3 2.7
real estate 69,391 65,693 5.6 5.2 -5.3 61,097 56,702 7.5 6.9 -7.2
Electricity and water 19,373 21,574 1.6 1.7 11.4 8,203 11,872 1.0 1.4 44.7
Commerce 80,285 84,351 6.5 6.7 5.1 61,085 62,903 7.5 7.6 3.0
Tourism 14,261 14,535 1.1 1.1 1.9 12,538 12,662 1.5 1.5 1.0
Transport and storage 20,281 20,129 1.6 1.6 -0.7 16,094 15,723 2.0 19 -2.3
Communications and computer services 22,558 19,623 1.8 15 -13.0 16,400 13,543 2.0 1.6 -17.4
Financial services 93,908 94,389 7.5 7.5 0.5 48,011 41,466 5.9 5.0 -13.6
Other business services 35,810 35,656 2.9 2.8 -0.4 25,959 26,186 3.2 3.2 0.9
Public and community services 21,733 21,332 1.7 1.7 -1.8 16,854 16,710 2.1 2.0 -0.9
Private individuals 456,592 487,375 36.7 38.5 6.7 341,619 370,011 41.8 44.7 8.3
Of which: housing loans 237,034 258,175 19.0 20.4 8.9 226,195 247,613 27.7 29.9 9.5
Nonhousing loans 219,558 229,200 17.6 18.1 4.4 115,424 122,398 14.1 14.8 6.0
Borrowers' activity abroad 157,039 147,069 12.6 11.6 -6.3 87,313 78,122  10.7 9.4 -10.5
Total 1,244,573 1,266,414 100.0  100.0 1.8 817,423 827,706 100.0  100.0 1.3

# Includes balance-sheet and non-balance-sheet credit risk.
® Includes credit to the public, excludes bonds and securities borrowed or purchased under agreements to repurchase.
SOURCE: Banking Supervision Department based on published financial statements.

Figure 1.9
Annual change in balance-sheet credit to principal sectors, the five major
banking groups, 2010-2013

J 2010 2011 2012 2013
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SOURCE: Based on published financial statements, and reports to the Banking Supervision Department.
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Figure 1.10
Distribution of balance-sheet credit, the five major banking groups, 2001-13
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SOURCE: Published financial statements and reports to the Banking Supervision Department.

Business credit

Total balance-sheet business credit contracted by 2 percent this year, to NIS 380 billion, continuing the
trend that began last year. This development was a result of reduced demand for business credit and factors
on the supply side. These factors included the banks’ reduction of exposure to large borrowers, with the
goal of reducing concentration risk in the credit portfolio, and a moderation in the growth rate of risk assets,
with the goal of meeting core capital targets. The shekel’s appreciation this year against foreign currencies
directly affected the volume of credit in foreign currency, which also contributed to the decrease in the
banks’ total business credit. Business sector product grew this year by 6 percent in nominal terms, despite
the drop in credit to the business sector, and the ratio of bank credit to the business sector to business
sector product declined again this year, to a record low of 49 percent (Figure 1.11). A similar trend can be
seen in the ratio of total credit to the business sector to business sector product. The decrease in the banks’
business credit occurred primarily in the financial services industry!® (about NIS 7 billion) and the real
estate industry (about NIS 4 billion).

16 In the financial services industry, most companies for which credit to them declined were holding companies.
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Figure 1.11
Growth rates of nominal business sector product?, growth rates of
business sector bank credit?, and ratio of credit to nominal business sector
product?, five major banking groups, 2001-13
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a During 2013, the Central Bureau of Statistics changed the method of calculation of the National Accounts, and revised all
of the data series dating back to 2006, including business sector product data. The level of business sector product over
the period from 2001 to 2006 was recalculated according to the rate of change.

b According to gross balance-sheet credit.

SOURCE: Based on published financial statements and reports to the Banking Supervision Department.

Credit to the construction and real estate industry: This industry accounts for 29 percent of the
banks’ business credit. During 2013, the total fell by 3 percent as a result of a 7 percent decrease in credit to
the real estate industry?” (which decreased by a similar rate in 2012 as well). The reduction in bank credit
to the real estate industry occurred as companies in the industry increased their issues of stocks and bonds
via the capital market and obtained direct loans from institutional investors. In contrast, total balance sheet
credit to the construction industry® continued to expand again this year, against the background of the
growth in activity in the industry, though at a slower rate this year (3 percent).

Various indicators point to some decline in the level of risk among companies in the construction and
real estate industry. Thus, for example, during the last two years, lower loan loss provisions have been
recorded for the industry (Table 1.8). In addition, the yield spread has narrowed between corporate bonds
of companies in the industry and government bonds (Figure 1.12).1° With that, the construction and real
estate industry is marked by a high level of risk and historically has been characterized by large credit
losses relative to the rest of the business sector. For example, during the last decade the ratio of loan loss
provisions to total credit to the industry stood at 1 percent on average, compared with 0.7 percent in the

17 For which the main activity is: trade and intermediation in real estate, rentals, management and maintenance, rent collection
and related activities.

18 For which the main activity is construction (development of building sites; construction of entire buildings or parts of
buildings; carpentry and metalwork; installation of water, electricity and air conditioning systems; finishes; renovations and
repairs to structures; creation, assembly and erection of pre-fab buildings) and civil engineering work (earthworks; paving and
infrastructure, other engineering work; and the rental of construction or demolition equipment with an operator).

19 At the same time, the low level of spreads also reflects an underpricing of risk in the corporate bond market.
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rest of the business sector. Further evidence of the high level of risk in the industry is the internal ratings of
borrowers’ credit risk relative to other industries (Figure 1.13).

This risk is increasing against the background of the growing exposure of the banks to this industry
and to mortgages, which together account for 43 percent of the banks’ credit portfolio, and also against
the background of the continuing increase in home prices, for the sixth consecutive year. In the case of a
severe domestic recession and a steep decline in home prices, the activity of the construction and real estate
industry is liable to be severely affected, borrowers in the industry are likely to have difficulty repaying
their debts and the value of the collateral provided to banks against credit will be eroded.?°

Figure 1.12
Yield spread between corporate bonds? and CPIl-indexed government
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aBonds traded on the Tel Aviv Stock Exchange, excluding convertible bonds and structured bonds.
SOURCE: Bank of Israel.

Leveraged credit: This type of credit includes transactions in which the financial leverage is significantly
higher than the norm in industry and therefore their implicit level of risk is high. These transactions include,
among others, credit for financing the acquisition of means of control of a corporation. In recent years, the
banks have significantly reduced their exposure to credit for financing the acquisition of means of control
of corporations and as a result the share of this type of credit in the business credit portfolio has declined
from 7 percent in December 2008 to 4 percent in December 2013. During the last year, total credit for
financing the acquisition of means of control of corporations contracted by NIS 6 billion, to NIS 14 billion.
A portion of leveraged credit is provided to holding companies, and during 2013, the exposure of the banks
to holding companies declined. However, their level of risk remains high relative to other industries. The

20 For further details, see Section 9 - Stress Tests.
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level of risk is reflected in the internal rating of the
companies’ credit risk (Figure 1.13), in write-offs
and credit loss allowances, and in the yield spreads
of bonds issued by companies in the industry, which
remained higher than the average spread in the
nonfinancial business sector, despite the narrowing
of spreads (Figure 1.12).

Alongside the banking credit channel, there are
nonbank credit sources, both domestic and foreign,
and they account for about half of the supply of
credit to the business sector. Total nonbank credit
was unchanged this year and totaled NIS 391
billion. Domestic nonbank credit grew by about 1.9
percent in 2013. Thus, the value of total tradable
and nontradable bonds outstanding in the domestic
market decreased by about 2.8 percent despite the
decline in yields and spreads, apparently as a result
of the decrease in demand; in contrast, direct loans
from institutional investors grew during the year
by NIS 10 billion. Total credit from nonresidents
contracted this year by 3.3 percent (a decline of
NIS 5.5 billion), primarily as a result of the stronger
shekel.

Figure 1.13
Average credit risk rating by principal
industries at the five major banking

groups?, March 2007 to December 2013
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companies whose outstanding indebtedness exceeds NIS 20
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major banking groups, with values ranging from 0 to 100. The
lower the reported value, the higher the quality of the company's
credit.

SOURCE: Reports to the Banking Supervision Department.

Figure 1.14
Ratio of loan loss provisions to total balance sheet credit by principal
sector?, the five major banking groups, 2001-13
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a Business sector credit including credit to the construction and real estate industry.
SOURCE: Based on published financial statements.
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Credit to households

Outstanding balance-sheet credit to private individuals?® expanded by 8 percent in 2013, similar to the
average rate of growth in the previous two years, reaching a total of NIS 370 billion (Table 1.7). Housing
credit—which accounts for two-thirds of balance-sheet credit to private individuals—increased by 10
percent, and consumer credit increased by 6 percent (Figure 1.9). The expansion of consumer credit derived
from the low interest rate environment—which was intended inter alia to encourage activity by providing
an incentive for private consumption—and from the increase in the prices of the public’s assets and from
the decline in the unemployment rate. Despite the rapid expansion in credit to private individuals, the ratio
of household debt to disposable income remained stable and considerably less than in other advanced
economies.??

Housing credit continued to expand in 2013 (Figure 1.9), to a total of NIS 248 billion. The proportion of
housing credit in the bank credit portfolio reached 30 percent in December 2013 (Figure 1.10). Against the
background of the measures adopted by the Supervisor of Banks with respect to housing credit,?® a decrease
in the risk inherent in the housing credit portfolio was apparent (Figure 1.15).

Notwithstanding the reduced risk characteristics of the housing credit portfolio, borrowers and the
banking system are vulnerable to a negative impact due to the large volume of mortgages, the continuing
rise in home prices, and the low interest rate environment. As a result, among its other activities, in 2013 the
Banking Supervision Department conducted a stress test to estimate the expected losses in the housing credit
portfolio resulting from adverse developments in the housing market. Within this framework, the Banking
Supervision Department examined the portfolio’s sensitivity to risk factors such as unemployment, the
interest rate, borrowers’ income and housing prices. The scenario’s findings indicate that the adverse effect
on borrowers could be significant. More details of the stress test on the housing credit portfolio appear in
Box 1.2.

Figure 1.15
Distribution of new mortgages by LTV2 and PTI®, total banking system,
% April 2011 to December 2013
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Medium risk: (20% < PTI < 40% and LTV < 60%) or (PTI < 30% and 60% < LTV < 75%) or (PTI £10% and LTV > 75%)
High risk: (PTI > 40%) or (30% < PTI £40% and LTV > 60%) or ( 10% < PTI £ 30% and LTV > 75%)

aLTV = Loan-to-value ratio. Rate of financing.
b PTI = Payment -to-income ratio.

SOURCE: Based on reports to the Banking Supervision Department.

2L Includes housing credit and nonhousing credit (consumer credit).
22 Unlike elsewhere in the world, data on disposable income in Israel include company profits, which leads to some bias.
23 See Box 1.1 for more details.
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Box 1.1.: The Banking Supervision Department’s measures with respect to housing credit, and
their implications

Against the background of the increase in home prices and the low interest rate environment, the bank
housing credit portfolio and its characteristics have changed in recent years. In the years 2008-13,
home prices have increased by 82 percent in nominal terms.t Concurrently, housing credit grew by
an average annual rate of 12 percent (Figure 1.9), to NIS 248 billion in December 2013. The share of
housing credit in the bank credit portfolio increased from 20 percent to 30 percent in the past 6 years
(Figure 1.10). The share of mortgages granted at variable rate interest increased over the period and at
the beginning of 2009 it reached 95 percent (Figure 1).

Figure 1
Share of new housing loans by indexation segments and interest rate tracks,
total banking system, January 2004 - December 2013
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SOURCE: Based on reports to the Banking Supervision Department.

In 2013, new mortgages granted reached a historic high, averaging NIS 4.3 billion a month (Figure
2) and the average loan to home buyers increased to NIS 600,000. The ratio of households’ debt, in
respect of housing loans, to disposable income? ratio reached 34 percent in 2013, compared with 28
percent in 2004 (Figure 3). These developments led to an increase in the risks inherent in the housing
credit portfolio, exposing borrowers and the banking system to the risk of an adverse impact from
potential changes in the economic environment.

L Anincrease of 58 percent in real terms.
2 According to the Central Bureau of Statistics definition, net private disposable income from all sources.
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Figure 2
Monthly average of new loans granted for the purchase of residential

NIS property, total banking system, and index of home prices (2003=100),
million 2003-13 Index
5,000 200
4,500 - 4,309+ 180
4,000 - - 160
3,500 -+ - 140
3,000 - - 120
2,500 - - 100
2,044
2,000 - 1717 - 80
1,500 1,289 1,409 - 60
1,034

1,000 - - 40
500 Aj - 20

0 - ‘ ‘ ‘ ‘ ‘ T T T r 0

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
mmm Monthly average of new residential loans (NIS million) ——Index of home prices (right scale)
SOURCE: Based on reports to the Banking Supervision Department.
Figure 3
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SOURCE: Based on Central Bureau of Statistics and reports to the Banking Supervision Department.
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Against this background, during recent years the Supervisor of Banks adopted a range of measures
with respect to housing credit (Table 1). These measures were intended to reduce borrowers’ and
the banking system’s exposure to the risks inherent in developments in the housing market and to
increase the banks’ capital buffers and credit loss allowance buffers against this risk. It should be
noted that over the course of recent years, many supervisory authorities worldwide have adopted
macroprudential measures in respect of the housing market in order to reduce the risks inherent in the
bank credit portfolio, to maintain the stability of the financial system, to slow the rate of increase in
housing prices, and to moderate the growth in housing credit.

These measures affected the characteristics of the mortgage portfolio and the various risk factors,
and were focused on three main areas: quantitative restrictions, capital buffers and credit loss allowance
buffers. It should be noted that an integral part of the Banking Supervision Department’s activity in the
area includes regulation relating to qualitative aspects (such as a requirement for applying stringent
underwriting procedures and a higher level of disclosure), which makes it difficult to quantify their
effect.

