Chapter 5
| nstitutional Investors

Institutional investors’ share of the public’s asset portfolio amounted
to 36 percent at the end of 2002, much the same asthat at the end of
2001. A decreasein the proportion of provident funds, advanced study
funds and mutual fundswas offset by an increasein the proportion of
lifeinsurance plans and new pension funds. However, the proportion
of ingtitutional saving in the public’s asset portfolio was lower than
at the end of the 1980s, when it exceeded 50 percent.

The public chose to withdraw money from the provident funds,
the advanced study funds and the mutual fundsin 2002. The continued
withdrawal of money from the provident funds is attributed to the
fall in pricesin most forms of investment and especially in the equity
market, which adversely affected the provident funds' yields. The
withdrawals from the advanced study funds and the mutual funds
during the year marked a change in trend compared with previous
yields, and resulted from the negativereal yield that the fundsachieved
in 2002 compared with a positive real yield in previous years.

During thefirst half of 2002, institutional investors channeled their
fundsinto CPI-indexed and foreign currency indexed holdings, mainly
at the expense of their investmentsin shares and unindexed holdings,
emulating the trend apparent in the public’sfinancial asset portfolio.
This change resulted from the matching of financial asset holdingsto
developments in actual and expected inflation. During the second
half of the year, this trend became |ess noticeable due to the decline
ininflation expectations and to the stability inthe markets. | nstitutional
investors increased their unindexed holdings to some extent, at the
expense of their investmentsin CPl-indexed holdings.

Until 2002, the overseas investments of the provident funds,
pension funds and life insurance plans were restricted to 5 percent of
their total assets. Thislimitation was raised to 20 percent at the beg-
inning of the year, and was abolished completely on January 1, 2003.
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1. THE MUTUAL FUNDS
a. Thedevelopment of assets

The balance of the mutual funds' assetsfell by NIS 17.2 billionto NIS45.8 billionin
2002, following a growth in the funds’ asset balance during the previous five years.
Thedecreaseinthefunds’ total assetsresulted from net redemptionsof NI1S14.9 billion,
which were centered among the funds specializing in investment in unindexed shekel
assets, and from the negative half a percent nominal yield on the funds’ total assets.

Institutional Investors: Main Developments, 2001-2002

(NIShillion, current prices)

2001 2002
% of % of
asset Net Real asset Net Real
Balance portfolio? accrua yield% Balance portfolio accrual yield %
Mutua funds 63.0 53 154 53 458 38 -14.9 -05
Provident and severance pay funds 1238 10.3 —4.2 6.4 119.8 9.9 -32 -6.9
Advanced study funds 48.0 4.0 25 6.9 47.0 39 -0.8 —6.4
Pension funds, established 109.4 9.1 2.9 119.7 9.9 -3.2
Pension funds, new 10.7 0.9 2.6 14.4 1.2 31
Life insurance plans
Guaranteed yield 415 35 44.6 37
Profit sharing 374 31 41.3 34
Total 433.8 36.2 134 4326 356 -19.1

SOURCE: Monetary Department, Bank of Israel.

The mutual funds' asset levels fluctuated sharply in the course of the year. During
January and February, the funds — mainly those specializing in investment in bonds
and foreign currency — recorded a positive accrual of NIS 15 billion. During the
remaining months of the year, most of the specialization groups recorded redemptions.
Thevolume of redemptionsrose continually from March until June, when they peaked
at NIS 7.2 billion (Figure 5.1). The trend of net redemptions continued during the
second half of the year and encompassed nearly all the funds, although redemptions
fell continually to NIS 500 million in November. The trend of net redemptions
characteristic of the second half of the year continued in December, except at the funds
specializing in unindexed shekel assets. These funds recorded a positive accrual of
NIS 2 hillion, reflecting the public’'s desire to invest in tax-exempt assets (see the
discussion below).

Despite the redemptions recorded during 2002 and especialy the redemptions at
the shekel funds, the number of mutual funds increased to 584 compared with 526 in
2001 and 450 in 2000. Theincrease in the number of funds was recorded among those
specializing in shekel assets and investments abroad, matching the trend of recent
years. The number of funds specializing in investments abroad increased by 26,
conforming to the NI1S 2.7 billion positive accrua in their assets. The number of shekel
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funds increased by 25, which did not

conform to the trend of redemptions lls/}g‘t“ef; 4

. utual runds
among these funds and was mfluenped a. Balance of Assets in Mutual Funds,
by the tax reform that was due to go into by Declared Specialization Bases,
effect in January 2003. In the course of \is 1998-2002 (end years)

the year, a number of funds were bilion

established that presented a policy of 70
investing in tax-exempt assets, which 60 — 1098 -
include unindexed shekel bondsthat were 50 — 2000 =
issued beforethe determinant dateforthe 4, 2002 m
tax reform, May 2000, and series of 20
Treasury bills that are exempt from tax
until the end of 2003. 20

The concentration index — the 10 L
normalized HHI index* — of the mutual Total  NIS Abroaldjsr!ar:g-Fo.re!JBo!dsl&
fund industry remained at a high level Tﬁiisdusry
during 2002, after rising considerably b. Accrual in Funds’ Assets, 2002

between 2000 and 2001 (Figure5.2). The  silion

three largest banking groups, which °

manage the majority of mutual fund 0
assets, held 78 percent of total mutual
fund assets in 2002 compared with an 5
average of 74 percent in 2000. Concurrent
with this increase, the proportion of ~ -10
mutual funds managed by private 15

companiesfell to an average of 11 percent

in 2002 compared with an averageof 16 20
percent in 2000, while the proportion of gg‘iﬁ?nirn fgsaii :fnlsf:éﬁ from the Monetary
mutual funds managed by the small banks

remained unchanged for the third consecutive year. These devel opments indicate that
the large accrual since 2000 was mainly recorded at the funds managed by the three
largest banks, and that the withdrawals of money during 2002 were distributed in a
roughly equal manner among all the different funds.

