Chapter 3
The Public’'s Financial Asset Portfolio

The value of the public's portfolio of financial assets rose by 12.3 percent
in nominal terms during 2003 and reached a total of NIS 1,385.9 hillion
following a moderate increase of 1.8 percent in 2002. The increase in the
value of the portfolio in 2003 encompassed all local assets, whiletheforeign
currency asset component contracted dightly.! The development of the asset
portfolio in the course of the year was affected by two main factors—the
decrease in the yield/risk ratio expected from investment in local assets,
and by the capital market taxation reform.

The decrease in the yield/risk ratio on local assets from March onwards
was reflected by a rise in the prices of all loca financial assets (shares,
bondsand Treasury bills), as compared to adecreasein the prices of foreign
currency assets. The reduction in the Bank of Isragl’sinterest rate resulting
from the decline in inflation expectations supported the upturn in the prices
of local assets. Thereformin capital market taxation, which went into effect
in 2003, was one of the reasons for the public’s move from non-tradable
assets (deposits at the banks and saving schemes) to tradable assets (Treasury
bills and bonds).

A notableincreasewasrecordedin thelocal and foreign share component
of the portfolio in 2003, reflecting the rise in share prices. In the portfolio
exclusive of the share component, the proportion of unindexed assets rose,
whilethe proportion of CPI-indexed assets and foreign currency assetsfell.
The distribution of the asset portfolio by investment term remained largely
unchanged. Among all terms, the proportion of assets held via the banks
fell (the decrease encompassed all indexation types), while the proportion
of bonds and Treasury bills increased.

1. MAIN DEVELOPMENTS

The value of the public’s portfolio of financial assets rose by 12.3 percent in nominal
terms during 2003 and reached a total of NIS 1,385.9 billion (Table 3.1) following a

! The reference here and hereafter is to assets that are denominated or indexed to foreign currency.
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Table3.1
The Financial Asset Portfolio of the Public, 1998-2003

Balance (NIS billion, current prices) Composition and real change (percent)
1998 1999 2000 2001 2002 2003 1998 1999 2000 2001 2002 2003

Total 832.1 1,051.3 1,130.3 1,2122 12344 13859 136 263 75 73 18 123
Assets by indexation
Unindexed assets 2084 2585 3202 3747 3853 4323 250 246 283 309 312 312
CPI-indexed assets 386.2 4037 4060 4259 4631 4725 464 384 359 351 375 341
Assetsin or indexed to

foreign currency 86.0 1154 1272 1547 1960 1899 103 11.0 113 128 159 137
Sharesin Isragl 1331 2215 2229 2266 1713 2613 160 11.0 113 128 159 137
Shares abroad 185 52.2 54.0 30.3 18.7 300 22 50 48 25 15 22
Assetsby term to maturity? 6985 777.6 8534 9553 1,0444 1,094.6
Short term 2118 250.6 2899 3281 3495 3659 303 322 340 343 335 334
Medium term 3303 357.2 3842 4341 479.8 5022 473 459 450 454 459 459
Long term 1564 469.8 1793 1931 2150 2266 224 218 21.0 202 206 207
Commercial banks 3452 4101 4551 5045 5373 5459 415 39.0 403 416 435 394
Unindexed local-currency

deposits 150.1 1895 2239 1568 2448 2718 180 180 198 21.2 19.8 196
CPI-indexed deposits 19.7 18.4 28.9 28.9 32.0 467 24 18 26 24 26 34
Assetsin or indexed to

foreign currency 71.1 93.0 100.7 1187 1439 1397 85 88 89 98 117 101

CPl-indexed savingsschemes  96.7  100.7 91.3 88.7 102.7 769 116 96 81 73 83 55
Foreign-currency-indexed