An analysis of mortgage data indicates that the range of measures adopted by the Banking
Supervision Department reduced the level of risk to borrowers and the banking system.® Despite the
decline in the risk characteristics of the housing credit portfolio, borrowers and the banking system are
nonetheless still vulnerable due to the large volume of mortgages granted, the prolonged increase in
home prices, and the low interest rate environment. The most notable effects which the measures had
on the characteristics of the housing credit portfolio are reviewed below:

The composition of mortgages by interest rate tracks and indexation type: Against the
background of the low interest rate environment in recent years, the proportion of variable-rate
mortgages increased considerably and reached 95 percent (Figure 1). This increase exposed borrowers
to the risk of an increase in the interest rate, which would increase borrowers’ monthly repayments.
As a result, in May 2011, the Supervisor of Banks restricted to 33.3 percent the share of a variable-
rate housing loan on which the interest rate adjustment period is less than 5 years. In addition, the
Supervisor required the banking corporations to explain to mortgage borrowers the significance of
taking an unindexed variable-rate loan and the potential effect of a rise in this rate in increasing the
monthly repayment.

As a result of this measure, in the second half of 2011 the proportion of unindexed variable-rate
mortgages, which had accounted for the vast majority of variable-rate mortgages, declined to 27
percent. This decline was accompanied by an increase in the proportion of mortgages on other tracks.
In particular, the proportion of CPI-indexed, variable-rate, mortgages—on most of which the interest
rate changes every 5 years—rose to 44 percent. Since the rapid expansion in the volume of housing
loans continued and borrowers remained exposed to the risk of an increase in the interest rate, in
August 2013 the Supervisor restricted to 66.7 percent that part of a housing loan granted at variable-

3 Itis however difficult to quantify their effect on demand for homes or on home prices since these are affected by a
combination of numerous factors, including: the supply of land, the stock of homes, building starts, the interest rate in the
economy, tax factors, the unemployment rate, and the public’s expectations regarding developments in the housing market.
During the recent past and as stated, the level of demand for home purchase remained high and home prices continued to rise.
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rate interest (regardless of the frequency of the interest rate adjustment).* As of December 2013,
the proportion of variable-rate mortgages amounted to 59 percent. The decrease in the proportion of
variable-rate mortgages led to a concurrent increase in the proportion of unindexed and CPI-indexed
fixed-rate mortgages. Fixed-rate mortgages are mostly granted for shorter periods and at high interest
rates.

LTV:® The loan to value ratio in housing loans is the ratio between the approved loan line and the
value of the asset, and provides an indication of mortgage recipients’ level of leverage. A high (low)
LTV ratio means that a borrower uses little (much) of his or her own capital for the purpose of buying
the apartment, and the loan therefore accounts for a large (small) part of the financing of the apartment.
During periods of severe recession and sharp declines in home prices, households whose loans are
marked by high LTV ratios could have difficulty in paying a mortgage and cause losses to the banks.
Against the background of the continuing price increase in the housing market, during recent years
the Supervisor of Banks adopted a series of measures with respect to housing loans with high LTVs.

During 2010 the Supervisor published guidelines concerning a supplementary allowance and an
additional allocation of capital in respect of housing loans with high LTV ratios.® The Supervisor
recently published two additional guidelines: (1) In November 2012, the Supervisor imposed
restrictions on housing loans with high LTV ratios, in accordance with the type of buyer:” Loans for
those buying a sole home were restricted to an LTV of 75 percent, loans for buyers of a replacement
home-to an LTV of 70 percent, and loans for those buying an investment home®~to an LTV of 50
percent. This measure was intended to reduce households’ levels of leverage in housing loans while
accommodating those buying a sole home. (2) In March 2013, the Supervisor of Banks stipulated
additional capital requirements in respect of housing loans in accordance with LTV ratios. This was in
order to increase the capital buffers allocated against high LTV loans. As a result of these guidelines,
the proportion of loans with low LTV ratios (up to 45 percent) increased, and the average LTV on
mortgages declined from 55 percent to 52 percent (Figure 4).

PTI:° The mortgage PTI ratio serves as an indicator of the borrower’s ability to make mortgage
payments on an ongoing basis. Changes in the economic environment, such as a deterioration in the
labor market or a rise in interest rates, could increase the debt burden imposed on borrowers and the
risk that they will have difficulty in repaying the mortgage. In view of these concerns, in August 2013
the Supervisor of Banks restricted the PTI ratio to 50 percent (meaning that a loan cannot be extended
to borrowers for whom more than half their income has to be used for repaying the mortgage), and
required an additional allocation of capital in respect of housing loans on which the PTI exceeds 40
percent.

4 The restriction on variable-rate housing loans which was imposed in May 2011 remained in force.
5> Loan to Value.
6 The Supervisor revised the guidelines in March 2013, with the result that the October 2010 guideline concerning an
additional allocation of capital for high LTV loans was revoked.
The measure is graded and enables young couples to obtain a housing loan with an LTV that is limited, though high
relative to other borrowers.
8 An investment home is defined as a residential property that is not (the owner’s) sole home or replacement home.
Payment to income.
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Figure 4
Distribution of new loans granted for the purchase of residential property by

loan-to-value (LTV) ratio, total banking system, April 2011 to December 2013
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SOURCE: Based on reports to the Banking Supervision Department.

Against the background of this and additional guidelines, the proportion of loans granted at a high
PTI ratio declined, with the average PTI ratio on new mortgages falling from 32 percent to 27 percent
(Figure 5).

Period to final repayment: The average period to final repayment has remained stable in recent
years and stands at approximately 20 years (Figure 6). This period is affected by several factors, one of
the main factors being the composition of the mortgages, which are comprised principally of variable-
rate housing loans. These loans are mostly granted for long periods, as distinct from fixed-rate loans,
which are usually granted for shorter periods. The restriction imposed on variable-rate housing loans
in August 2013 led to a decline in the proportion of variable-rate mortgages and an increase in the
proportion of fixed-rate mortgages. Despite the change in composition, the average period to final
repayment remained largely unchanged because the average period to repayment of fixed-rate CPI-
indexed mortgages lengthened from 9 to 16 years. The increase resulted from the fact that borrowers
are unable to pay a substantial part of the loan within a short period of time. Additionally, under the
August 2013 directive, the Supervisor of Banks limited the period to final repayment to a maximum
of 30 years. This restriction is intended to prevent the spreading out of debts over excessively long
periods.

Capital buffers in respect of housing loans: In view of the increased level of risk inherent in the
housing credit portfolio, the Supervisor of Banks required the banks to allocate additional capital in
respect of housing loans that are notable for higher risk characteristics. In this respect, an additional
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Figure 5
Distribution of new loans for the purchase of residential properties by payment to income
ratio, total banking system, April 2011 to December 2013
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Figure 6
Average period to final repayment on new loans for the purchase of residential properties,
by indexing segment and interest rate track, total banking system,

Years March 2008 to December 2013
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31




BANK OF ISRAEL: ISRAEL’S BANKING SYSTEM 2013

capital requirement was imposed on credit for purchase groups,® on high LTV ratio housing loans,
and on high PTI ratio housing loans. As a result, a continuing increase has been apparent in the average
risk weights of outstanding housing loans. The estimated weighting ratio of new housing loan volume
rose from an average of 46 percent in 2012 to 56 percent in 2013.

Credit loss allowance buffers in respect of housing loans: In March 2013, the Supervisor of Banks
ordered a minimum group allowance of 0.35 percent of housing loans for which there is no allowance
by extent of arrears or individual allowance. (Before this directive, the ratio was 0.22 percent).

The risk mitigation measures that were adopted were imposed by means of restrictions, some of
which led to an increase in the cost of mortgages in the short term. However, the level of the interest rate
on housing loans throughout the entire lifetime of the loan needs to be examined, taking into account
parameters that affect the level of monthly repayments and the outstanding amount for repayment.!!

The supervisory measures that were adopted succeeded in reducing the risks to both borrowers
and the banks, by prescribing quantitative restrictions, higher levels of capital and allowances,
requirements for stringent underwriting procedures and an increased level of disclosure to customers.
Notwithstanding the measures that were adopted, households and the banking system are exposed
to the risk posed by changing macroeconomic conditions. The Banking Supervision Department is
monitoring developments in the housing credit market, and will take further measures if necessary.

10 When (balance-sheet and off-balance-sheet) credit is extended to a purchase group that is planning to build ten or more
housing units, the credit is classified as indebtedness of a corporation in the real estate industry.

U ror example, although borrowers” move from a variable-rate track to a fixed-rate track increases the cost of the mortgage
in the short term, if there were to be a rise in interest rates, an increase in the monthly repayment in a variable-rate track can
be expected. Borrowers who were granted a mortgage where a substantial part of the loan is variable-rate and who did not
take into account the risk inherent in this, could have difficulty in paying the mortgage during a period when the interest rate
increased.
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Table 1

The Banking Supervision Department’s regulatory measures in the area of housing credit

Date

Description

18.8.2009

Variable-rate interest—qualitative directive

The banks were required to act with caution when marketing and granting variable-
rate housing loans, and to thoroughly examine the customer’s payment to income
(PTI) ratio, including on the assumption that the level of the interest rate would rise.

25.3.2010

Credit for purchasing groups—capital requirement:

During construction and until its completion, this credit is to be classified as
indebtedness of a corporation in the real estate industry (and not as “housing credit”).
Accordingly, Risk Weighted Assets (RWA) will be assigned a weight of 100 percent
in the calculation of capital adequacy.

Applicability—the financial statements for June 30, 2010 and thereafter.

Credit for purchasing groups—qualitative directives
Procedures were determined for dealing with purchasing groups, including the
repayment ability of individual members.

11.7.2010

Loan to Value (LTV)—supplementary capital allowance in respect of housing
loans:

A supplementary capital allowance at a rate of at least 0.75 percent in respect of
outstanding housing loans which were granted from 1.7.2010, and on which the LTV
ratio at the time when they were extended exceeded 60 percent.

Applicability—the financial statements for 30.9.2010 and thereafter.

Various risk characteristics (indexation type, purchase for investment purpose,
high LTV, high PTI)—qualitative directives:

Re-examination of the housing credit portfolio and credit policy, including
examination for the purpose of ascertaining that this policy conforms to the bank’s
risk appetite.

Loan to Value—capital requirement

Capital allocation Criterion
If all the criteria are | LTV >60%
fulfilled Variable-rate credit component > 25%

Level of the loan > NIS 800,000

RWA =100%
e There are exceptions to the directive.
e Applicability—Iloans approved from 26.10.2010.
e The guideline was revoked in a letter on 21.3.2013, when more stringent guidelines
were issued.
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3.5.2011 Variable-rate interest—restriction:
Variable-rate housing loans (loans on which the interest rate adjustment period is
less frequent than every 5 years) were limited to 33.3 percent of the overall housing
loan, apart from exceptions covered by the directive.
Applicability—Iloans for which agreement in principle was given from 5.5.2011.
Variable-rate interest—bank—customer directive
With respect to existing loans that have a greater than 33.3 percent unindexed
variable-rate prime track component—the banks were required to send borrowers a
written explanation of the manner in which a 1 percent increase in the prime rate will
affect the monthly repayment.
1.11.2012 Loan to Value—restriction (dependent on the type of buyer):
Classification of home | Maximum LTV
Sole home 75%
Replacement home 70%
Investment home 50%
Investment home—a residential dwelling that is not a sole home or a replacement
home.
o Apart from exceptions covered by the guideline.
o Applicability— loans for which agreement in principle was given from 1.11.2012.
21.3.2013 Loan to Value—capital requirement

LTV RWA
LTV <45% 35%
45% <LTV <60% 50%
LTV >60% 75%

e The restriction of 28.10.2010 was revoked.

Group allowance for credit losses:

A requirement for a minimum group allowance at a level of 0.35 percent of
outstanding loans in respect of housing loans for which an allowance by extent of
arrears or an individual allowance is not held.

Applicability—the financial statements from 30.6.2013.
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19.8.2013 Payment to Income (PTI) ratio—restriction:

Restriction PTI
Prohibited loan PTI > 50%

Applicability— loans for which agreement in principle was given from September1,
2013.

PTI ratio—capital requirement:

RWA PTI
100% 40% < PTI <50%

Applicability— loans for which agreement in principle was given from 1.9.2013.

Variable-rate interest—restriction:

The proportion of the variable-rate component (including variable-rate housing loans
on which the interest rate adjustment period is less than 5 years) must not exceed
66.66 percent of the overall loan.

The proportion of the variable-rate component on which the interest rate adjustment
period is less than 5 years must not exceed 33.33 percent of the overall loan.

This is apart from exceptions that are covered by the guideline.

Applicability— loans for which agreement in principle was given from 1.9.2013.

Period to final repayment—restriction:
The period to final repayment must not exceed 30 years.

Applicability—Iloans for which agreement in principle was given from 1.9.2013.
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Box 1.2: Housing credit—stress test

1. General

The risk inherent in the housing credit portfolio has increased during recent years due to developments
in the economic environment and in the housing market'—the low interest rate, the volume of
mortgages granted and the sharp rise in home prices. These developments expose borrowers and the
banking system to the risk that changes in the economic environment, such as a deterioration in the
labor market or a rise in interest rates, will increase the debt burden and result in borrowers having
difficulty in repaying their mortgage.

In view of these risks, the Banking Supervision Department conducted a stress test for estimating
the credit losses which the housing credit portfolio is liable to incur under a stress scenario.? The
Department also examined the portfolio’s sensitivity to risk factors (an increase in the unemployment
rate and in interest rates, a decrease in the borrower’s income and housing prices, for example). The
study was based on a comprehensive database relating to mortgages at the individual loan level. An
examination of individual data makes it possible to relate to the entire distribution of the mortgage
portfolio, whereas focusing on average data would conceal the significant risks at the tails of the
portfolio. The scenario examined in the stress test included a negative impact on the labor market,
a rise in interest rates and a decline in housing prices. The test results showed that 5.0 percent of
mortgage takers in the sample would encounter repayment difficulties in this scenario,® in addition
to the routine rate of arrears.* Major social implications are to be expected in a situation such as this.