(1) Funds specializing in investment in shekel assets

Mutual funds specializing in investment in unindexed shekel assets account for alarge
part of the mutual fund industry. These funds’ asset balance at the beginning of 2002
reached NIS 34.5 hillion, 55 percent of total mutual fund assets. In 2002, as inflation
expectations rose together with the level of uncertainty in the economy, the accrual

! The Herfindahl-Hirschman index, which measures the degree of concentration, iscal culated by adding
the square of each group’s participation rate in the mutual fund market, and is normalized relative to the

concentrationindex that representsuniform distribution. A risein theindex impliesagrowth in concentration
in the mutual fund industry.
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trend typical of these funds during recent

years changed completely, and the funds Figure 5.2

recorded net redemptions of NIS 13 gg;ﬂﬂifg‘tilgfi g}ﬂ:ﬁa‘;f“n d
billion during the whole of 2002 (Figure Industry, 20002002

5.1). The first signs of an end to the %

previousyears positivetrend emergedin 1.9

December 2001 and January 2002, when 1.90 /\\/A\/~
a small overall positive accrua of NIS . /

270 million was recorded. The /

redemption trend beganin February 2002 180

duetofearsof higher inflation and peaked 175 A r'/

at NIS 3.6 billion in June. This trend \\j

resulted fromtheriseintheinflationrate 170

and the increased expectations of arise 165 Lo lone b

in the Bank of Israel’s interest rate, 3691236 9123 6 912

_ - lare : 2000 2001 2002
leading to negative yields on holdings of SOURCE: Based on data from the Monetary
unindexed shekel assets. As a result, E={TETEI SE LGl EEL

investment in these assets, which had

been favored during previous years, was no longer attractive. Due to the successive
increases in the monetary interest rate, which stemmed the upsurge in inflation that
occurred in the first half of the year, the pace of redemptions fell off from July and
declined to NIS 700 million in October. During the last two months of the year and
especially in December, a positive accrual was recorded dueto the public’s preference
for investment in tax-exempt assets,? and to assessments that the Bank of 1srael would
begin to reduce the monetary interest rate during the subsequent months. Thisrestored
the attractiveness of investment in unindexed shekel assets.

(2) Funds specializing in investment in bonds

The asset balance of mutual funds specializing in investment in corporate and
government bonds and in government bonds alone reached NIS 9.7 hbillion at the
beginning of 2002 and accounted for 15 percent of total mutual fund assets. Major
changes occurred in these funds' asset balance during the year. During January and
February, alarge positive accrual of NIS11.5 billion wasrecorded, asthe public adjusted
the composition of their asset portfolio in response to the large cut in the monetary
interest rate at the end of 2001, which greatly reduced the earnings on deposits at
banks. But from March and until June, the continued rise in inflation expectations and
the further deterioration in the state of the economy led to a fall in yields on CPI-
indexed and unindexed bonds. These devel opments spurred a trend of redemptions at

2 Tax-exempt assets include unindexed shekel bonds that were issued before the determinant date for
the tax reform, May 2000, and series of Treasury bills that are exempt from tax until the end of 2003.
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the bond specialization funds, which more than offset the positive accrual that was
recorded at the beginning of the year. The redemption trend continued during the second
half of theyear, albeit to alesser extent, and the funds’ asset balance at the end of 2002
reached NIS 5.5 hillion.

During January and February, funds investing in corporate and government bonds,
and in government bonds alone held 23 percent and 50 percent respectively of their
total assets in CPI-indexed assets. In March, these funds increased their holdings in
CPl-indexed assetsto 35 percent and 54 percent respectively, at the expense of unindexed
shekel assets. The increased proportion of CPI-indexed holdings in the funds' assets
reduced their exposure to the inflation rate, in which the element of uncertainty had
increased, and thereby dlightly reduced the level of risk in their asset portfolio. The
funds’' holdings of CPI-assetswere reduced to some extent in November and December
duetoforecastsof low and even negative priceindexes, which reduced the attractiveness
of investment in CPI-indexed assets.

(3) Other funds

A positive accrual was recorded among funds specializing in investment in foreign
currency during December 2001 and the first four months of 2002. In April, these
funds' asset balance reached NIS 8.2 hillion. Net redemptions were recorded among
the fundsin June and July, when their asset balance fell to NIS 6 billion and remained
around thislevel during the second half of the year.

Funds specializing in investment in foreign securities recorded a positive accrual
for the fifth consecutive year, during which time this accrual increased. These funds
asset balancereached NIS 7.2 billion at the end of 2002, compared with NIS 1.7 billion
at the end of 1999. The growth in the asset volume of mutual funds specializing in
foreign assets constitutes part of the gradual change in the public's financial asset
portfolio, which was made possible asaresult of the liberalization of theforeign currency
market in Isragl. An examination of the composition of the assets of these funds shows
that the proportion of shares traded abroad fell to an average of 20 percent of total
assetsin 2002, compared with an average of 56 percent in 2001 and 2000. Concurrent
with this decrease, the proportion of bonds traded abroad increased and reached an
average of 53 percent of total assetsin 2002, compared with 12 percent in 2001 and 4
percent in 2000. This development conformed to the increased attractiveness of bond
holdings during 2002 that resulted from the large drop in share prices concurrent with
the reduction in the interest rate, which raised the yields on bond holdings.

Among the funds specializing in investment in shares traded on the Tel Aviv Stock
Exchange, the trend of net redemptionstypical of recent years continued in 2002 and
intensified, reaching NIS 1.1 billion compared with redemptions of NIS270 millionin
2001 (Figure 5.1). These funds' asset balance at the end of 2002 reached NIS 2.8
billion compared with NIS 7.6 billion at the end of 1999, when the balance reached its
highest level of recent years.
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b. Yield developments

The mutual fundsyielded anegative real return of 6.5 percent in 2002, compared with
apositive real return of 3.8 percent in 2001 and 4.4 percent in 2000. A negative yield
was recorded among fundsinvesting in bonds of different typesand in particular, among
funds investing in shares. However, a positive real return was recorded in funds that
invest in foreign currency and foreign securities, atrend that matched the devel opment
of the shekel-dollar exchange rate and the inflation rate (Table 5.2).

When examining the yields of the mutual funds by specialization types, the usua
practiceisto comparetheir yields to the return on the indexes of the relevant assets —
shares, bonds and the exchange rate. This makes it possible to examine the advantage
deriving from the professiona competence with which the investment portfolio is
managed. It might be expected that the annual real yield of the mutual funds, in all
areas of specialization and inclusive of portfolio management fees, will be higher than
the yield on the relevant index or at least identical to it in every specialization group.

