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Chapter 1
Israel's Banking System – Activity, 
Financial Results and Risks in 2005 
and for the Long Term

The performance and strength of Israel’s banking system continued improving in 
2005. This was reflected by a further growth in return on equity, which reached 
its highest level since 1989, together with the continued downward trend in the 
risks that banks are exposed to, most notably in credit risk (although these are 
still high).

The background factors that contributed to the improved profitability of the 
banking system and its expanded activity are apparently the upward trend in 
economic activities in Israel and abroad in the past three years, and the expanded 
activity of the capital market. Against the background of the improved profitability 
and fall in risk, it is important to stress the rise in capital adequacy, for despite the 
rise, Israel is among the countries with the lowest excess capital adequacy ratio 
(that is above the minimum required).

The central components of the rise in the banking system's profitability in 
2005 were the rise in net interest income and a reduction in loan-loss provision. 
The sale of subsidiaries and holding companies also contributed to the rise in 
profits this year for the banking groups, and this is expected to strengthen in 2006, 
given the one-off profits that the banks will register by selling their holdings 
in management companies of provident and mutual funds, in the framework of 
the Bachar recommendations. Also as part of this framework, the banks will 
be allowed to operate in the fields of pension fund advice and life insurance 
products in the future, and this is expected to increase banks' interest and non-
interest income. Financial results for the first half of 2006 point to an improved 
performance for the banks, expressed in the further rise in profitability and a fall 
in bank risks.
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In 2005 the process of transferring control in the two last commercial banks 
still in state hands––the Discount and Leumi groups––to private parties that had 
bought the controlling shares, was completed. By 2006 all the commercial banks 
in the Israeli banking system were now privately owned.

During the year the dominance of the banking system in the field of financial 
intermediation continued to fall, following the increased threat of competition 
from non-bank financial intermediaries, in a process that began in 2003. An 
expansion of economic activity also contributed to this, seen in the growth in 
demand for financing by both the business and retail sectors. However unlike 
the business sector, which raised most of its funds through the issue of corporate 
bonds in the capital market, the retail sector has still little choice other than bank 
credit.

A further factor in the fall in the banks' dominance in the credit market was 
their policy not to expand bank credit (credit rationing); this was in light of their 
bad past experience when the banks expanded their credit while the economy was 
in a state of depression.

As the banks exercise stronger “market power” in the retail sector than on the 
business sector, the rise in competitive threat on business sector credit moved 
them to expand their credit to households.

The growth in banks' profits and profitability, alongside some reduction in bank 
risks, was reflected in the improved risk-adjusted return on capital (RAROC) for 
all five major banking groups. The improved performance of the banking system 
was also seen in investors' expectations regarding bank shares, as reflected in the 
sharp rise in the MV/BV ratio of the banks, that is the ratio of the market value, 
as assessed by investors, of those banks whose shares are traded on the Tel Aviv 
Stock Exchange, to their book value.

Overall the banks' improved performance was expressed in the further 
improvement of the robustness (“Hosen”) index of the banking system this year, 
further to its improvement in the previous two years, from when the economy 
began to extricate itself from the recession of 2001–02.
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PART 1
DEVELOPMENTS IN ISRAEL’S BANKING SYSTEM

1. BACKGROUND – MACROECONOMIC DEVELOPMENTS

The economic growth trend that began in 2003 continued in 2005, as GDP, product 
of the business sector, and the composite state-of-the-economy index advanced by 5.2 
percent, 6.6 percent, and 5.6 percent, respectively (Figure 1.1).

All industries except construction showed growth. The strong growth rates were 
reflected in the labor market, as the average unemployment rate fell from 10.4 percent 
in 2004 to 9 percent in 2005 and the real average wage per employee post rose by 1.8 
percent (Figure 1.2).