savings schemes 6.2 6.6 7.8 7.4 6.9 53 07 06 07 06 06 04
Unindexed savings schemes 14 1.9 25 4.1 6.9 55 02 02 02 03 06 04
Assets by institutional composition
Total institutions® 2955 3275 3454 3700 3867 4241 355 312 306 305 313 306
Provident funds 107.3 1168 1198 1235 1195 1343 129 111 106 102 97 97
Advanced study funds 31.8 37.7 42.0 47.8 46.9 544 38 36 37 39 38 39
Established pension funds 951 1016 1054 1094 1197 1206 114 97 93 90 97 87
New pension funds 34 5.3 75 10.7 14.4 186 04 05 07 09 12 13
Life insurance schemes:

guaranteed yield 389 40.2 40.6 415 445 438 47 38 36 34 36 32
Life insurance schemes:

profit sharing 19.0 25.8 30.1 371 41.7 523 23 25 27 31 34 38
The public directly 1915 3137 3298 3378 3105 4159 230 398 292 279 252 30.0

a Excluding shares.
b Engaged in contractual saving.
SOURCE: Based on banks' financial statements, and data from TASE and the Ministry of Finance.

moderate increase of 1.8 percent in 2002. The increase in the value of the portfolio in
2003 encompassed all local assets, while the foreign currency asset component
contracted dightly. The development of the asset portfolio in the course of the year
was affected by two main factors—the decrease in the yield/risk ratio expected from
investment in local assets, and by the capital market taxation reform.
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The decrease in the yield/risk ratio on local assets from March onwards led to a
large rise in the prices of al local financia assets, as compared to a decrease in the
prices of foreign currency assets. A number of factors supported the upturn in the
prices of local assets: the end of the war in Irag in March and as a result, foreign
investors' entry to emerging markets; the decrease in government spending under the
new economic program; the improvement in Israel’s geopolitical situation; and the
receipt of US loan guarantees enabling the government to raise money in foreign
markets. These developments created a positive climate in the local financial markets
and contributed inter alia to a decrease in Israel’s risk premium. This improvement,
together with the large gap between the NIS interest rate and the interest rates in the
USA and Europe, encouraged capital importsto Israel. Foreigninvestors' purchases of
NI'S securities contributed to an appreciation of the NIS against the dollar and to arise
in bond and share prices. The favorable turnaround in the financial markets and the
improvement in the majority of risk indicators, including inflation risk, concurrent
with the continued slowdown in real activity, supported a reduction in the Bank of
Israel’s interest rate during the year. The downward course of the Bank of Isragl’s
interest rate resulting from the decline in inflation expectations increased investors
expectations of areal capital gain oninvestment in bonds and shares, thereby boosting
the upturn in pricesin the capital markets.

Concurrently, the reform in capital market taxation, which went into effect in 2003,
led to a move from unindexed deposits and saving schemes (non-tradable assets) to
Treasury billsand CPI-indexed bonds (tradable assets). Under the reform, all forms of
tradable and non-tradable assets are now taxed at uniform rates, while the taxation
advantagesthat depositors enjoyedin all types of saving schemes have been abolished,
reducing the profitability of investing in them compared with tradable substitutes.
Treasury bills were the only form of investment that remained untaxed in 2003. This
provided them with atemporary advantage over unindexed deposits, which have similar
features apart from tradability, and the proportion of these depositsinthe portfoliofell.
The expansion of the mutual funds, especially those specializing in unindexed NIS
assets, facilitated the public’'s move from bank assets to Treasury bills and bonds.

The local and foreign share component expanded to a notable extent in 2003. The
increase amounted to 50 percent in nominal terms, and contributed to a 12 percent
growth in the asset portfolio. The proportion of sharesin the portfolio rose from 15.4
percent in 2002 to 21 percent in 2003, reflecting the rise in share prices. Most of the
share indexes in Isragl rose by over 50 percent, while the indexes abroad went up by
between 25 to 50 percent, following large decreases in Isragli and worldwide share
indexes of as much as 30 percent in 2002. The upturn in the equity market resulted
from the end of the war in Irag, which encouraged foreign investorsto enter emerging
markets and Israel in particular, as well as the initial signs of arebound in the world
economy, principally in the area of high technology. Since the share component is
notable for relatively high volatility, the public’s asset portfolio will subsequently be
presented without this component.
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The value of the asset portfolio excluding shares rose by 4.8 percent in nominal
termsin 2003 following anincrease of 9.3 percent in 2002. The smaller rate of increase
resulted from the large decline in inflation, from 6.5 percent in 2002 to 1.9 percent in
2003. In real terms, the increase amounted to 8.6 percent in 2003 compared with 2.7
percent in 2002. The real rate of increase in the value of the asset portfolio slowed
from an average of 11 percent ayear during 1999-2001 to 4.8 percent during 2002 and
2003 (Figure 3.1), apparently due to the continuing recession.

