Chapter 6

The Structure of the Banking System,
and the Activities of the Banking
Supervision Department

Much of the work of the Banking Supervision Department consists of
monitoring the banking corporations exposure to actual and potential risks
in the banking system, and ensuring that proper bank-customer relations are
maintained. In addition to these activities, the Banking Supervision
Department also engaged in the following in 2000: examining the eligibility
of groups of candidatesfor the purchase of controlling interestsin banks, and
active involvement in the legidlative process concerning money laundering;
thisincludesthe promul gation of the Prohibition of Money Laundering Order
whose main objective is to prevent the banking system from being used for
this purpose.

During 2000 the services provided by banks viathe internet, especialy in
connection with the surge in share pricesin the first nine months of the year,
continued to grow. The Supervisor of Banks expanded the permit for activities
extended over the internet to include third-party transfers, and several banks
haveaready begunto utilizethisfacility. Thedeclinein the number of branches
evident in 1999 persisted in 2000. Thistrend accompaniesthe ongoing process
of technological change, and is expected to continue in the future.

Foreign representative offices and investment banks continued their activity,
and this year two foreign commercial banks opened branchesin Isragl.

The credit card market has been characterized by structural changes since
mid-1998, when First International Bank’sAlpha Card entered the credit card
market, thus abolishing the duopoly formed by Isracard (fully owned by Bank
Hapoalim) and Visa C.A.L. (owned jointly by Leumi and Discount banks).
The structural changes gave rise to increased competition in issuance and
clearingin 2000, reduced fees, and strategic alliancesin the areas of consumer
clubs and chains.
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1. INTRODUCTION

Thefirst part of this chapter reviews the main changes and developmentsin the structure
of the banking system in 2000, while the second presents the main subjects dealt with by
the Banking Supervision Department in the areas for which it is responsible: regulation,
bank-customer relations, information and reporting of the banking corporations, applied
research in the area of banking, as well as monitoring and evaluating the activity of the
banking corporations. The second part of this chapter also describes the activities of the
Banking Supervision Department with regard to international relations, licensing, payment
systems, checks without cover, and banks' operation in times of emergency.

2. CHANGESIN THE STRUCTURE OF THE BANKING SYSTEM
General

In the last few years foreign banks have shown greater interest in opening representative
offices or branchesin Isragl, in view of the processes of liberalization and globalization,
the reduction of inflation, and tighter fiscal policy. The entry of foreign banks into the
domestic banking system could contribute to improving competition in the industry,
importing banking technologies and new managing systems, and widening the access of
Israeli companies and individuals to the international capital market. While the initial
activity of foreign banksischaracterizedin Israel, asitisin other countries, by extending
selected services to large customers, this is expected to expand so that in future foreign
banks will also serve small companies and households.

Table 6.1
The Structure of the Banking System, 1980-2000

I nvestment Other
Banking Commercial Mortgage finance banking
corporations? banks® banks banks corporations®
1980 63 30 16 8 9
1990 57¢ 25¢ 9 8 15
1995 46 24 9 2 11
1996 45 24 9 1 11
1997 45 23 8 1 13
1998 45 24 8 1 12
1999 45 23 8 1 13
2000 45 23 8 1 13

a|ncludes commercial banks, aforeign bank, mortgage banks, merchant banks, investment finance banks,
financial institutions, and joint service companies.

b1n 1998, Bank of Jerusalem, which was a financial institution, became a commercia bank.

¢ Excluding banks in Judea, Samaria and the Gaza Region.

SOURCE: Returnsto Supervisor of Banks.
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Alongside Israel’s banking system, several large banks from Europe (France,
Switzerland, Germany, and Austria) and the US undertake financia activities by means
of representative offices and investment banks (in contrast to branches, which provide
full commercial banking services, these do not haveto obtain alicense from the Supervisor
of Banksto operatein Isragl). Their principal areasof activity! involveinvestment banking;
hedge fundsin various areas especially technol ogy; mergers and acquisitions; identifying
business opportunities abroad for Isragli entrepreneursand in Israel for foreign investors,
making public and corporate offerings; and undertaking portfolio management. The
representative offices contribute to competition both directly, by providing various services
in Israel, and indirectly, by increasing contestability.

During 2000 there was no change in the number of banking corporations operating in
Israel, and this remained 45 (Table 6.1). Notwithstanding, as aresult of mergers between
foreign banksthere were shiftsin the ownership of two foreign banks? operatingin Isragl.

One of the accepted indices of competition is the Herfindahl Index (H-Index) of
concentration, which reflects the distribution of the banks' assets within the system. In
2000 there was a dight increase in the H-

Index—which is calculated on the basis of

a bank’s total assets—Ilargely due to the Figure 6.1 _ _ _

. . . H-Index of the Five Major Banking
inclusion of Otsar Hayal Bank in the Bank Groups and the Independent Banks,2
Hapoalim group.® This moderate change 1988-99

came in the wake of a steep fall inthe H-  H-Index
Index in thefirst half of the 1990s, followed %27

by amoderation in the declinein the second 0261\ — E?SLZ.‘;‘;‘"Q? ;Zh,fue;.ic |
half of the decade. At the end of 2000 the ' — Loans to the public
index was 0.222, compared with 0.226in _\
1997 and 0.256 in 1992 (Figures 6.1 and \\\
6.3). 0.24
An international comparison of indices \\
of concentration shows that concentration .
in lsrael is one of the highest in the world. \
A high level of concentration (between .,

0.203and 0.237), similar to Israel’s (0.213),
was found in 1999 in Sweden, Finland, g7l 1 1 1 1 1 | L

Ireland, and Holland, but in those countries 198990 91 92 93 94 95 96 97 98 99 2000
. . e . . 2 Union Bank has been an independent bank since
itssignificanceisless seriousdueto the easy December 1991, From December 1992 to December

. 1999 Otsar Hahayal Bank was classified as an indept
accessto banking systems across the border bank.

SOURCE: Published financial statements.

and the fact that they belong to the euro

! See also the 1999 annual report of the Controller of Foreign Exchange, chapter 5. ]
2 Standard Chartered Bank received abanking licensei nAugoust 2000, and g)l aced ANZ Banking Group;
HSBC Bank, Plc. received a banking license in December 2000, and replaced Republic National Bank of

NY (Suisse).
3(Bank I)—|apoalim increased its holdings in Otsar Hahayal to 66.1 percent. As of 2000:1, the financial

statements of Otsar Hahayal are incorporated in the consolidated statements of Bank Hapoalim.
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zone. By contrast, concentrationisvery low (between 0.039 and 0.089) inthe US, Germany,
Italy, the UK, and France (Figure 6.2 and Table 6.6).

There were two significant eventsin the credit card market in 2000. The first was the
sdeof Bank Leumi’sshareinthe C.A.L. company to Discount Bank, following the demand
made by the Supervisor of Banks and the Director-General of the Anti-Trust Authority.
Exercising hisauthority under section 11aof the Banking Law, 5741-1981, the Supervisor
of Banks permitted outside agencies* to purchase holdings in an auxiliary banking
corporation in order to enable athird large clearer to remain in the credit card market in
Israel, and thereby enhance competition.

The second event wasthe exit of theAlphaCard companysfrom the credit card market,
the sale of its operational infrastructure to Leumi Card, and the transfer of its customer
database to Visa C.A.L. Bank Leumi set up a new credit card company based on Alpha
Card'sinfrastructures, implemented a pilot study at the end of 2000, and began to issue
cardsto its customers in January 2001.

Figure 6.2
H-Index of Total Balance Sheet;? an I nternational Comparison, 1999
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2 For Israel the total balance sheet of the five major banking groups.
SOURCE: Based on the Bankstat database.