This stress test is one of the tools for supporting the Banking Supervision Department’s ability to
monitor developments in the housing credit portfolio, to assess them, and to take action in order to
mitigate the risks to borrowers and to the banks.

2. The stress scenario that was examined

The stress scenario was based on the recession of 2002, though somewhat more severe. The scenario
is characterized by a significant negative impact on real activity as reflected by a large drop in GDP
and private consumption, which badly affects the labor market,> concurrent with an increase in
Israel’s risk premium. The scenario depicts a severe but plausible situation, and is similar to the
stress scenarios which other countries have examined. The principal variables of the scenario are as
follows:

1 See Box 1.1

2 Credit losses were included in the uniform stress test which the Banking Supervision Department conducted in 2013.
More details appear in Section 9, “Stress tests”.

The test was based on certain working assumptions (part of them relating to the expected behavior of the banks and

borrowers at a time of crisis), and these affected the quantitative results of the scenario.

4 As of December 31, 2013, 2.1 percent of housing loans were in arrears of over 6 months.

5 The macroeconomic parameters in this test are the same as the parameters in the stress test based on a uniform
scenario (Section 9).
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e Maximum Bank of Israel interest rate—6.7 percent

e Maximum unemployment rate—11.7 percent

e Decline in real income—~8 percent

e Decline in housing prices (average decline for all regions)—20 percent

3. Methodology

A borrower who encounters difficulties in repaying a mortgage could lead to credit losses for the
bank. We examined borrowers’ sensitivity to changes in the macroeconomic situation and the
probability that these changes will lead to difficulties in repaying the mortgage. The analysis related
to each borrower individually and estimated the expected loss resulting from the materialization of
the scenario according to the following equation:

loss = PD*LGD*EAD

loss = the loss to the banks
PD = probability of default
LGD = loss given default

EAD = exposure at default

The probability of default (PD) was determined with reference to each borrower’s available
income (monthly income minus the monthly mortgage payment) after the effects of the scenario.
The increase in the unemployment rate and the decrease in real income affect borrowers’ monthly
income, and the rise in the interest rate affects the level of the monthly mortgage payment. When a
borrower’s available income, after the effect of the risk factors in the scenario, is inadequate to cover
basic necessities, the borrower is recorded as a borrower in default,® that is, one who has difficulty in
making the monthly mortgage repayment.

Loss given default (LGD) is defined as the ratio between the loan balance minus the value of
collateral on realization, and the overall loan balance. This loss was affected by the decline in housing
prices, by assumptions concerning the costs of rapid realization, and by assumptions concerning the
banks’ ability to reach a debt arrangement with the borrowers or sell the underlying asset.” Since in
the crisis period it might be difficult to sell all of the apartments serving as collateral for borrowers
in default and because only part of the borrowers will succeed in concluding an arrangement with
the bank, we examined the extent to which the results are sensitive to the asset-realization parameter.

6 We determined the minimum level of available income needed in order to cover basic necessities (such as food and
clothing) with respect to the borrower’s income level.
We assumed that some of the borrowers in default would conclude a debt arrangement with the banks, due inter alia
to the ability to continue paying from other sources. In a case such as this, the bank will not record a loss.
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4. The findings

e The loss is very sensitive to assumptions regarding the proportion of arrangements reached
with the banks and the realization percentages of the assets of borrowers who encountered
difficulties. The proportion of arrangements and the realization percentages are significant in
determing the actual rate of loss given default (LGD). We were unable to rely on past experience
in order to determine in what percentage of cases the banks would conclude arrangements or
realize properties. This is because to date, borrowers have not encountered difficulties on the
scale expected in the test. Accordingly, we conducted a sensitivity analysis with reference to
these parameters.

e An increase in unemployment affects the probability that mortgage recipients will enter into
default to a greater extent than that in the event of a rise in the interest rate and a decrease in
income, and contributed on average to over half of the default rates.®

e The population that is most sensitive to both an interest rate increase and a decrease in income
is the population of borrowers whose PTI ratios exceed 40 percent. Generally, the default rates
estimated in the test among this population are considerably higher than these rates among the
other borrowers.

» Borrowers in the years 2009-10 mostly took loans in which a large part was granted with
variable-rate interest. Since they are more vulnerable to an interest rate change, they present
higher default rates. The low interest rate in those years also contributed to high default rates
among these borrowers, since the change in the interest rate is greater for them than for the
other borrowers. An interest rate adjustment has less effect on borrowers who took loans in 2011
and thereafter. (This was after the part of the mortgage granted at variable-rate on which the
interest rate adjustment period was less than 5 years had been restricted to a third of the overall
mortgage).

e Defaulting borrowers who took mortgages in recent years led to high LGD rates because the
value of their collateral rose to a moderate extent relative to properties that were purchased in
previous periods. The amount of loss deriving from these borrowers is greater as well, because
their properties are more expensive than those purchased in previous years (which required
larger mortgages).

e Borrowers who took mortgages at an LTV exceeding 60 percent led to relatively high rates of loss
given default. Since the price of the property has fallen because of macroeconomic conditions
and due to the cost of rapid realization, the value of the collateral does not cover the bank’s loss.

8 This is because unemployment greatly reduces the household’s income and therefore also its ability to repay the
mortgage, and because in contrast to changes in the interest rate, it adversely affects all types of borrowers, that is, regardless
of the characteristics of the loan (on the assumption that unemployment is distributed uniformly among the borrowers).

9 The reference is to both unindexed and CPI-indexed loans.
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b. The quality of the credit portfolio

In 2013, the risk level of companies in the Israeli _
economy declined slightly against the background EDE? of Izlrglélriectrlp?orations,
of a decline in sovereign risk, reflected in the December 2008 to December 2013
contraction of CDS spreads,?* and improvement %
in the domestic labor market. The low interest 20
rate in the economy, however, encouraged firms
to take risks that are liable to occur if the interest
rate rises. Furthermore, several specific areas of 1.6
activity, such as the construction and real-estate 1.4 |
industry and leveraged credit, carry acute inherent
risk that was reflected in, among other things, the
involvement of certain firms in debt restructuring
proceedings.?® 0.8
The improvement in firms’ credit risk was 0.6
manifested in indicators from the capital market,
indicators from financial statements, and other
internal assessments. It should be noted that 0.2
indicators based on financial statements obviously 0.0
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The EDF?® and the yield spread of corporate
bonds over government bonds narrowed in most 1.€0F (©xpecied blau euency) s e bipecter,
industries (Figures 1.12 and 1.16). The contraction 120 corporations.
of spreads, however, also reflects the underpricing ~ SCURCE: Based on Moody's—KMV.
of risks in the corporate bond market. The share
of loan loss provisions in total credit declined to
only 0.25 percent (Figure 1.9).2” The individual borrower allowance contracted during the review period,
its share in total credit declining to 0.4 percent. The group allowance, 2 however, increased to 1.1 percent
of credit (Figure 1.17). The upturn followed a requirement by the Supervisor of Banks, in March 2013,
that a minimum 0.35 percent group allowance be kept for housing loans for which no allowance—either

18 |

1.2

1.0

0.4

24 The CDS spread reflects sovereign default risk.

%5 The recommendations of a committee tasked with examining debt-restructuring proceedings in Israel were released in the
committee’s interim report in April 2014, and are expected to enhance certainty and give firms incentives to enter into such
proceedings earlier.

26 EDF—Expected Default Frequency—reflects the expected probability of default. The median EDF was calculated on the
basis of data from 120 business firms.

27 Notably, the loan loss provision data for 2011-13 are not fully comparable with earlier data due to implementation of the
Measurement and Disclosure of Impaired Debts, Credit Risk and Allowance for Credit Losses Directive. This is because, among
other things, the 2011-13 data include the effect of the “interest income in respect of problematic debts not previously recorded”
item, which reduces the loan loss provision ratio by about 0.2 percent.

2 The group allowance includes the allowance on account of housing credit.
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Figure 1.17
Allowance for credit losses to total credit by type of allowance:
Allowance for individuals, allowance for housing?, other group allowance,
the five major banking groups, December 2012 and December 2013
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aIncluding the allowance for housing calculated according to the depth of arrears.
SOURCE: Based on published financial statements.

Figure 1.18
International comparison of impaired credit and credit in arrears more than 90
days as a share of credit to the public, OECD countries?, 2012 to 2013P
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aFinland, Germany, New Zealand and Iceland were excluded due to a lack of data.

b Data for the UK as of June 2012. Data for Switzerland as of December 2012. Data for Japan and South Korea as of March 2013. Data for
Italy, France, Spain and Poland as of June 2013. Data for Austria, Denmark, Slovenia, Portugal, Greece, Netherlands, the US, Canada,
Slovakia, Ireland, Sweden, Turkey, Hungary and the Czech Republic as of September 2013. Data for Estonia, Luxembourg, Norway, Chile,
Australia, Mexico and Israel as of December 2013.

SOURCE: Foreign countries—International Monetary Fund; Israel-Based on published financial statements.
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Table 1.9
Indices of credit portfolio quality of the five major banking groups, 2007 to 2013
(percent)
Mizrahi First Five
Year Leumi Hapoalim Discount Tefahot International groups

Loan loss provision to total balance

sheet credit to the public? 2007 0.20 0.25 0.44 0.31 0.33 0.28
2008 1.01 0.68 0.67 0.44 0.39 0.72
2009 0.74 0.93 0.87 0.39 0.44 0.75
2010 0.26 0.46 0.69 0.44 0.18 0.41
2011° 0.30 0.48 0.65 0.28 0.14 0.39
2012 0.50 0.39 0.61 0.21 0.20 0.41
2013 0.11 0.34 0.49 0.21 0.14 0.25

Net write-offs to total gross balance

sheet credit to the public 2011 0.84 0.84 0.72 0.44 0.15 0.71
2012 0.47 0.38 0.51 0.26 0.24 0.39
2013 0.21 0.38 0.42 0.40 0.13 0.32

Allowance for credit losses to total

balance sheet credit to the public 2010° 2.30 2.12 1.66 1.62 1.33 1.96
2011 1.62 1.64 1.67 1.35 1.33 1.57
2012 1.68 1.61 1.74 1.22 1.22 1.56
2013 1.59 1.54 1.81 0.94 1.19 1.46

Impaired loans to total balance sheet

credit to the public 2010° 3.82 4.71 4.68 1.53 1.88 3.74
2011 2.77 3.44 4.74 1.34 1.59 2.95
2012 3.01 3.23 4.55 1.28 1.61 291
2013 2.36 3.05 3.26 0.89 1.43 2.37

Impaired loans and loans more than 90

days past due as a share of total

balance-sheet credit to the public 2010° 4.13 5.06 5.38 2.90 231 4.29
2011 3.26 3.74 5.19 2.57 2.02 3.49
2012 3.54 3.79 5.11 2.55 211 3.57
2013 2.94 3.54 3.71 1.70 1.87 2.94

Allowance for credit losses to impaired

loans and loans more than 90 days past

due 2010° 55.60 41.82 30.80 55.76 57.64 45.69
2011 49.53 43.69 32.13 52.62 66.11 44.88
2012 47.33 42.53 34.09 47.94 57.69 43.56
2013 53.87 43.60 48.69 55.37 63.47 49.78

& Until December 2010, net credit to the public was used; since 2011, gross credit to the public has been used.

® Due to the implementation of the directive for the measuring and disclosure of impaired debt, credit risk and credit loss

allowance, as of January 1, 2011, the figures for December 2011 cannot be fully compared with previous periods.

¢ Data calculated as of January 1, 2011 - after the implementation of the directive for the measuring and disclosure of impaired

debt, credit risk and credit loss allowance.

SOURCE: Banking Supervision Department based on published financial statements.
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according to the extent of arrears or on an individual borrower basis—was kept. The improvement in credit
quality was also reflected in the share of impaired and 90+ day past-due credit in total credit, representing
the riskiest elements in problem loans. This indicator was 2.9 percent in December 2013—Ilower than the
median among other OECD countries (Table 9 and Figure 1.18). Additionally, the coverage ratio,?® which
estimates banks’ ability to absorb expected losses in the credit portfolio, improved to 50 percent (Table 9).

c. Concentration in the credit portfolio

Israeli banks’ credit portfolios are marked by relatively high borrower concentration, for reasons
including the concentrated structure of ownership and control in the Israeli economy. The eventuation of
concentration risk has major implications for banking corporations’ profitability and capital. The Promotion
of Competition and Reduction of Concentration Law, 5774-2013, enacted in December 2013, is expected
to mitigate concentration in Israel.®® In recent years, concentration in the bank credit portfolio has declined

Figure 1.19 Figure 1.20
Credit risk of the 100 largest borrowers? out of Total credit risk of the 100 largest borrowers and
. total credit risk, the five major banking groups, distribution of their internal risk rating,
& 2008, 2011, and 2013 the five major banking groups, 2012 and 2013
18 120%
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SOURCE: Based on published financial statements and reports to the Banking . -
Supervision Department. SOURCE: Based on reports to the Banking Supervision Department.

29 Allowance for credit losses to impaired and 90+ days past due loans.

30 The law imposes, inter alia, restrictions on control of multilayered business groups (or “pyramid structures,” as they are called
in the law). Under the statute, new pyramid structures will be limited to two levels and transitional provisions prescribe a reduction
in the number of levels in existing complex pyramid structures. The law also set terms and limits on holdings by one controlling
principal in a significant financial entity and a significant real corporation.
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considerably due to measures taken by the Banking Supervision Department and the banking system to
mitigate portfolio concentration risk (Figure 1.19).%!

Within this framework, the banks reduced their exposure to large borrowers and large business groups
while increasing the proportion of credit to retail establishments and small businesses. For example, credit
to the ten largest business groups accounted for 10 percent of the credit portfolio and 147 percent of equity
at the end of 2013, as against 11 percent and 168 percent, respectively, a year earlier. In addition, the share
of credit to the hundred largest borrowers in terms of the credit portfolio and equity declined to 13 percent
and 197 percent, respectively, during the year. Concurrently, the internal ranking of the hundred largest
borrowers’ credit risk shows that their credit quality improved (Figure 1.20). The falloff in business demand
for credit also helps to explain the attenuation of credit portfolio concentration in 2013.