When examining the real yield of all mutual funds speciaizing in investment in
shares, bonds and unindexed bonds, it can be seen from Table 5.2 that their yield was
lower than the yield on the relevant index during each of the past three years.

Table 5.2
Comparison of Real Yieldsin Specialized M utual Funds

and Market Yields2 2000-2002

2000 2001 2002

Annual yieldsin specialized mutual funds
Shekel 9.7 6.3 -5.2
Bonds 14 4.6 -7.5
Government bonds 36 9.7 -7.8
Foreign currency 0.9 109 19
Sharesin Israel -16.0 -134 -32.3
Annual market yields
Treasury bonds and

unindexed bonds 11.0 7.6 4.4
Government and corporate bonds 45 11.6 -5.9
Dollar exchange rate incl. interest 34 11.9 2.6
Share-Price Index 0.5 -8.2 —24.9
Difference between yieldsin funds and market yields
Shekel -1.3 -1.3 -0.8
Bonds =31 -7.0 -15
Government bonds -0.9 -1.9 -1.8
Foreign currency 25 -1.0 0.7
Sharesin Israel -16.5 5.2 —7.4

a For the calculation of market yield for each specialization, see note 3 in text.
SOURCE: Based on data from TASE and Monetary Department, Bank of Israel.
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The difference between the yield of the different funds and their market yield,®
except for funds specializing in shares, ranged between minus 0.7 and minus 1.8
percentage points, similar to the negative differences recorded in 2001 and 2000. The
implied volatility of the mutual funds' monthly real yields, a measurement of the
investment risk, was similar to that of the index yields, which indicates that the fund
managers built an investment portfolio with risk criteriasimilar to the relevant index.
A comparison of the Sharp indexes* between the yields of the different types of funds
and the yields of the relevant market indexes therefore shows a similar pattern —
negative differences reflecting mutual fund yields that are lower than the yields on the
relevant market indexes.

The negative differences among funds specializing in shares traded on the Tel Aviv
Stock Exchange were relatively large during each of the last three years, and in 2002
the difference was negative to the extent of 7.4 percentage points. A comparison of the
yield of mutual funds specializing in investment in shares with the yield of the Maof
(Tel Aviv 25) index rather than the General Share Index reveals a smaller negative
difference, which issimilar to the differences among other specialization groups. This
shows that most of these funds’ investmentstend to consist of sharesthat areincluded
inthe Maof index in preferenceto other shares, acommon phenomenon during aperiod
of falling prices.

These negative differences, which werefound at all the specialization groupsandin
each of the last three years, indicate that investment in financial assets viathe mutual
fundsis preferableto direct investment in financial assets. It should be realized however
that the advantagefor the‘ small investor’ ininvesting in financial assetsviathe mutual
fundsderivesfromthefunds' ability to manage adiversified portfolio while exploiting
clear economies of scale. Thisisbecause suchinvestors' ahility to manageindependently
adiversified portfolio yielding areturn similar to that of the relevant index, islimited.
Thesmall investor’slimitation in thisrespect, which iscommonin developed countries
as well, has created a demand for mutual funds that are committed to emulating the
yield on the market indexes. These funds, which are called index funds, manage their
assets without any investment management related considerations, enabling investors
to achieve areturn similar to that on therelevant index in return for minimal management
fees.

3 The market yield for each type of fund is calculated in the following manner:

a. Shekel funds — the average yields of the index of Treasury bill series and the index of unindexed
bonds as published by the stock exchange, less the inflation rate.

b. Funds specializing in bonds and government bonds— theyield of the general bond index as published
by the stock exchange, less theinflation rate.

¢. Funds specializing in foreign currency — the change in the dollar exchange rate plus the average
dollar interest rate, less the inflation rate.

d. Funds specializing in sharesin Israel — the yield of the general share index as published by the
stock exchange, less theinflation rate.

4 The Sharp index represents the asset portfolio’s yield in excess of the yield of arisk-free asset — in
this case Treasury hills— per single unit of risk.
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c. Distribution of the mutual funds' asset portfolio

The proportion of unindexed shekel Fi o

. , . igure S.
assetsin thg mutual funds' asset portfqllo The Mutual Funds® Asset
decreased in 2002, after the proportion Composition, 2001-2002
of these assets had increased during the %

previous years. The proportion of share 100
assets also fell, concurrent with an 90 ‘ 14
increase in the proportion of assets 80 9 -
indexed to the consumer price index and 70 | G 12
to foreign currency as well as foreign 60 .
securities (Figure 5.3). 50

The proportion of unindexed shekel 40 69 57
assets fell from 69 percent of the funds' 30
asset portfolio in December 2001 to 60 20
percent in December 2002. Among the 10
unindexed shekel components of the 0 2001 2002
portfolio, the proportion of floating-rate
Gilon bondsincreased during 2002. Since o Unindexed NIS 51 Convertible shares
these are unindexed bonds with the Forex Assets abroad
features of CPI-indexed bonds, they
reduced the pOI’thliOS’ exposure to SOURCE: Monetary Department, Bank of Israel.

inflation risk. The change in the
composition of the mutual funds shekel assetsisattributed to the high level of inflation
risk prevailing throughout 2002.

The proportion of shares in the portfolio continued to decline, from a level of 12
percent in December 2001 to 8.5 percent in 2002. The decrease resulted from the fall
in share pricesin Israel and abroad.

The proportion of CPI-indexed assetsin the portfolio fluctuated sharply during 2002.
This proportion rose from January to June and reached alevel of over 10 percent of the
portfolio, then fell again during the second half of the year to 6 percent, the level
prevailing at the end of 2001. However, the proportion of foreign currency indexed
assets increased throughout the year, and reached alevel of 13.3 percent of the funds
total assetsin October 2002. During November and December, the proportion of foreign
currency indexed assetsinthefunds' portfolio fell dlightly, to 12 percent, asamodicum
of stability was restored to the foreign currency market.

