Chapter 3
The Public’s Financial
Asset Portfolio

Thevaueof thepublic's' portfolio of financial assetsfell by 5 percent
in 2002 and totaled NIS 1,214 billion, after rising in real terms since
1995. Two major devel opmentsin the portfolio during the year were
the large decrease in share pricesin Israel and abroad, which wasthe
main reason for the decline in the portfolio’s value, and the move
from unindexed shekel assets to CPI-indexed assets or foreign
currency assets.?

The positivetrendsin the composition of the asset portfolio during
thelast decade came to an end in 2002. The growth in the proportion
of unindexed shekel assets that began in 1993 ceased, concurrent
with an increase in the proportion of CPI-indexed assets, which had
fallen consistently since the mid-1990s. This development reflected
the increased uncertainty over the development of inflation in the
course of the year. But in the foreign currency component and the
share component of the portfolio, the trends characteristic of the
previous years became stronger: The proportion of foreign-currency
denominated and indexed assetsincreased, dueto the positive accrual
of assets of this type and the depreciation of the shekel, and the
proportion of sharesin Israel and abroad decreased as aresult of the
large downturn in the equity markets.

The structural development of the asset portfolio was not uniform
throughout the year: During the first half of the year, the public
increased the proportion of CPl-indexed and foreign currency indexed
assets, and reduced the proportion of unindexed assetsin the portfolio
due to the large depreciation of the shekel and expectations that this
depreciation would continue, and as a result of the rise in inflation
expectations. During the second half, following theinterest rate hikes
in June and after theforeign currency market had become more stable

" Households and firms; not including the government, the Bank of Israel, the
commercial banks and foreign residents. See Box 3.1 for details and definitions.

2Thereference here is to assets denominated in foreign currency or indexed to
foreign currency.
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and inflation expectations had fallen, the public increased the proportion of
un-indexed assets without changing the proportions of CPI-indexed and
foreign currency assets. The developmentsin the portfolio during the second
half of the year only partly offset the structural changesthat occurred inthe
portfolio during the first half.

1. MAIN DEVELOPMENTS

The public’sfinancial asset portfolio contracted by 5 percent in real terms during 2002
andtotaled NIS 1,214 billion at the end of theyear (Table 3.1). Thisfollowed consistent
real increases in the portfolio’s value since the mid 1990s. The rea decrease in the
portfolio’svalue during 2002 reflected the continued recession in non-financia activity,
and matched the decline in private saving.

The real decline in the value of the asset portfolio resulted mainly from the 30
percent decrease in the share component (sharesin Isragl and abroad), and from the 5
percent real erosion in the unindexed shekel component. These decreases were partly
offset by a20 percent real increase in the value of the foreign currency component and
adlight increase in the value of the CPI-indexed component.

The disinflation process and the convergence of inflation towards price stability
were the main factors affecting the devel opment of the asset portfolio’s composition
during recent years. Accordingly, the proportion of unindexed shekel assets in the
public’s financial asset portfolio increased gradually at the expense of the proportion
of CPl-indexed assets. In 2002 however, therise ininflation expectations and growing
uncertainty over inflation heightened the risk involved in investment in unindexed
shekel assets. As aresult, the portfolio underwent a process of adjustment during the
year: The proportion of CPl-indexed assets expanded, whilethe proportion of unindexed
shekel assets contracted. (This development was particul arly apparent during the second
half of the year, aswill be described later.)

The development of the asset portfolio’s composition over the years has also been
affected by the liberalization of the foreign currency market, which led to agrowth in
the proportion of foreign currency assets, and by the considerable volatility in share
pricesinlsrael and abroad, which has reduced the proportion of sharesin the portfolio.
Thesetrendsintensified during 2002 asaresult of the depreciation of the shekel, currency
risks, and the sharp drop in pricesin the local and worldwide equity markets.