Figure 3.1
Change in Value of the Asset Portfolio and its Components, 1993-2003
(in real terms)
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SOURCE: Bank of Israel.

A long-term perspective showsthat two main factors have affected the devel opment
of the asset portfolio—the downturn in inflation and the liberalization of the capital
market.

Thedownturnininflation has affected the composition of the public’sasset portfolio
since 1993. Thisdevel opment has been reflected by agradual decreasein the proportion
of CPI-indexed assets and by an increasein the proportion of unindexed assets (Figure
3.2).

An examination of the indexation composition of the portfolio over time showsthat
the CPlI component has been contracting to a lesser extent. The process whereby the
portfolio has adapted to the decline in inflation appears to be close to completion, and
its stabilization reflects inter alia the public’s preference for CPI-indexed assets in
long-term saving out of risk-minimization considerations: 90 percent of saving schemes
are CPl-indexed; the provident funds and the insurance companies hold two thirds of
all tradable CPI-indexed bonds; and alarge part of the pension funds' assets consist of
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Figure 3.2

Indexation Composition of the Asset Portfolio,? 1998-2003
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earmarked bonds, which are also CPI-indexed. Investment in unindexed and foreign
currency indexed bonds is affected more by short-term considerations.

Figure 3.3
Israelis’ Assets Abroad, 1998-2003
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Table 3.2

Distribution of the Public’'sAsset Portfolio, by Indexation, 19982003
(current prices)

Balance (NIS billion) Composition (percent)
1998 1999 2000 2001 2002 2003 1999 2000 2001 2002 2003
Total 832.1 1,051.3 1,130.3 1,212.2 1,234.4 1,3859 100.0 100.0 100.0 100.0 100.0
Unindexed assets 2084 2584 320.0 3745 3853 4322 246 283 309 312 312
Cash and liquid deposits 45.0 53.7 57.7 68.1 624 732 51 51 56 51 53
Term deposits 1205 1561 190.2 2168 2101 211.7 148 168 179 170 153
Treasury bills 16.5 180 262 270 405 471 17 23 22 33 34
Gilon and Shahar bonds 249 288 436 5589 655 948 2.7 39 49 53 638
Savings schemes 14 19 25 41 6.9 55 0.2 0.2 03 06 04
CPI-indexed assets 386.2 4037 406.0 4259 4631 4725 384 359 31 375 341
Savings schemes 96.7 1007 913 887 1027 76.9 9.6 81 73 83 55
CPI-indexed deposits 51.9 509 554 552 584 704 48 49 46 47 51
Tradable bonds 78.8 802 765 878 89.7 104.6 7.6 68 72 73 76
Other assets? 158.7 1718 1829 1943 2123 2206 163 162 160 172 159
Shares 1516 2737 2769 2769 1900 2913 260 245 212 154 210
InIsragl 1331 2215 2229 2266 1713 2613 211 197 187 139 189
Abroad 185 522 540 303 18.7 30.0 50 48 25 15 22
Assetsin and indexed to
foreign currency 86.0 1154 1272 1547 1960 189.9 110 113 128 159 137
Assetsin Israel 79.3 871 892 947 1060 1055 8.3 79 78 86 76