4 The Fishman family assets and Harel Hamishmar Holdings.
5 Owned by the First International Bank.
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Branch structure

The Bank of Isragl’s policy on issuing
licenses to open and move bank branches
has been moreliberalsin recent years. This
policy contributesto making the banksmore
efficient by enabling them to merge
branches, closethosethat areless profitable,
and even alter the purpose of some, e.g.,
focusing activity on extending services to
business and commercial customers only,”
or providing private banking services.

Technological developmentsin the area
of communications and computerization
have enabled banks to offer a range of
banking services (substitutes and new ones)
whileimproving servicesfor customers, and
especially the ability to serve them without
requiring their physical presence in the
branches. Concurrently, customers are
becoming increasingly accustomed to
making use of these services (seefollowing
section). As expected, the trend of closing
branches has continued, and during 2000 a
net total of 23 branches was closed® (35 in
1999). A net total of 16 brancheswasclosed
inthetwo largest banking groupsin 2000—
down by 2.8 percent from 1999, and a
cumulative fall of 8.9 percent from 1995.
In the group of medium-sized banks a net
total of 7 branches was closed—down by
1.5 percent from 1999, and a cumulative

Figure 6.3
Distribution of Assets of Banking
Groups, 2000 vis-a-vis 1992

December 2000

6.62%
8.7%

Total assets: NIS 738,670 million
H-Index: 0.222

December 1992

o

Total assets: NIS 486,347 million
H-Index: 0.248

. Hapoalim group

. Leumi group

D Discount group D Independent banks

SOURCE: Returns to Supervisor of Banks.

fall of 3.5 percent since 1995. Inthe group of small banks, however, the number of branches
remained unchanged (Table 6.3). Despite the more rapid closure of branchesin the group
of large banks, leading to the gradual erosion of their share in the total banking system,
they still account for 55 percent of all the branches. It is reasonable to assume that the
number of branches will continue to decline, and that branches that are opened in the
future will generally feature advanced technology and fewer staff.

51n contrast with the past, seeacomprehensivereview in chapter 6 of last year’s edition of thispublication.

7 Such as concmtratmc);&ntgrated services for businessesin regional centers. ]

8 Excluding Bank of Jerusalem, most of whose actlwtg/ is still in the field of mortgages (one of its
branches was closed in 2000, and another was closed in 1999).
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Table 6.2
Overseas Banking Offices, Branches and Employee Posts, 1991-2000

Number of branches Number of Number of

Total number and representative subsidiaries employee
of offices offices® offices posts®

1991 128 70 58

1992 126 70 56 3,210
1993 123 73 50 2,962
1994 114 73 41 2,717
1995 108 72 36 2,418
1996 105 72 33 2,225
1997 95 62 33 1,972
1998 93 60 33 2,055
1999 94 60 34 2,044
2000 98 62 36 2,125

@ Branches and representative offices abroad of Israeli banking corporations.

bBranches of subsidiaries abroad.

¢ Number of full-time posts (including weighted part-time posts) in branches, representative offices, and
subsidiaries abroad.

SOURCE: Returnsto Supervisor of Banks.

Table 6.3
Number of Offices of Commercial Banking Groups,
by Size of Group,? 1995-2000

Number of offices Relative
by size of bank share (percent)
Large Medium Small® Total® Large Medium Small
1995 608 462 13 1,083 56.1 27 12
1996 598 464 13 1,075 55.6 432 12
1997 593 470 13 1,076 55.1 43.7 1.2
1998 592 466 13 1,071 55.3 435 1.2
1999 570 453 13 1,036 55.0 437 13
2000 554 446 13 1,013 54.7 44.0 13

a Large banks: Leumi and Hapoalim, including subsidiaries (Otsar Hahayal, American Isragl, Yahav,
Massad, Arab Israel, and Israel Continental).

Medium banks: Discount (including Mercantile Discount and Mercantile Israel), Mizrahi, First
International (inlcuding Poalei Agudat Israel), and Union

Small banks: Investec Clali, Maritime, Euro-Trade, Trade, Industrial Development, Agriculture, Global
Investment, Polska, and Kupat Haoved Haleumi.

b Excluding the 19 branches of Bank of Jerusalem (20 in 1999 and 21 in 1998), most of whose activity is
in the area of mortgages.

SOURCE: Returnsto Supervisor of Banks.
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Table 6.4
Offices and ATMs, 1986-2000

Number Number Number of Number of Number of
of of infformation  residentsper residents per

offices? ATMs machines office? ATM
Average 198690 1,049 555 1,320 4,311 8,043
Average 1991-95 1,063 722 1,695 5,017 6,787
1996° 1,075 1,056 2,000 5,357 5,454
1997 1,076 1,131 2,055 5,488 5,221
1998 1,092 1,241 2,133 5,537 4,872
1999 1,056 1,292 2,111 5,874 4,801
2000 1,032 1,322 2,170 6,160 4,857

aRegular branches, counters, and limited branchesin Isradl.

b Excluding offices of commercial banks operating in Judea, Samaria and the Gaza Region.

¢ Since 1996 the number of residents has been determined on the basis of the de jure population, and
updated for previous years.

SOURCE: Returnsto Supervisor of Banks.

Table 6.5
Number of Employee Posts and Over the Counter Debits,2 1996-2000

Monthly average
Number of Number of Number of over Number of cash

Number of employee employee posts the counter debits  withdrawals

branches? posts per branch per branch® per ATMP
1996 1,075 35,400 329 2,080 7,294
1997 1,076 35,595 331 2,045 7,300
1998 1,071 35,259 329 1,911 7,015
1999 1,036 34,823 33.6 1,940 7,043
2000 1,013 35,020 34.6 1,850 7,074

a Excluding the branches of Bank of Jerusalem.
SOURCE: Returns to Supervisor of Banks.

The introduction of technological advances and their adoption by banks customers
hasled to adeclinein the number of visitsto branches. Thisisindicated by the 11 percent
drop in the number of debits made at the counter® (monthly average per branch), whichis
one of the indices of visits to branches, in the last five years (Table 6.5). The monthly
average of cash withdrawals via ATMs also fell slightly in that period. In 2000 each
branch served approximately 6,200 customers—a5 percent rise over 1999 (Table 6.4 and
Figure 6.4).

8 For cash withdrawals.
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According to reports submitted to the Supervisor of Banks, the number of staff positionst©
in the banking system remained stable in 2000. Due to the reduction in the number of
branches, the average number of pasitions per branch rose by a moderate 3 percent over
1999 to stand at 34.6 (Table 6.5).

Figure 6.4
Number of Officesand ATM s, 1980—2000 )
Population per
Number office and per ATM
1,400 20,000
1 18,000
1,200
Offices 16,000
1,000 1 14,000
1 12,000
800
710,000
600 8,000
400 — 1 6,000
I I 1 4,000
200 M Population per ATM -
Population per office 1 2,000
0
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1980 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 2000

a Automatic teller machines (cash dispensers).
SOURCE: Returns to Supervisor of Banks.

A comparison with the members of the G101 for 1999 shows that in Israel the number of
banking institutions and branches of commercia banks is very low. In countries with a
population density similar to Isragl’s (Belgium and Holland, with 334.6 and 465.1 persons
per square kilometer respectively, compared with Isragl’s 269.6) there are three times as
many banking ingtitutions with six times as many offices. In addition, the number of persons
per branch (5,874) ishigher in Isragl than in the US(3,469) and the other European countries
inthe G10 (ranging from 1,097 in Belgium to 2,523 in Holland). These figures may indicate
that Isragl’s banking system is more efficient in operationa terms as the level of operating
expensesper branchin lsragl issimilar to the average in the reference group.2 The number of
ATMsfrom which cash may bewithdrawn isa so relatively low in Isragl (1,292), so that the
number of persons per ATM (4,808, Table 6.6) is higher thanitisin the G10 countries.