The developments that altered the portfolio’s indexation composition also led to a
change in the portfolio’s composition by term to maturity. An examination of the
portfolio’s composition exclusive of the share component (which was affected by price
dlides) showsthat the proportion of short-term assets, which mainly consist of unindexed
assets, fell in 2002 concurrent with arise in the proportion of medium and long-term
assets, which mainly consist of CPI-indexed or foreign currency assets. The changes
in the proportions of short and long-term assets in the portfolio during 2002 reversed
the previous years' structura trendsin the portfolio.
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Table 3.1
The Public's Financial Asset Portfolio, 1998-2002

Balance (NIS billion, current prices) Composition and real change (percent)
1998 1999 2000 2001 2002 1998 1999 2000 2001 2002
Total 832.11,039.4 1,116.8 1,198.2 1,214.1 4.5 233 75 58 49
Assets by indexation
Unindexed assets 2084 2585 3200 3745 379.6 25.0 249 287 313 313
CPI-indexed assets 386.2 403.6 406.1 4259 464.0 464 388 364 3H5 382
Foreign-currency-indexed
and denominated assets 86.0 1035 113.8 1409 180.0 10.3 10.0 10.2 11.8 1438
Sharesin Isragl 1331 2215 2229 2266 1713 16.0 21.3 20.0 189 141
Shares abroad 185 522 540 303 193 22 50 438 25 16
Assets by term to maturity? 698.5 796.4 869.6 971.11,046.7
Short term 211.8 250.6 2899 3281 344.0 30.3 315 333 338 329
Medium term 330.3 3728 396.1 4444 48238 47.3 46.8 455 458 46.1
Long term 156.4 173.0 183.6 198.6 219.9 224 21.7 211 205 21.0
Commercial banks 345.2 3983 4412 490.2 516.3 415 383 395 409 425
Unindexed shekel deposits 150.1 1895 2240 256.8 239.5 18.0 182 201 214 197
CPI-indexed deposits 197 184 289 289 332 2.4 18 26 24 2.7
Foreign-currency-indexed
and denominated deposits 711 812 86.7 1044 127.2 85 78 7.8 87 105
CPI-indexed savings schemes 96.7 100.7 91.3 887 102.7 11.6 97 82 7.4 85
Foreign-currency-indexed
savings schemes 62 6.6 7.8 7.4 6.9 0.7 06 07 0.6 0.6
Unindexed savings schemes 14 19 25 41 6.9 0.2 02 02 0.3 0.6
Assets by institutional composition
Total institutions® 2955 3275 3454 3700 386.4 355 315 309 309 318
Provident funds 107.3 1169 1198 1235 1195 12.9 11.2 107 10.3 9.8
Advanced study funds 318 377 420 478 469 3.8 36 38 40 3.9
Pension funds for
established members 95.1 101.6 1054 1094 119.7 114 98 94 9.1 9.9
Pension funds for new members 34 53 75 107 144 04 05 07 0.9 12
Lifeinsurance plans: guaranteed yield 389 40.2 406 415 446 4.7 39 36 35 3.7
Lifeinsurance plans: profit share 190 258 301 371 412 23 25 27 31 34
The public directly 1915 3136 3302 3380 3114 230 302 296 282 256
@ Excluding shares.

b Engaged in contractual saving.

SOURCE: Based on banks' financial statements, and data from TASE, Ministry of Finance, and Foreign Exchange Activity

Department.

With respect to the composition of the asset portfolio by degree of tradability, the
decrease in the tradable portion of the portfolio continued in 2002, reflecting the
downsizing of the share component. The growth in the non-tradable portion of the
portfolio reflected theincreased proportion of CPI and foreign-currency indexed assets.

The development in the asset portfolio’s composition during 2002 can be divided
into two main periods:
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Thefirst half of the year was characterized by asmall gap between thelocal interest
rate and the interest rate abroad. This was against the background of the 2 percentage
point cut in the Bank of Israel’s interest rate at the end of 2001, the lack of fiscal
discipline, which was reflected by an upward deviation in the budget deficit and
increased government borrowing, and the deterioration in the security situation. These
developments led to a large depreciation of the shekel and a rise in depreciation
expectations, an upsurgeininflation, and aconsiderable growth ininflation expectations
for all terms. Therisk of investing in unindexed assets and the feasibility of investing
in CPI-indexed and foreign currency assets thereby increased. Accordingly, the public
increased the proportion of CPI-indexed and foreign currency assetsin the portfolio, at
the expense of unindexed assets. The shekd continued to depreciate due to the growth
indemand for foreign-currency indexed or foreign currency denominated assetsresulting
from depreciation expectations, leading to an increase in the value of these assets.