Themost significant devel opment in 2002 wasthe growth in the proportion of assets
that are traded abroad, which rose throughout the year and reached a level of 14.3
percent of thefunds' total assets compared with 4.2 percent at the end of 2001. Together
with the growth in foreign currency indexed assets, this increase pushed up the
proportion of foreign currency denominated and linked assets in the portfolio to 26.5
percent, the highest level since the beginning of the 1990s.
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d. Developmentsin the mutual fund industry

On July 24, 2002, the Knesset passed the Amendment to the Income Tax Ordinance as
recommended by the Rabinowitz Committee. The Amendment contains regulations
concerning the taxation of the provident fundsthat went into effect on January 1, 2003.
Under the Committee’s recommendations, the mutual fund industry will be split into
three types of funds. exempt funds, liable funds and mixed funds.

An ‘exempt mutual fund’ will be exempt from the payment of tax on al types of
income. When participation unitsin the fund are sold, tax at the rate of 25 percent will
be deducted at source from investors on the real capital gains obtained from the
investment. Thisrate of tax ishigher than that on most other forms of investment. The
principal investorsin funds of thistype will be companies and institutions that engage
in offset activity with the tax authorities on a permanent basis. These investors, who
pay a high rate of tax as stated, will prefer to obtain an exemption from deduction of
thistax at source and enjoy the option to offset profits against capital losses.

A ‘liablemutual fund’ will haveto pay tax on all of itsincome from interest, capital
gainsand dividend.® Investors will therefore be exempt from the payment of tax when
redeeming units, and will also be exempt from tax on earningsthat the fund distributes.
Owners of fund unitswill not be entitled to any rebate from the tax that the fund pays
in respect of aloss from other forms of investment. This option will be used by private
investors who wish to avoid contact with the authorities, and by customers who do not
invest in other types of securities, since they will be unable to offset osses between
different forms of investment.

A ‘mixed mutual fund’ isintended to solvethe two main problems existing with the
first two options— the high rate of tax at an exempt fund and the problem of offsetting
losses at aliable fund. A mixed mutual fund will pay tax only on earningsfrom foreign
securities and from dividend obtained from Israeli companies. But when redeeming
participation units, the owner of the unit will pay real capital gainstax of 15 percent,
similar to thetax on capital gainsfrom other securities. Concurrently, the fund will pay
the taxes at rates exceeding 15 percent. The fund will pay 12 percent tax on dividend
and 24 percent tax on real capital gains from foreign securities—an additional rate of
tax that comes as an adjunct to the usual tax stipulations. The rate of tax that the fund
and the unit’s owner pay will therefore be identical to the rate of tax that would have
applied in the case of adirect investment. A mixed mutual fund will be patronized by
sophisticated investors who wish to offset losses between all the securities in which
they invest. An annual report on thistype of activity hasto be submitted to theincome
tax authorities.

5 Tax on income from interest and capital gainsis paid at the rate of 15 percent of the interest and real
capital gains, or 10 percent of the interest and the nominal capital gains; income from the dividend of an
Israeli company will be taxed at the rate of 25 percent; capital gains from foreign securities will be taxed
at therate of 35 percent.
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2. THEPROVIDENT AND SEVERANCE PAY FUNDS (PROVIDENT FUNDS) AND
THE ADVANCED STUDY FUNDS

a. Asset developments

Net withdrawals of money from the provident funds were maintained at alarge scale
during 2002, atrend that began in 1994. The continued trend of withdrawal sisattributed
inter alia to the provident funds' increased yield volatility, which was accentuated in
2002 by the downturn in prices among most forms of investment and especially in the
equity market. Asaresult of the downturn in prices, the public became more aware of
thelevel of risk inherent inthe funds (as detailed in the Monetary Department’sAnnual
Report for 2001), which was reflected by the negative accrual in the funds. This was
despitethe funds’ marketing efforts, prompted by thetax reform, to persuade the public
to deposit money in them at amounts that would be exempt from tax before the
determinant date went into effect.

Despite the persistent withdrawals from the provident funds, their asset balance is
till high and the funds are among the most dominant investors in the capital market.
Theprovident funds' dominant position isapparent from their share of the CPI-indexed
government bond market, which amounted to 47 percent in 2002, and their stock of
equities, which amounted to 9 percent.

The balance of the provident funds assetstotaled NIS 120 billion at the end of 2002
compared with NIS 124 billion at the end of 2001, a real decrease of 9 percent. The
decrease resulted from NIS 3 billion of net withdrawals, and from the negative yields
that the funds achieved. Over NIS 40 hillion has been withdrawn from the provident
funds since 1994. As aresult, the proportion of the fundsin the public’s asset portfolio
has decreased (Table 5.1). However, the funds still constitute an important component
in long-term saving due to the tax benefits that are granted to those saving via the
funds.

The real yield on the provident funds' investments in 2002 was negative (-6.9%),
compared with a positive yield of 6.4 percent in 2001 (Table 5.1).

The balance of the advanced study funds' assetsfell by 8 percent during 2002 and
totaled NIS 47 billion at the end of the year, following the increases that were recorded
in previousyears (Table5.1). Thisnew trend resulted from net withdrawals of abillion
shekels, mostly during the first half of the year. The withdrawals partly derived from
redemptions from the advanced study funds for the self-employed, which were first
authorized six years ago and had reached maturity. The withdrawal sal so resulted from
the negative (-6.4 percent) real yield on the funds' assets in 2002, compared with a
positive yield of 6.9 percent in 2001 (Table 5.1).

Distribution of the asset portfolio of the provident funds and the advanced study
funds: The proportion of tradable government bonds, which are animportant component
of thefunds' asset portfolio (44 percent) rose during 2002 concurrent with an increase
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Figure 5.4
Distribution of the Provident Funds’ Asset Portfolio, 2000—2002
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SOURCE: Provident funds’ reports to Finance Ministry and Bank of Israel.

in the proportion of corporate bonds (mainly non-tradable bonds) and CPI-indexed
deposits, most notably at the expense of the share and unindexed deposit components
of the portfolio (Figure 5.4). The decrease in the proportion of shares in the funds

asset portfolio resulted from the reduced value of sharesin the market, and not from a
substantial decrease in their share holdings. The increased proportion of corporate
bonds and especialy non-tradable corporate bonds in the funds asset portfolio is
attributed to the growth in private issuesin the economy during the last two years. This
growth resulted from companies’ difficulty in raising bank credit, and from the banks’

preferencefor the participation of institutional investorsin project finance. The growth
may also have derived from institutional investors' preference for non-tradable assets
as a means of reducing the volatile component of their portfolio. The changes in the
advanced study funds asset portfolio during the year were similar to those in the
provident funds' portfolio.