The improvement in the banking system’s economic environment was accompanied 
by a surging capital market. During the year, the leading share indices—the TA-25, the 
TA-100, and the General Share Index—advanced by 25–30 percent and the commercial 
bank shares gained conspicuously (by 52 percent, Figure 1.3). Share trading volumes 
averaged NIS 1 billion per day of trading—the highest level in the past decade—
reflecting both the development and the liquidity level of the capital market (Figure 1.4). 
The trend was furthered by greater involvement on the part of nonresident investors1 

1  Total nonresident financial investments were around $2 billion at the end of 2005.
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and institutional players (pension funds, 
provident funds, and insurance companies) in 
the capital market.

Daily trading in government bonds, 
Treasury bills, and corporate bonds (of public 
companies) also expanded perceptibly (by 30 
percent relative to 2004) and came to NIS 1.3 
billion on daily average. Trading in corporate 
bonds was especially lively, at NIS 220 million 
on daily average—up 300 percent from 2004, 
due in part to large issues of such bonds. These 
developments in the issuance of and trading in 
corporate bonds in the secondary and primary 
markets reflect the rapid growth that is occurring 
in the market of bank-credit substitutes.

The favorable developments in the capital 
market had an indirect positive effect on banks’ 
revenues in the senses of both operating income 
(a 20 percent increase in revenues from capital-
market activity; Table 1.14) and profit, as 
derived from direct investments in the capital 
market (mainly in shares; Table 1.12).
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2. ACTIVITY OF THE BANKING GROUPS

a. Introduction

The Israeli banking system is composed of five large banking groups, two independent 
banks, and two branches of foreign banks (Figure 1.5 and Table 1.1). In addition to 
classical banking intermediation that focuses on commercial banking (along with 
mortgage loans, most of which is provided today by commercial banks), the large 
banking corporations use subsidiaries to engage in additional fields of activity that 
complement commercial banking, thereby allowing them to provide what amount to 
universal banking services. The banking and financial services that the banking system 
delivers include credit cards2 and overseas banking (via subsidiaries and branches), 
along with direct and indirect ownership of companies that operate in the capital market 
as consultants, trade in securities and financial assets, manage customers’ portfolios, 
and engage in underwriting and issues.

2  Even though the stake is limited to 20 percent of the banking corporation’s capital and 20 percent of 
means of control in the acquired corporation.
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The banks also maintain stakes in non-banking and insurance companies by holding 
their shares (in limited proportions and without management rights), mainly in order to 
diversify their groups’ profit centers. The activities described above allow the banking 
groups to utilize economies of scale and diversity and to spread risks more effectively 
than small independent banks can.

Until the review year 2005, the banks—by means of banking subsidiaries—also 
managed most of the mutual-fund industry and long-term savings by managing the 
provident-fund companies. However, their universal banking activities contracted in 
2005 after the Bachar Commission recommendations were implemented in legislation.3 
In the foreseeable future, the banks will focus on financial and pension consulting and 
on underwriting—along with classical banking intermediation activity, of course. In the 
last-mentioned field, too, competition from non-banking financial intermediaries in the 
issue of credit to the public has been accelerating in recent years.

b. Main developments in balance-sheet activity

The total balance sheet of the five banking 
groups was NIS 859.2 billion, up 5.7 percent 
from 2004 (Table 1.2). Source-related 
changes in the five groups’ consolidated 
balance sheets were most conspicuous in 
capital liabilities—bonds and deferred letters 
of liability—which increased by 29.1 percent 
(from NIS 39.6 billion at the end of 2004 to 
NIS 47.3 billion a year later) and deposits 
from the public, which grew by 4.9 percent 
(from NIS 653.8 billion at the end of 2004 to 
NIS 675.1 billion a year later).

The main changes on the assets side 
occurred in cash and bank deposits, which 
increased by 15.6 percent among the five 
groups; securities, up 9.4 percent; and 
outstanding balance-sheet credit to the public, 
up 3.4 percent—from NIS 536.3 billion at 
the end of 2004 to NIS 554.3 billion a year 
later (Figure 1.6 and Table 1.2).