During the second half of the year, following the cumulative 4.5 percentage point
interest rate hikesin June and July and the government’s decision to cut the budget, the
shekel appreciated, theinflation rate slowed, and inflation expectations for short terms
fell back down within the targeted range of inflation. This was despite the continued
uncertainty in the markets, which was apparent in the first half of the year aswell. As
aresult of these developments, the proportion of unindexed shekel assets increased
while the proportion of CPl-indexed and foreign currency assets remained stable.
However, these shifts in composition only partly offset the changes that occurred in
thefirst half of the year.

2. THE INDEXATION COMPOSITION OF THE ASSET PORTFOLIO

Asstated, thetrends characteristic of the asset portfolio during previous years changed
in 2002, and were reflected by amove from unindexed shekel assetsto CPI-indexed or
foreign currency assets.

The upturn in the proportion of the unindexed component of the asset portfolio
ceased in 2002 for thefirst time since 1993. The unindexed component amounted to 31
percent of thetotal portfolio in 2002 compared with 11 percent at the beginning of the
1990s (Table 3.1 and Figure 3.1). After rising consistently in real terms for a decade,
the value of the unindexed component fell by 5 percent in real terms during 2002 and
was estimated at NIS 380 billion at the end of the year. The growth in the unindexed
component of the portfolio resulted from the disinflation process and the convergence
of inflation towards the price stability typical of Western economies. The credibility of
monetary policy’sability to attain inflation targets and thefall in inflation expectations
reduced the risk inherent in unindexed shekel investment, concurrent with the
expectation of ahigher yield on these assets asthe result of monetary restraint. During
2002 however, asuncertainty over inflation increased and credibility in monetary policy
decreased, the unindexed component of the portfolio contracted in real terms. The
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Figure 3.1

Indexation Composition of the Asset Portfolio, 1990-2002
%

215 292 173 179 157 190 182 263 o, 214 157
80 — B -
60 -
40 =
20 _
0

1990 91 92 93 94 95 96 97 98 99 2000 O1 02

I unindexed Shares in Israel and abroad

I CPl-indexed I Foreign-currency indexed and denominated

SOURCE: Based on data from banks’ balance sheets, TASE, the Ministry of Finance, and the Monetary
Department, Bank of Israel.

decrease was mainly apparent among short-term depositsand overnight deposits (SROs).
The decrease was partly offset by an increasein the public’s holdings of Treasury bills,
which will still be exempt from tax in 2003. The increased supply of Treasury bills
resulted from the removal of the ceiling on Treasury bill issues and the commercial
banks' sales of these instruments. Concurrent with the decrease in the proportion of
unindexed assets, the proportion of CPI-indexed assets rose in 2002 to 38.2 percent of
the total portfolio. This followed a consistent decline from 53 percent in 1994 to 35.5
percent in 2001. The value of the CPI-indexed component grew by 2 percent in real
termsin 2002 to an estimated NIS 465 billion. During recent years, due to the fall in
the actual and expected inflation, the relative feasibility of investing in CPI-indexed
assets, which protect against a rise in the consumer price index, decreased together
with their proportion in the asset portfolio. The rise in actual inflation and inflation
expectationsfor all termsduring 2002, concurrent with aconsiderable upward deviation
from thelong-term inflation target, led to arenewed need for hedging against inflation.
As a result, the CPI-indexed component of the public’'s asset portfolio expanded as
stated.

The foreign currency component of the asset portfolio increased by 20 percent in
real termsduring 2002 to an estimated N1S 180 billion. Since the shekel depreciated in
real terms by 0.7 percent and 6.1 percent against the dollar and the currency basket
respectively, the increase resulted from a positive accrual of foreign currency assets.
Thedevelopment of theforeign currency component of the asset portfolio during recent
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Table 3.2
Distribution of the Public’'sAsset Portfolio, by Indexation

Composition, 1998-2002
(current prices)

