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Continued expansion in the economy during 2007 led to a large growth in 
aggregate demand for bank and non-bank credit due to the income and 
substitutability effect, and to an increase in the supply of bank credit, mainly 
because of the decrease in credit risk. As a result of these changes, outstanding 
bank credit to the public increased to a considerable extent and its price fell. 
These developments encompassed most credit segments, despite the continued 
contestability from non-bank credit.1

The positive trend in the global economy and in local economic activity 
and the local capital markets continued in 2007 for the sixth consecutive year. 
GDP uses increased considerably. Particularly notable was the expansion in 
gross domestic investment—the largest increase for 16 years. The expansion in 
investment came against the background of high utilization of existing capital 
stocks following several years of buoyant economic activity. The high level of 
investment was translated into a large growth in demand for credit2 and for other 
sources of finance in all principal industries and especially in the burgeoning 
human-capital intensive industries. As in previous years, most of this demand 
was directed at non-bank entities although a substantial proportion was directed 
at the banking system as well, leading to a large growth in outstanding bank 
credit. A notable increase was recorded in credit in the unindexed segment. This 
was due to the lack of alternatives for unindexed non-bank credit for the short 

1 A study conducted by the Banking Supervision Department’s Research Unit at the Bank of Israel 
found that demand elasticity for bank credit relative to GDP at the overall industry level is 1.5. The rate of 
increase in outstanding credit during 2007 conforms to this finding: Credit expanded by 8.7 percent while 
the economy grew by 6.1 percent. See D. Ruthenberg and Y. Hecht (2006), “The Relationship Between 
Business Cycles in the Economy and the Volume and Quality of Bank Credit Against the Background 
of the Basel II Agreement – the Israeli Experience.” Bank of Israel, Banking Supervision Department, 
Research Unit, Discussion Paper Series 06.01.
2 The rates of change presented in this chapter refer to the entire system (the five large groups, 3 
independent banks and excluding the negligible activity of foreign banks). See Table 1.3 and Figure 1.7 
for further details. Outstanding credit and the rates of change in it that are reported and analyzed in this 
chapter refer to balance-sheet credit to the public, including the analysis of off-balance-sheet activity 
where the balances represent credit risk (Table 1.6 and Table 1.7). See Section 4c in this chapter.
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and medium terms. Apart from the growth in business sector demand for credit, 
the high level of activity in the economy and the increase in households’ income 
and financial wealth led to an expansion in private consumption and with it, a 
growth in demand for consumer credit and housing loans. Unlike the diverse 
forms of credit available to the business sector (bank credit and non-bank credit), 
the majority of consumer credit derived from the banking system. In addition, 
credit from the banking system has a relative advantage over non-bank sources as 
regards its accessibility for small and medium-sized businesses.

To conclude, the rate of growth in outstanding credit to both businesses and 
households during the period reviewed was the highest since 2001.

Growing signs of a cyclical slowdown in the global economy became apparent 
during the initial months of 2008 due to the implications of the financial crisis,3 
which is expected to hold down the economy’s growth rate. If the less optimistic 
scenarios materialize, the business sector’s ability to raise sources of finance 
outside of the banking system is likely to be impaired in 2008. Such a development 
will increase the bank’s share in the supply of credit during 2008.4

Credit prices and credit margins declined during the year, principally in CPI-
indexed credit. This decrease derived from both supply factors and demand 
factors. The principal factor on the supply side was the decrease in firms’ risks 
due to the continued buoyant level of activity in the economy, while the demand 
side was notable for competition for the supply of credit by non-bank entities (the 
substitutability effect).5

The disintermediation process continued in 2007. The process was apparent 
with respect to the public’s liabilities and assets: (1) On the public’s liabilities 
side, the banks’ share of total credit and credit substitutes declined as stated, most 
notably in favor of the firms that issued bonds on the Tel Aviv Stock Exchange—
despite the large growth in outstanding bank credit. (2) On the public’s financial 
asset side, the decline in the proportion of deposits to other components of the 
public’s financial assets portfolio continued. In our estimation, the decrease 
in bank deposits derived from a change in the public’s preferences, due to the 
tendency to hold a financial asset portfolio with higher levels of yield and risks 
and as a result of the low interest rates which the banks offered on short-term 
deposits. We expect contestability to increase in 2008, especially in the household 
segment. 