Credit to the public (on the balance sheet, net of non-monetary items) from the five 
large banking groups advanced by 3.3 percent in 2005 and came to NIS 553.8 billion 
(Table 1.3), after no change in 2004 and decreases of 0.3 percent and 1.2 percent in 2002 
and 2003, respectively.

3  For further detail, see box in Part 2 of this chapter.
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Two factors had contrasting effects on the level of credit in the review year. The 
continuing growth trend (5.2 percent in 2005 as against 4.4 percent in 2004; Figure 
1.1) whet demand for bank credit (the income effect) while the increase in non-banking 
alternatives to bank credit dampened this demand (the substitutability effect; Figure 1.7). 
The main beneficiaries of the growth in non-bank credit were publicly traded companies 
and large private firms that are typified by low credit risk. Two factors—an increase in 
capital adequacy (resulting in a larger excess of capital adequacy) and a decrease in 
borrower risk—had an expansionary effect on the supply of banking credit.

In the resulting re-equilibration of banking credit, outstanding credit to the public 
rose slightly and interest rates on unindexed and indexed credit edged downward. (In 
the foreign-currency segment, interest climbed slightly due to an upturn in the LIBOR 
rate during the past year—Table 1.4, Figure 1.12).

Several major developments allowed Israel’s financial markets to become more 
efficient and gradually induced institutional investors—pension funds, provident funds, 
and insurance companies—and foreign banks to become large-scale participants in the 
domestic capital market: an increase in the unrestricted and tradable portion of long-
term savings vehicles (pension funds, provident funds, and insurance plans), a steep 
decrease in the extent and mix of government bond issues (due to the sharp contraction 
of government debt and the government’s preference of issuing bonds abroad4), and the 
equalization of tax rates on capital gains from securities investments. Concurrently, the 

4  The government raised only NIS 5 billion on the domestic capital market in 2005 (total issues less 
redemptions), about one-fourth of the sum raised in each of the two previous years.
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supply of corporate bonds increased (as firms preferred to raise capital from the public 
than to take bank credit—Table 1.5).

These factors are subjecting the banking system to true contestability in credit for 
the domestic market. The non-banking sources serve the business sector, in the main, 
as an alternative to domestic banking intermediation in raising capital. (Importantly, the 
expansion of the market of bank-credit alternatives has made this market accessible not 
only to large borrowers but to medium borrowers as well.) Venture-capital companies 
are also raising more money due to the high-tech recovery. Thus, the non-bank 
intermediaries are presenting the domestic banking sector with a contestability threat in 
the issue of business credit.

Businesses5 raised NIS 63.7 billion in 2005 from alternative sources6 in 2005 
as against NIS 57.1 billion in 2004 (pursuant to a trend that began three years ago). 
Concurrently, the banking system issued only NIS 10.4 billion in business credit (Table 
1.5, Figure 1.8).

5  Non-bank credit is available largely to relatively strong business customers—mostly publicly traded 
companies or private companies that operate extensively in Israel and abroad and have rather easy access 
to the alternative-credit market—unlike households, which have no adequate alternative to bank credit in 
financing their outlays.
6  The capital market, insurance companies, provident funds, credit from foreign banks, and issues in 
foreign capital markets.
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The banking system used its surplus sources (generated by stiffer competition 
from non-bank entities) to build up its domestic securities from NIS 135.2 billion to 
NIS 147.6 billion (a 9.4 percent increase—Table 1.6) and to increase its bank deposits 
and holdings of securities abroad (by 24 percent and 30 percent, respectively, in real 
terms—Tables A.1.1– A.1.3).