Balance (NIS billion) Composition (percent)
1998 1999 2000 2001 2002 1998 1999 2000 2001 2002
Total 832.7 1,043.6 1,116.8 1,198.21,214.1 100.0 100.0 100.0 100.0 100.0
Unindexed assets 2084 2584 3200 3745 3796 250 249 287 313 313
Cash and liquid deposits 45.0 537 577 681 575 54 52 52 57 47
Term deposits 1205 1561 190.2 216.8 209.7 145 150 17.0 181 173
Treasury bills 16.5 180 262 269 401 20 17 23 22 33
Gilon and Shahar bonds 24.9 287 435 587 655 30 28 39 49 54
Savings schemes 14 19 25 4.1 69 02 02 02 03 06
CPI-indexed assets 386.2 403.6 406.1 4259 4640 464 388 364 355 38.2
Savings schemes 96.7 1007 913 887 1027 116 97 82 74 85
CPI-indexed deposits 51.9 509 554 552 596 62 49 50 46 49
Tradable bonds 78.8 802 764 877 898 95 77 68 73 74
Other assets? 158.7 171.8 1829 1943 2119 191 165 164 162 175
Shares 1516 2737 2769 2569 1905 182 26.3 248 214 157
In Isragl 1331 2215 2229 2266 171.3 160 21.3 20.0 189 14.1
Abroad 185 522 540 303 193 22 50 48 25 16
Foreign-currency-indexed and
denominated assets 86.0 1035 1138 1409 1800 10.3 10.0 102 11.8 14.8
Assetsin Israel 79.3 870 892 946 1061 95 84 80 79 87
Pamah restitutions 18.4 167 153 169 207 22 16 14 14 17
Other Pamah 394 472 526 565 629 47 45 47 47 52
Foreign-currency-indexed deposits 6.3 45 28 34 45 08 04 02 03 04
Tradable bonds 9.1 121 108 104 110 11 12 10 09 09
Savings schemes 6.2 6.6 7.8 7.4 69 07 06 07 06 06
Assets abroad 7.1 165 246 462 739 08 16 22 39 6.1
Deposits abroad 7.1 129 167 282 408 08 12 15 24 34

Securitiesabroad (excl. shares) 0.0 37 80 180 331 00 04 07 15 27
aAssets held by provident and pension funds and life insurance schemes—mainly earmarked bonds.

SOURCE: Based on banks' financial statements, and datafrom TASE, Ministry of Finance, and Foreign
Exchange Activity Department.

yearswas affected by theliberalization of theforeign currency market, whichinvolved
agradual removal of restrictionsoninvestment in foreign currency. Thischange provided
the public with an increased range of investment opportunities, thereby making it
possible to reduce exposure to currency risk and the elements of risk unique to the
Israeli economy. As a result, the proportion of foreign-currency denominated and
foreign-currency indexed assets rose from 10 percent of the portfolio in 1998 to 12
percent in 2001. The foreign currency component continued to expand during 2002
and reached 15 percent of the total portfolio, due to the depreciation of the shekel and
the growth in currency risk during the year. Moreover, turnover in exchange rate
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derivativesincreased considerably during
the year (especialy in the first half, as Figure 3.2

detailed in Chapter 4). Had it not been Accrual in Component of Shares
for this development in the derivatives Abroad, Dec. 2001-Dec. 2002
market, which has become an important 120
channel for the management of currency
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and worldwide equity markets during

2002. The General Sharelndex inIsragl and the NASDAQ index inthe USA fell by 20
percent and 32 percent respectively, decreases that were the dominant factor in the
development of the local and foreign share component of the public’s asset portfaolio.

The 24 percent nominal decreasein the local share component of the asset portfolio
derived from the heavy price slide, which reflected inter alia the continued slowdown
in non-financial activity. Aswith the local share component, the decrease in the value
of theforeign share component resulted from the downturn in worl dwide equity markets,
which was partly offset by the rise in the shekel-dollar exchange rate and by Isradli
residents’ reduced holdings of foreign shares during the second half of theyear (Figure
3.2).

Since the features of the local and foreign share components of the asset portfolio
aresimilar, wewill subsequently relate to them as asingle entity — the share component
of the portfolio. The share component contracted by 30 percent in real termsto NIS
191 billion in 2002. This component’s proportion in the asset portfolio has declined
continually during recent years, and amounted to 16 percent at the end of 2002. This
was after reaching 26 percent in 1999 as aresult of the buoyant levels of trading in the
local and worldwide equity markets.