Pamah (resident foreign-
currency) restitutions deposits ~ 18.4 16.7 15.3 16.9 20.7 216 1.6 14 14 17 16
Other Pamah (resident foreign-

currency) 394 47.2 52.6 56.5 62.9 64.5 45 4.6 47 51 47
Foreign-currency-

indexed deposits 6.3 45 2.8 34 45 4.8 0.4 0.2 03 04 03
Tradable bonds 9.1 12.1 10.8 10.5 10.9 9.3 12 1.0 09 09 07
Savings schemes 6.2 6.6 7.8 7.4 6.9 5.3 0.6 0.7 06 06 04
Assets abroad 7.1 805 380 60.0 90.1 844 7.7 34 49 73 61
Deposits abroad 7.1 24.7 300 419 558 504 2.3 2.7 35 45 36

Securities abroad (excl. shares) 0.0 55.9 8.0 18.0 343 340 53 0.7 15 28 25
aAssets held by provident and pension funds and life insurance schemes—mainly earmarked bonds.
SOURCE: Based on banks' financial statements, and data from TASE and the Ministry of Finance.

Another factor that affected the composition of the portfolio was the liberalization
of theforeign currency market. This development wasreflected inter alia by increased
investment in foreign currency assets, and especially by thegrowthin Isragli residents
investments abroad. Figure 3.3 presents the development of Isragli residents’ assets
abroad, principally shares abroad (Israeli and foreign shares) and deposits.

The amount of assets that Israeli residents hold abroad increased rapidly in 1999,
for two main reasons. Thefirst reason wasthe effect of the external shock at the end of
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1998, which resulted in local investors reducing their exposure to foreign currency
risks. This led to a growth in demand for assets abroad. The other reason was the
expansion of the high-tech industriesin Isragl and abroad during the years 1999-2000,
which led to large rises in the high-tech shares. This development contributed to a
growth in Isragli high-tech companies stock issues abroad, part of the proceeds of
which were l€eft in deposits abroad. During the same period, the public’'s investments
in shares abroad nearly doubled. (The following two years saw the opposite trend, as
the world’s equity marketsfell.)

2. THE INDEXATION COMPOSITION OF THE ASSET PORTFOLIO

The proportion of unindexed assets in the portfolio excluding shares rose from 36.9
percent in 2002 to 39.5 percent in 2003 dueto an increasein the proportion of unindexed

Table 3.3
Distribution of Assets, by I ndexation (excluding shares), 19982003
(current prices)

1998 1999 2000 2001 2002 2003

Unindexed assets 30.6 332 375 39.2 36.9 39.5
Cash and liquid deposits 6.6 6.9 6.8 7.1 6.0 6.7
Term deposits 17.7 20.1 22.3 22.7 20.1 19.3
Treasury bills 2.4 2.3 31 2.8 3.9 4.3
Gilon and Shahar bonds 3.7 37 51 6.2 6.3 8.7
Savings schemes 0.2 0.2 0.3 0.4 0.7 05
CPI-indexed assets 56.7 51.9 57.6 44.6 44.3 43.2
Savings schemes 14.2 12.9 10.7 9.3 9.8 7.0
CPI-indexed deposits 7.6 6.5 6.5 5.8 5.6 6.4
Tradable bonds 11.6 10.3 9.0 9.2 8.6 9.6
Other assets 233 221 214 20.3 20.3 20.2
Assetsin and indexed to

foreign currency 12.6 14.8 14.9 16.2 18.8 174
Assetsin Israel 11.6 11.2 10.5 9.9 10.1 9.6
Pamah (resident foreign-currency)

restitutions deposits 2.7 21 18 1.8 20 20
Other Pamah (resident foreign-currency)

deposits 5.8 6.1 6.2 5.9 6.0 59
Foreign-currency-indexed deposits 0.9 0.6 0.3 0.4 0.4 04
Tradable bonds 13 1.6 13 11 1.0 0.8
Savings schemes 0.9 0.8 0.9 0.8 0.7 0.5
Assets abroad 1.0 104 45 6.3 8.6 7.7
Deposits abroad 1.0 3.2 35 4.4 5.3 4.6
Securities abroad (excluding shares) 0.0 7.2 0.9 19 33 31