Also due to the intensification of contestability in business credit from non-banking 
sources, the banks began this year to reroute sources to the retail segment. The blossoming 
of non-banking alternatives for business borrowers seems to have prompted the banks 
to increase their lending to households and small businesses, because these groups have 
lower credit risk and deliver higher profits. (See Part 2 of this chapter for further details.) 
The implementation of Proper Conduct of Banking Business Directive 325, concerning 
credit-facility management,7 also speeded up the development of non-banking sources 
of consumer credit. As they prepared to meet the requirements of Directive 325 during 
the year, the banks made more time credit available to their customers so that credit 
facilities would not be overrun when the directive went into effect.8

The credit-card companies (Isracard, ICC, and Leumi Card)—all of which are 
banking subsidiaries—expanded their activities in 2005 by issuing revolving credit 
cards.9 RCCs give customers flexibility by allowing them to determine the amounts 
and times to be charged during the month in accordance with their changing needs 
and abilities.10 Furthermore, the number of cards issued by the credit-card companies 
increased in 2005 by 22.3 percent over 2004, after a 15 percent increase in 2004 relative 
to 2003 (Table 1.7).11

These two developments—the increase in issue of credit cards at card companies’ 
liability and the use of revolving-credit cards—were main factors behind the growth in 
outstanding credit, most of which accrued to the consumer segment at the liability of 
the credit-card companies. Outstanding credit of this type was NIS 841.2 million at the 
end of December 2005 as against NIS 466.8 million at the end of December 2004—an 
80.1 percent increase (Figure 1.9). Outstanding bank credit to private individuals for 
nonhousing purposes was NIS 146.7 billion at the end of 2005 as against NIS 134.9 
billion a year earlier (Table 1.20.)

The contestability threat to bank credit (both business and retail) has presumably 
begun to heat up and will gain further momentum as soon as trading in short-term 
commercial paper (an alternative non-bank source of business credit) begins, repo 

7  The directive requires banks to establish a credit facility for each customer, tailored to h/her needs, 
repayment ability, and collateral, on the basis of documented analysis. Due to concern that the banks would 
not be able to make timely preparations for the conclusion of facility agreements with all customers, the 
original deadline for implementation was postponed from January 1, 2006, to July 1, 2006.
8  The seven commercial banks issue 78 percent of outstanding unindexed credit to business customers.
9 The principle behind an RCC is the provision of a credit facility that is separate from and independent
of the bank account, thereby allowing the customer to maintain an account for expenses that is alternative to 
his current account. Thus, Leumi Card offers the “Multi,” ICC the “Aktiv,” and Isracard the “More.”
10  The de facto result is a short-term loan.
11  The credit provider in this case is the credit-card company, not the bank.
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transactions are introduced, and securitization transactions on various types of credit 
(retail and business) are allowed, as is conventionally done around the world. 

The changes in outstanding credit were uneven among the system’s activity segments. 

Unindexed shekel activity, which accounts for 37 percent of outstanding credit to the 
public, increased by 12 percent while indexed shekel activity advanced by only 4 
percent (Figure 1.10 and Table 1.3). The redirection of credit from indexed to unindexed 
vehicles evidently traces to the decline in inflation uncertainty, as reflected in a decrease 
in the standard deviation of inflation expectations to one year ahead (Figure 1.11) and 
the continued increase in raising of capital by means of corporate bonds, nearly all of 
which are indexed (Table 1.5).12

Foreign-currency credit declined by 6 percent due to a change occasioned by the 
price effect, as an increase in the LIBOR dollar interest rate depressed demand for this 
form of credit (Figure 1.12). This led to a change in the mix of borrowers in the indexed 
segment, as large business borrowers repaid CPI-indexed bank credit and raising indexed 
sources from non-bank entities.

12  Most corporate bonds in Israel are indexed to the CPI; therefore, they serve as an alternative to indexed 
credit.
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Examination of the distribution of indexed credit by corporation size shows that large 
and medium firms account for only 55 percent of outstanding indexed bank credit13 as 
against 71 percent of unindexed credit, a field that is noted for a paucity of non-bank 
credit alternatives. Thus, the effect of substitutability on the indexed segment has become 
more conspicuous in recent years,14 illustrating the unavailability of credit alternatives 
to credit consumers. It also points to the strong dominance of the banking system in 
unindexed activity, since almost all credit alternatives are available in medium and long 
terms and there are hardly any short-term alternatives in unindexed shekel credit. This 
dominance gives the banking system market power that it brings to bear against retail 
clients. (See Israel’s Banking System, 2004).