The same trends are apparent from an analysis of the asset portfolio by indexation
type excluding the (local and foreign) share component in 2002: an increase in the
proportion of foreign currency denominated or indexed assets, at the expense of the
proportion of unindexed assets. The CPI-indexed component of the portfolio excluding
shares remained stable (Table 3.3).
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Table 3.3
Distribution of Assets, by Indexation Composition (excl. shares abroad), 1998-2002
(current prices)

1998 1999 2000 2001 2002
Unindexed assets 30.6 338 38.1 39.8 37.1
Cash and liquid deposits 6.6 7.0 6.9 7.2 5.6
Term deposits 17.7 204 22.6 23.0 20.5
Treasury bills 24 23 31 29 39
Gilon and Shahar bonds 37 38 52 6.2 6.4
Savings schemes 0.2 0.3 0.3 0.4 0.6
CPI-indexed assets 56.7 52.7 48.3 45.2 45.3
Savings schemes 14.2 13.2 10.9 9.4 10.0
CPI-indexed deposits 7.6 6.7 6.6 5.9 5.8
Tradable bonds 11.6 10.5 9.1 9.3 8.8
Other assets 23.3 224 21.8 20.6 20.7
Foreign-currency-indexed and
denominated assets 12.6 135 13.6 15.0 17.6
Assetsin Israel 116 114 10.6 10.1 104
Pamah restitutions 2.7 22 18 18 20
Other Pamah 5.8 6.2 6.3 6.0 6.1
Foreign-currency-indexed deposits 0.9 0.6 0.3 0.4 0.4
Tradable bonds 13 16 13 11 11
Savings schemes 0.9 0.9 0.9 0.8 0.7
Assets abroad 1.0 22 29 4.9 7.2
Deposits abroad 1.0 17 20 3.0 4.0
Securities abroad (excluding shares) 0.0 0.5 0.9 1.9 3.2

SOURCE: Based on banks' financial statements, and datafrom TASE, Ministry of Finance, and
Foreign Exchange Activity Department.

3. DEVELOPMENTSIN MATURITIES

The share component of the public’s asset portfoliois highly volatilein line with price
developmentsin the equity market. We will therefore examine the composition of the
portfolio by term to maturity exclusive of this component.

The proportion of medium and long-term assets increased at the expense of the
proportion of short-term assets, which contracted after expanding during recent years
(Table 3.4 and Figure 3.3). The change in trend derived from the fact that most short-
term assets are unindexed, while the mgjority of medium and long-term assets are
indexed to the CPI or to foreign currency. The short-term part of the portfolio expanded
during previous years dueto theincreased proportion of unindexed assetsthat resulted
from the disinflation process. This trend was reversed in 2002 due to the rise in the
inflation environment.

The proportion of short-term assets—the means of payment (cash and demand
deposits), depositsfor aterm of up to ayear and Treasury bills—contracted by 2 percent
in real termsto NIS 344 billion. This followed an average real increase of 15 percent
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Figure 3.3
Distribution of the Asset Portfolio (Excluding Shares) by

Term to Maturity, 1995-2002
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SOURCE: Based on data from banks’ balance sheets, TASE, the Ministry of Finance, and the Monetary
Department, Bank of Israel.

during the years 1998-2001. The proportion of short-term assets fell to 33 percent of
thetotal portfolio (excluding shares) in 2002, after rising consistently from 28 percent
in 1995 to 34 percent in 2001. A particularly large real decrease of 30 percent was
recorded in overnight deposits (SROs), from NIS 28 billion in 2001 to NIS 21 billion
at the end of 2002. The means of payment and other deposits for aterm of up to ayear
thereby contracted. These decreases were partly offset by a growth in the balance of
Treasury hills.