3 See Chapter 2 in this survey.
4 For further details on this subject, see M. Zilberberg and D. Ruthenberg (2008), “Characteristics of 
Business Firms with Indebtedness to the Banks which Issued Bonds on the Tel Aviv Stock Exchange 
during Recent Years,” Bank of Israel, Banking Supervision Department, Research Unit, Discussion Paper 
08.01.
5 For further details see Chapter 2 in this survey and especially Table 2.3.
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1. THE BACKGROUND––MACROECONOMIC DEVELOPMENTS WORLD WIDE 
AND IN ISRAEL 

In line with the cyclical expansion that began in 2003 following the recession years of 
2001 and 2002, a continued growth was recorded in economic activity in 2007. Local 
economic activity in 2007 appears to have been directly affected by the continued 
improvement in the global economy. The annual global growth rate amounted to 2.2 
percent in the USA in 2007, 3.1 percent in the eurozone, and 3.5 percent in the OECD 
countries. These growth rates were reflected by a large expansion in demand for Israeli 
exports and imports of goods and services to Israel—by 8.4 percent and 12.3 percent 
respectively. A substantial increase in domestic demand was recorded: from the retail 
sector where private consumption rose by the high rate of 6.6 percent; and from the firms’ 
sector, with gross domestic investment expanding by the high rate of 13.8 percent. A 
particularly large growth in investment was recorded in the manufacturing, construction 
equipment, transportation and communication industries. As a result, gross domestic 
product and business sector product rose by 5.3 percent and 6.1 percent respectively, 
and the Composite Index went up by 7.3 percent (Figure 1.1).

The rapid growth typical of the Israeli economy during recent years continued in 
2007 and actually strengthened in the fourth quarter. In that quarter, GDP and business 
sector product rose by 6.1 percent and 7.7 percent annualized respectively, compared 
with 5.3 percent and 6.1 percent respectively in the whole of 2007. The growth in the 
fourth quarter of the year mainly reflected the upsurge in exports, while the rate of 
increase in merchandize imports slowed. 

The high growth rates in the economy during 2007 were apparent in the labor market: 
The unemployment rate fell consistently during the year, continuing the trend that began 
at the end of 2003, and reached 6.7 percent at the end of 2007, the lowest level for nearly 
12 years—compared with 7.8 percent at the end of 2006. The average real wage per 
employee post remained largely unchanged in 2007 and amounted to NIS 7,650 at the 
end of the year, slightly more than at the end of 2006 (Figure 1.2).6

6 See Chapter 2 of the 2007 Bank of Israel Report for further details of macroeconomic developments in Israel 
in 2007.

This is because a legislative change permitting non-bank entities to issue liquid 
mutual funds with a short duration went into effect at the beginning of 2008.

The Israeli banking system increased its activity abroad during recent years 
because of a reduction in part of their local activity and the desire to diversify 
their sources of profit. This was mainly done by purchasing local banks in the 
emerging markets.
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The improvement in the macroeconomic 
environment in which the Israeli banking 
system operated was accompanied by 
buoyant activity in the capital market: 
2007 was the sixth consecutive year 
when share prices rose. The Tel Aviv 
100 Index went up by the high rate of 21 
percent in real terms (Figure 1.3). Due 
to the financial crisis and forecasts of 
a considerably slower rate of economic 
growth in 2008 however, this index 
plummeted by 14 percent in real terms 
during the first four months of 2008.

The capital market’s high level of 
liquidity and trading turnover derives 
inter alia from the high level of 
involvement by foreign investors and 
financial institutions (pension funds, 
provident funds and the insurance 
companies) in the market: Daily 
turnover in shares and corporate bonds 
surged in 2007, by approximately 50 
percent and 150 percent respectively 
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compared with 2006 and amounted to a daily average of NIS 2.1 billion and NIS 0.7 
billion respectively. The large growth in corporate bond turnover is attributed to two 
main factors: (1) the decline in the budget deficit led to reduced domestic borrowing, as a 
result of which institutional investors diverted their money to private sector issues; (2) a 
continued growth in business sector issues and placements, which reached NIS 73 billion 
in 2007 compared with only NIS 43 billion in 2006 (Figure 1.4). This development was 
uniform over the year. Corporate bond issues, which became the principal substitute for 
bank credit during recent years, were centered in the first half of the year. As a result 
of the shocks in the financial markets, this margin increased and the volume of issues 
decreased considerably. Accordingly, NIS 28 billion were raised from 133 issues in the 
local capital markets during the first half of 2007, while in the second half issue volume 
totaled only NIS 19 billion. The decrease continued apace in the first quarter of 2008: 
Only 16 issues, amounting NIS 8 billion, were recorded during the months January-
March 2008.7