SOURCE: Based on banks' financial statements, and data from TASE and the Ministry of Finance.
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bonds and Treasury bills (Table 3.3). The CPI-indexed asset component contracted
from 44.3 percent of the portfolio in 2002 to 43.2 percent in 2003, reflecting a mixed
trend: adecrease in the proportion of deposits and saving schemes, and an increase in
the proportion of CPI-indexed bonds. The positive development in Treasury bills and
(unindexed and CPI-indexed) bonds derived from a number of factors: the series of
cuts in the Bank of Israel’s interest rate resulting from the decline in inflation
expectations and the appreciation of the NIS against the dollar; the reduced risk of
investment in all terms of NIS assets; and the reduced profitability of investment in
deposits and saving schemes resulting from the tax reform. Concurrently, the cost for
the government of raising capital abroad decreased due to the receipt of US loan
guarantees, and thereby madeit possible to reduce the extent of government borrowing
in the local bond market. This positive development had the effect of raising pricesin
that market. The public conducted most of their activity in the unindexed market via
the mutual funds, which were exempt from capital gains tax on the sale of bonds in
2003. CPI-indexed bondswere notablefor direct activity by the public, apparently due
to the reduction in tax for individuals.

The proportion of foreign currency assets in the portfolio fell from 18.8 percent in
December 2002 to 17.4 percent in December 2003, a change that mainly reflected the
6 percent appreciation of the NIS against the dollar following the large 10 percent
depreciationin 2002. In 2003, amoderate decrease was recorded in all foreign currency
assets—deposits, saving schemes and bonds. This was despite the fact that Gilboa
dollar-indexed bonds at anominal valueNIS 8.8 billion were redeemed in 2003, without
any further issues of these bonds. Although large in size, the Gilboa redemption does
not appear to have led to major changes in the proportion of foreign currency assets.
This was because those owning the bonds adjusted their holdings in good time.

3. DEVELOPMENT OF THEASSET PORTFOLIOBY TERM TOMATURITY AND
BY TRADABILITY

The timing composition in the public’s asset portfolio remained largely unchanged in
2003 compared with December 2002. This was after the public had extended their
investment duration in 2002. The proportion of short-term assetsremained at athird of
the asset portfolio, while the proportion of medium and long-term assets amounted to
46 percent and 20.7 percent respectively (Figure 3.4).

The distribution of the public's investments by timing composition reflected an
increasein the proportion of tradabl e assets at the expense of non-tradabl e assets among
all indexation types. Some 90 percent of the short-term asset component consisted of
non-tradable assets—unindexed deposits or foreign currency indexed deposits. The
demand for unindexed deposits declined because of thefall ininterest ratesthat resulted
from the Bank of Isragl’s interest rate cuts, which directly affected all bank interest
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Table 3.4

Distribution of the Public’'s Asset Portfolio, by Term to Maturity,2 1999-2003
(current prices)

Balance (NIS billion) Composition (percent)
1999 2000 2001 2002 2003 1999 2000 2001 2002 2003

Total 7776 8534 9553 1,044.41,0946 1000 100.0 100.0 100.0 100.0
Short-term assets 2506 2899 3281 3495 3659 322 340 343 335 334
Liquid local-currency assets 46.9 496 58.3 542 64.6 6.0 58 6.1 52 59
Unindexed deposits 1312 1595 1766 1786 1772 16.9 18.7 185 171 162
CPl-indexed deposits 0.3 0.1 0.1 0.1 0.3 0.0 00 00 00 00
Pamah (resident foreign-currency

deposits) 545 583 66.1 743 762 7.0 6.8 6.9 71 70
Patzam (exchange-rate-indexed

time deposits) 3.7 22 2.4 2.7 2.7 0.5 03 03 03 02
Treasury bills 140 201 24.6 39.6 449 18 24 26 38 41
Medium-term and other assets 357.2 3842 4341 4798 5022 459 450 454 459 459
Savings schemes 1092 1016 1001 1165 877 140 119 105 112 80
Unindexed deposits 217 253 34.3 253 300 2.8 30 36 24 27
CPl-indexed deposits 181 288 28.8 31.8 466 23 34 30 30 43
Foreign-currency-indexed deposits 0.8 0.0 0.4 0.2 05 0.1 00 0.0 00 0.0
Pamah (resident foreign-currency