Medium-term assets—bonds, long-term deposits, saving plans, Israglis’ investments
abroad (excluding shares), advanced study funds and provident funds—expanded by 2
percent in real termsto NIS 483 billion following an average annual real increase of 9
percent since 1998. The proportion of these assets rose to 46.1 percent of the total
portfolio (excluding shares) in 2002, compared with 45.8 percent in 2001 and 50 percent
in 1995. Israeli residents continued to increase their investments in deposits and
securities (excluding shares) abroad during 2002, and an increase was recorded in
CPl-indexed saving plansfollowing areal decreasein previousyears. A hegative accrual
of NIS3 hillion wasrecorded in the provident funds, continuing thetrend of withdrawals
that beganin 1995. A net accrual of abillion shekelswas also recorded in the advanced
study funds as compared to positive accruals during the last decade.

L ong-term assets—pension funds and life insurance plans—increased by 4 percent
inreal termsto NIS 220 billion, following an average annual real increase of 7 percent
during the previous three years. The rea increase in 2002 derived from a positive
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Table3.4
Distribution of the Public’'sAsset Portfolio, by Term to Maturity,? 1998-2002
(current prices)

Balance (NIS hillion) Composition (percent)
1998 1999 2000 2001 2002 1998 1999 2000 2001 2002
Total 6985 7964 869.6 971.11,046.7 100.0 100.0 100.0 100.0 100.0
Short-term assets 2118 2506 2899 3281 3440 303 315 333 338 329
Liquid shekel assets 404 469 49.8 583 494 5.8 59 57 60 47
Unindexed deposits 1046 1312 1595 1766 1781 15.0 165 183 182 17.0
CPI-indexed deposits 0.6 0.3 0.1 0.1 0.1 0.1 00 00 00 0.0
Pamah 495 545 58.3 66.1 745 7.1 68 6.7 68 7.1
Patzam 4.6 3.7 22 24 2.7 0.7 05 02 02 03
Treasury bills 12.0 14.0 20.0 246 392 17 18 23 25 37
Medium-term and other assets 330.3 3728 3961 4444 4828 473 46.8 455 458 46.1
Savings schemes 1043 1092 1016 1001 1165 149 13.7 117 103 111
Unindexed deposits 13.6 217 253 343 253 19 27 29 35 24
CPI-indexed deposits 19.2 18.1 28.8 288 330 2.7 23 33 30 32
Foreign-currency-indexed deposits 1.7 0.8 0.0 04 0.1 0.2 01 00 00 0.0
Pamah 8.2 9.3 95 7.3 9.1 12 12 11 08 09
Bonds 389 40.8 46.5 59.6 63.7 5.6 51 54 6.1 6.1
Investment abroad 5.4 14.8 225 426 685 0.8 19 26 44 65
Provident funds 107.3 1168 1198 1235 1195 154 147 138 127 114
Advanced study funds 318 377 42.0 478 46.9 4.6 47 48 49 45
L ong-term assets 156.4 173.0 183.6 1986 2199 224 217 211 205 21.0
Pension funds for established members 95.1 101.6 1054  109.4 119.7 136 128 121 11.3 114
Pension funds for new members 34 5.3 75 10.7 144 05 0.7 09 11 14
Life insurance plans
Guaranteed-yield 389 40.2 40.6 415 446 5.6 50 47 43 43
Profit-sharing 18.9 25.8 30.1 371 412 2.7 32 35 38 39

aExcluding sharesin Isragl and abroad.

SOURCE: Based on banks' financial statements, and datafrom TASE, Ministry of Finance, and Foreign Exchange Activity
Department.

accrual of NIS 3 billion in the new pension funds and from a4 percent real growthin
profit-sharing life insurance plans (see Chapter 5 for details). The proportion of long-
term assetsroseto 21 percent in 2002 after falling during recent years, from 23 percent
in 1997 to 20 percent in 2001.

4. TRADABILITY OF THE ASSET PORTFOLIO

The proportion of tradable assets in the asset portfolio fell from 38 percent in 2001 to
35 percent in 2002 (Table 3.5). The decreasein the proportion of tradable assetsresulted
from the contraction in the share component of the portfolio, which was partly offset
by an increase in the proportion of Treasury bills, unindexed bonds and investmentsin
foreign securities. The growth in the proportion of non-tradabl e assets, from 62 percent
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Table 3.5
Tradability of the Asset Portfolio, 1998-2002