7 According to a recent study conducted by the Banking Supervision Department’s Research Unit (Footnote 4), 
worldwide experience shows that in a period of slowdown in economic activity, only particularly good business 
firms will continue to issue, while other firms will increase their demand for bank credit.
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2. PRINCIPAL DEVELOPMENTS IN THE INDICES OF BANKING ACTIVITY 

The banking activity index, which is expressed by the ratio of added value8 to GDP, 
continued to rise and was similar to the average ratio in the developed countries (Figure 
1.6). The rise in this ratio began at the start of the present real cycle in 2003 (Figure 1.5) 
and is similar to the average ratio in the developed countries (Figure 1.1).

Other indices of banking activity are the ratio between the banking system’s aggregate 
balance sheet and GDP, and the ratio between aggregate bank credit and GDP. The 
disintermediation process is apparent in both these ratios, which fell between 2003 and 
2006 as a result of the rapid development of the non-bank credit market. The decline 
in the balance sheet/GDP ratio ceased in 2007 when the 5.5 percent increase in the 
aggregate balance sheet was similar to the rate of increase in GDP. The ratio between 
aggregate bank credit and GDP rose slightly in 2007, for the first time since 2002, and 
amounted to 3.7 percent at the end of the year. The rise in the ratio derived from an 
8.7 percent increase in bank credit, which exceeded the GDP growth rate. However, 
the value of this ratio is lower than the average for countries similar to Israel (Figure 
1.6a).

8 Added value is the sum of total ordinary before-tax net income, salary and related expenses and other operat-
ing expenses.
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3. STRUCTURE OF THE BANKING SYSTEM IN ISRAEL 

Economic forces and regulatory practices led to major changes in the Israeli banking 
system during recent years. The system itself is currently subject to a process of mergers 
between financial institutions, mainly involving acquisitions of small banks by large 
and medium-sized banks and mergers of mortgage banks within their parent banks. This 
phenomenon, which is far more widespread abroad, is intended to exploit economies 
of scale and diversification.9 With respect to regulatory practice, the most prominent 
reform in recent years was the full implementation of the recommendations of the Bachar 

9 For terms see: D. Ruthenberg (2000), “Banking Management in Israel: Management of Assets, Liabilities and 
Risks”, Keter Publishing House, p. 345. For further details on the subject, see D. Ruthenberg (1994), “Optimal 
Structure of the Israeli Banking System – Theory and Practice”, Bank of Israel, Banking Supervision Department, 
Banking Issue 12, pp. 49-79. Y. Landskroner, D. Ruthenberg and D. Zaken (2005). “Diversification and Perfor-
mance in Banking: the Israeli Case,” Journal of Financial Services Research 27, 1, 27-49.
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Committee, which were embodied in legislation in 2005. These recommendations and 
the resulting legislation were intended to deal with the issue of concentration in the 
Israeli financial system and the conflicts of interest within it.

We will now describe developments in the banking system during recent years, and 
will examine the concentration and the competition in it on the basis of a number of 
widely used indices.

a. Structure of the system and the services provided

As stated, the Israeli banking system underwent a series of mergers during recent years 
whereby small banks were purchased by large and medium-size banks in order to 
exploit economies of scale and diversification. The majority of the mortgage banks were 
merged within their parent companies: Bank Mishkan was merged within the Bank 
Hapoalim group, Bank Tefahot was merged within the Bank Mizrahi group, and the 
First International Mortgage Bank was merged within the First International Bank. In the 
past two years the ownership of the specialized banks was replaced: Bank Massad, Bank 
Yahav and Bank Otzar Hahayal were removed from the control of the Bank Hapoalim 
group and were acquired by medium-sized banks.

Israel currently has 26 banking institutions compared with 39 at the end of 2003 
(commercial banks, mortgage banks, foreign banks, financial institutions and joint 
service companies). These banks are controlled via five banking groups, which from 
the aspect of asset volume account for 94 percent of system activity, as well as three 
independent banks and four branches of foreign banks. A new branch of BMP Paribas 
Bank was opened in Israel at the end of 2006 and a new branch of the State Bank of 
India was opened in March 2007. These two branches came in addition to two existing 
branches of foreign banks that were already operating in Israel—Citibank and HSBC 
(Figure 1.7; Table 1.1).