10\Wei htedg.e., full-time positions equivalent). o

1 The BIS (Bank for International Settlements) publishes a statistical annual of the payment systems of
the eleven countries in this %oup: Belgium, Canada, France, Germany, ltaly, Japan, Holland, Sweden,
Switzerland, the UK, and the US. ] ] ]

12 Average operating expenses per branchin severa countries(Denmark, Finland, Greece, Ireland, Norway,

n
and Portugal) in the re?erence_group (noted in Table 3.3) wasabout NIS 11 million ayear in 1998, compared
with NIS 11.4 million ayear in Isragl.
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Table 6.6
Indicators of the Structure of Banking Systems, an International
Comparison, 1999

Number of Number of

Number of  Number of  residents per residents

ingtitutions branches office per ATM H-Index
Israel® 45 1,056 5,874 4,808 0.213
Belgium 121 8,372 1,221 1,645 0.170
Canada 2,108 13,696 2,233 1,144 0.158
France 1,672 25,144 2,350 1,821 0.089
Germany® 2,995 55,492 1,481 1,779 0.056
Italy 878 41,209 1,400 1,912 0.071
Japan 3,169 64,614 1,961 875 0.059
Netherlands 123 6,282 2,523 2,364 0.203
Sweden 123 3,940 2,249 3,436 0.237
Switzerland 336 6,528 1,097 1,527 0.193
UK 506 34,146 1,743 2,101 0.079
us 21,070 77,983 3,469 1,203 0.039
Average G-10 - - 1,975 1,801 0.123

aThe H-Index was cal culated for the five major banking groups.

b In Germany this includes post offices.

SOURCE: Satistics on Payment Systems in the Group of Ten Countries (1999), Bank for International
Settlement.

Technology, computerization, and banking services

To agreat extent the banking industry is based on data analysis and communication, and
hence technological developments affect it substantially.

The advances of the last few years in information technology and communications
have contributed to the increased efficiency of banking activities and the services offered
to the public, and the af orementioned declinein the number of branches and employeesin
the industry is one of its results. The banking system continues to utilize technology in
order to improve, change, and adapt banking activities, as well as to enhance business
activities and attain strategic objectives in the various spheres of banking. Providing
banking servicesthrough the use of technol ogy-intensive channel s has been made possible
by technological change, but the extent to which they have been utilized over time is
largely the result of their adoption by the public, and this tends to be slow.3

Internet banking services continued to expand in 2000, to some extent at the expense
of services provided by other methods of communication. In addition, banking services
began to be extended via cellular phones, albeit on alimited scale.

13 |t took many years before ATMs were widely used.
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Table 6.7
Number and Composition of Debits in Current Accounts, the Seven
Major Banks, 1991-2000

(monthly average)

Number of debits (percent of total)

By At Author- Credit Total

check counter ATM ization card Other (mill.)

1991 40.2 55 9.6 14.3 24 28.0 41.6
1992 39.6 4.7 10.3 14.1 25 28.8 45.7
1993 37.3 43 11.3 14.7 2.7 29.7 474
1994 36.3 3.8 124 151 29 29.9 51.4
1995 35.8 35 133 15.7 3.2 29.0 53.7
1996 321 4.6 15.9 16.1 4.0 27.9 485
1997 29.6 4.3 16.0 16.8 4.2 29.2 51.5
1998 28.4 3.9 16.6 171 4.6 29.5 52.6
1999 27.2 3.7 16.9 18.0 4.6 295 53.8
2000 26.1 34 16.9 18.2 4.8 30.6 55.3

SOURCE: Returnsto Supervisor of Banks.

Israel’s banking system currently provides customers with arange of banking services
viatheinternet. Their expansion thisyear wastowards securitiestransactionson the TASE
(Tel Aviv Stock Exchange) and stock exchanges abroad, particularly in the US. This
expansion came in the context of the permit granted by the Supervisor of Banks to
implement transactionsin acustomer’s account (including securitiestransactions) by means
of theinternet and activity in capital marketsin Isragl and abroad.

In 2000 the Banking Supervision Department granted permission to banks to use the
internet for financial transfers to athird party. To date this permit has been utilized only
by some banks.

Resort to ATMs, which enable the banks to offer financial servicesto the public at all
hours and over a wide geographical area, rose in 2000, as did direct banking, through
which customers can implement banking transactions viaacomputer or telephone without
being physically present in a branch (and at times when the bank is closed). Sample
figurest4to the end of 2000 submitted to the Banking Supervision Department, and which
should be regarded as an estimate, show that each month there are on average 13.4 million
electronic regquests for information, 20 percent of them made via the internet. Use of the
internet and IVR (interactive voice response system) in order to obtain information has
soared. There was no substantial change in the use of ATMs, computer-to-computer
services, or information machines. An average of two cash withdrawals were made per
month viaATMs per checking account in 2000—similar to the 1999 average.

~ ¥“Thedataare for asample of banking institutionsin 1999 and 2000, as the reporti ngLrequi rement went
into effect only in 1998:1V. Some of the figures are estimates made by the reporting banks.
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Figure 6.5
Number and Composition of Debitsin Current Accounts, 19912000

(percent)
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SOURCE: Returns to Supervisor of Banks.

The effect of technology on the way banking activities are implemented, aswell ason
their extent and the degree to which these innovations are adopted by customers, are also
reflected in the data reported to the Supervisor of Banks regarding the number and
composition of debits from checking accounts. The declining trend in the share of debits
by non-automatic means (checks and over the counter) persisted in 2000, too. Thistrend
ismarked with regard to checks: their share of total debits has declined consistently, from
40 percent inthe early 1990sto 26 percent in 2000. Concurrently, the average amount per
check hasrisen gradually, to stand at NI S 4,600 at the end of theyear. Therewasasimilar
reduction in transactions conducted over the counter, and they accounted for only 3.4
percent of total debits made through checking accounts (compared with 5.5 percent in
1991). The average cash transaction conducted over the counter has also risen over time,
and reached NIS 3,150 in 2000. The decline in non-automatic banking transactions (use
of checksand at bank counters) trand atesinto amoderateincreasein transactions requiring
minimal manual intervention from customers and banks, as was the case in 2000 (Table
6.7 and Figure 6.5).
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Sale of controlling interest and change of owner ship

In the wake of the Bank Shares Arrangement, the process of privatizing the banks by
selling them to identified and stable controlling interests is currently under way. The
Arrangement banks are sold by the Ministry of FinanceviaM.l. Holdings Ltd., and the
role of the Bank of Israel under the Banking (Licensing) Law, 5741-1981 isto examine
potential purchasers of abank’s controlling interest and grant a permit to those deemed
suitable. The criteria guiding the Bank of Israel in approving candidates for a permit
include inter aliaindividual probity, business experience, and financial soundness. The
effects of achangein ownership on competition in the banking system, and the existence
of conflicts of interest between the business activities of potential buyers and the
management of the banking corporation, are also examined.

In 2000 a joint professional committee of the Ministry of Finance and the Bank of
Israel examined alternatives to selling the controlling interest of Bank Leumi. Several
recommendations were made, the main one being to sell the control core either to a
strategic investor or viathe stock exchange.

The process of selling the controlling interest in Discount Bank also continued during
2000. The candidates did not propose a group considered worthy of receiving a permit
for its purchase from the Governor of the Bank of Israel, and the sale process was stopped.
At the beginning of 2001 Otzar Hashilton Hamkomi Ltd. was sold to the Daxia group
from France

Box 6.1
Preventing Money Laundering in | srael

Background
The purpose of money laundering is to obscure the source of money that
originatesfrom criminal activities—generally those associated with organized
crime or other capital-intensivefelonies, such asdrugstrafficking, illegal arms
trade, prostitution, gambling, theft, etc.—by severing the link between the
money and criminal activity. Money laundering has the potential to increase
crime, because of the large profits involved, and also hampers the collection
of evidence of the original crime. In the long run, it is accompanied by the
endemic corruption which can ultimately undermine the stability of the
democratic regime.