Outstanding bank credit risk on account of large borrowers in the banking system who also borrowed in
the nonbank market was NIS 75 billion at the end of 2013,32 12 percent of the banks’ outstanding business-
related credit risk as against 14 percent a year earlier. Some 38 percent of the outstanding credit risk on
account of these borrowers traces to the construction and real estate industry.

5. LIQUIDITY RISK

In 2013, as in past years, the Israeli banking system enjoyed relatively strong liquidity due to the composition
of its high quality liquid assets and its structure of sources, made up largely of a stable core of public
deposits and a smaller portion of short term wholesale funding. During the review year, however, depositor
concentration increased, short term (up to one month) liquidity waned slightly—manifested in a decline in
the supervisory model ratio®*—and medium-term liquidity ratios (up to three months) were stable. In the
corporations’ short-term activity (up to one month), on the assets side short-term credit decreased, as did
cash and deposits with the Bank of Israel and other commercial and central banks, while on the liabilities
side, deposits increased, particularly large deposits for short terms.

The supervisory model ratio (total operations in NIS and foreign currency), which reflects short-term
(up to one month) liquidity, declined from 1.61 in 2012 to 1.42 in 2013 (Table 10); core liquidity ratios,3*
measured to terms of up to three months, held steady (Table 11).

Deposit concentration in the banking system increased: the ratio of the twenty largest deposits to total
deposits from the public to terms of up to one month increased from 14 percent in 2012 to 17 percent in
2013 (Table 10) and the share of large deposits (above NIS 50 million) in the total climbed from 27 percent

81 In this context, the Banking Supervision Department in 2011 took steps to toughen the restrictions on banks’ exposure to
large borrowers and large business groups. Notably, in April 2014 the Basel Committee published a Framework for Measuring and
Controlling Large Credit Exposures, to go into effect on January 1, 2019.

82 Of this total, NIS 2.8 billion originates in borrowers whose bonds were traded in December 2013 at yields in excess of 9
percent.

33 The supervisory model ratio—the ratio of liquid assets to short-term (up to one month) liabilities—was developed by the
Banking Supervision Department to examine trends in banking corporations’ liquidity levels. A value of 1 is the minimum that
assures compliance with liquidity needs; it also allows latitudinal comparison to take place.

34 “Core liquidity” is defined here as total cash and deposits with the Bank of Israel and other banks that originally mature in up
to three months, plus total government bonds.
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in 2012 to 31 percent in 2013. The proportion of institutional investors’ deposits in total deposits from the
public increased from around 10.5 percent in 2012 to around 12.6 percent in 2013.

In addition, we estimated the effect of a possible stress scenario—the immediate redemption of 10 percent
of deposits of the public to terms of up to one month—on the supervisory model ratio. The results show that
the system at large is resilient to shocks (Table 10). This finding was included in the regular estimations that
the Banking Supervision Department performs to test the resilience of the banks and the banking system to
the possibility of a liquidity shortage.

In February 2014, the Supervisor of Banks published a draft translation of the new Basel I11 framework on
liquidity and established a professional working team to produce recommendations on the implementation
of the framework in Israel. In the course of its efforts, the team held working meetings with representatives
of the banking corporations and credit card companies and performed a QIS (Quantitative Impact Study)
concerning the LCR (Liquidity Coverage Ratio).®® The results of the study were submitted to the Banking

Table 1.10
The supervisory model ratio® stress scenario, and selected liquidity concentration indices®, five major
banking groups, 2011 to 2013

2011 2012 2013
Supervisory model ratio (baseline scenario) 1.58 1.61 142
Minimum value of the supervisory ratio 141 1.38 1.04
Maximum value of the supervisory ratio 1.74 1.79 2.00
Supervisory model ratio after stress scenario of an immediate redemption of 10%
of total public short-term deposits 1.25 127 1.12
Average change in baseline value® 0.34 0.34 0.29
Mximum change in baseline value® 0.37 0.39 0.44
Concentration and stability of deposits
Deposits up to NIS 1 million as a share of total deposits 0.35 0.35 0.34
Deposits above NIS 50 million as a share of total deposits 0.27 0.27 0.31
The 20 largest deposits up to one month as a share of total deposits up to one month 0.12 0.14 0.17

# The supervisory model ratio was developed at the Banking Supervision Department, and is calculated as the ratio between liquid assets and liquid
liabilities for a period of up to one month. This ratio serves to assess trends in the banking corporations' level of liquidity. A value of 1 is the minimum
required to ensure meeting liquidity needs. The ratio also enables horizontal comparisons.

® The indices relate to activity in both Israeli and foreign currency (indexed and denominated).

¢ The average gap between the index value in the baseline scenario and its value after implementation of the scenario in each of the five major banking
groups.

4 The maximum gap between the index value in the baseline scenario and its value after implementation of the scenario.
SOURCE: Based on reports to the Banking Supervision Department.

3 The LCR, developed by the Basel Committee to enhance the short-term resilience of banking corporations’ liquidity profiles,
indicates the quantity of HQLA (High-Quality Liquid Assets) that corporations should hold in order to withstand a significant stress
scenario that lasts thirty calendar days. The LCR is composed of two elements. The first, on the numerator side, is the inventory
of HQLA (High-Quality Liquid Assets), comprised of two levels of assets. Level 1 comprises high-quality assets that may be held
in unlimited amounts; Level 2 is composed of assets that are limited to a maximum aggregate holding of 40 percent of the HQLA
inventory. (This level is divided into two sublevels: 2A and 2B; at the latter level, the share of assets that may be held is limited to
15 percent.) The second element, on the denominator side, is the total net cash outflows, i.e., the expected total cash outflow less
the expected total cash inflow in the stress scenario. The expected total cash outflow is calculated by multiplying the balances of
different categories or types of balance-sheet and off-balance-sheet liabilities by their expected runoff or drawdown rates. The total
expected cash inflow is calculated by multiplying outstanding contractual receivables by the rates at which they are expected to be
received in the scenario, up to a cumulative 75 percent of the predicted total cash outflow.
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Supervision Department in April 2014 and are being examined at the present writing, but an initial review
shows that the Israeli banking system already meets the minimum requirements of the ratio and, in the
aggregate, resembles the weighted average among European Union countries.®® Notably, however, these
are preliminary results and the levels shown originate in specific dispensations from the Supervisor and
assumptions by the banking groups that participated in the survey. A final draft of the directive will be
circulated after the survey results are fully analyzed and the banking system and others are consulted. In
accordance with the schedule set forth in Basel 111, the Israeli banking system is expected to implement the
LCR gradually from January 2015 onward.

Examination of the composition of HQLA (High-Quality Liquid Assets)®’ indicates that the liquid assets
of the domestic banking system consist almost exclusively of high-quality Level 1 assets.

Table 1.11
Selected liquidity indices, five major banking groups,
2007-13
Mizrahi- First
Year Leumi Hapoalim Discount  Tefahot International The five groups
Ratio of liquid assets® to short-term
liabilities® 2007 0.31 0.24 0.35 0.24 0.33 0.29
2008 0.31 0.23 0.32 0.18 0.33 0.27
2009 0.39 0.37 0.41 0.24 0.42 0.38
2010 0.33 0.38 0.32 0.20 0.33 0.32
2011 0.38 0.38 0.39 0.27 0.37 0.37
2012 0.39 0.42 0.40 0.27 0.36 0.39
2013 0.36 0.39 0.38 0.36 0.39 0.38
Ratio of liquid assets® to total assets 2007 0.17 0.15 0.20 0.13 0.23 0.17
2008 0.17 0.15 0.17 0.10 0.23 0.16
2009 0.23 0.23 0.24 0.13 0.29 0.23
2010 0.19 0.23 0.21 0.12 0.24 0.20
2011 0.22 0.23 0.25 0.15 0.26 0.23
2012 0.24 0.26 0.25 0.14 0.27 0.24
2013 0.23 0.25 0.25 0.17 0.29 0.24
Ratio of credit to the public to
deposits of the public 2007 0.83 0.88 0.78 0.99 0.73 0.85
2008 0.87 0.98 0.84 0.97 0.77 0.90
2009 0.82 0.93 0.81 1.00 0.73 0.86
2010 0.90 0.96 0.86 1.01 0.79 0.91
2011 0.86 0.96 0.76 1.00 0.80 0.89
2012 0.83 0.92 0.77 1.00 0.80 0.87
2013 0.84 0.91 0.78 0.98 0.77 0.87

2 Liquid assets include government bonds, as well as cash and deposits at the Bank of Israel and at banks with an original term to redemption of up
to 3 months.

® Short-term liabilities include total deposits with an original term to redemption of up to 3 months.
SOURCE: Banking Supervision Department based on published financial statements.

36 “Report on impact assessment for liquidity measures under Article 509(1) of the CRR,” EBA, December 2013.
37 Ibid.
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6. MARKET RISKS

a. Interest rate risk

The five major banking groups’ total exposure to interest rate risk increased in 2013 relative to previous
years, in all indexation segments. Most of the groups were exposed to an interest rate increase in all
segments, as in 2012.%8 The five groups’ potential loss in the event of a maximum increase® in interest rates
was 3.0 percent of fair value of capital,*? as against 1.9 percent in 2012.4* However, the extent of exposure
to interest risk varies widely among the groups (Table 12). Even though interest risk exposures are typically
smaller than those related to credit risk, the eventuation of an interest risk due to changes in interest rates is
liable to result in immediate losses.

In the unindexed segment, most activity is based on floating rate interest that is indexed to the prime
rate and relatively short maturities of assets and liabilities. Consequently, assets and liabilities in this
segment are less sensitive to changes in interest rates than their counterparts in the CPI-indexed segment.
Net positions in the unindexed segment increased in 20132 in most banking groups, and in many of the
groups the duration of capital increased as well. Both parameters had an upward effect on the potential loss
that the banking system would sustain in the event of an interest-rate change; a decline in the maximum
interest rate in unindexed activity, in turn, had a slight offsetting effect. The potential loss in the unindexed
segment occasioned by a maximum increase in interest rates was 1.1 percent of total fair value of system
capital. This segment accounts for a large portion of total fair value of the five major banking groups’
capital: 71 percent at the end of 2013, as against 66 percent a year earlier.

In the CPI-indexed segment, assets and liabilities are more sensitive to interest-rate changes than in
other indexation segments, since here most assets and liabilities carry fixed interest and have medium to
long terms to maturity. Net positions in the CPI-indexed segment increased in 2013 at most of the banking
groups, causing potential losses in this segment to increase as well. All the banking groups were exposed to
an increase in interest; the potential loss inflicted by a maximum increase in interest rates was 0.8 percent
of total fair value of system capital.

In the foreign currency segment, most banking groups have been maintaining small net positions
in recent years as a matter of policy. However, the ratio of the potential loss due to a maximum interest
increase*? to the net position was much higher in the foreign currency segment than in the domestic currency
segments. One reason for this is that duration of capital was longer (in absolute terms) in the foreign
currency segment than in the domestic currency segments among most banking groups. Notably, while a

38 The data in the tables and the text relate to year-end; the analysis, takes developments during the year into account.

39 The maximum change in interest rates is determined on the basis of monthly changes over the past seven years, assuming
normal distribution and 99 percent significance. The calculation is also premised on the existence of a full positive correlation
among interest rates in the various segments.

40 The fair value of a bank’s capital is equal to the difference between the fair value of assets and the fair value of liabilities in
all indexation segments, plus the effect of futures transactions.

41 The calculation is based on banking groups’ board of directors’ reports, which show how hypothetical changes in interest rates
affect net fair value of the financial instruments of the bank and its consolidated firms.

42 The net position in an indexation segment is equal to the difference between the fair value of assets and the fair value of
liabilities in the segment, plus the effect of futures transactions.

43 The exposure in the foreign currency segment is to interest rates in foreign markets.
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Table 1.12
Exposure to changes in interest rates, five major banking groups, 2012 and 2013
(NIS million)
Leumi Hapoalim Discount Mizrahi-Tefahot First International The five groups
2012 2013 2012 2013 2012 2013 2012 2013 2012 2013 2012 2013
Unindexed segment
Net position in segment® 17,003 18,509 13,428 15,749 1,147 3,749 612 1,090 3,997 3,973 34,963 43,070
The change in the fair value of the net
position in the segment as a result of an
interest rate &:hangeb
1 percentage point increase -439 =722 -26 52 -342 -358 291 220 -107 -156 -623 -964
1 percentage point decrease 485 794 81 -63 332 362 -333 -347 117 177 682 923
Maximum change in interest rates®
(percentage points) 0.73 0.70 0.73 0.70 0.73 0.70 0.73 0.70 0.73 0.70 0.73 0.70
The change in the fair value of the net
position in the segment as a result of the
maximum change in the interest rate’
Interest rate increase -319 -504 -19 36 -248 -250 211 153 -78 -109 -452 -672
Interest rate decrease 352 554 59 -44 241 253 -242 -242 85 123 495 644
CPl-indexed segment
Net position in segment® 1,456 3,789 5,885 6,944 1,954 123 7,029 6,447 367 819 16,691 18,122
The change in the fair value of the net
position in the segment as a result of an
interest rate changeb
1 percentage point increase 90 -81 -16 -139 -24 -93 -169 -151 =72 -71 -191 -535
1 percentage point decrease -181 30 37 145 22 106 424 139 84 80 386 500
Maximum change in interest rates®
(percentage points) 0.93 0.92 0.93 0.92 0.93 0.92 0.93 0.92 0.93 0.92 0.93 0.92
The change in the fair value of the net
position in the segment as a result of the
maximum change in the interest rate’
Interest rate increase 84 -74 -15 -128 -22 -85 -157 -139 -67 -65 -178 -491
Interest rate decrease -169 28 34 133 20 97 395 128 78 73 359 459
Foreign currency segment®
Net position in segment® -363 -1,845 28 -409 2,136 2,057 114 100 -253 -104 1,662 -201
The change in the fair value of the net
position in the segment as a result of an
interest rate change”
1 percentage point increase -130 -197 -36 -173 -310 -592 -96 -67 -15 -29 -587 -1,058
1 percentage point decrease 125 262 84 262 -38 460 131 70 21 41 323 1,095
Maximum change in interest rates®
(percentage points) 0.63 0.65 0.63 0.65 0.63 0.65 0.63 0.65 0.63 0.65 0.63 0.65
The change in the fair value of the net
position in the segment as a result of the
maximum change in the interest rate’
Interest rate increase -81 -127 -23 -112 -194 -382 -60 -43 -9 -19 -367 -683
Interest rate decrease 78 169 53 169 -24 297 82 45 13 26 202 707
Total
Total fair value of bank's total equity' 18,096 20,453 19,341 22,284 5,237 5,929 6,531 7,637 4,111 4,688 53,316 60,991
The change in the fair value of the bank's
total equity as a result of an interest rate
change”
1 percentage point increase -479 -1,000 -78 -260 -676 -1,043 26 2 -194 -256 -1,401 -2,557
1 percentage point decrease 429 1,086 202 344 316 928 222 -138 222 298 1,391 2,518
The change in the fair value of the bank's
total equity as a result of the maximum
change in interest rates’ (percentage points)
Interest rate increase -316 -705 -56 -203 -465 =717 -6 -28 -154 -193 -997 -1,847
Interest rate decrease 262 751 146 258 238 647 235 -69 176 223 1,056 1,810
As a percent of the fair value of the bank's
total equity
Interest rate increase -1.7 -3.4 -0.3 -0.9 -8.9 -12.1 -0.1 -0.4 -3.7 -4.1 -1.9 -3.0
Interest rate decrease 1.4 3.7 0.8 1.2 4.5 10.9 3.6 -0.9 4.3 4.8 2.0 3.0

“The difference between the fair value of assets and the fair value of liabilities, including the effect of futures transactions in each indexing segment.