Apart from classical banking intermediation activity, via subsidiaries the large 
banking corporations engage in complementary areas to commercial banking activity. 
They are thereby able to engage in universal banking: credit card activity; capital market 
activity (which has decreased greatly in recent years)—brokerage services in securities 
and other financial assets on behalf of their customers; custodial services for securities; 
portfolio management for customers; and securities underwriting and issues. In the past, 
the bank held a large number of non-financial corporations (equity-basis investees) 
and equity holdings in insurance companies.10 During recent years however, these 
investments have decreased and currently account for only 5 percent of the banking 
system’s equity capital. Investment restrictions were prescribed for underwriting 
activity in 2008, as well as restrictions on holding ratios which prevent the banks from 
controlling underwriting companies. For many years now, the local banks have held 
banking subsidiaries abroad, principally in major financial centers. These subsidiaries 

10 The ownership of non-financial companies is restricted to 20 percent of the banking corporation’s capital and 
20 percent of the means of control in a purchased company, without the ability to manage such a company.
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found it very difficult to compete with large local banks, and their profitability was low. 
The proportion of credit to the public at these banks was significantly lower than at local 
banks, and most of their activity consisted of private banking. The performance of these 
banks is poor, as stated, due to the high entry barriers resulting from the presence of 
large foreign banks alongside local banks with a long tradition of activity. In view of the 
Israeli banks’ difficulty in achieving a good performance, their presence in these centers 
has sometimes has been intended for reputation purposes only. In recent years however, 
as a result of the decrease in the share of activity of the banks in Israel and the banks’ 
desire to diversify their sources of profit by exploiting their expertise and advanced 
technologies, the Israeli banking system has expanded its activity abroad. This has been 
done by purchasing local banks in the emerging markets, on the assumption that these 
banking subsidiaries will find it easier to compete with the local banks in those markets. 
The expansion of activity abroad may partly derive from an attempt by the banks’ 
management to compensate for the large drop in their income resulting from the sale of 
their holdings in companies operating in the local capital market. 

The Law for Increasing Competition and Reducing Concentration and Conflicts 
of Interest in the Capital Market in Israel (“the Bachar Law”), which was enacted in 
August 2005, led to a change in the composition of the banking system’s activities. As 
required under this law, the banks had to sell their entire holdings in provident fund and 
mutual fund management companies, and were thereby unable to utilize economies of 
diversification.11 A study conducted at the Banking Supervision Department’s Research 
Unit12 found that risk-adjusted return on capital (RAROC) was higher at banks that 
succeeded in diversifying their activities. This present review provides further support 
for the positive relationship between diversification and yield.13

b. Concentration and competition in the banking system 

The extent of competition in the Israeli banking system, the changes have occurred in 
it during recent years and its status compared with the competition in other banking 
system worldwide are examined by means of two approaches: the Indirect Estimate 
Approach, which is also known as the “structure” approach,14 and the Direct Estimate 
Approach, which is also called “contestability”. Under the structure approach, where an 
emphasis is placed on the relationship between the structure of the system, its conduct 
and its performance, the concentration of the banking system fell slightly after rising 
persistently since 1997. Concentration is measured here by means of two indices that 

11 For further details on the subject see the Supervisor of Banks’ Annual Survey for 2005.
12 Y. Landskroner, D. Ruthenberg and D. Zaken (2005), “Diversification and performance in banking: The 
Israeli case,” Journal of Financial Services Research, 27 1 27-49.
13 See Table 3.9 below.
14 For further details see David Ruthenberg (2005), “Competition in the Banking Industry: Theoretical Aspects 
and Empirical Evidence from Israel and Abroad,” Bank of Israel, Banking Supervision Department Research 
Unit. Discussion Paper Series 05.02.
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are employed for measuring concentration 
in the banking system: One index, the 
Herfindahl, Hirschman Index (the H 
index), is calculated here for unindexed 
bank credit, which currently accounts 
for 50 percent of the commercial banks’ 
outstanding credit (Table A.1.4). The 
other approach, CR2, measures the market 
segment of the two largest banks (Hapoalim 
and Leumi) in aggregate unindexed local 
currency credit. Concentration according 
to the H index amounted to 0.20 at the end 
of 2007, compared with 0.204 at the end of 
2006 and 0.212 at the end of 2005 (Figure 
1.8). Since the number of commercial 
banks operating in the unindexed segment 
remained unchanged in the past two years, 
the decrease in the system’s concentration 
must thereby derive from a greater 
diversification of credit activity among the 
different banks. However, an international 
comparison of overall banking activity 
shows that the concentration in the Israeli 
banking system is higher than the average 
in its peer group.15 A similar picture is 
obtained from the CR2 index, which 
amounted to 58 percent at the end of 2007, 59 percent at the end of 2006 and 60 percent 
at the end of 2005 (Figure 1.8). 