deposits) 9.3 9.5 7.3 9.1 9.8 12 11 08 09 09
Bonds 409  46.7 59.8 636 929 53 55 6.3 6.1 85
Investment abroad 26.6 35.9 56.3 848 741 34 42 59 81 68
Provident funds 92.8 94.5 99.2 101.6 1138 119 111 104 9.7 104
Advanced study funds 37.7 420 47.8 469 46.8 49 49 50 45 43
L ong-term assets 169.8 1793 1931 2150 2266 21.8 210 202 206 207
Established pension funds 101.6 1054 1094 119.7 1201 131 124 115 115 110
New pension funds 53 75 10.7 144 179 0.7 09 11 14 16
Life insurance plans

Guaranteed-yield 40.2 40.6 41.3 443 437 5.2 4.8 4.3 4.2 4.0

Profit-sharing 226 258 317 36.6 449 29 30 33 35 41

aExcluding sharesin Israel and abroad.
SOURCE: Based on banks' financial statements, and data from TASE and the Ministry of Finance.

rates, and due to the taxation of depositsunder thetax reform. The proportion of foreign
currency depositsfell asaresult of the low interest rates on them and the expectations
of continued calm in the foreign currency market. The proportion of Treasury hillsin
the asset portfolio increased, as did the share of liquid NIS assets, which offset the
decrease in the proportion of deposits.

The growth in the proportion of medium-term assets reflected the increased share of
indexed and unindexed bonds in the portfolio, although this was completely offset by
the reduced investment in (mostly CPI-indexed) saving schemes.

The proportion of profit-sharing life insurance schemes and pension funds for new
members to the public’s total assets rose during 2003 due to an improvement in their
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Table 3.5

Tradability of Asset Portfolio, 1999-2003
(current prices)

Balance (NIS billion) Composition (percent)
1999 2000 2001 2002 2003 1999 2000 2001 2002 2003
Total 11035 1,1304 1,212.2 1,23451,3859 100.0 1000 100.0 100.0 100.0
Tradable assets 468.7 4419 4590 4309 5811 425 39.1 379 349 419
Tradable assets (excluding shares) 1950 1650 2021 2409 2898 228 17.3 193 220 26.5
Unindexed assets 46.8 69.8 85.8 106.0 1419 4.2 6.2 7.1 8.6 10.2
Treasury bills 18.0 26.2 270 405 471 16 23 22 3.3 34
Gilon and Shahar bonds 28.8 436 58.9 655 94.8 2.6 39 49 53 6.8
CPl-indexed assets 80.2 76.5 87.8 89.7 104.6 7.3 6.8 7.2 7.3 7.6
Tradable bonds 80.2 76.5 87.8 89.7 104.6 7.3 6.8 7.2 7.3 7.6
Assetsin and indexed to
foreign currency 68.0 18.8 285 452 433 6.2 1.7 24 37 31
Tradable bonds 12.1 10.8 10.5 10.9 9.3 11 1.0 0.9 0.9 0.7
Securities abroad (excl. shares) 55.9 8.0 18.0 343 340 51 0.7 15 2.8 25
Sharesin |srael and abroad 2737 2769 2569 1905 291.3 2438 245 21.2 154 21.0
Non-tradable assets 6348 6884 7532 803.6 8048 575 60.9 62.1 651 85.1
Excluding shares
76.5 80.7 788 769 735
Unindexed assets 2117 2504 2889 2793 290.3 19.2 221 238 226 20.9
Cash and liquid deposits 53.7 57.7 68.1 624 732 4.9 51 5.6 51 5.3
Term deposits 156.1 190.2 216.8 2101 2117 141 16.8 179 170 15.3
Savings schemes 1.9 25 4.1 6.9 55 0.2 0.2 0.3 0.6 04
CPI-indexed assets 3234 3296 3382 3744 3679 293 29.2 279 302 26.5
Savings schemes 100.7 91.3 88.7 1027 76.9 9.1 8.1 7.3 8.3 55
CPI-indexed deposits 50.9 55.4 55.2 584 70.4 4.6 4.9 4.6 47 5.1
Other assets? 171.8 1829 1943 2123 2206 15.6 16.2 16.0 172 15.9
Assetsin and indexed to
foreign currency 99.6 1084 1261 150.9 146.6 9.0 9.6 104 122 10.6
Pamah (resident foreign-currency)
restitutions deposits 16.7 15.3 16.9 207 216 15 14 14 17 16
Other Pamah (resident
foreign-currency) 47.2 52.6 56.5 629 645 4.3 4.6 4.7 5.1 4.7
Foreign-currency-indexed deposits 45 2.8 34 45 4.8 0.4 0.2 0.3 0.4 0.3
Savings schemes 6.6 7.8 7.4 6.9 53 0.6 0.7 0.6 0.6 04
Deposits abroad 24.7 30.0 419 55.8 50.4 22 2.7 35 45 3.6