® Based on published financial statements - directors report.

©The maximum change in the yield-to-maturity on makam (short term securities) for a year in the unindexed segment, on 3-year CPl-indexed bonds in the indexed segment and on the 1-year LIBOR in the
foreign currency segment is derived from monthly changes over the past 7 years, on the assumption of a normal distribution and a significance level of 99 percent. We note that in calculating the maximum
change in the yield-to-maturity, the redemption periods of bonds were set according to the average duration of the assets and liabilities in each segment.

9 Based on published financial statements - directors report, and on the Banking Supervision Department's estimate of the maximum change in the interest rate. This calculation is an approximation, as it

assumes linear behavior of interest rate risk.

¢ Including the foreign-currency-indexed segment.
"The total of net positions in the three indexing segments.

SOURCE: Banking Supervision Department based on published financial statements.
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strong positive correlation exists among interest rates in the domestic currency segments, the correlation
between domestic currency interest and interest in markets abroad is weaker; therefore, the potential losses
in this activity segment are not always aligned in intensity and direction with those in the domestic currency
segments. In 2013, all the major banking groups were exposed to the risk inherent in an increase in interest;
the potential loss occasioned by a maximum increase in interest was 1.1 percent of total fair value of system
capital.

b. Indexation base risk

The banking system’s total exposure to indexation base risk was slightly higher in 2013 than in 2012,
largely because several banks increased their foreign currency positions. The potential loss brought on by
maximum changes in the exchange rate and inflation** was NIS 443 million, 0.7 percent of the five groups’
total capital (Table 1.13).

In the CPI-indexed segment, most of the large groups had asset surpluses in 2013, as in recent years,
meaning that they were exposed to an unforeseen decline in the CPI. The CPI increased by 1.8 percent in
2013, approximating the average inflation expectations derived from the capital market during the year.
Thus, the risk inherent in exposure to the CPI appears not to have eventuated.

In the foreign currency segment, the major banking groups’ exchange rate exposure showed a mixed trend:
it increased compared with the previous year in some groups and decreased in others. All major groups with
the exception of Discount* were exposed to depreciation of the shekel because they had liability surpluses
in this segment.*® The shekel appreciated against the dollar by 7 percent in 2013, positively affecting most
banking groups’ profits from exchange rate differentials.

4 The maximum change in inflation and in the exchange rate is determined on the basis of monthly changes that occurred,
respectively, in inflation expectations and the nominal exchange rate of the shekel against the US dollar over the past seven years,
assuming normal distribution and 99 percent significance.

45 1n 2012, Israel Discount Bank moved from negative positions in the foreign currency segment to positive positions, following
a change in the accounting definition of the investment in IDB New York (as a result of the Supervisor of Banks Circular of
September 14, 2012, regarding the currency of operations of representative offices operating abroad). As a result of the change, the
hedging of the investment was cancelled, such that the ratio of capital to risk weighted assets would not be sensitive to changes in
the exchange rate.

46 The banking corporations’ foreign currency exposures were calculated for this survey on the basis of the positions obtained
from Note 16 to the financial statements. The positions shown below do not take into account the taxation effects that banking
corporations may bear in mind when managing their exposures. Changes in the exchange rate have an impact on the effective
tax rate, because exchange rate differentials between investments abroad are not taken into account in calculating the income
basis for the purpose of calculating provisions for taxes, while exchange rate differentials in respect of financing sources are
taken into account, resulting in the development of asymmetry in respect of exchange rate differentials. In calculating the scope
of investments abroad, these changes may have a significant effect on tax provisions. Some banks hedge against tax exposure in
respect of investments abroad.
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7. CAPITALADEQUACY

In recent years, the Israeli banking system has been building up its capital as it implements the Supervisor’s
directives. Its core Tier 1 capital ratio has increased by 1.5 percentage points over the past four years, and
it increased by 0.6 percentage points in 2013, ending the year at 9.4 percent, compared with 8.7 percent
in December 2012 (Figure 1.21, Table 1.14). All banking groups increased their core Tier 1 capital in the
review year, mainly due to greater retained earnings and reduced issuance of business credit, partly offset
by the distribution of dividends by several banks. Credit risk assets increased by only 0.5 percent in the
review year as part of a long-term trend in the composition of the assets portfolio: a decrease in business
credit which is weighted at 100 percent, and an increase in credit to households, in particular for housing—
activity in which the risk weighting is lower.#” This development in the composition of assets led to an
additional decline in the ratio of risk components to total components*® (Table 1.15), although it remained
high in international comparison (see below).

In recent years, Israel’s banking system has been preparing for the adoption of the Basel Committee’s
capital adequacy recommendations (Basel I11). In March 2012, the Supervisor of Banks published new
targets for minimum core Tier 1 capital ratios, as follows: all banking corporations must attain a minimum

Figure 1.21
Core Tier 1 capital ratios? of the five major banking groups,

% December 2011 to December 2013, and January 1, 2014
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2 Data for 2011-2013 are in Basel Il terms. Data for January 2014 are in Basel Ill terms, in accordance with the transition
directives.

SOURCE: Based on published financial statements and reports to the Banking Supervision Department.

47 1t should be noted that as part of the Supervisor of Banks’ measures in regard to housing credit, the risk weights for some
housing loans were increased. For details, see Box 1.1.

48 Total risk components are risk-weighted total assets (balance-sheet and off-balance-sheet). Total components are total assets
(balance-sheet and off-balance-sheet), without risk weighting.
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core Tier 1 capital ratio of 9.0 percent by January 1, 2015; banking corporations with consolidated balance-
sheet assets that are at least 20 percent of total balance-sheet assets in the banking system (Bank Leumi
and Bank Hapoalim) must also attain a 10.0 percent minimum core Tier 1 capital ratio by January 1, 2017.

In June 2013, the Supervisor of Banks published directives for the implementation of Basel 11l regarding
capital adequacy. The directives establish that all banking corporations must have a total capital ratio of
12.5 percent, and those required to meet a core Tier 1 capital ratio of 10 percent must hold total capital
of 13.5 percent. The deadlines for meeting the total capital ratio requirement corresponds to the deadline
for meeting the requirement relating to the core Tier 1 capital ratio (January 1, 2015, and January 1, 2017,
respectively). Apart from total regulatory capital targets, fitness criteria were set for capital instruments
classified as additional Tier 1 capital and as Tier 2 capital, as well as criteria for the classification of common
shares in Tier 1 equity. In addition, adjustments to and deductions from supervisory capital were redefined,
including reference to the handling of deferred taxes, minority interests, group credit loss allowances, and
capital allocations for CVA (credit valuation adjustment) losses. Implementation of the directives was set
for January 1, 2014. Importantly, by adopting the Basel 111 framework and setting the aforementioned
deadlines as it did, the Banking Supervision Department established a conservative policy relative to the
Basel I1l recommendations, due to the specific characteristics of the Israeli economy and the importance of
the banks in Israel for the system at large.

Since January 1, 2014, the banks have been implementing the new Basel Il framework directives in
accordance with transitional provisions included in the directives. In the course of the transition, the banking
system’s core Tier 1 capital ratio declined by 0.2 percentage points. This ratio—called the Common Equity
Tier 1 capital ratio in the new directives—was 9.2 percent on January 1, 2014 (Table 16). Pursuant to the
adoption of the Basel Il framework, two banking corporations are still below the common equity Tier 1
capital target of 9.0 percent.

In addition, the Supervisor of Banks intends to adopt new recommendations from the Basel Committee
concerning capital assignments for credit exposures to central counterparties. At the present writing, the
Banking Supervision Department is preparing to carry out a Quantitative Impact Study (QIS) of the effects
of the capital adequacy recommendations on the banking system.

An international comparison indicates that the core capital ratios of Israel’s banks are low by the standards
of banking systems in other OECD countries. In this context, however, it is important to stress that Israel
determines capital allocations for credit risks on the basis of the more conservative standard approach, as
opposed to less conservative advanced approaches. The differences in approaches affect the weighting
of risk assets and create discrepancies among banking systems in their ratios of risk assets to total assets
(Figure 1.22). As the standard approach generally gives credit risk assets higher weights than the advanced
approaches do, its use is expected to yield lower core Tier 1 capital ratios.*® Given the limitations inherent
in the use of weighted risk assets, Basel 111 emphasizes additional indicators for examination of the level
and quality of capital, such as the leverage ratio. Therefore, when comparing Israel’s banks with peers

49 Abroad, a far-reaching debate has been taking place about the consistency of the approaches that banks use to weight their
risk assets. Various institutions, including the BIS (Bank for International Settlements) and EBA (the European Banking Authority)
have comprehensively tested the determinants of the interbank discrepancies in regard to risk assets. Their inquiry shows that some
of the discrepancies originate in differences in the composition of assets and the banks’ exposure to risks. There are, however,
additional factors that affect risk assets, including inconsistency in applying advanced approaches toward capital allocation and
differences in regulatory environments, such as the use of different approaches in the estimation of risk assets.
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CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM

Table 1.15
Main capital indices of the five major banking groups, December 2007 to December 2013
(percent)

Mizrahi- First Five
Year Leumi Hapoalim Discount Tefahot International Groups

Ratio of total risk-weighted assets to total assets® 2007 68.97 72.76 61.88 68.16 58.81 68.03
2008 69.46  72.28 64.83 66.87 59.09 68.32

2009" 64.17  67.88 60.56 67.15 54.44 64.12

2009° 67.00 69.20 63.30 59.60 56.20 65.20

2010 68.30 68.68 67.23 58.69 61.00 66.42

2011 67.67 67.32 60.45 58.26 60.02 64.59

2012 65.67 64.83 61.27 58.03 57.69 63.05

2013 65.94  65.26 59.70 57.26 56.74 62.75

Impaired loans and unimpaired loans more than 2010° 18.19  30.49 41.70 18.89 11.00 25.32
90 days past due, net, to capital 2011 17.10  21.92 37.86 18.31 7.51 21.18
2012 18.15 20.41 33.22 18.70 9.05 20.48

2013 12.42 17.94 17.40 10.26 6.69 14.19

Core tier 1 capital ratio 2009 8.33 7.66 6.99 8.01 9.16 7.91

2010 8.43 8.04 7.60 7.91 8.04 7.99

2011 8.08 7.89 8.07 7.77 8.46 8.01

2012 8.55 8.87 8.57 8.55 9.65 8.74

2013 9.43 9.37 9.30 9.01 10.04 9.38

1.1.2014°  9.20 9.15 8.92 8.73 10.11 9.15

Equity to total balance-sheet assets (leverage ratio) 2009 6.79 6.65 5.32 5.52 5.90 6.25

2010 7.19 7.13 6.01 5.62 6.12 6.67

2011 6.46 6.76 5.44 5.36 5.93 6.19

2012 6.71 7.19 6.04 5.70 6.41 6.59

2013 7.15 7.71 6.25 5.75 6.41 6.91

? Total risk components are the total assets (balance sheet and off-balance-sheet), weighted by risk weights. Total components are the total assets
(balance sheet and off-balance-sheet), without risk weighting.

® The ratio is calculated in accordance with Basel | rules.

© The ratio is calculated in accordance with Basel Il rules. The risk components are calculated after reducing credit risk mitigation (CRM).

9 The data are calculated to January 1, 2011 (following the implementation of the directive for the measuring and disclosure of impaired debt, credit risk and
credit loss allowance).

® The data for January 1, 2014 are in Basel Il terms, in accordance with the transition directives (Common Equity Tier 1 capital to risk assets).

SOURCE: Based on published financial statements and reports to the Banking Supervision Department.