Another index used for estimating competition in the industry is the market power 
which the banks exert over their customers. Market power is calculated as the relative 
deviation of the price of the banking product (credit) from its marginal cost, which is 
usually the Bank of Israel interest rate (Figure 1.9). This index is calculated here on 
unindexed local currency credit as best representing financial intermediation, with a 
distinction between the bank’s activity with households and their activity with business 
firms. The data show that the banks’ marketing power over households is greater than that 
which they exert over business firms. A similar phenomenon, in terms of intensity and 
direction, can be found in European countries. It can be assumed that the difference in 
marketing power between the two populations derives from households’ low bargaining 
ability with the banks compared with the bargaining power of firms. This is because 

15 The peer group for Israel contains nine countries that are similar to it in terms of size of economy and the 
extent of banking system concentration: Belgium, Denmark, Finland, Greece, Ireland, Norway, New Zealand, 
Portugal and South Africa.
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firms usually have access to more numerous credit substitutes, and their costs of moving 
between banks are lower because they manage activity with more banks. While the 
marketing power which the banks exerted over households remained unchanged during 
2007, their marketing power over business firms rose from 0.32 to 0.37. As a result, the 
difference between the marketing power exerted over the two sectors decreased slightly.16

Contestability to the banking system from non-bank entities on both the asset side and 
the liability side has increased continually since 2003. Contestability on the asset side, 
which is measured as the difference between the total financial assets which the public 
holds outside of the banking system and the public’s deposits at the banks, increased 
in 2007 at a rate similar to that recorded in the last five years. On the liability side 
(bank credit to the public), contestability, which is measured as the difference between 

16 The marketing power which the banks exert over their customers – households and businesses – is affected by 
a number of factors: (1) the concentration in the banking system; (2) risk factors; (3) income factors; (4) substitut-
ability factors. In 2007, the risk factor as measured by the rate of loan-loss provision fell more in the corporate 
segment than in the household segment (Table 3.5 below). Moreover, assuming that the relative concentration 
remained unchanged, it can be estimated that in 2007 the income factor had a greater affect on business firms 
than on households. For this reason, the banks’ marketing power over business firms rose more than that over 
households. For further details see David Ruthenberg (2005), “Competition in the Banking Industry: Theoreti-
cal aspects and Empirical Evidence from Israel and Abroad”, Bank of Israel, Banking Supervision Department, 
Research Unit, discussion paper series 05.02, Table 6.
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credit substitutes and outstanding bank credit, was higher in 2007 than in 2005, and also 
higher than in 2003 when the economy recovered from the recession that had prevailed 
during the years 2001 and 2002 (Figure 1.11 and Table 1.5).
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4. PRINCIPAL DEVELOPMENTS IN BALANCE SHEET AND OFF-BALANCE-
SHEET ACTIVITY 

a. General

The balance sheet of the Israeli banking system17 expanded by 5.5 percent to 
approximately a trillion shekels at the end of 2007 (Table 1.2).

The classical balance-sheet activity of the banking system—the extension of credit 
to the public and the raising of deposits from the public—increased during the year 
reviewed. Concurrently, the banks continued to expand their securities portfolio in line 
with their desire to diversify their profit sources. Balance-sheet credit to the public, 
which accounts for 66 percent of the Israeli banking system’s total assets, amounted to 
NIS 670 billion at the end of the year compared with NIS 616 billion at the end of 2006, 
an increase of 8.7 percent, which was high in comparison with previous years. Aggregate 
demand for bank credit in 2007 was heavily affected by the continued expansion in the 
economic activity of business firms, which in the first half of the year led to a growth 
in demand for non-bank credit as well. The continued downturn in unemployment and 
the rise in households’ disposable income also contributed to the growth in demand for 
consumer credit. On the supply side, the banking system responded to contestability by 
non-bank entities by increasing the volume of bank credit. This trend was reflected by the 
extension of bank credit to industries, such as the construction and real estate industry, to 
which the banks had avoided supplying credit in recent years. The growth in the supply 
of bank credit resulted from a number of supportive factors: (1) an improvement in the 
payments record of borrowers in the system; (2) a decrease in the volume of problem 
loans (implying a decline in credit risk); (3) an improvement in business entities’ level 
of liquidity; (4) an improvement in the performance of business firms (an increase in 
profits concurrent with a decrease in risk).