The war against money laundering has recently been given prominence on
the public agenda of western countries. In June 2000 the FATF organization®
published a ‘black list’ of 15 countries which are not cooperating in the war

! Financial Action Task Force, theinternational body heading thewar against money laundering.
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on money laundering. Since Israel has been slow in introducing the relevant
legislation it appears on that list.2

In 2000 Israel took significant steps to combat money |aundering—steps
which are essential in order to be considered one of the countriesfighting this
phenomenon and to be removed from the FATF sblack list. The most prominent
stepswere the passage of alaw against money laundering and the order issued
by the Governor of the Bank of Israel obliging banking institutionsto institute
proceduresregarding theidentification of customers, reporting of transactions,
and management of records. As aresult, FATF noted (in February 2001) that
Israel is one of the countries fighting money laundering by legislation, but
added that legislation alone is not enough to ensure removal from the black
list, and that the test will be in itsimplementation.

Prohibition of Money Laundering Law, 5761-2000

The law prohibiting money laundering was passed by the Knesset in August
2000, and will befully effective no later than February 2002. Aswell asdefining
money laundering as a criminal offense and determining the penalty for it
(imprisonment for up to ten years and afine of up to NIS 3 million), the law
addressesissues which concern the financial and banking world, among them
the obligation to obtain identification, undertakes reporting and keep records
of entities providing financial services.® Other aspects covered include the
following: the appointment of a compliance officer for fulfilling these
obligations and supervising their implementation; the reporting requirement
on theimport into Israel or export from it of amounts of NIS 80,000 or more
(NIS 1,000,000 or more for immigrants on their first entry into Isragl), and
sanctions for infringing these reporting requirements; and the establishment
of an authority in the Ministry of Justice that is empowered to prohibit money
laundering, receives information from financial services providers, manages
a database, and transfers relevant information to the law-enforcement
authorities in Israel (the police and the secret service) and to equivalent
authorities abroad.

Prohibition of Money Laundering Order (The Banking Cor porations’
Requirement Regarding Identification, Reporting, and Record-Keeping)

The Prohibition of Money Laundering Law, 5761-2000 empowers the
Governor of the Bank of Israel and the ministers responsible for nonbanking
reporting entities to issue orders applicable to these entities that determine

2Together with Russia, Lebanon, Panama, Lichtenstein, the Philippines, Bahamas, Cayman
Islands, Dominican Republic, and others. ) )
~ 2Abanking corporation, amember of the stock exchange, aportfolio manager, aninsurer or
insurance agent, a provident fund, a moneychanger, or a post office bank.
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their obligations regarding the identification of customers, reporting (to the
competent authority), and keeping and verifying records. The order issued by
the Governor to the banking corporations on 25.1.2001 was the first to be
issued and hence paved the way for others, which are currently at different
stages of implementation.

Theorder determinesinter alia the obligation to identify (record and verify
identification particulars) recipients of services from a banking corporation,
including identifying and verifying the account holder and authorized signatory,
as well as recording the particulars of beneficiaries of a trust account and
holders of acontrolling interest in the account of a corporation, in accordance
with the customers' declaration. The order also statesthat after an account has
been closed, the identification particulars used when opening it should be
kept for seven years, and that the documents regarding a transaction of NIS
50,000 or more should be kept for seven years from the day the instruction
wasgiven. Inthisframework, the banks are required to maintain acomputerized
database of account numbers, theidentification particulars of account holders,
authorized signatories, beneficiaries, and holders of controlling interests;
service recipients must also be identified on a face-to-face basis, and an
objective report submitted to the Authority for the Prohibition of Money
Laundering in the Ministry of Justice* (according to the nature and amount of
the transaction), as well as a subjective report (as is seen fit) on transactions
that appear to be unusual.

The order requires the banking corporations to make preparations in the
areas of computerization (ensuring the security of data, expanding lists,
guaranteeing the interface between reporting and other software), training,
and the preparation of forms and procedures. It will therefore go into effect
not later than one year from the date of its publication in Reshumot, i.e., at the
beginning of 2002.

4 Such astheexchangeor conversion of cash exceeding NI S50,000; thedeposit or withdrawal
of cash viaan account, or thetrangfer or receipt of cash from abroad, etc. of NI'S 200,000 or more;
the deposit of foreign-currency checks or internationd transfers of NIS 1,000,000 or more.

3. ACTIVITIES OF THE BANKING SUPERVISION DEPARTMENT

The main functions of the Banking Supervision Department are to maintain the stability
and soundness of the banking system, an appropriate level of competition, and proper
bank-customer relations; thisinvol ves ensuring that the banking corporations are properly
managed so that they can meet their obligations to depositors.

The day-to-day work of the Banking Supervision Department consists of monitoring
banks with respect to changesin the extent and mix of their activities, their skill inrisk

210 BANK OF ISRAEL: BANKING SYSTEM 2000



management, and their ability to adapt to macroeconomic and other economic changes.
This aspect of the department’s activity includes gathering, analyzing and drawing
conclusions from different types of banking data. There are two kinds of information:
1) quantitative, measurabl e data, such asincome, expenditure, interest rates, fees, credit,
and margins; 2) qualitative data, such asthe quality of management, protection of data,
adherenceto procedures, completeness of theinformation provided to customers. Some
information is gathered in the form of fixed computerized reports, and someis obtained
from discussions between Banking Supervision staff and banks' managements. In the
course of inspection valuable qualitative datais gathered. Complaints of the public sent
to the Banking Supervision Department sometimes reflect problems encountered by
many customers in banking corporations, and constitute another important source of
information regarding problems in the banking system. The department keeps abreast
of new international approachesto banking supervision, banking research from around
the world, and the practical conclusions to be drawn from them all.
A review of the activities of the Banking Supervision Department in 2000 follows.

Regulating banking activity

The regulation of banking activity, together with primary and secondary legislation, isa
central tool in banking supervision, guiding banking institutions with regard to the
Supervisor of Banks' directives on various banking topics. Most directives are intended
toregulatetheactivity of banks' directorsand managements, improveinternal and external
reporting systems, strengthen internal auditing, and ensure that banks' managements act
responsibly, properly, and prudently in running their corporations. Regulation is based
on processing and analyzing datareceived by the Banking Supervision Department from
various sources, is then translated into directives and rules of conduct for banks, and is
issued as. The Proper Conduct of Banking Business Regulations; Guidelinesfor Preparing
Reportsto the Public; and Guidelinesfor Preparing Reportsto the Supervisor of Banks.
Themain regulatory directives publishedin 2000 in the spheres of reporting to the public,
risk management, bank-customer relations, etc. appear in the appendix to this chapter.

The principal item secondary legidlation formulated in 2000 (and published in January
2001) wasthe Prohibition of Money Laundering (the Banking Corporations’ Regirement
Regarding I dentification, Reporting, and Record-K eeping) Order, which isan important
preliminary stage of the Prohibition of Money Laundering Law, 5761-2000 (see Box
6.1). Its main aim is to prevent the use of the banking system as a tool for money
laundering.

Evaluation
The Evaluation Unit consists of seven teams, five of which areresponsiblefor evaluating

the banking groups; the other two evaluate the small independent banks, one of them
combining eval uation with examination, the other dealing with evaluation and licensing.
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The units monitor each banking corporation and prepare current assessment reports
of their financial situation, management, and risks (including their subsidiaries and
branches abroad), aswell as special assessments of specific subjects. The analysis of the
banking corporations' situation is based on data taken from various sources—primarily
banks' reports to the public and the Bank of Israel, examiners' reports prepared by the
Banking Supervision Department’s supervision units, information received during the
course of discussions with the senior management of the banking corporations,
irregularities indicated by complaints from the public, and even information obtained
from the written and electronic mass media.