Thedevelopment of theindexation compoasition of the provident funds' and advanced
study funds’' assets was not uniform throughout the year. During the first half of the
year, the provident funds and the advanced study funds reduced the proportion of their
unindexed shekel assets and increased the proportion of their CPI-indexed assets asa
result of the rise in inflation expectations. When these expectations fell in the second
half of the year, the funds increased their investments in unindexed assets, and red-
uced the proportion of their CPI-indexed assets. This development therefore partly
offset the growth in the CPI-indexed component of the portfolio compared with
December 2001.
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b. Developmentsin the provident fund industry

(1) Structural developments

The provident fund industry is notable for the high concentration of the banks, which
managethemajority of thefunds’ assets. The banks control and manage over 85 percent
of all provident fund assets; the remainder are controlled and managed by other
organizations, asin previousyears. The high concentration and the restriction whereby
members are permitted to change from fund to fund only once a year impairs the
competitiveness and efficiency of the capital market. In addition, the banks' ownership
of the provident fundsand of the companies managing them inevitably involves potential
conflicts of interest. Action must therefore be taken to gradually reduce the banks
ownership of the funds.

(2) Regulatory procedures

New investment regulations for the provident funds went into effect in October 2002.
The new regulations reflect a change in concept, from a situation in which everything
was prohibited except where explicitly permitted in anumber of cases, to asituationin
which everything is permitted except for anumber of explicit restrictions. Themajority
of quantitative restrictions have thereby been abolished, and it isnow possibleto invest
in all asset types subject to a number of stability-oriented restrictions (Box 5.2).

3. THE PENSION FUNDS
a. The pension fundsfor established members

The asset balance of the pension fundsfor established memberstotaled NIS 120 billion
in October 2002, compared with NIS 109.4 billion at the end of 2001 (Table 5.1). The
increase resulted from the guaranteed yield on earmarked bonds. Since 1995, new
members have been allowed to join only the new pension funds and not the established
pension funds. As a result, the provisions for the latter are gradually decreasing
concurrent with a growth in the amount of remuneration paid to existing members.
The closure of the established pension funds to new membersled to withdrawals from
these funds during recent years. A total of NIS 3 billion was withdrawn from themin
2002, similar to the level of redemptions in 2001. The pension funds for established
members have actuaria deficits that were estimated at NIS 60 million® at the end of
2001. The partial reformin the pension industry failed to deal with thismajor problem.

Under the Amendment to the Income Tax Ordinance (Regulations for the Approval
and Management of Provident Funds), since October 2002 the pension funds for
established members have had to invest at least 93 percent of their assetsin Meiron

& SOURCE: TheAnnua Report for 2001 of the Commissioner of the Capital Market, Insurance and Savings.
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Figure 5.5
Distribution of Pension Funds’ Assets, 2002
(percent)
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SOURCE: Based on funds’ reports to Capital Market Section, Ministry of Finance.

earmarked bonds, which provide an effective annual interest rate of 5.57 percent. Under
the old regulations, the funds were required to invest at |east 93 percent of their assets
in earmarked bonds, tradable government bonds, Gmul shares and land purchased
before 1957. The change in the regulations restricted the funds' investment flexibility
in tradable bonds. Asin the past, the pension funds hardly invest at all in assets traded
in the capital market, and the majority of their investments are in non-tradabl e assets.

In 2002, when the yields on tradable CPI-indexed government bondsroseto alevel
higher than the guaranteed yield on Meiron earmarked bonds (Table 5.3), the pension
fundsreduced their investment in earmarked bonds. From September, the averageyield

Table 5.3
Difference Between Yields on Meiron Earmarked Bonds
and Long-Term Indexed Galil Bonds, 1999-2002

2002
1999 2000 2001 Jan-Aug  Sep-Dec
Average yield on Galil 5.1 5.4 4.8 5.0 5.7
Effective yield on Meiron 557 557 557 557 557
Difference 0.5 0.2 0.8 0.6 -0.1

SOURCE: Monetary Department, Bank of Israel.
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on long-term CPI-indexed tradable bonds was higher than the effective interest rate
paid on Meiron earmarked bonds. As aresult, from the beginning of October 2002 the
established pension funds greatly reduced their purchases of Meiron earmarked bonds.
These purchases fell to an average of NIS 200 million during the last quarter of the
year, compared with an average of NIS 700 million during the first nine months of
2002. The proportion of earmarked bonds to the funds' total assets amounted to 95
percent in 2001 and until August 2002, similar to that in previous years, and from
October fell to 93 percent (Figure 5.5). Since they are required to invest at least some
93 percent of their assets in earmarked bonds as stated, the funds are restricted in the
extent to which they can diversify their investments.

b. The pension fundsfor new members

The pension funds for new members began to operate in January 1995. These funds
focus on attracting new members, mainly young people who have just started to save
for apension. Thisisleading to agradual increasein thefunds incomefrom management
fees, while their expenditures on pension payments are still low. The asset balance of
the pension funds for new members totaled NIS 14 billion in October 2002 compared
with NIS 11 billion in December 2001, areal increase of over 20 percent and the net
accrual in them amounted to NIS 3.1 hillion, compared with NIS 2.6 billion in 2001
(Table 5.1).

Since 1995, when the government decided to close the established funds to new
members, the proportion of funds for new members hasincreased in the public’'s asset
portfolio, mainly due to the participation of new membersin these funds (Table 5.1).