53



BANK OF ISRAEL: ISRAEL’S BANKING SYSTEM 2013

‘S)usLale)s [e1ouBUl PaYsIgnd :30HN0S

“jueg [euoleuIalu] 1S4 Ul JuswisaAul s,dnoib au) Jo 198dsal Ul uooNPSp U} SPNJIUI 10U Op £TOZ Jaqwiadaq Joj dnoio JUN0asIq Jo offes fended 8109 pue felided 8102 ayL ,

A4 8vT 8vT 0'ST 6T 0°€T a2 7T LYT 99T 42 8YT SIaSSe YSl1 0} [eNded [elo)
76 7’6 T0T 00T L'8 06 68 €6 6 7'6 4 7'6 olvel [e}ided T 1L
Aunb3 uowwo)yendes T Ja1l 810D

TYE'CED 6v€'568 805'0L GET'89 €T6'9TT LOV'ETT TrS'8eT £V6'TET TEE'6TE 082'€0€E 8v0'28¢2 v87'8.2 slasse ysiy
98L'2ET Tvv'eeT Gey'oT 602'0T 950'GT 98L'Y1 729'61 G6'8T 7.8'9y 182l LSL'0y 0Le'TY [eyded fejoL
zve'ss 61078 6¢T'L 268'9 90¢'0T L12°0T y9€CT 99¢'zT £2C'6C T2Y'se 02r'9e €92'9¢ felided T JalL
Ainb3 uowwo)/endes T Jal] 210D

(uolfiw SIN)
pT0Z ‘TUeC €107 ‘T€98d  ¥T0Z ‘TUBC €T0Z ‘T€93A  ¥T0C ‘TUel €T0Z ‘T€99Q  vT0Z ‘TUer €10z ‘T€98d  ¥T0Z ‘TUB €T0Z ‘T€93Q  ¥T0Z ‘TUuer €102 ‘T€ 98d
joseq EST:] MESZ: joseg joseg joseg ESZe] aseq [1oseg MESE:] MESZ: joseg
sdnoif an4 [euoireusdU| 1Sl J0Ueja 1 -lueIZIN JUnoosiq wireodeH 1wna

¥10z Arenuer pue €10z Joqwadaq ‘sdnoib Bupjueq Jofew aalf ‘||| [9Seg pue || |9sed 01 Buipiodde s1asse ysii pue [elide)

9T'T9IqeL

54



CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM

abroad in terms of capital, it can be seen that even though the domestic banking system has a low Tier 1
capital ratio, its leverage ratio is high (Figure 1.23).%0

The ability of a bank’s capital to absorb expected losses is reflected in the ratio of impaired credit plus net
unimpaired 90+ day past-due credit to total equity. A low ratio indicates that capital is well able to absorb
expected losses. The ratio of the banking system in Israel continued to decline in 2013 (Table 1.15) and
appears to approximate the median of other banking systems in the OECD (Figure 1.24).

Figure 1.22
International comparison of the ratio of risk assets to total assets in OECD
countries?, 2012 to 2013

aGermany, Chile, Mexico, New Zealand and Iceland were excluded due to a lack of data.

b Data for the UK as of June 2012. Data for Switzerland as of December 2012. Data for Japan and South Korea as of March 2013. Data for
Italy, France, Spain and Poland are accurate as of June 2013. Data for Austria, Denmark, Slovenia, Portugal, Greece, Netherlands, the US,
Canada, Slovakia, Ireland, Sweden, Turkey, Finland, Hungary and the Czech Republic are accurate as of September 2013. Data for Estonia,
Luxembourg, Norway, Australia, and Israel are accurate as of December 2013.

SOURCE: Foreign countries—International Monetary Fund; Israel-Based on published financial statements.

50 The ratio of equity to total assets after goodwill, intangible assets, and deferred taxes are subtracted from capital and assets.
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Figure 1.23
International comparison of Tier 1 capital? and tangible leverage ratios® of the five major
Leverage banking groups in Israel¢ and banks abroad?¢, 2013
ratio 15
Higher leverage ratio, Higher leverage and
eBanks in 14 - lower Tier 1 ratio Tier 1 ratios
developing
economies 12 A
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Core Tier 1 capital ratio
2 Data on the foreign banks' Core Tier 1 capital are calculated according to Basel Ill guidelines. Data on Core Tier 1 capital in Israel are calculated
according to Basel Il guidelines.
b The tangible leverage ratio is calculated as the ratio of equity to total assets. Goodwill, intangible assets and deferred taxes are deducted from equity
and from assets.
¢ The figure for Israel includes the five major banking groups.
4 The sample includes 113 large banks, and each bank has systemic importance in the country in which it is located.
€ The countries included in the advanced economies category are: Australia, Hong Kong, Japan, South Korea, Singapore, Austria, Belgium, France,
German, ltaly, Ireland, Netherlands, Spain, Canada, the US, Denmark, Norway, Sweden, Switzerland and the UK. The countries included in the
developing economoies category are: China, India, Russia, Turkey, Brazil, and Mexico.

SOURCE: International Monetary Fund Global Financial Stability Report (October 2013); Israel-based on published financial statements.

Figure 1.24
International comparison of impaired Iogns and loans more than 90 days past due as a

% share of equity, OECD countries?, 2012 to 2013
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a Australia, Luxembourg, New Zealand and Iceland were excluded due to a lack of data. Mexico and Chile were removed due to outlier
data.

b Data for the UK as of June 2012. Data for Switzerland as of December 2012. Data for Japan and South Korea are accurate as of March
2013. Data for Italy, France, Spain and Poland are accurate as of June 2013. Data for Austria, Denmark, Slovenia, Portugal, Greece,
Netherlands, the US, Finland, Canada, Germany, Slovakia, Ireland, Sweden, Turkey, Hungary and the Czech Republic are as of September
2013. Data for Estonia, Norway and Israel are as of December 2013.

SOURCE: Foreign countries—International Monetary Fund; Israel-Based on published financial statements.
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8. FINANCIAL RESULTS

a. Profits and profitability

Total net profit of the five major banking groups was NIS 7 billion in 2013, an increase of 19 percent
from 2012. Return on equity was 8.7 percent, slightly below the long-term average (9.7 percent).! The
increase in aggregate profits in 2013 followed a steep 15.4 percent decline a year earlier, and it does not
reflect an improvement in the groups’ business environment and business activity but rather, and mainly,
specific developments during 2012 and 2013.52 The increase in aggregate profits was reflected more clearly
in the return on assets, which increased to roughly the average over the past decade (0.57 percent) as against
0.49 percent a year earlier (Table 17).

Figure 1.25
Return on Equity (ROE), after tax, of the five major banking groups,
1992-2013
%
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SOURCE: Based on published financial statements.

Profits and profitability increased in 2013 despite the moderation of economic activity and the decline
in the GDP growth rate, and notwithstanding the reduction in the Bank of Israel interest rate> and its low
level. Though these developments do not explain changes in profits and profitability, they served as a basis
for the creation of the profits and presented the banking groups with two challenges: reduction of business

51 The increase in ROE was more moderate in 2013 than in 2012 because the groups continued to increase their equity in order
to meet the Supervisor’s new capital targets.

52 1n 2012, the Leumi group sharply boosted its individual allowance for credit loss because several customers’ condition
deteriorated.

53 The Bank of Israel interest rate was reduced this year in three ticks of 0.25 percentage point each (0.75 percentage points
altogether); the rate ended the year at 1 percent.
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opportunities in classic financial intermediation (issuing credit and taking deposits) in the business sector,
and pressure toward the erosion of the net interest margin.>* The first of these challenges was characterized
by the slackening of demand for business bank credit and the continued growth of private banking activity
(particularly in housing credit) and the diversion of assets to the capital market. The second challenge was
marked by a moderate decline in net total interest margin, from 2.38 percent in 2012 to 2.30 percent in the
review year (Figure 1.26) amid a milder decline in net interest income (around 1 percent). These decreases
probably would have been more significant had the interest spread® in classic financial intermediation
(issuing credit and taking deposits from the public) not widened (Table 1.18).

Figure 1.26
o Net interest margin? of the five major banking groups, 2005-2013
0
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a Net interest income to average interest-earning assets.
SOURCE: Based on published financial statements.

In addition to these factors, the groups’ business results were favorably affected by developments in the
bond and equity markets, foremost large-scale sales in the available-for-sale securities portfolio.

An examination of how these developments influenced each component of profit indicates that a slump
in net interest income was partly offset by a growth in the credit-to-individuals portfolio—even though
housing credit is typified by smaller interest spreads and even though the Bank of Israel rate was reduced
during the year. The improvement in capital market returns in 2013, together with the growth of the
securities portfolio, had an upward effect on noninterest financing income—partly through mark to market

54 The net interest margin is the ratio of net interest income to net interest-bearing assets, expressed in percent.
55 The interest spread is the difference (in percentage points) between the interest charged for credit and the interest paid on
deposits.
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adjustments but mainly by the sale of bonds and shares. On the operating end, the banking corporations’
profits were affected by an increase in salaries and related expenses and stability in fee income.

(1) Net interest income declined slightly in 2013 by 1 percent, to NIS 25.2 billion (Table 1.17). The
decline derived from the reduction of the Bank of Israel interest rate and occurred despite an increase in
net interest income from classic intermediation activity—issuing credit and taking deposits. This increase
was impacted by the net quantity effect and the net price effect (Table 1.19), which was reflected in a slight
widening of interest rate spreads, from 3.29 percentage points in 2012 to 3.40 in the review year (Table
1.18). The spread widened despite the increase in the housing loan portfolio, which is marked by narrow
interest margins, and despite the reduction in the Bank of Israel interest rate which reached a low level. It
happened because the interest rate paid on the public’s deposits eroded more severely (by 0.52 percentage
point) than the rate charged for credit (0.41 percentage points)—for reasons including ample supply of
sources. The effect of credit and deposit activity abroad was negative on both the quantity and the price
sides, offsetting some of the positive contribution of domestic activity.

Net interest income was also negatively affected by the decline in interest income from activity in bonds
and deposits with commercial banks. The main factor, however, was a NIS 900 million downturn in interest
income on deposits with central banks (Table 1.18).

(2) Loan loss provisions declined steeply during the year, to NIS 2.1 billion (as against NIS 3.6 billion
in 2012), despite a sharp increase in provisions in respect of housing credit (for reasons including the
Supervisor’s instruction, in February, to increase the group allowance for credit losses in this sector). The
main reason was an abrupt decline in provisions for the financial services industry, which required a large
loan loss provisions in 2012. The share of the allowance for credit loss out of total credit declined from 0.41
percent in 2012 to 0.25 percent in 2013; the indicator value ranged between 0.11 percent and 0.49 percent
(Table 1.9).

(3) Noninterest income was greater in 2013 than in previous years: up by 8 percent, making a positive
contribution to net profit (Table 17). Most of the growth came from sales of available-for-sale shares; and
the level of noninterest income was high, stemming inter alia from sales of bonds from the available-for-
sale portfolio in large sums (NIS 1.3 billion), though those bond sales were slightly smaller than in 2012.
Other revenue from capital market activity was basically unchanged from 2012 (Table 17). Fees income
edged upward by 0.5 percent even though fee income from banking services declined by 0.7 percent—the
first decrease since 2009, occasioned chiefly by a 2 percent contraction in account management and credit
services and contracts income (5 percent). Financing transaction fees surged by 10 percent (Table 1.20)—
mainly due to the ongoing vigorous increase in homebuyers’ guarantees.

(4) Total operating and other expenses increased slightly, by about 1.3 percent, to NIS 29.7 billion
(Table 1.20) as growth in salaries and related expenses (3.2 percent) were somewhat offset by declines in
salary expenses at overseas offices and in expenses related to voluntary severance.>® Salary and related
expenses increased despite the second straight year of downturn in employee posts (720 posts eliminated),
reflecting an increase of 4.8 percent in cost per post (Table 1.21). Segmentation of headcount by salary

% The banking system’s voluntary severance expenses spiraled in 2012, their share in total wage and related expenses ending
the year at 1.9 percent as against 0.2 percent in 2011 and 0.4 percent in 2013. The spike in 2012 traced to the implementation of
efficiency plans comprised of changes in organizational structure and headcount, including early retirement.
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CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM
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CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM

levels indicates that the decline in posts in 2013 occurred at low wage levels and in temporary posts and was
partly offset by the creation of more posts that paid medium and high wages (Table 1.22).

b. Operating efficiency

The operating efficiency ratio,>’ of the five groups improved slightly in 2013, to 68.8 percent as against
69.6 percent a year earlier. The improvement in this ratio, like the trend in net profit, does not necessarily
reflect an improvement in the groups’ business activity; it originates in specific developments in the past
two years. Most of the groups posted a small increase or stability in efficiency. Average cost>® which is
less affected by the groups’ business results in a given year improved at most of the banking groups: the
aggregate ratio fell from 2.45 percent in 2012 to 2.41 percent in the review year (Table 1.23).

The operating efficiency ratio and the share of total salary expenses in total operating and other expenses
levels in 2012-13 indicate clearly that banking systems in other OECD countries surpass the Israeli system
in operating efficiency. The average operating efficiency ratio among OECD countries was 61.8 percent in
the review period (Figure 1.27) and wage expenditure out of total expenditure was 46 percent, as against
59.4 percent in Israel (Figure 1.28).

Figure 1.27
% International comparison of banking system efficiency ratio2 in OECD countries®,
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aTotal operating expenses out of total net interest income and non-interest income.

b Australia, New Zealand and Iceland were not included due to an absence of data.

¢ Data for the UK are as of June 2012. Data for Japan and South Korea are as of March 2013. Data for Italy, France, Spain and Poland are
as of June 2013. Data for Austria, Denmark, Slovenia, Portugal, Greece, Netherlands, the US, Finland, Canada, Germany, Slovakia,
Ireland, Sweden, Turkey, Hungary and the Czech Republic are as of September 2013. Data for Estonia, Luxembourg, Norway, Chile,
Mexico and Israel are as of December 2013.

SOURCE: Foreign countries-IMF; Israel-based on published financial statements.