I n addition to undertaking monitoring and eval uation, the economists of the I nstitutional
Evaluation Unit deal with various requests from banks (to open overseas offices,
implement activitiesin new fields, issue capital notes, etc.). In 2000 the unit dealt inter
alia with the following topics:

. Assessing banks' risk management: their ability to meet the Banking Supervision
Department’s requirements regarding risk management (a regulation dealing
primarily with managing market risk was issued);

. The banking corporations’ exposure to foreign-currency credit;

. Approving theissuance of capital notes by banks and monitoring the devel opment
of capita ratios, particularly in banks that are close to the minimum;

. Dealing with theregulation of banks holdingsin corporations abroad and licenses
to establish them; this topic received specia attention in view of the banks
preparations to establish financial holding corporations in the US following the
changein the law there;

. Reviewing the effect of possibleinterbank mergers on competition in the banking
system, on activity, and on margins (in cooperation with other units);

. The banks' compliance with the requirements of the Banking Supervision
Department regarding transactions with parties at interest;

. Changesintheareaof ownership of credit card companiesand theissue of licensesfor this;

. Monitoring the entry into Israel of branches of foreign banks, and preparing to
establish a supervisory framework for these branches.

I nspection

The Inspection Unit consists of six teams which deal with specific aspects of banking
activity: credit and collateral; internal audit and management; risk management; bank-
customer relations and the capital market; information systems; the sixth team inspects
al these areas in the independent banks.

The work of the inspection teams involves gleaning information directly from the
banks' books and documents. The process of examination isintended to ensurethe proper
conduct of banking business, including inter alia adherence to the Supervisor of Banks
regulations on this subject as well as to the provisions of the relevant laws. The unit’s
reports warn of deficiencies found and define goals and timetables for amending them.

212 BANK OF ISRAEL: BANKING SYSTEM 2000



The activity of the Inspection Unit is set out in periodical work programs, supported
by cyclical targets for covering the specific subjects examined. About one third of the
unit’sinputs are devoted to subjects and risk-rel ated issuesthat are clarified on an ad hoc
basis during the year.

Inthe areaof credit, in 2000 emphasiswas placed on theinfrastructure for controlling
and monitoring credit activities. The credit-rating mechanisms developed in the banks
themselves were examined, and the procedures for identifying and classifying problem
debtswere evaluated. From theindustry standpoint, the main focuswas on the construction
and real-estate industry, which is currently in difficulties, and a review of transactions
involving the acquisition of a controlling interest using bank finance was begun.

In the area of management, monitoring and internal audit, emphasis was placed this
year on separating day-to-day management duties, for which the executive echelon is
responsible, from those of supervising and monitoring the activities of the executive
echelon, for which the board of directors is responsible. In addition, specia attention
was paid to compliance with procedures regarding identification and restrictions on
transactions with interested parties.

Under the rubric of risk management, the examination of the systems for managing
market risks continued, and considerable resources were allocated for inspecting the
management of the exposure arising from the activities of abank and its customersin the
money and capital markets.

In the area of bank-customer relations and the capital market, the banks' adherenceto
the provisions of the law regarding advice on investment in mutual fundswas examined,
in the context of the views expressed on this subject by the Securities Authority. The
inspection of the activity of banks and the corporationsthey control in the capital market
continued in order to prevent conflicts of interest. Various aspects of the developing
competition in the credit card market were examined. The adequacy of activitiesin the
areas of managing variable-interest loans, early-repayment fees, interest calculations,
and proper disclosure were also reviewed.

In the sphere of electronic data processing and information systems, emphasis was
placed on the online banking services, especialy viatheinternet, that have been devel oped
in the last two years. The processes of computerized systems conversion were also
examined, as were aspects of the outsourcing of computer services.

Inter national relations

In the wake of globalization, the expansion of Israeli banks' international activities, and
the growing interest of foreign investors in Isragl’s banking system, a special unit has
been set up for international relations. Cooperation and the exchange of information
between international supervisory authorities has become an integral part of thework in
this unit, in accordance with the recommendations of the Basle Committee on Banking
Supervision, which determined standards and normsfor banking supervisionin countries
where foreign banks are present.
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The main subjectsin thisarea are:

. Gleaning dataon theregulatory policy of supervisory authoritiesand international
entities abroad from various sources and transferring it to the relevant unitsin the
Banking Supervision Department;

. Pro-active follow-up of subjects that are important to the Banking Supervision
Department, and assisting in the licensing process, where specialized knowledge
of aspects of banking abroad is required;

. Analysis of trends and developments in banking abroad which have implications
for banking in Isragl;
. Maintaining contact with supervisory authorities abroad and international bodies

in order to create an infrastructure of information channels—inter aliain order to
exchangeinformation asrequired under the core principles of the Basle Committee;

In the last months of 2000 the internationa relations unit dedt with some of the topics
listed above. A large part of itswork involved dealing with the IMF delegation that visited
Isragl in September and examined inter alia the standards of the Banking Supervision
Department and the exchange of information with international supervisory authorities.

Research

The research unit serves the Banking Supervision Department as a task force for the
examination and analysis of the effects of macroeconomic and other factors on the
performance of the banking system and therisksit faces, i.e., itsfinancial stability. The
unit monitors devel opmentsin banking throughout the world, and keeps abreast of new
approachesto such subjects asthe management of assets and liabilities, risk management,
assessments and methods of hedging, capital adequacy, etc.

Information gained from the professional literature and research projects provides a
basis for position papers and research on supervision topics, for developing new tools
for assessing the performance of banking institutions, formulating banking regulations,
and for adopting other measures intended to advance Isragl’s banking system.

The following are some of the subjects studied by the unit in 2000:
. Estimating credit risk in banking on the basis of the credit-rating model;

. The optimum structure of the banking system;
. An examination of risk-adjusted return and the optimum asset structurein Israel’s
banking system;

. Competition in the banking industry, using indices of ‘ market power.’
Thesestudies appeared in the department’ sresearch publication Banking Review (in Hebrew).

Banker-customer relations

Protecting therightsof banks' customersand ensuring fairnessin bank-customer relations
are important both per se and for maintaining the stability of the banking system.
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In order to ensure that banks comply with Figure 6.6

thelegal and regulatory requirementsinthis Number of Enquiries Received from
regard, the Banking Supervision tggpg‘{ﬁ;gnﬁﬁggﬁgno'&”g Supervision
Department operates by means of the 5,000

Public Enquiries Unit, in addition to the

Inspection team operatinginthesamearea. 4500 l\

Aswell as clarifying complaints from the 4,000

public, the Public Enquiries Unit servesto / \ /
reveal weak spots in the system by 3500 AV
deploying an incognito inspection team. A A I

team also monitors the fees and prices 9% / N

charged by the banks, and checksstandard ~ , 549

bank-customer contractsin order to ensure /

that they do not contain any discriminatory ~ 2,000{=—

clauses. The team that is engaged inthis ~ ,goof

work publishes six-monthly comparative 1987 88 89 90 91 92 93 94 95 96 97 98 992000
tables of the banksin S)QCIfI careas.’® The SOURCE: Based on Banking Supervision

object of these comparisons—especially of Deparment data.

the fee index—is to help the public obtain

information about the cost of the services offered by the different banks.

Within the framework of the examination of standard contracts, the Banking
Supervision Department isacting to cancel discriminatory clausesin contractswith respect
to current accounts.’s Contracts of association between the banking corporations and
customers regarding activities on the internet and by means of credit cards were also
examined in 2000.

Public enquiries

Under the Banking (Serviceto Customer) Law, 5741-1981,Y7 the Supervisor of Banks
isresponsiblefor the protection of bank customers' rights, and the Public Enquiries Unit
operatesby virtue of thislaw. Enquiriesreceived include complaints on various subjects—
misleading information, the provision of one service being made conditional on another,
exaggerated or unjustified fees, discriminatory clausesin contracts, unacceptable service,
problems associated with credit cards, checks, savings schemes, etc.

In 2000 the Public Enquiries Unit received 3,959 written enquiries; 4,260
investigations—some of them from previous years—were completed.