Balance (NIS billion) Composition (percent)
1998 1999 2000 2001 2002 1998 1999 2000 2001 2002
Total 8324 1,0394 11,1168 1,198.2 1,2141 100.0 100.0 100.0 100.0 100.0
Tradable assets 2809 4164 4417 4588 4301 337 40.1 396 383 35.4
Unindexed assets 41.5 46.7 69.7 85.6 105.6 5.0 4.5 6.2 7.1 8.7
Treasury bills 16.5 18.0 26.2 269 40.1 2.0 1.7 2.3 2.2 33
Gilon and Shahar bonds 24.9 28.7 435 58.7 655 3.0 2.8 3.9 4.9 5.4
CPIl-indexed assets 78.8 80.2 76.4 87.7 898 95 77 6.8 7.3 7.4
Tradable bonds 78.8 80.2 76.4 87.7 89.8 9.5 77 6.8 7.3 7.4
Foreign-currency-indexed and
denominated assets 9.1 15.7 18.7 285 441 11 15 17 24 3.6
Tradable bonds 9.1 12.1 10.8 104 110 11 1.2 1.0 0.9 0.9
Securities abroad 0.0 37 8.0 180 331 0.0 0.4 0.7 15 2.7
Sharesin Israel and abroad 151.6 273.7 2769 2569 1905 182 26.3 248 214 15.7
Non-tradable assets 5515 623.0 6751 7395 7840 66.3 59.9 604 617 64.6
Unindexed assets 1669 2118 2504 2889 2740 20.1 20.4 224 241 22.6
Cash and liquid deposits 45.0 53.7 57.7 68.1 575 54 52 5.2 5.7 4.7
Term deposits 120.5 156.1 190.2 216.8 209.7 14.5 15.0 17.0 17.1 17.3
Savings schemes 1.4 1.9 25 4.1 6.9 0.2 0.2 0.2 0.3 0.6
CPIl-indexed assets 307.3 3234 3296 338.2 3742 36.9 31.1 295 282 30.8
Savings schemes 96.7 100.7 91.3 88.7 102.7 11.6 9.7 8.2 7.4 85
CPI-indexed deposits 519 50.9 55.4 552 59.6 6.2 49 5.0 4.6 49
Other assets 158.7 171.8 1829 1943 2119 191 16.5 164 16.2 17.5
Foreign-currency-indexed and
denominated assets 77.2 87.8 95.1 1124 1358 9.3 8.4 85 94 11.2
Pamah restitutions 18.4 16.7 15.3 169 20.7 2.2 1.6 14 14 1.7
Other Pamah 39.4 47.2 52.6 565 629 4.7 4.5 4.7 4.7 52
Foreign-currency-indexed deposits 6.3 45 2.8 34 45 0.8 0.4 0.2 0.3 0.4
Savings schemes 6.2 6.6 7.8 7.4 6.9 0.7 0.6 0.7 0.6 0.6
Deposits abroad 7.1 12.9 16.7 282 408 0.8 1.2 15 2.4 34

aAssets held by provident and pension funds and life insurance schemes—mainly earmarked bonds.

SOURCE: Based on banks' financial statements, and datafrom TASE, Ministry of Finance, and Foreign Exchange Activity

Department.

in 2001 to 65 percent in 2002, mainly reflected anincreasein CPl-indexed and foreign
currency assets.

The tradability composition of the asset portfolio shows that the decrease in the
unindexed component wasin the non-tradabl e part of the portfolio, whilethe proportion
of unindexed assets (Treasury bills and unindexed bonds) in the tradable part of the
portfolio increased. The growth in the balance of Treasury bills and their proportionin
the portfolio mainly occurred during the last months of the year, and resulted from the
substantial growth in the public’'s demand for Treasury bills. The growth in demand
derived from the tax reform, whereby Treasury bills will be exempt from tax in 2003.
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The public were able to purchase increased quantities of Treasury bills due to the
removal of the ceiling that was previously imposed on their issue and the commercial
banks' sales of theseinstruments.