The funds are close to exhausting the entire investment potential permitted to them
inArad earmarked bondsthat bear an effectivereal annual interest rate of 5.05 percent.
Under the Amendment to the Income Tax Ordinance (Regulations for the Approval
and Management of Provident Funds), since October 2002 the new pension funds
have had to invest 70 percent of the value of their revaluated assets in earmarked
bonds. (Under the old regulations, these funds were required to invest 70 percent of
their net accrual in Arad bonds.) When the old regulations werein force, the funds for
new members held 66 percent of their assetsin earmarked bonds. In the course of the
year, the earmarked bond component in thesefunds’ asset portfolio gradually increased
to 70 percent in October. Asfor therest of the portfolio, 15 percent of the funds’ assets
were invested in tradable government bonds, and the remainder wereinvested in other
assets (Figure 5.5). Following the reform in the pension industry, issues of earmarked
bondsto the new pension fundsincreased from NIS 87 millionin 1995 to NIS 2 billion
in 2002.

The establishment of general new pension funds was approved in 1999. Since the
general fundsare not entitled to earmarked bonds, thelevel of salary that can be assured
in them isrestricted. These funds are intended for those wishing to pay into a pension
fund, amounts that exceed the permitted ceiling for payments to a new pension fund
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(up to twice the average wage in the economy). One-time provisions can also be made
to such a fund, a facility that is not possible with pension funds that are entitled to
earmarked bonds. The asset balance of these fundstotaled NIS 100 million at the end
of 2002. Half of thisamount isinvested in government bonds and Treasury bills.

c. Structural developments

Eighteen pension funds for established members, 20 new pension funds and 3 general
new funds operated at the end of 2002, compared with 18 established funds and 17
new fundsin 1999. Despite the pension arrangement that began in 1995 and led to the
opening up of the pension fund industry to competition, concentration in the industry
isstill high. Over 90 percent of thefunds' total assetsare still managed by the Histadrut,
and most of the new funds are managed by the same organizations that manage the
established funds.

The Herfindahl-Hirschman concentration index” of the new pension funds has
remained at the high level of 0.3 since 1999, and reflects the high concentration in the
pension fund market in Israel compared with other countries (0.03 in the UK and the
USA). The main reason for the high concentration in the industry is the trade unions
control of the funds, the lack of freedom of choice, and the limited opportunity for
moving from fund to fund. Action must be taken to gradually reduce the concentration
in the industry.

(1) Regulatory procedures

See Box 5.2 for details of the new investment regulations since 2002.

In March 1999, aspecia collective agreement was signed between the employersin
the civil service and the Histadrut labor federation concerning civil servants move
from abudgetary pensionto an accrual pension. Under this agreement, new employees
in the civil service will be unable to join budgetary pension arrangements and will be
insured in an accrual pension fund. Veteran employees will continue to be insured in
the budgetary pension as previoudly, for acomponent amounting to 60 percent of salary.
The recognized salary base for pension purposes was increased from 60 percent to 80
percent. This will also apply to veteran employees who benefit from the budgetary
pension, with the result that the additional provisionswill be made to the new pension
funds. In February 2002, the Civil Service Pension Law was amended with respect to
themoveto an accrual pension. Under the Amendment, the Finance Minister stipulated
that with effect from April 2002, new employeesin the civil service will accrue their
pension rightsin accrual pension funds. Employees’ move to an accrual pension will
lead to increased saving in the economy and the accrual of employee and employer
provisionsin the pension funds as compared with the previous situation, in which no

"Theindex is calculated as the sum of the squares of the quotients obtained from dividing the amount
of assets held by each entity by the total assets in the industry.
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provisions were made for pension. The amount of provisions is estimated at tens of
millions of shekels ayear, and this amount will increase as the number of employees
paying into the accrual funds grows. The move to an accrual pension will impose an
additional budgetary burden on the government, due to the need to make provisions
for pension rights on an ongoing basis, as well as pension payments for workers who
have retired and who are benefiting from a budgetary pension. The government will
havetoincreaseitsissuesin thebond market in order to financethe additional provisions.

4. THE LIFE INSURANCE PLANS
a. The guaranteed-yield lifeinsurance plans

The asset balance of the ‘ guaranteed-yield' life-insurance plans was estimated at NIS
45 billion at the end of 2002, areal increase of one percent compared with the end of
2001 (Table 5.1).

Plans of thistype are entitled to issues of earmarked bonds that bear a CPI-indexed
rate of interest of between 4 percent and 6.2 percent on 86 percent of the money accrued
in them. Accordingly, the majority of the assets are invested in earmarked bonds, and
only the remaining assets are placed in other forms of investment (Figure 5.6).

Figure 5.6
Distribution of the Life Insurance Plans’ Assets, 2002

Guaranteed-yield plans Profit-sharing plans

68.8

The asset balance of the guaranteed- The asset balance of the profit sharing
yield life insurance plans was estimated life insurance plans was estimated
at N1S44.6 billion at the end of 2002 at NIS41.3 billion at the end of 2002

Earmarked government bonds Bl Tradable government bonds Shares
Unindexed deposits I Indexed deposits Il Other assets
Hl Corporate bonds

SOURCE: Capital Market, Insurance, and savings section, Ministry of Finance.
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The size of the government’s tenders for the early redemption of earmarked bonds
held by these insurance plans decreased in 2002. As aresult, bonds were redeemed at
the low amount of NIS 0.6 billion, compared with NIS 0.8 billion in 2000, and at a
cumul ative amount of NIS 2.9 billion during the years 1999-2000. The tendersfor the
early redemption of earmarked bonds are helping the insurance companies to reduce
the proportion of non-tradable bondsin their portfolio and moveto tradableinvestments,
thereby increasing the sophistication of thelocal capital market. It isthereforeimportant
to increase the amount of these tenders as part of the desirable measure of rolling-over
the debt (see Box 5.1 in the Monetary Department’s Annual Report for 2001).

b. The profit-sharing life-insurance plans

The proportion of ‘profit-sharing’ life insurance plansis gradually increasing, both in
the public’'s asset portfolio and among total life insurance plans (Table 5.1).

The asset balance of profit-sharing life insurance plans was estimated at NIS 41
billionin December 2002, areal increase of 4 percent compared with the end of 2001.
The proportion to total assets of corporate bonds and foreign securities increased in
2002, at the expense of the proportions of shares and mutual funds.