1 Ttr)]e ?(ost of holding a current account or a securities account, and comparative tables of feesin thefive
major banks.

16A_rg{t};m_ent_swere recently placed beforethe Court for Standard Contractsin connection with the request
to abolisn discriminatory clausesin Bank Leumi’s current account contract. ] )

Y Thelaw statesthat ™ The Supervisor shall investigate complaints by members of the public concernin
their business with banking corporations as far as th? E}ODGaI’_ to himto be of some substance, and shal
exercise his powers under the Banking Ordinance, 1941, for this purpose.”
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Of the 2,111 complaints on which the unit adopted a position (i.e., justified, partially
justified, or unjustified), 741 (35.1 percent) werefound to bejustified or partialy justified.
The unit did not take a position on 765 enquiries,®®and 176 of these were transferred to
the relevant bodies to be dealt with after it had been decided that they did not fall under
the jurisdiction of the unit. 1,384 approaches were classified as requestsfor clarification
or information arising mainly from ignorance of banking procedures and regulations or
from the need for additional information (Table 6.8).

The resolution of about 205 queries had implications either for an individual bank or
for thewhol e of the banking system, and resulted i n the publication of regulationsrequiring
that some procedures be amended, employees’ adherenceto them revised, bank documents

amended, etc.

Table 6.8

Results of Enquiries, Treatment of Which was Concluded, 1999-2000

2000
Number of Percent of Number of Percent of
enquiries  total enquiries enquiries  total enquiries

Number on which stand wastaken
Number found wholly or

partly justified 837
Number found unjustified 1,202
Total 2,039

Number on which no stand was taken
1. Treatment stopped due to

legal action 173
2. Treatment stopped for

other reasons 181
3. Not within unit's jurisdiction 148
4. Unable to take a stand 232
Total 734
Requests and clarifications
Requests 422
Clarifications 756
Total 1,178

Total number of enquiriestreatment
of which was concluded 3,951

19.6 741 174
28.2 1,370 32.2
47.9 2,111 49.6
4.1 154 3.6
4.2 236 55
3.5 176 4.1
5.4 199 4.7
17.2 765 18.0
9.9 637 15.0
17.7 747 17.5
27.7 1,384 325
92.7 4,260 100.0

SOURCE: Banking Supervision Department.

18 Because they were withdrawn, there were conflicting accounts, the subject was sub judice, asettlement
was reached between the customer and the bank, or for other reasons.
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Abolition of management fees for savers in financial institutions: following
complaints from savers, the terms of association between them and the fund were
examined. It was found that these terms do not permit fees to be charged,
consequently the Bank of Israel ordered that the fees that had been charged be
repaid to the savers.

Benefitsfor pensioners: the examination of complaints regarding fees charged for
amagnetic card issued to agroup of pensioners by one of the bankswas expanded
to ascertain whether these pensioners had received al the benefits due to them
under the bank’s own internal circular. In the wake of the examination, the bank
wasinstructed to repay the customersthefeeit had charged themfor credit allocation
over severa years even though the bank had stated in its own circular that they
would be exempt from this fee. The fees were repaid with interest and CPI-
indexation from the date they were first charged.

Exposing clientsto risk: the examination of acomplaint revealed that at abranch
of one of the banks some customers had been encouraged to take adollar loan and
invest it in alocal-currency, CPl-indexed savings scheme. In the unit’s opinion,
the branch’s action was unacceptable, asit is unreasonabl e for abank to exposeits
customersto risk. Weinstructed the bank to cancel the loans and savings schemes
forthwith and repay al the customers the amount of the monthly payments to that
date with interest and indexation.

Referring borrowers to committees of the Ministry of Construction and Housing:
the banks act to realize an asset in cases where borrowers cannot meet the terms of
their mortgage. In the wake of complaints from new immigrants to a Knesset
committee, the Banking Supervision Department told the mortgage banksto publish
a notice in the Russian language stating that immigrants who had difficulties in
repaying a mortgage could apply to the inter-ministerial committee. When it
transpired that this problem was not confined to immigrants, the Banking
Supervision Department instructed the banks to publish clear directions on the
subject for all borrowers.

In someinstances, theimplications arising from the investigation of aspecific subject

required regulationinthefield of bank-customer relations. The salient subjectsthat arose
in 2000 were as follows:

Procedures for extending a housing loan: amendments and additions were
introduced by the Regulation Unit into the procedures for extending housing loans.
These included inter alia offering borrowers one of three alternative repayment
dates during the month (the first, tenth or fifteenth of the month),%; a uniform
system of accounting was determined for cases in which the day in the month on
which the loan is repaid is not the same as the one on which it was extended;
proper disclosure regarding variable-interest CPI-indexed loans was extended,

1 The amendment does not apply to directed loans, to loans incorporating directed loans, or to loans

extended before 1 July, 2000, when the regulation went into effect.
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including setting an objective

; : Figure 6.7
external basis for changing the Percent of Justified Complaints?®
interest rate. The purpose of other ameng Gl Cong ez eralins s

. . Five Major Banks, 1993-2000
new regulations is to prevent
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from a banking corporation
associated with aspecific contractor 40
or developer (endorsement of
guarantee), or to prevent a borrower 35
from taking a loan from a banking
corporation if he has already 30
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means of a debit card only if there — Leumi Mizrahi
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once |t became CI ear that SOURCE: Based on Banking Supervision

Department data.

technological advances enable cash
withdrawals to be restricted in this
situation. The regulation was amended accordingly.

. Debit by means of a bi-monthly report on credit-card transactions performed
abroad: since debits for foreign-currency transactions implemented abroad are
deducted from a customer’s account upon receipt of the debit notice from abroad,
the Banking Supervision Department initiated an amendment to the Debit Card
Regulations, 5746-1986. Under the amendment, which went into effect on 1 August
2000, credit card companies are obliged to give a customer, at his request, notice
of debits against transactions implemented abroad not later than 17 days after the
date on which his account was debited for the transaction.

Incognito inspections

Oneof the unit’ steams undertakesincognito inspections. Itsmembersvisit bank branches
without identifying themselves and check the accuracy and comprehensiveness of the
information given to potential customers as well as the extent to which banks comply
with banking regulations and legislation regarding bank-customer relations. The
intensification of the team’s activity hasled to heightened awareness and the correction
of many of the faults revealed. The banking corporations have recently begun to deploy
incognito inspection teams of their own in order to examine their branches.
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Examination of banks' fees and standard contracts

An international comparison of fees?® was undertaken in 2000, and the subject of feesfor
the annulment of liens was studied. As a result, the Bank of Isragl instructed several
banksto stop charging thisfee and refund money taken for it at itsreal value. In addition,
reportsto customers of changesin fee rates and the introduction of new feesby the credit
card companies was examined, and as a result companies were required to inform
customers of these in their monthly statements. Rules were also issued for the layout of
standard contracts with reference to the minimum size of |ettering, emphasis of headings
and substantive clauses, and the spacing between lines.

Discussions are continuing in the Standard Contracts Court regarding the request to
abolish discriminatory clauses in Bank Leumi’s current account contract. One of the
mortgage banks was also required to cancel discriminatory clauses in its housing loan
contract, and it was decided that additional clauses, to whose amendment the bank did
not agree, would be brought before the court.

Information and financial reporting

Information and reporting unit

TheInformation and Reporting Unit assemblestheinformation in the Banking Supervision
Department, and manages its databases. As the directives in The Proper Conduct of
Banking Business Regulations are formulated in the department, this unit translates the
regulations and constraints into reporting guidelines, constructs the reporting format,
and invests resources in developing sophisticated reporting tools (including inter alia
logical checksthat improve the quality of the data received). After the data are absorbed
into the system they are processed and cross-checked with data from other information
systems in the unit. Converting the data into usable and available information is an
important part of the unit’s function.