Box 3.1
The Public’'s Financial Asset Portfolio

The public’s financial asset portfolio includes financial assets owned by the
public that are held directly by the public or indirectly via intermediaries.
Included under the definition of “the public” are households and firmsin the
economy exclusive of the government, the Bank of Israel, the commercial
banks, the mortgage banks and foreign residents. The asset portfolio reflects
the accrual of savingsin financial assets, which constitute the public’s claims
against other entities in Israel and abroad. The portfolio does not include
tangible assets held by the public, such as buildings and equipment. Werelate
to the sharesheld by the public asafinancial asset even though the holding of
shares (apart from foreign shares) constitutesthe public’sclaim against entities
within it—the firms that issue the shares—and not against an externa entity.

There are two reasons for changes in the value of the asset portfolio: One
reason isa(positive or negative) accrual of financial assets by the public; and
assets may be accrued dueto achangein the public’s consumption and saving
habits, that is, when the public sells financial assets and buys tangible assets,
or increases current consumption and vice versa. Such achangeintheportfolio
is possible when other entities, such as the government, foreign residents or
the banks, purchase financial assets from the public or sell financial assetsto
the public. The other reason isachangein the prices of assetsin the portfolio.
Following adepreciation of the exchange ratefor example, theval ue of foreign-
currency indexed investments will increase, as will the total value of the
portfolio. The real value of the portfolio is also affected by the devel opment
of the consumer priceindex, sincearisein theindex hasthe effect of eroding
of the value of the unindexed assets in the portfolio.

The intermediaries that manage financial assets on behalf of the public are
the commercial banks, the mutual fundsand ingtitutional investorsthat engage
in contractual saving—the advanced study funds, the provident and severance
pay funds, the pension funds and the life insurance companies. These assets
include securities (bonds, Treasury billsand shares), saving plans and deposits
from the public, as well as investments abroad (deposits or portfolio
investments). We will relate to the assets that institutional investors manage
on behalf of the public within the framework of contractual saving asaseparate
investment type. Thisisbecause theinvestment considerationsthat the public
employ when operating with these intermediaries differs from their
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considerations with respect to other forms of investment.

Theasset portfolio analyzed here constitutes only part of the public’sassets,
sinceit does not include tangibl e assets and dueto the lack of suitableavailable
data, does not take into account the liabilities created by leveraged acquisition
of part of the assets. The timely availability of data on the financial asset
portfolioisits major advantage. Accordingly, even though theanalysisisonly
partial, it is of great importance for monetary policy. The composition of the
portfolio is determined mainly on the basis of yield, risk and liquidity
considerations, thereby reflecting the public’s decisions on the basis of their
expectations of developments in the capital and money markets.

We have analyzed the asset portfolio on the basis of three main
classifications; asset indexation type, term-to-maturity and asset tradability.
Each of these classifications reflects a different aspect of the public’'s
investment decisions.

1. Asset classification by indexation type: Thedistribution of assetsindexed
to the CPI or to foreign currency and unindexed shekel assets (Table 3.2).
This asset distribution reveals the extent of the public’s credibility in the
stability of the local currency. Yield and risk considerations are of course
taken into account in this respect.

2. Asset classification by term-to-maturity: The term-to-maturity of assets
inthe portfolio reflectsthe public’s preferencesin terms of liquidity. Included
in the short-term group are the means of payment, Treasury bills and deposits
for aterm of up to ayear; in the medium term—bonds, deposits for aterm of
over ayear, saving plans, Israeli residents’ investments abroad, advance study
funds and provident funds;* and in the long term—pension funds and life
insurance plans (Table 3.4).

3. Asset classification by tradability: The tradable part of the portfolio
includes Treasury hills, tradable bonds and shares (Table 3.5). All theremaining
assets are non-tradabl e assets (the means of payment, deposits, saving plans
and earmarked market bonds). This distribution of the portfolio isindicative
of the depth of the capital market.

The composition of the asset portfolio may vary asthe result of changesin
the relative prices of the assets in the portfolio’s different components, or
fromamove between different asset typesin the portfolio, the sale of unindexed
assets and the purchase of CPl-indexed assets, for example. These two
phenomena are usually concurrent and interdependent, because changes in
asset prices lead to an adjustment in the portfolio and vice versa.

1 Theclassification of provident funds by term-to-maturity isproblematic: Although provident
funds usually serve as a 15-year channel of saving, since many of the funds areliquid, for the
purpose of our analysis we have classified them as medium-term assets.
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