57 The ratio of total operating and other expenses to total net interest income and noninterest income (cost to income).
58 The ratio of total operating and other expenses to the average balance of assets.
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Table 1.19

The effect of quantity® and price® on interest income and expenses
Israel and abroad, the five major banking groups, 2013 and 2012 (NIS million)

2013
Assets Liabilities
Contribution
Quantity Price Net Quantity Price Net to net

effect effect  change effect effect  change interest

income
l(;rrz(i:t to the public / deposits of the public in 511 -3,056 2545 194 4125 3931 1386
Credit to the public / deposits of the public abroad -132 -153 -285 -17 -133 -150 -135
Total credit to the public / deposits of the public 379 -3,209 -2,830 177 -4,258 -4,081 1,251
Other interest-bearing assets / liabilities in Israel 234 -1,591 -1,357 -58 167 109 -1,466
Other interest-bearing assets / liabilities abroad -11 -199 -210 91 -44 -135 -75
Total other interest-bearing assets / liabilities 223 -1,790 -1,567 -149 123 -26 -1,541
Total interest income / expenses 602  -4,999 -4,397 28  -4,135 -4,107 -290

2012
Assets Liabilities

Contribution

Quantity Price Net Quantity Price Net to net

effect effect  change effect effect  change interest

income
l(;rr(;(ilt to the public / deposits of the public in 1636 -4,012 2376 1043 2,928 1,885 491
Credit to the public / deposits of the public abroad 205 -28 177 36 -172 -136 313
Total credit to the public / deposits of the public 1,841  -4,040 -2,199 1,079  -3,100 -2,021 -178
Other interest-bearing assets / liabilities in Israel 836 -833 3 457 -1,195 -738 741
Other interest-bearing assets / liabilities abroad 141 -292 -151 9 9 18 -169
Total other interest-bearing assets / liabilities 977  -1,125 -148 466  -1,186 -720 572
Total interest income / expenses 2,818  -5,165 -2,347 1,545  -4,286 -2,741 394

# The change in quantity is calculated as the product of the change in the balance-sheet balance (current period versus previous year) and the price during the

® The change in price is calculated as the product of the change in price (current period versus previous year) and the balance-sheet balance for the same period

in the previous year.

SOURCE: Banking Supervision Department based on published financial statements.
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CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM

Table 1.20
Fees and other income, and operating expenses, the five major banking groups, 2011 to 2013

Changes compared

Amounts Distribution with previous year
2011 2012 2013 2011 2012 2013 2012 2013
(NIS million, at current prices) (Percent) (Percent)
1 Fees and other income
Income from banking services
Account management fees 3,038 3,072 3,005 20.0 20.0 19.4 1.1 -2.2
Credit cards 3,568 3,617 3,689 235 23.6 23.8 14 2.0
Credit services and contracts 1,224 1,290 1,230 8.1 8.4 7.9 5.4 -4.7
Foreign trade activity and special services 383 392 372 25 2.6 2.4 24 -5.1
Other fees® 1,486 1,478 1,485 9.8 9.6 9.6 -0.5 0.5
Total income from services 9,699 9,849 9,781 63.9 64.2 63.2 1.6 -0.7
Income from capital market activity
From securities activity 2,874 2,720 2,677 18.9 17.7 17.3 -5.4 -1.6
Financial productsb distribution fees 749 723 779 4.9 4.7 5.0 -3.5 7.8
Management, operational and trust fees for
institutional investors 296 248 250 2.0 1.6 1.6 -16.2 0.8
Profits from severance pay funds 39 288 310 0.3 19 2.0 - 7.6
Total income from capital market activity 3,958 3,979 4,016 26.1 26.0 25.9 0.5 0.9
Fees from financing transactions 1,187 1,263 1,396 7.8 8.2 9.0 6.4 10.5
Other income® 340 241 292 2.2 1.6 1.9 -29.1 21.2
Total income from operating fees 15,184 15,332 15,485 100.0 100.0 100.0 1.0 1.0
2 Operating expenses
Salaries and related expensesd 16,531 17,080 17,626 59.0 58.2 59.4 3.3 3.2
Of which: Salaries 10,717 10,725 11,172 38.2 36.6 37.6 0.1 4.2
Maintenance and depreciation of premises
and equipment 5,499 5,827 5,810 19.6 19.9 19.6 6.0 -0.3
Amortization and write-down of intangible
assets and goodwill 193 210 269 0.7 0.7 0.9 8.8 28.1
Other expenses 5,811 6,211 5,993 20.7 21.2 20.2 6.9 -35
Of which: Marketing and advertising 964 969 922 3.4 3.3 3.1 0.5 -4.9
Computer expenses 846 900 882 3.0 31 3.0 6.4 -2.0
Communications 638 645 642 2.3 2.2 2.2 11 -0.5
Insurance 127 116 116 0.5 0.4 0.4 -8.7 0.0
Office expenses 333 326 301 1.2 11 1.0 -2.1 -1.7
Professional services 881 827 764 3.1 2.8 2.6 -6.1 -7.6
Total operating expenses 28,034 29,328 29,698 100.0 100.0 100.0 4.6 1.3

a Includes mainly margin and collection fees on credit from the Finance Ministry, conversion and other differentials.

b As part of the Bachar Reform, the banks began to charge a "distribution fee". The ceiling on the distribution fee with respect to mutual funds amounts to
0.25 percent of assets in funds that invest mainly in low risk short-term investments, 0.80 percent of assets in equity funds, and 0.40 percent of assets in
other funds. The ceiling with respect to provident funds and pension funds amounts to 0.25 percent of the assets in a fund.

¢ Includes profit from the realization of assets received in respect of the discharge of credit, management fees from related companies and other income.
4 Includes payroll tax, severance pay, royalties, pension and national insurance.
SOURCE: Banking Supervision Department based on published financial statements.
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Table 1.21
Salaries and related expenses of the five major banking groups, 2000 to 2013
(Reported amounts?, at current prices)

Average Salaries Related expenses® Salaries and related expenses
number

Year of posts” Total Per post Total Per post Total Per post
(NIS million)  (NIS thousand) (NIS million)  (NIS thousand) (NIS million)  (NIS thousand)
2000 39,251 7,220 184 3,657 91 10,777 275
2001 39,753 7,231 182 3,560 90 10,791 271
2002 39,531 6,819 172 3,976 101 10,795 273
2003 38,427 7,260 189 3,566 93 10,826 282
2004 38,170 7,898 207 3,681 96 11,579 303
2005 40,029 8,595 215 4,283 107 12,878 322
2006 42,200 9,561 227 5,354 127 14,915 353
2007 44,286 9,798 221 4,718 107 14,516 328
2008 46,628 9,015 193 5,705 122 14,720 316
2009 47,097 9,640 205 4,378 93 14,018 298
2010 47,818 10,336 216 5,280 110 15,616 327
2011 48,344 10,717 222 5,814 120 16,531 342
2012 48,010 10,725 223 6,355 132 17,080 356
2013 47,287 11,172 236 6,454 136 17,626 373

Change compared with previous year
(Percent)

2001 1.3 0.1 -1.1 0.1 -1.2 0.1 -1.1
2002 -0.6 -5.7 -5.2 11.7 12.3 0.0 0.6
2003 -2.8 6.5 9.5 -10.3 -1.7 0.3 3.2
2004 -0.7 8.8 9.5 3.2 3.9 7.0 7.7
2005 4.9 8.8 3.8 16.4 11.0 11.2 6.1
2006 5.4 11.2 5.5 25.0 18.6 15.8 9.9
2007 4.9 25 -2.3 -11.9 -16.0 2.7 -7.3
2008 5.3 -8.0 -12.8 20.9 14.5 1.4 -3.6
2009 1.0 6.9 6.2 -23.3 -23.8 -4.8 -5.7
2010 15 7.2 54 20.6 18.3 114 9.7
2011 1.1 3.7 2.8 10.1 9.1 5.9 4.6
2012 -0.7 0.1 0.5 9.3 10.0 3.3 4.1
2013 -1.5 4.2 5.8 1.6 3.0 3.2 4.8

L Until 2002, amounts are adjusted for the effect of inflation on the basis of the December 2003 index.

% The number of posts includes posts at subsidiaries abroad and at consolidated companies, translation of the cost of overtime and budgets for

external personnel that were required to supplement current personnel and for the assimilation of projects.

3 This item includes mainly severance pay, benefit payments, advanced study fund, pension, vacation, national insurance and payroll tax, other
related expenses, voluntary retirement expenses and benefits deriving from the allocation of options to employees.

SOURCE: Based on published financial statements and reports to the Banking Supervision Department.
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Table 1.22

Number of employee posts and expenses by annual salary levels,
the five major banking groups, 2012 and 2013

Active employees at offices in Israel - yearly
salary levels (NIS thousand)

Up to 60

60 to 120

120 to 240

240 to 360

360 to 600

600 to 1,000

Above 1,000

Total wage and related components attributed
to active employees at offices in Israel

of which: expenses for external employees,
yearly salary levels (NIS thousand)
Up to 120
Above 120

Wage and related components not attributed
to active employees at offices in Israel

Bank employees at offices abroad
Salary expenses capitalized to assets
Total

2013 2012%

Salaries and Salaries and vearly ratt_e vearly

Number of Number of of change in  rate of

related related )
employee employee number of change in

osts EXpenses posts EXpenses employee salary

P (NIS million) (NIS million)
posts expenses
274 15 1,497 69 -81.7 -78.1
7,238 707 7,896 760 -8.3 7.1
16,372 2,976 17,111 3,150 -4.3 -5.5
12,179 3,517 11,412 3,357 6.7 4.7
7,628 3,338 6,435 2,911 18.5 14.6
1,613 1,131 1,281 928 25.9 21.8
356 580 351 600 1.4 -3.4
45,660 12,262 45,982 11,776 -0.7 4.1
2,218 551 2,847 632 -22.1 -12.8
633 61 1,029 79 -38.6 -23.5
1,586 491 1,818 553 -12.8 -11.3
4,433 4,024

3,085 1,447 3,193 1,775 -3.4 -18.5
-1,458 -517 -1,183 -470 23.2 10.0
47,287 17,625 47,992 17,105 -1.5 3.0

& There are slight gaps in the number of employee posts and in total wage expenses in 2012 compared to data from published financial statements.
SOURCE: Based on published financial statements and reports to the Banking Supervision Department.
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Table 1.23
Average cost® and efficiency ratio®, five major banking groups, 2011-13
(percent)
Average cost Efficiency ratio
Bank 2011 2012 2013 2011 2012 2013
Leumi 2.40 2.45 2.38 73.9 74.7 69.4
Hapoalim 2.47 2.41 2.37 63.9 64.7 65.6
Discount 3.01 2.89 3.00 77.4 75.5 77.5
Mizrahi-Tefahot 1.88 1.78 1.73 57.9 58.2 59.6
First International 2.78 2.69 2.61 78.9 73.5 73.0
Average of the five major banking groups 2.50 2.45 2.41 69.9 69.6 68.8
Union 2.12 2.06 2.08 815 78.7 79.5
Bank of Jerusalem 2.06 2.14 2.23 74.8 73.9 78.7
Dexia Israel Bank 0.57 0.53 0.58 35.6 36.2 37.3
Total 247 242 2.38 70.1 69.8 69.1

# The ratio between total operating and other expenses and the average balance of assets.

® The ratio between total operating and other expenses and total net interest and noninterest income (cost to income).

SOURCE: Banking Supervision Department based on published financial statements.

Figure 1.28

International comparison of salary expenses? as a share of total operating and
% other expenses, banking systems in OECD countriesP, 2012 and 2013¢

aSalary expenses in Israel include payroll tax.
b Australia, Hungary, Norway, Slovenia, Sweden, New Zealand and Iceland were not included due to an absence of data. Mexico was
removed due to outlier data.
¢ Data for the UK are as of June 2012. Data for Switzerland are as of December 2012. Data for Japan and South Korea are as of March

2013. Data for Italy, France, Spain and Poland are as of June 2013. Data for Austria, Denmark, Portugal, Greece, Netherlands, the US,

Canada, Slovakia, Ireland, Finland, Germany, Turkey and the Czech Republic are as of September 2013. Data for Estonia, Luxembourg,
Chile and Israel are as of December 2013.

SOURCE: Foreign countries-IMF; Israel-based on published financial statements.
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c. Activity segments®°

Average outstanding credit to the five classic activity sectors®® grew by 3 percent in 2013, to NIS 741
billion. The substitution of the household segment for the business segment became evident in the review
year: the share of the household segment in total credit increased to 46 percent, from 42 percent in 2012,
while the share of the business segment declined to 29 percent, from 33 percent, due to developments in the
housing market, the moderation of demand for business credit, and the disintermediation process in recent
years.

The actual risk in the small business segment, as reflected in the ratio of current loan loss provisions
to total assets, was greater in 2013 than the typical level of activity in the retail segments (households
and private banking) and even the business segments (Table 1.24). The potential risk, as reflected in the
estimation of the ratio of risk weighted assets to total assets, yields a different picture: the risk exposure
is greater in the business and commercial segments than in the household and private banking segments.
The relatively low level of risk weighted assets in the small business segment more closely resembles that
typical of the retail segments than that of the business segments.

Average cost in each activity segment gives a good indication of the discrepancy between the high cost
of operations in the retail segments (households, private banking, and small business) and the low operating
costs in the business and commercial segments. Retail segments are costly to run because they force the
groups to maintain, manage, and operate a broad array of branches, entailing the deployment of large-scale
human and physical resources.

Examination of performance in terms of return on risk weighted assets indicates that the small business
segment was the most profitable, at 1.5 percent, as against 0.9 percent in the business segment and 0.4
percent in the household segment (Table 1.24).

59 Due to the reclassification of balance of assets at the Discount group in 2013, the data for the review year are not comparable
with those for the previous year. To contend with this issue, various adjustments were made.

60 Business, commercial, small business, private banking, and household—by means of which the banking groups provide a
range of financial products and services to their customers. Not included are the financial management segment and other.
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CHAPTER 1: DEVELOPMENTS IN THE BANKING SYSTEM

9. STRESS TESTS

Macroeconomic stress test of the banking system based on uniform scenario, 2013-14

a. General

The Banking Supervision Department has been carrying out macroeconomic stress tests based on a uniform
scenario on the banking system since 2012. The banking corporations are required to estimate the results
of the scenario through various methodologies that they develop, while at the same time, the Banking
Supervision Department conducts its own test on the same scenarios, applying a uniform methodology for
all the banks.