The decreasein the proportion of sharesin thefunds' asset portfolio mainly derived
from the decrease in their market value. The higher proportion of corporate bonds,
principally non-tradable bonds, intheselifeinsuranceplans’ asset portfolioisattributed
to the increased issues of corporate bonds during the last two years. The increased
issuesresulted from the new investment regulationsthat went into effect in April 2001,
which abolished most of the insurance company’sinvestment quotasin specific assets,
and permitted the companies to invest in any asset with the exception of a number of
stability-oriented restrictions. Another factor contributing to the growth in corporate
bond issueswasthe difficulty inraising bank credit, concurrent with the preferencefor
the participation of ingtitutional investors in project finance. The growth may also
havederived frominstitutional investors' preferencefor non-tradable assetsasameans
of reducing yield volatility.

Since profit-sharing lifeinsurance plansare not entitled to invest in earmarked bonds,
most of the accrual inthem isinvested in the tradable capital market (Figure 5.6). This
situationisreflected by their relatively large share of the securities markets—government
bonds, corporate bonds, shares and investments abroad—compared with the guaranteed-
yield plans.

However, their proportion in the equity market is still relatively low at 3 percent.
Since 2001, the profit-sharing lifeinsurance plans have been permitted to invest abroad.
During 2002, the plans increased their investments abroad by 90 percent. In the first
half of theyear, dueto the depreciation of the shekel, their investments abroad exceeded
NIS 3 billion. But from July onwards, a result of the appreciation of the shekd at the
time and the growth in theinterest rate gap between I srael and abroad, their investments
abroad fell to NIS 2.8 hillion.
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Box 5.2
The New Investment Regulationsfor Institutional Investors

The investment regulations applying to the insurance companies, the
provident funds and the pension funds have been changed during the last
two years. The change in the investment regul ations reflects a new concept
whereby any investment is permitted except for investments that are
expressly prohibited. (This compares with the original concept whereby
everything was prohibited, except for what was expressly permitted.) In
addition, quantitative restrictions on investments were lifted and stability-
oriented restrictions were determined. The changes reflect a move from
direct and individual supervision to indirect supervision. Most of the
responsibility for investment decision-making and investment portfolio
management was placed in the hands of the institutional investors, with a
minimal amount of government involvement. However, the investment
regulations governing the pension funds as a result inter alia of collective
work agreements, still requirethefundstoinvest the mgjority of the savings
accrued in them in earmarked government bonds, an arrangement that
impairs the functioning and efficiency of the local capital market (see Box
5.1inthe Monetary Department’s Annual Report for 2001).

The main changes in the investment regulations that recently went into
effect are asfollows:

Insurance companies: Under the Insurance Transaction Supervision
Regulations (M ethods of Investment of the Insurer’s Capital and Fundsand
Management of his Liabilities) concerning the insurance companies
investments, which went into effect in April 2001, insurers are permitted to
invest in any assets except for a number of stability oriented restrictions.
Thiscompareswith the old regulations that imposed quantitative investment
restrictions on specific assets.

In November 2002, new investment regulations were published that
increased theinsurance companies opportunitiesfor extending loans agai nst
the profit-sharing portfolio. Before the amendment to the regulations, an
insurance company was permitted to extend loans to a single borrower
against its shareholders’ equity and/or against profit-sharing life insurance
liabilitiesuptoalevel of 15 percent of shareholders equity, and to borrower
groups up to alevel of 30 percent of shareholders' equity. The regulations
were changed in amanner whereby the shareholders’ equity restriction will
apply only to nostro transactions' while in the case of loans against the
profit-sharing portfolio, a restriction up to a certain ratio of this portfolio
will apply — up to 10 percent if theloan is given arating of at least AA and
at alower percentage, the lower the borrower’s rating.

 The insurance company’s account.
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Provident funds: An amendment to the Income Tax Ordinance
(Regulationsfor Approving and Managing Provident Funds) went into effect
in October 2002. The amendment permits the provident funds to invest in
any asset subject to a number of restrictions aimed at maintaining stability
and at governing the control of corporations. Under the new regulations,
investment decision-making and asset and liability management is placed
in the hands of the funds, with aminimum level of government intervention.
Most of the restrictions on the funds' investment quotas have thereby been
lifted, except for the restrictions concerning the manner in which investments
are managed and the competence required of those involved in investment
decision-making processes. |n addition, the range of investment opportunities
in tradabl e and non-tradabl e derivative assets has been increased, subject to
stability-oriented restrictions, and the funds have been permitted to engage
in the short sale of securities.

Under the Income Tax Ordinance (Regulations for Approving and
Managing Provident Funds), 1964, which stipulated the types of assetsand
the ratios of these assets that the provident funds were permitted to hold,
the opportunities for investing in derivative assets were very limited. This
conformed to the concept whereby everything was prohibited except for
what was expressly permitted.

Pension funds: Under the Amendment to the Income Tax Ordinance,
since October 2002 established pension funds have been required to invest
at least 93 percent of the revaluated value of their assetsin earmarked bonds,
inadeposit with the Accountant- General and in cash. Thefundsare entitled
toinvest thebalance of their assetsin Israel in accordance with theinvestment
regulations governing the provident funds, subject to a proviso regarding
risk dispersal.

Under the new regulations, new pension funds are required to invest 70
percent of the revaluated value of their assets in earmarked bonds, and the
balance in accordance with the investment regulations governing the
provident funds. Although a new fund is entitled to a permit for investing
lessthan 70 percent of itsassetsin earmarked bonds, onceit falls below this
holding ratio, it cannot increasetheratio again. Asaresult of thisrestriction,
the new pension fundsin I srael invest the majority of the savingsaccruedin
them in earmarked bonds, which bear afixed real interest rate unrelated to
market yields.

Under the previous income tax regulations of 1964, the established
pension fundswere required to invest 93 percent of their assetsin earmarked
bonds, tradable government bonds, Gmul sharesand land that was purchased
before August 29, 1957. With respect to the remainder, restrictions have
been defined on investment types and the holding ratios permitted in them.
New pension fundswererequired to invest 70 percent of their net accrual in

125



BANK OF ISRAEL, MONETARY DEPARTMENT, ANNUAL REPORT 2002

earmarked bonds. Permitted types of investments and holding ratios were
defined for the remainder of their assets, and the new pension funds were
permitted to invest only 5 percent of the balancein any other investment on
the basis of their own considerations.