Outstanding housing credit increased during 2005 at a moderate 4.1 percent pace and 
came to NIS 125.5 billion. The growth traces to several factors: an upturn in personal 
disposable income and financial wealth, occasioned, among other things, by rising prices 
in the capital markets; the continued decline in unemployment rates (9 percent on average 
in 2005 as against 10.4 percent in 2004); and a low interest environment during most of 
the year (in the unindexed segment, in both short and long terms—Figure 1.13). These 

13  In the past, nearly all unindexed activity took place vis-a-vis the business sector and, especially, large 
corporations, whereas indexed credit was used to finance long-term real investments.
14  It should be borne in mind, however, that a low inflation environment has a negative effect on the 
public’s demand for indexed credit. Israel’s low level of inflation in the past two years redirected demand 
for CPI-indexed credit to unindexed credit.
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factors stimulated private customers’ demand 
for housing credit and nonresidents’ demand 
for dwellings in Israel as investments. 15 Much 
of the banks’ performance in housing credit 
originates in payback of loans previously 
taken. The trend of rollover of housing loans 
continued this year, as in 2004 (an increase of 
66.1 percent—Table 1.8), mainly due to the 
decline in interest rates on indexed loans.

The banks encouraged this process because 
rollover activity enhances their operating and 
financial revenues. As for the distribution of 
housing credit, the transition to unindexed 
credit continued in 2005 due to the settling of 
inflation at a low level, the decline in inflation 
uncertainty in recent years, and greater 
availability of long-term unindexed sources 
amid the continuing contraction of indexed 

15  Nonresident real-estate investments (mostly in prestige dwellings) burgeoned from $0.2 billion two 
years ago to $1 billion in 2005.
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sources. Consequently, the share of CPI-indexed housing loans has been declining in 
recent years, at 75 percent of total housing loans at the end of 2005 as against much 
higher rates until recently.16 Concurrently, the share of foreign-currency-denominated 
and -indexed loans increased, as did the share of unindexed loans (11 percent at the end 
of 2005).

c. Off-Balance-Sheet activity

Bank-guarantee and bank-liability transactions17—Three consecutive years of rosy 
economic trends have reduced the risk and uncertainty that accompanies the issue 
of guarantees and the assumption of liabilities by banks. Accordingly, the balance of 
off-balance-sheet activity increased by 12 percent in 2005, much as in 2004, and is 
estimated at NIS 301 billion. This is the result of economic growth, among other things 
(Table A.1.4).18 Increases were observed on all lines except “Documentary Credit” and 
“Liabilities on Account of Open Credit-Card Transactions,” which account for 8 percent 
of total transactions. The strongest upturn occurred in “Balance of Irrevocable Liabilities 
for Issue of Credit Approved and Not Yet Taken,” which constitutes 24 percent of the 
total—due to impressive increases in these balances among the three large banking 
groups. Another line, “Unused Overdraft Facilities and Other Credit Facilities to the 
Public,” increased by 10 percent. This upturn was evidently brought on by the unilateral 

16  93 percent at the end of 2000, 90 percent of the end of 2001, 87 percent of the end of 2002, 83 percent 
of the end of 2003, and 77 percent of the end of 2004.
17  Transactions in which the balance represents a credit risk.
18  There is a 68 percent correlation between the rate of economic growth and the share of off-balance-sheet 
activity that is attributed to bank guarantee and liability transactions.