This stress test methodology—supervisory authorities and banking corporations conducting the same
stress test at the same time—is an accepted international standard. The test contributes to an understanding
of risks facing the banking system in general and each bank on its own.

The characteristics of the stress test scenarios are set each year after analyzing the potential risks faced by
the banking system and their development over the recent period, assessing the probability of the scenario
occurring, studying the lessons learned from previous crises, and compiling the insights gleaned from stress
tests conducted previously in Israel and abroad. The stress test scenario should be severe but plausible, and
reflect the main risks to which the banking system is exposed at the current time.

Beginning with the current test, carried out in 2013-14, the Banking Supervision Department integrates
the uniform stress test as a complementary element to the Supervisory Review and Evaluation Processes
(SREP), and its integration includes both quantitative and qualitative aspects. In parallel, the banking
corporations®® are required to integrate it into their internal capital adequacy assessment processes (ICAAP).
This is intended to utilize the testing process as an aid for evaluating the banking system’s resilience, to
ensure the existence of sufficient capital levels, to test the banks’ capital planning, to set capital requirements
and to take other measures as necessary—in accordance with best practices customary around the world.
In addition, this process allows an examination of the banks’ ability to conduct a uniform stress test based
on statistical models and other methodologies, and supports the understanding of focal points of risk in the
banking corporations while strengthening the supervisory dialogue with them.

The characteristics of the scenario and the results of the test conducted by the Banking Supervision
Department are presented below.

b. The scenarios

The test was based on two scenarios—a base scenario and a stress scenario. The stress scenario this year
was more severe than in the year before, and its parameters are calibrated to stress the main risk factors in
the Israeli economy and in the banking system. The scenario horizon is 9 quarters, and the starting point is
September 30, 2013.

1. The base scenario: The values of the variables in this scenario are based on the Bank of Israel’s
macroeconomic models, international institutions’ projections of global developments, and other

61 The five major banking groups (Leumi, Hapoalim, Discount, Mizrahi-Tefahot and First International) and two independent
banks (Union and Bank of Jerusalem).
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assessments regarding economic developments—all as of the date on which the scenarios were formulated
(September 2013).

2. The domestic stress scenario: A macroeconomic scenario of a severe domestic recession with serious
ramifications for the housing and real estate industry, as a result of a deterioration in the geopolitical situation.
The scenario is based on the recession of 2002, though somewhat more severe, and is characterized by a
downturn in the real economy together with an increase in Israel’s risk premium. The downturn is reflected
in a sharp decline in GDP and in private consumption, and a resulting serious negative impact on the labor
market and the housing and real estate market. Asset prices on the capital market are also markedly affected.
Figure 1.29 presents the development of the macroeconomic variables in each of the scenarios, and Table
1.25 presents an international comparison relating to the major variables of the scenarios conducted in other
advanced economies.

¢. The methodology and assumptions

The Banking Supervision Department conducted the uniform stress test based on assumptions accepted
worldwide, including: during the course of scenario there is no change in asset balances and composition;
the banks do not raise additional capital; and there is no option of accounting for the possible responses by
the banks to the development of the crisis.

In order to carry out the stress test, the Banking Supervision Department estimated the effect of the
scenario on the main sections in the income statement and balance sheet. In order to estimate the credit
risk and its main focal points, the Banking Supervision Department used a combination of a range of
models and methodologies which it developed for that purpose: satellite models for credit risk, and models
based on data at the borrower level for the main focal points of risk, including credit to construction
and real estate, leveraged credit, and housing credit. The methodologies, based on data at the borrower
level, both challenge and complement the satellite models, specifically in cases where the satellite models
fail to adequately capture all the risks. This is true in particular due to the unique characteristics of the
Israeli economy, such as high concentration, and structural changes in risk factors. Likewise, the Banking
Supervision Department calculated an estimation for the group allowance.

In addition to credit risk, the Banking Supervision Department took into account the effects of market
risks, the effect of the exchange rate and the inflation rate, the effect of the implementation of Basel 11, and
other regulatory processes with effects on core capital, and other issues.

It should be noted that the uniform stress test does not include an analysis of the effect of the scenario
on liquidity risk® and on operational risk; it also does not include related indirect consequences, such as
withdrawals of deposits by nonresidents, lowered credit ratings for banks and a negative impact on investor
confidence. The test focuses on the direct effect of the scenario on the credit portfolio, securities portfolio,
and banks’ profitability.

d. The findings

The results of the stress test indicate that a realization of the adverse domestic scenario would have a
marked impact on the banking system, but no risk to its stability is expected. The immediate impact derives

62 The Banking Supervision Department made a separate assessment of how various stress scenarios would affect liquidity risk
in the banking system.
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Figure 1.29
Historical Macroeconomic Data and Development of Scenarios, 2000-15
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from exposure to credit risk and to market risk. The recession will make it difficult for business and private
borrowers to meet their commitments, and the banks will record large losses in the credit portfolio, half
of which originate from the housing, construction and real estate credit portfolio. The concentration in the
Israeli credit market is also expected to make these losses more severe. Sharp increases in bond yields, and
declines in the stock market, are expected to cause significant losses in the banks’ securities portfolio which,
in turn, will negatively impact profitability and erode capital. However, it should be noted that the stress test
results do not take into account activities which the banks would likely take in order to reduce the negative
impact of the scenario, such as selling stocks and bonds, and reducing credit volumes.

The negative impact to the profitability of the banking system could be significant and prolonged: A
cumulative loss of more than NIS 3 billion and return on equity of -2.2 percent in 2014 and of -1.8 percent
in 2015. The core capital ratio of the banking system will be negatively impacted, and would decline from
9.3 percent in September 2013 (the beginning of the scenario) to 7.5 percent at the end of the period (end of
2015). The core capital ratio at the banks will range from 6.1 percent to 8.3 percent—Ilevels that attest to the
stability of the system and to it having sufficient capital buffers to absorb serious macroeconomic shocks to
the Israeli economy (Figure 1.30 and Figure 1.31).

The most significant negative impact on bank profitability, as noted, derives from credit losses. During
the two years of the adverse scenario occurring, banks would post credit losses of about NIS 27 billion
(before tax), an annual loss rate of 1.6 percent, on average. About half of the loss, NIS 13 billion, derives
from credit to the construction and real estate industry and from housing credit. Part of the credit losses
comes with a lag (in the second year) and is liable to increase the severity of the crisis and to lead to an
additional negative impact. With regard to the securities portfolio, the declines in value over the course of
the scenario total about NIS 17 billion. However, it should be noted that 75 percent of the negative impact
derived from the Israeli government bond portfolio, and this portfolio is negatively impacted primarily in
respect of the increase in the interest rate and the increase in Israel’s risk premium. While macroeconomic
changes are reflected gradually in credit losses, market risks are realized immediately with the changes in
market prices as a result of mark to market changes in bonds and a decline in equity values. The immediate
and severe negative impact in the market is also liable to lead to chain reactions and related effects, such
as a negative impact on investor confidence and a sharp decline in the valuation of bank shares and other
shares, though, as noted, these were not examined in this scenario.
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Table A.1.3

Indices of concentration of the portfolio of credit to the public?® of the five
major banking groups,
December 2007 to December 2013

The five
Mizrahi- First major
Year Leumi Hapoalim Discount Tefahot International groups
Concentration by principal industries
Herfindahl-Hirschman Index (H) 2007 0.090 0.095 0.104 0.060 0.103 0.087
of the concentration of the 2008 0.092 0.073 0.090 0.045 0.067 0.074
aggregate credit portfolio 2009 0.093 0.080 0.088 0.039 0.070 0.076
excluding credit to individuals®® 2010 0.093 0.079 0.086 0.041 0.070 0.076
2011 0.090 0.080 0.076 0.039 0.057 0.072
2012 0.085 0.077 0.080 0.035 0.055 0.070
2013 0.079 0.074 0.074 0.034 0.057 0.067
Herfindahl-Hirschman Index (H) 2007 0.184 0.173 0.169 0.199 0.190 0.174
of business credit portfolio 2008 0.190 0.170 0.168 0.184 0.172 0.172
concentration®® 2009 0.199 0.171 0.173 0.189 0.177 0.177
2010 0.205 0.175 0.173 0.197 0.177 0.181
2011 0.205 0.175 0.171 0.208 0.168 0.183
2012 0.207 0.172 0.165 0.210 0.170 0.183
2013 0.204 0.169 0.170 0.228 0.175 0.183
Credit to individuals as 2007 27.1 28.6 22.0 44.4 26.3 28.7
percentage of total credit 2008 27.8 33.0 26.1 50.1 37.4 32.9
(percent) 2009 29.9 29.5 27.8 54.4 37.5 33.1
2010 30.5 30.9 28.9 54.7 37.2 34.2
2011 31.5 30.8 29.2 57.0 41.1 35.2
2012 33.0 32.0 29.7 59.0 42.9 36.7
2013 35.4 32.6 32.3 61.0 42.8 38.5
Share of credit for borrowers' 2007 20.5 21.8 21.4 3.9 5.9 17.9
activity abroad in total credit 2008 19.1 13.4 21.0 3.1 4.9 14.2
portfolio (percent) 2009 18.6 13.1 23.0 3.1 4.4 14.3
2010 17.3 11.5 21.9 2.4 3.9 13.0
2011 15.6 11.0 26.8 1.9 3.0 13.0
2012 15.9 10.6 25.2 2.7 2.3 12.6
2013 15.3 10.2 22.2 2.5 1.8 11.6
Concentration by borrower size
Gini Index' of credit diversification 2007 0.907 0.896 0.909 0.825 0.897 0.897
by borrower size 2008 0.908 0.909 0.904 0.810 0.837 0.896
2009 0.905 0.903 0.912 0.808 0.854 0.897
2010 0.907 0.913 0.908 0.813 0.855 0.902
2011 0.901 0.924 0.911 0.811 0.846 0.904
2012 0.896 0.920 0.908 0.806 0.847 0.902
2013 0.873 0.922 0.911 0.807 0.849 0.897
Share in total credit of credit 2007 41.6 52.0 42.9 32.6 41.0 44.5
granted to borrowers whose 2008 43.6 51.1 41.6 29.0 33.7 43.1
indebtedness exceeds NIS 40 2009 40.6 50.2 41.8 26.1 30.8 41.4
million (percent) 2010 42.0 49.0 43.2 26.1 33.3 41.6
2011 41.9 48.9 44.5 24.6 29.3 41.2
2012 40.1 47.7 42.7 23.1 27.9 39.6
2013 38.0 46.6 39.6 22.6 28.3 38.0
Share in group's total credit of 2007 6.1 8.8 7.4 10.2 15.9
credit granted to borrowers 2008 8.5 10.6 8.4 9.5 12.9
whose outstanding indebtedness 2009 5.2 11.6 9.4 7.5 10.6
exceeds 5% of the group's 2010 5.5 8.2 7.9 7.6 10.4
equity? (percent) 2011 5.6 8.4 13.0 5.2 9.1
2012 5.2 7.8 10.2 4.3 7.5
2013 5.6 6.5 9.2 3.9 7.0

% On a balance-sheet and off-balance-sheet basis.

 This index is the sum of the squares of of the weights of credit in a specific industry (excluding credit
granted to individuals) in total credit to the public (including credit granted to individuals). The index

increases with an increase in concentration.

° The principal industries weighted in this index include the borrower's activity both in Israel and abroad.
9 This index is the sum of the squares of of the weights of credit in a specific industry (excluding credit

granted to individuals) in total credit to the public (excluding credit granted to private individuals).

€ The principal industries weighted in this index include the borrower's activity in Israel only.
"The Gini Index expresses inequality in the distribution of credit by borrowers. The index increases with an

increase in inequality.
9 Plus minority interest.

SOURCE: Banking Supervision Department based on published financial statements.
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Table A.1.6

Risk Adjusted Return on Capital; the variance-covariance approach?,
by banking group, 2002—-13

Leumi Hapoalim Discount Mizrahi- First Five groups
Year Ry Tefahot International
2002 4.81 -0.10 -0.17 -0.40 0.34 -0.53 -0.22
2003 4.89 0.21 0.40 -0.13 0.45 -0.02 0.28
2004 3.76 0.72 0.81 0.33 0.59 0.24 0.81
2005 2.97 0.84 1.01 0.22 0.84 0.65 0.96
2006 3.71 1.00 0.89 0.36 0.75 0.56 1.00
2007 3.19 0.83 0.60 0.48 0.90 0.73 0.83
2008 2.88 -0.10 -0.27 -0.01 0.50 0.00 -0.13
2009 1.51 0.37 0.20 0.40 0.47 0.67 0.41
2010 0.89 0.42 0.35 0.31 0.82 0.62 0.51
2011 1.34 0.30 0.40 0.34 1.03 0.56 0.50
2012 0.83 0.13 0.37 0.36 1.00 0.73 0.42
2013 0.25 0.36 0.41 0.45 1.10 0.74 0.56
# RAROC is calculated by the variance-covariance approach
ROE - R,
RAROC =—
2.33- 0poe

where:

ROE = Return on equity
The risk-free interest rate; yield-to-maturity on 5-year (Galil) CPI-indexed government bonds
during the last year.
Standard deviation of ROE, calculated on the basis of quarterly ROE data for the past 7 years.

Z value at a significance level of 99 percent.
SOURCE: Banking Supervision Department based on published financial statements.

Ri.
O RoOE =
2.33=

ROE (%)
16

Figure A.1.1

Average annual risk adjusted return on capital, 2007-13

14
12 +
10

RAROC =
2330

ROE-R,

Mizrahi-Tefahot

First

International

Total system

Discount

Leumi
*

Hapoalim
&

(ROE-R)

0.00

0.10
Risk: VaRqoe (1) = 2.33 0poe

0.25

R Average annual risk-free interest rate for the period 2007 to 2013. This interest rate is based on the yield to maturity of 5-year (Galil)
f CPl-indexed bonds.

ROE - Average annual return on equity for the period 2007 to 2013.

OroE

of 28 observations)

SOURCE: Based on published financial statements.
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- The standard deviation is based on the ROE for each quarter in the period 2007 to 2013 (so that the calculation was made on the basis