A general new pension fund, whose establishment was approved in 1999,
isnot entitled to earmarked bonds, and is subject to theinvestment regul ations
applying to the provident funds.
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EVENTSIN THE CAPITAL MARKET*
DURING 2002

January
Bank of Isragl interest rate
» Theinterest rate was cut by 2.0% to alevel of 3.8%.

Treasury bills

» TheTreasury bill ceiling was removed. Thismakesit possibleto replace the banks
non-tradabl e deposits at the Bank of Isragl with Treasury billsthat are traded in the
stock market, thereby creating essential infrastructure for the development of the
money market.

Institutional investors

» Thepermitted rate of investment abroad for institutional investors (provident funds,
pension funds and life insurance plans) was raised from 5% to 20%. A decision was
taken to remove thisrestriction at the end of the year.

The exchange rate

» Thedasticity of the exchange rate was once again increased: The lower limit of the
band of mobility was reduced by one percentage point, with the result that it will be
fixed at NIS4.1in currency basket terms, and the slope of the band was changed to
0%.

The State budget

» The State budget for 2002 was updated and the deficit target was set at 3% of GDP
(instead of 1.5%). A decision wastaken to subsequently reduce the deficit, to 1% of
GDP by 2005.

February

Bond purchase tender

« Theintroduction of a Statetender for the sal e of fixed-rate unindexed Shahar bonds,
and the purchase of fixed-rate CPI-indexed Galil bonds at a given price.

March
Bank of Isragl interest rate
» Theinterest rate was raised by 0.6% to alevel of 4.4%.

1 Unless stated otherwise, all the changes went into effect at the beginning of the liquidity month.
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April

Pension funds

» The Civil Service Pension Law was amended in February 2002. The amendment
related to the move from the budgetary pension to an accrual pension. Under the
amendment, the Finance Minister announced that with effect from April 1, 2002,
new employees in the civil service would accrue their pension rights in accrual
pension funds, and not in a budgetary pension as previously.

May
Bank of Isragl interest rate
» Theinterest rate was raised by 0.2% to alevel of 4.6%.

Quotaloans
e From April 29, 2002, the size of quotaloans at interest rates of between 4.8% and
5.7% was increased from NIS 104 million at each quotato NIS 1,040 million.

June

Bank of Isragl interest rate

» Theinterest rate was raised by 1.0% to alevel of 5.6%.

e OnJune 11, 2002, the interest rate was raised again, by 1.5% to alevel of 7.1%.

Quotaloans
* In May, the size of quota loans was increased to NIS 1,040 million per quota. In
June, the size of the loans was reduced to NIS 104 million per quota.

The State budget
* The Knesset approved an amendment to the State budget that was based on an
increase in the deficit target from 3% to 4% of GDP.

July
Bank of Isragl interest rate
» Theinterest rate was raised by 2.0% to 9.1%.

Term deposit tender

» Asaresult of the decrease in the overall volume of the term deposits that the Bank
of Israel receives from the banking corporations, term deposit tenders for a period
of amonth at fixed and floating-rate interest were ceased. Term deposit tenders for
aperiod of aweek and a period of aday were retained, in accordance with current
policy requirements.
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The tax reform

A bill embodying the Rabinowitz Committee's recommendationsfor implementing
areforminthetax system wasapproved. Thereform, to beimplemented on January
1, 2003, will lead to theimposition of tax on capital and savings, and will gradually
reduce the tax burden on earned income (labor) until 2008. When the reform is
implemented, earnings from the stock market and existing forms of saving will be
taxed. The new tax arrangements will apply to the interest accrued from the
determinant date on deposits, saving plans and tradable bonds that were deposited
or issued after May 8, 2000. Aninternational method of taxation will aso be operated,
whereby an Israeli resident will pay tax in Isragl on income from abroad.

August
Secondary liquidity requirement on foreign currency deposits

The secondary liquidity requirement on depositsfrom the public in foreign currency
is 10%. At least half must be held at the Bank of Israel and the remainder can be
invested abroad (via deposits at banks, governments or international bonds). The
Governor of the Bank of Israel announced that from August 2002, the secondary
liquidity requirement would be reduced by one percent a month until abolished.
Half of the reduction in each liquidity month will be deducted from the part that is
invested abroad, and other half will be deducted from the part that isinvested in a
deposit at the Bank of Israel. In December 2002, the secondary liquidity requirement
amounted to 5%.

The stock exchange

The stock exchange decided to permit trading in series of options and futures
contracts on the shekel-dollar exchange rate with aterm to maturity of up to ayear.
Long-term series — for the term of ayear — will be opened every six months, in
June and December.

The stock exchange introduced the Retsef Jumbo system for conducting large
transactions of over NI S 500 thousand. The system enablesinvestorsto agree among
themselves the details of a transaction, the price and the quantity of securities
required, and immediately thereafter to input buy and sell orders into the system.
These orders can be submitted at the continuous trading stage and at the closing
stage.

The stock exchangeintroduced the Retsef Karnot system for transferring instructions
for the purchase and redemption of mutual fund units via the infrastructure of the
Retsef computerized trading system. The system enables stock exchange members
to send mutual fund transaction instructionsto the clearing-housein the same manner
astrading orders are for transferred shares and bonds.
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October
Bonds
* A new series of Galil bondswasissued for aterm of 5 years.

Provident funds

* New investment regul ations governing the provident funds were introduced. M ost
of the quantitative investment restrictions were abolished, and stability-oriented
investment restrictions were determined.

November

I nsurance companies

» Theinsurance companies opportunitiesfor extending loansto asingle borrower or
borrower group were increased, to up to 10% of an insurance company’s liabilities
in respect of profit-sharing plans. Thisis on condition that the borrower hasarating
of at least AA. If the borrower’srating is lower, the size of the loan permitted will
decrease proportionate to the borrower’s rating.

January 2003
Bank of Israel interest rate
* Theinterest rate was cut by 0.2% to alevel of 8.9%.

Options on the shekel-dollar exchange rate

» TheBank of Israel introduced a new series of options — put options for half ayear
on options that are sold in tenders: call options for half a year, and cal and put
options for three months.

February 2003

Treasury bill tenders

» Themethod of operating Treasury bill tenderswas changed. The Bank of Israel will
no longer publish the maximum yields determined for each tender, which are used
for alocation purposes and for determining yields.
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