Table 1.8
Cumulative New Mortgages from and Repayments to Mortgage-Granting Banksa 

(NIS million)

2002 2003 2004 2005
Rate of change 2005 

relative to 2004
(percent)

Total loans from non-earmarked 
sources granted to home buyers 15,502 11,899 15,886 20,661 30.1
Total early repayments (housing) 7,085 6,092 9,216 15,306 66.1
Total accumulated arrears among home 
buyers 1,382 1,737 2,006 2,134 6.4
Total balance of outstanding mortgages 116,139 115,263 120,436 125,430 4.1
a “Adanim” Mortgage Bank, Bank Hapoalim (since 2004), Union Bank (since 2004), Otsar Hahayal Bank (since 
2004), Mercantile Discount Bank (since 2004), Bank of Jerusalem, Leumi Mortgage Bank, “Tefahot” Israel 
Mortgage Bank until 31 December 2004 (since 2005, Mizrahi-Tefahot), Discount Mortgage Bank, and the First 
International Bank.
SOURCE: Reports to the Supervisor of the Banks.
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expansion of credit facilities by the banks, since the rate of credit utilization within 
facilities did not change significantly (Figures 1.14 and A.1.1).

Activity in derivatives19 expanded by 30 percent in 2005 and came to NIS 1,035 
billion.20 All banking groups reported an increase in derivatives activity; the largest 
contribution was that of the Hapoalim group—a 58 percent upturn (Table 1.5) that 
brought the share of this group in derivatives activity to 34 percent of the total. Trading 
in interest contracts21 expanded by NIS 76 billion—up 35 percent after 20 percent 
growth in 2004. Outstanding currency contracts, which account for 60 percent of the 
total outstanding balance, increased by NIS 123 billion, up 26 percent after no change 
in 2004. Other contracts22 climbed by NIS 34 billion pursuant to a trend that began in 
2004, occasioned by steep increases in the General Share Index, the TA-100 index, and 
the Maof index, and lively trading volumes on the stock exchange that had to be hedged 
(Figure A.1.2).

19  Transactions expressed in gross nominal sums before conversion into balance-sheet equivalents.
20  This figure relates to total forward transactions as reported to the public. The balance-sheet value of this 
sum is around NIS 60 million.
21  Banks use interest contracts to hedge against interest risk. About 7 percent of interest contracts are 
NIS–CPI; the others are classified as “Other Contracts.”
22  On shares, share indices, makam forwards, and goods.
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d. Main developments in banking activity indices

The Banking Activity Index—expressed as the ratio of Added Value23 to Gross Domestic 
Product—continued to climb in 2005, pursuant to a trend that began in 2002 (Figure 
1.15). Israel’s ratio resembles the average in the developed countries (Figure 1.16). 
The mild increase in outstanding credit to the public in 2005, coupled with a steep (and 
protracted) decline in loan-loss provisions and an upturn in operating revenues, had an 
upward effect on bank earnings, thereby abetting continued improvement in the Added 
Value/GDP ratio. See also the Business Results chapter in this survey.

The bank credit/GDP ratio, in contrast, has been declining for the past three years 
because the development of bank-credit substitutes has caused bank credit to grow more 
slowly than GDP. The credit/GDP ratio gives an indication of the extent of banking-
system dominance and centrality in financial intermediation and of the quality of bank 
credit, because GDP is the principal source for the repayment of credit. Furthermore, 
businesses’ independent capital issues, using non-banking sources of finance, also have 
an indirect positive effect on the quality of bank credit.

23  Added Value is the sum of ordinary pre-tax operating earnings and three types of expenses: payroll, 
operating, and other.
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3. SUPPLY OF DEPOSITS TO THE BANKING SYSTEM AND THE PUBLIC'S 
ASSET PORTFOLIO

The public’s asset portfolio grew at twice the 2004 pace and came to NIS 1,813 billion, 
20 percent greater than in the previous year (Table 1.9). The change in value was 
influenced both by a price effect (change in asset prices) and a quantity effect (increase in 
asset inventory). The price effect was reflected in an increase in the value of investment 
vehicles in the capital market, including the prices of government and corporate bonds.24 
Additional influences were monetary and fiscal policies during the first three-fourths of 
the year25 that were supportive of the decline in the domestic interest environment, and 
the depreciation of the shekel against the dollar (by 6.85 percent) due to appreciation of 
the dollar around the world. The quantity effect was reflected in an increase in the prices 
of shares in the domestic and foreign capital markets, occasioned by the continuing 