aAssets held by provident and pension funds and life insurance schemes—mainly earmarked bonds.
SOURCE: Based on banks' financial statements, and data from TASE and the Ministry of Finance.

profits. Investors exploited the favorable developments in the capital market in order
toincreasetheir holdings of tradable assets, principally corporate bonds, at the expense
of bank deposits. The proportion of the pension funds for established members and
guaranteed-yield life insurance schemes fell. As a result, the long-term investment
component remained largely unchanged.
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Figure 3.4
Distribution of the Asset Portfolio (Excluding Shares) by

Term to Maturity, 1999-2003
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SOURCE: Bank of Israel.

Box 3.1
The Development of Structured Products

During recent years, financial intermediaries have offered the Israeli public
new forms of investment known as structured products that have existed in
theWesternworld for severd years. The balance of structured (mainly foreign
currency) deposits in the banking system amounted to NIS 10 billion in
September 2003, and in December 2003 issues of structured foreign currency
indexed bonds totaled NIS 2.3 billion. Contributing to this devel opment
were the cut in the Bank of Israel’s interest rate and worldwide interest
rates, which reduced the relative attractiveness of bank deposits, and the
increased sophistication of the financial markets. Structured products are
financial products (usually adeposit or abond) aimed at investors who are
willing to take a certain degree of relatively low risk in return for adlightly
higher return than that offered by fixed-income investments, such as
government bonds or bank deposits.

These products guarantee the investor a full return on the investment
principal, aguarantee that does not exist with equity investments, although
the interest rates on structured deposits and bonds is lower than the usual
market rates and some of them do not bear interest. In return for the waiver
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of part of theinterest obtained on fixed-incomeinvestment, theinvestor has
as stated the chance of obtaining afinal higher yield. Thisis dependent on
several factors—mainly the development of the share indexes and the
exchange rate or another underlying asset.

Two principa concepts are employed in the structured products market.
The first concept is the range, which defines the conditions at which the
investor is entitled to receive the yield guaranteed to him. This is a pre-
agreed range of changes expected in one of the components of the structured
product—for example, acertain level of the Libor interest rate or a certain
level of thedollar-NISexchangerate. If the actual changesexceed thisrange,
the investor will not obtain any return on his money. The second concept is
the coupon; the interest rate (return) paid on the structured product if the
previously mentioned conditionsarefulfilled. The coupon is sometimesthe
return on one of theindexesin the equity market, and is sometimes cal culated
in amore complicated manner, usually on the basis of interest rates abroad.

Asaresult of thetax reform, tax has been imposed on theinterest rate on
astructured product—adeposit or bond—10 percent on the nominal interest
rate (coupon) and 15 percent on the real interest rate.

Since most structured deposits are for arelatively long term of 5-6 years
and more, without exit stations, the investor has to wait until the end of the
investment period. However, a structured bond is similar to a government
bond. While the investor obtains the return guaranteed to him at the end of
the bond's lifetime, he can sdll it in the stock market on any trading day.
The difference between a structured bond and a government bond is that
with the former, the party offering the transaction (usually a financial
organization from abroad) can decide to expedite the redemption of the
bond—an action known as call—if that party perceivesitsrisk exposure as
being too high.
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