Backed by thisinformation, the unit monitors banks' compliance with the limitations
of theBanking (Licensing) Law, 5741-1981 and The Proper Conduct of Banking Business
Regulations, and follows up on the steps required to be taken by banks in which
irregularities have been discovered. Due to the complexity of the Banking Supervision
Department’s information systems, the unit also deals with their incorporation by the
banks.

Theinformation is passed on to various outs de parties, and the banks receive feedback
from them. The unit handles more than 600 enquiries every year from various economic
entities, and publishes (also on the internet) the maximum and average rates of interest
on the ‘gray’ market, used to calculate the fee for early repayment of mortgages to the
mortgage banks.

Theunitissuesseveral publications: Annual Information on the Banking Cor porations,
containing information on the banking systemin I sragl2 over afive-year period; Current

2 The main findings may be found on the Bank of Israel’s Hebrew website, www.bankisragl .gov.il.
2 This also appears on the Bank of Isragl’s website (see previous note), under Information and Data.

CHAPTER 6: BANKING SUPERVISION DEPARTMENT ACTIVITIES 219



Information on the Banking Corporations, a loose-leaf binder containing updated
information on the banking system in Israel; and Main Data on the Activity of Each
Bank, a quarterly publication (in Hebrew) comparing the different banks, based on
information obtained from their financial statements.

In conjunction with the Financial Statements Unit, the unit examinesbanks' ‘working
documents’ to check thereliability of the data received. Irregularities discovered in the
course of theseinspections prove the need to continue the process of assimilating reporting
systemsin banks.

Financial Satements Unit

This unit’s main function is to initiate changes and improvements in the Guidelines for
Preparing Reports for the Public, and audits financial reports at the level of the entire
banking system and for the individual bank.

In 2000 checkswere performed in the accounting area covering i ssues such asdisclosure
of the minimum capital ratio in the directors’ report and of housing loansin commercial
banks, and the weighting of problem housing loans in the minimum capital ratio of the
mortgage banks.

The unit also dealt with new directives regarding reporting to the public, including:
. A directiveregarding "Accounting in relation to derivatives and hedging activities."2

. A provisional directive on"A qualitative report on exposure to market risks and
methods of managing them."
. Guidelines were issued regarding the disclosure of housing loan activity by

commercia banks, including the method of making provision in accordance with
the depth of arrears.

Licensing

The Licensing Unit deals with all aspects of licensing banking corporations. It reviews
reguests from banking corporations for permits under the Banking (Licensing) Law,
5741-1981, and when it deemsit appropriateit submitsarecommendation to the Governor
of the Bank of Israel or the Supervisor of Banksto grant alicense under the provisions of
the law.

The unit also deals with examining the suitability of candidates for purchasing a
controlling interest and/or core holding in a banking corporation; in this framework,
with the aid of other units in the department it examines, the probity and financial
robustness of the applicants, and submits its recommendations.

During 2000 the unit dedlt inter alia with the following subjects:

. Thesuitability of the candidatesfor purchasing the core holding in Discount Bank;
this was examined in conjunction with employees from other unitsin the
department;

2 Circular no. 1992-06 dated 17.01.2000.
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. The suitability of the candidatesfor purchasing the core holding in Otzar Hashilton
Hamkomi Ltd., also in cooperation with employees from other unitsin the

department;

. Granting a permit to HSBC to open abranch in Isradl;

. Participating in the committee examining alternativesto the continued privatization
of Bank Leumi.

Payment systems and credit cards

The activity of the Payment Systems Unit concentrates on all the regulatory and
supervisory aspects of the payments system in Israel, including credit cards and the
clearing house, as well as subjects related to bank-customer relations.z

Credit cards

The credit card companies are auxiliary corporations inspected and supervised by the
Supervisor of Banks. In 2000 the Banking Supervision Department issued directives
regulating the activities of these companies, including one dealing with amending the
record in acustomer’s account. Work is currently being done on regulating the activities
of these companies and also as regards proper disclosure by them.

The clearing house

There is an ongoing process of clearing local currency that does not derive from checks
viatheinterbank clearing house. In October 2000 the Clearing House Committee decided
that one-off credits would also be cleared in this way.

Large payments system

The globalization of the money and capital markets has led many countries to construct
systems for clearing large amounts in real time, in order to significantly reduce credit
risksduring the clearing process. Systemsthat clear in real time have becomethe standard,
and one of the conditions for joining the euro zone is the existence of such a system.
The Banking Supervision Department expects the banks to begin managing the credit
risksdueto the process of clearinglocal currency, and approached themin this connection
in 2000:1V as a step towards establishing alarge payments system.

Special activities

Checks without cover

Thissection, in cooperation with the commercia banks, operatesacomplex computerized
system for dealing with checks without cover. The system is based on the provisions of
the Checks Without Cover Law, 5741-1981, which was last amended in 1992. In 1994

2 Various subjects connected with the relations between the payers (the customers) and the clearers (the
banking corporations).
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and 1995 the authority to restrict banks customers was extended in a series of new laws
which also apply to customers with files against them in the Execution Office, who
refuseto grant their spouses divorces despite court ordersto do so, and with bankruptcies.
Most of the restricted customers (77,000 at the end of 2000, the same as at the end of
1999) were issuers of checks without cover. At the end of 2000 the number included
about 9,600 with files against them in the Execution Office or who had refused to divorce
their spouse.

Each month an average of 5,000 new customers who have been reported to the Bank
of Israel are added to the restricted customer database in connection with about 6,000
checking accounts? that have been restricted because checks have been returned.

Table 6.9
Restricted Customers and Accounts, 1996-2000
(end-of-year)

Rate of
change
1996 1997 1998 1999 2000 in 2000 (%)
Restricted accounts 160,258 162,486 150,447 138,754 135,500 23
of which For checks returned 96,805 113,533 106,389 97,390 93,797
Restricted customers 81,668 87,510 82,621 77,365 76,860 -0.6
of which Restricted in
aggravated circumstances 38,625 44,285 40,862 36,470 33,632 -7.8
Specia restrictions 1,588 2,725 4177 6,765 9,628
Percent of those restricted
in aggravated circumstances 49 54 55 56 14

The downward trend in the number of restricted customers and accounts evident since
1998 continued in 2000. In annual terms the reduction is about 2.3 percent (Table 6.9).
Thetightening of control systems by the Bank of Isragl and the banks, through the stricter
enforcement of credit limits, provides a partial explanation for this trend. This may be
the banks' response to the rise in credit risks due to the economic slowdown.

An analysis of restricted customers by restriction characteristicsindicates conflicting
trends: while the number of new restricted customers and customers restricted in
aggravated circumstances contributes to the overall decline in the number of restricted
customers, the rapid increase in the number of customers with ‘special restrictions’ (in
the Ministry of Justice database) is continuing.

The computerized systems dealing with restricted customers are highly sophisticated.
Most of the section’s work-load therefore consists of guiding the banking system in
dealing with processes and handling excursions and complaints. Some 3,000 written
requestsfor clarifications or other action were received from the public and other entities

2 Some customers have several restricted accounts.
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in 2000, of which 1,500 were appeals lodged in the courts (1,300 in 1999). This figure
does not include telephone requests (about 10,000) for clarification and information. An
IVR (interactive voice response system) deals with the most common approaches from
restricted customers. Approximately 500 of the phone enquiries they make each month
(about half the total number of such enquiries) are dealt with viathe IVR.

The Bank of Israel makes the information about restricted accounts available to the
public in various ways: up-to-date circulars are sent to large firms, and there are a'so
recorded messages and a page on the Bank of Israel’s website.

Readiness for emergencies

In the framework of the domestic state of emergency system, the Supervisor of Banksis
responsible for the management of banking activity. The banking system is part of the
general economy, but due to the industry’s relatively large size, special arrangements
relating to banking have been formulated. In 2000 attention was focused on establishing
and operating temporary bank branchesin concentrations of evacuated population.