24  This happened even though the supply of government bonds contracted; the upturn is due to a steep 
increase in private bond issues.
25  The Bank of Israel rate edged down during the year from 3.9 percent in December 2004 to 3.5 percent 
in September 2005; afterwards, it trended upward to 4.5 percent in December 2005.
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growth trend, the easing of security tension, and expectations of further growth. These 
factors, acting in concert, allowed the value of the public’s portfolio of assets to rise 
smartly.

Analysis of the public’s asset portfolio on the basis of investment vehicles shows a 
perceptible increase (43.9 percent) in the component of shares, due to the price effect 
and an increase in registered capital for trading. (Figure 1.4) This component of the 
portfolio accounted for 23.1 percent of the total portfolio at the end of 2005 (Table 1.9). 
The proportion of shares in the portfolio grew because the “bull market” led to a sizable 
increase in the quantity of shares and registered capital for trading—to NIS 506 billion 
as against NIS 396 billion at the end of 2004. The growth in trading volumes and the 
increase in the number of issuing companies helped the market to improve its efficiency 
more quickly and to assimilate new investment instruments such as basket certificates 
on international indices (such as the S&P 100, the Nasdaq 100, FTSE, Dow Jones, and 
the issue of short certificates on international indices of Israeli shares).26 The advent of 
these instruments allowed the public to invest in leading global share indices via the 
Tel Aviv Stock Exchange,27 resulting in the redirection of structured deposits28 from the 
banking system to the exchange. Resident investments abroad increased at a vigorous 
16.6 percent pace and accounted for 7.3 percent of the public’s total portfolio at the 
end of 2005. Most investment abroad is carried out by institutional players (pension 
funds, insurance companies, and provident funds) and a large portion takes place by 
means of mutual funds. The change in the extent of investment abroad seems to have 
been influenced by several factors: the equalization of tax rates on capital gains from 
investments in foreign and domestic securities, including a full exemption for provident 
funds on overseas investments from 2005 onward, investors’ wish to diversify risks, and 
the narrowing of the interest-rate spread. Due to these developments, the share of assets 
deposited with the banking system continued to contract and settled at 30.6 percent at 
the end of 2005, much lower than in previous years (Table 1.9 and Figure 1.17).

The supply of public sources to the banks during the review year was affected by two 
main contrasting developments. The income effect abetted an increase in the public’s 
asset portfolio, mainly due to the recovery of activity as reflected, among other things, 
in larger personal household disposable income. The substitutability effect, in contrast, 
steered sources from the banking system to the capital and money markets, which 
continued to advance strongly compared to the relatively low effective yields offered by 

26  At the end of 2005, thirty-nine basket certificates were being traded. The trading volume in these 
certificates was 9 percent of total turnover in the stock market and the value of the public's holdings in 
basket certificates was NIS 6.1 billion in September 2005 as against NIS 5 billion at the end of 2004.
27  These issues were affected mainly by tax discrimination between investments in domestic securities and 
investments in foreign securities. This discrimination was abolished at the beginning of 2005.
28  Structured products are financial products that offer customers an investment vehicle that assures all 
or part of the principal but also allows the possibility of a higher return than that provided by a risk-free 
investment. By foregoing risk-free interest, one may purchase financial derivatives on various underlying 
assets such as interest rate options, share and share-index options, exchange-rate options, credit derivatives, 
etc., which constitute the components of the structured product.
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the banks (Table 1.4). Consequently, deposits from the public with the banking system 
increased at a gentle pace of 5.4 percent while the flow of public assets to non-banking 
destinations expanded by 31.0 percent.29 

29  Not forgetting that any decision by the public to divert sources from the banking system to the capital 
and money markets would also be affected by the difference in risks between these investment channels.