Arab banksin Judea and Samaria

The banking system in Judeaand Samariais supervised solely (since the end of 1995) by
the Palestine Monetary Authority. This system comprises 22 banks: 6 domestic banks,
two British banks, two Egyptian banks, and 12 Jordanian banks. All of these together
have about 100 branches, with total assets of some $ 2 billion. Almost al these banks
operate in close cooperation with the Isragli banks, and for all of them an Israeli bank
serves as the connecting link with the Isragli system. Thus, the Banking Supervision
Department does not supervisetheArab banksin Judeaand Samaria, and merely provides
technical assistance to the Palestine Monetary Authority in coordination with the Isragli
banking system.

After thetransfer of authority therewasonly one branch of an Isragli bank (Mercantile
Discount in Bethlehem) in the area controlled by the Palestinian Authority, and towards
the end of 2000 it ceased operationsfollowing differences of opinion between the bank’s
management and the Palestine Monetary Authority. The remaining branches in Judea
and Samaria are located in Jewish settlements, and remain part of the Israeli banking
system.

The Supervisor of Banks was aso responsible for administering the assets of the closed
Arab banks. In the past, the Supervisor of Bankswas given custody of 42 branches of those
banks in Judea and Samaria, the Gaza Region, north Sinai, and east Jerusalem. Over the
years the Banking Supervision Department dealt with levying thousands of mortgages
extended in the past to the local residents, as well as with other aspects of the property of
these banks. This activity has gradually diminished, because branches were restored to the
reopened banks. In 2000 thiswas implemented in only afew branchesin east Jerusalem. In
thefirg haf of 2001 the Banking Supervision Department’ streatment of thissubject concluded,
and it came under the responsihility of the Custodian of Absentee Property.
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APPENDIX 6.1

Activities of the Banking Supervision Department in 2000

13 January

17 January

7 February

28 February

19 March
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1. In the framework of the Guidelines for Preparing Reports to the
Public, aprovisional regulationwasissued regarding qualitative reporting
on exposure to market risks and ways of managing them.

2. A regulation on the subject of authorized debits set out a procedure
for implementing a change in the account of a debtor on the basis of a
written authorization from one bank to another, and also for the way the
banks—the transferer and the transferee—should act. This refers to
instances in which the original written authorization was not found by
the transferring banks and/or was not given by the customer to the
receiving bank.

In the wake of arisein the extent of activity in financial derivativesin
the banking system, and the publication of an accounting rules standard
on the subject in the US, aregulation was issued regarding accounting
procedures for derivatives and hedging activities. The regulation
determines accounting and reporting rulesfor transactionsin derivatives
(including those incorporated in other contracts) and hedging activities,
and requires a banking corporation to acknowledge al derivatives as
assets or liabilitiesin its balance sheet, and to measure them according
to their ‘fair value.’

With the introduction of the Companies Law, 5749-1999, on February
1, 2000, itsimplicationsfor the Guidelines for Preparing Reportsto the
Public were examined and the relevant sections amended.

The regulation regarding procedures for extending housing loans was
amended as follows:

1. Three aternative repayment dates during the month were set;

2. A uniform accounting system was determined for cases in which
the monthly date set for repaying the loan is not identical with the date
on which it was implemented.

The Banking (Dormant Accounts) Order, 5760-2000 was issued,
determining the ways money in dormant accounts should be invested.
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25 May

15 June

5 July

27 duly

31 July

13 August

1. At the request of Bank Leumi, the license of the Leumi and Co.
Investment House Ltd. as a merchant bank was revoked:;
2. A merchant bank license wasissued to Bank Leumi Merchant Bank Ltd.

The Supervisor of Banksinstructed banking corporationsto refrain from
repurchasing shares of the banking corporation until the subject had
been settled by means of a Proper Conduct of Banking Business
Regulation, even though the Companies Law, 5749-1999 permits a
company to buy shares as aforesaid in the framework of a‘distribution,’
and under the conditions determined in the law.

1. In the framework of the Guidelines for Preparing Reports to the
Public it was decided that starting with the reports to the public of 30
June 2000 banking corporationswill berequiredto reportin NISmillions.

2. In view of the increase in derivatives transactions by banking
corporations, it was decided that the disclosure format in reports to the
public should be brought up to date to reflect the effect of derivatives
transactions on rates of income and expenditure, in the framework of
assets and liabilities management.

In the wake of the expansion of activity in derivatives in the banking
system, the banking corporationswere obliged to submit areport on the
indexation balanceto the Supervisor of Banks, i.e., amonthly report (on
the basis of the individual bank) and a quarterly report (on the basis of
the individual bank and on a consolidated basis). The purpose of thisis
to obtain a comprehensive picture of risk exposure.

1. In the framework of the Guidelines for Preparing Reports to the
Supervisor of Banks, the date for submitting amortgage bank’s monthly
report on credit extended to the public and deposits received from the
public during the month (information on interest) was brought forward
to four days after the end of the reported month. The change will enable
the Supervisor of Banks to announce and publish the average interest
rate sooner, so that the banking corporations will be able to adjust the
interest on variable-interest |oans on the basis of the published rate.

2. The Bank of Israel published the Annual Report of the Supervisor
of Banks for Israel’s banking system in 1999.

A licensefor aforeign bank was granted to Standard Chartered Bank.

4 September  The regulation regarding procedures for extending housing loans was
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amended as follows:

1. The definition of a‘housing loan’ was extended to include aloan
extended upon the mortgaging of adwelling, in accordance with section
13 of the Banking Ordinance, 1941;

2. A banking corporationisrequired to set areasonable period, of not
lessthan ten days, within which aborrower may conclude the procedure
for obtaining a loan; in that case the interest on the loan shall be as
determined at the beginning of the period;

3. For CPI-indexed loans, where the interest is not fixed throughout
theloan’sduration, it is determined that the basis for setting the interest
rate on the loan at thetimeit is changed shall be objective and external.
The banking corporation must inform the borrower of the adjusted annual
interest rate throughout the duration of the loan, with reference to the
information known at the time and bearing in mind the basis for
determining the interest rate on it. This should be done close to the date
at which the procedure for obtaining the loan is begun.

5-19 September An IMF (International Monetary Fund) delegation visited Israel and

19 September

20 September

26 September

6 December
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examined inter aliathe stability of thefinancial sector and the standards
of the Banking Supervision Department, in accordance with the core
priciples set by the Basle Committee on Banking Supervision.

At therequest of Discount Bank, thelicense granted to it to establish
amerchant bank was cancelled.

In the wake of the Proper Conduct of Banking Business Regulation
regarding the allocation of capital against exposure to market risks, the
banking corporations are required to submit a quarterly report to the
Supervisor of Banks on the allocation of capital against this exposure.

1. In the light of the banks assertions that technological advances
enable them to limit withdrawal s by means of a bank card to asituation
in which there is a positive balance in the account, the regulation
regarding accounts of minors was amended to enable a minor aged 14
or more to withdraw money by means of a debit card.

2. Inthe amendment to the regul ation regarding the minimum capital
ratio, it was established that it isnot possibleto hold Tier 2 capital against
Tier 1 capital allocated for market risks.

Banking corporations are required to give the Supervisor of Banks 45
days notice of the purchase of control or an interest in a corporation
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abroad, and must submit reports on the corporation abroad as determined
by the Supervisor. Thisdirectiveisissued in the context of the expansion
of the banks' activities abroad following the relaxation of foreign
exchangecontrol inlsragl, and the abolition of the need for Isragli banking
corporations to obtain a permit to buy or establish subsidiaries abroad.
The steps the management of a banking corporation must take in order
to ensure the existence of supervision and monitoring of the corporation
abroad are issued.

28 December A licensefor aforeign bank was issued to HSBC Bank Plc.
31 December A comprehensiverevision of the banking supervision regulationsin the

light of the Companies Law, 5759-1999 was completed, with particular
reference to matters connected with the work of the board of directors.
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