The distribution of credit by indexation segments shows that most of the increase 
was recorded in the unindexed segment, during the second half of the year. As stated, 
most of the growth in bank credit was recorded in the unindexed local currency 
segment, where contestability is lower than in the CPI-indexed and the foreign-currency 
indexed and denominated segments (Table 1.2). The proportion of unindexed credit at 
the commercial banks exceeded 50 percent for the first time at the end of 2007, and 
the proportion of this credit continued to rise at the beginning of 2008 (Table A.1.4). 
The growth in credit activity was accompanied by a moderate 3.7 percent increase in 
deposits of the public (Table 1.1). The increase derived from sustained growth in the 
economy and from a rise in individual’s disposable income. This development was not 
uniform in its intensity in all segments of activity. Most of the growth in deposits of the 
public was recorded in the unindexed segment and was centered in the first half of the 

17 As distinct from previous years, the following figure is based on overall banking system activity, excepting the 
relatively minor level of activity conducted by branches of foreign banks.
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year. The growth in unindexed local currency deposits concurrent with a decrease in 
the supply of CPI-indexed deposits during the first half of the year (Table 1.3) resulted, 
in our estimation, from a decrease in uncertainty over the level of inflation and in 
the implied volatility of inflation expectations (Figure 1.10). Another reason for the 
growth in the balance of unindexed local currency deposits was the increased activity in 
structured products, which combine a shekel deposit (usually unindexed) in which the 
principal is guaranteed at the end of the period of deposit, with an increment in respect 
of the increase in another index, if such an increase occurs. This investment instrument 
provides the customer with the opportunity for obtaining a relatively high yield against 
the risk of losing banking interest, without endangering the principal of the deposit. 
The deposit’s yield is usually dependent on the following parameters: the exchange 
rate, interest rates and a predefined rate of the increase in a share or share basket index. 
The growth in structured product activity largely derived from the low interest rates 
that were offered on deposits of the public. This situation is expected to change in the 
near future because an amendment to the Joint Investments Law went into effect at the 
beginning of 2008. The amendment allows mutual fund managers to issue mutual funds 
with a short duration, which are thereby able to compete with liquid and short-term 
shekel deposits. Assuming that all other factors remain constant, this competition could 
have the effect of reducing the net interest margin in the unindexed segment.

b. Principal developments in the banking system’s deposits of the public

Israeli residents’ financial asset portfolio represents the public’s potential supply of 
sources to the banking system. The portfolio is divided into three principal parts: The first 
part is tradable financial assets, which are usually managed via portfolio management 
companies and institutional investors. A smaller component is managed directly by the 
public. This component largely consists of shares, government bonds and corporate 
bonds, and non-marketable corporate bonds that are held only via institutional investors 
account for a minor element of it. The second, non-marketable part of the portfolio 
consists of deposits in the banking system. This part is notable for yields, market risks 
and commission fees that are significantly lower than those for the marketable portfolio. 
The first part of the asset portfolio consists of cash that is held by the public, and this is 
also non-tradable.

The expansion in the public’s financial asset portfolio that began four years ago 
continued in 2007 and the portfolio totaled NIS 2.1 trillion, an increase of 13.2 percent 
compared with an increase of 11.8 percent in 2006 (Table A.1.3). As in previous years, 
the public’s asset portfolio and the distribution of the portfolio were subject to two 
opposing effects: The first effect was the income effect, which led to an expansion 
in the portfolio due to the rapid growth in the economy. The second effect is the 
substitutability effect, which led to a change in the distribution of the portfolio between 
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the non-tradable part, which is deposited in the banking system, and the tradable part 
(principally shares and bonds). This disintermediation process is part of a global trend: 
Many parts of the world are notable for a persistent decline in the proportion of deposits 
and saving plans managed via the banking system to the public’s total financial assets.18 

The disintermediation effect increased during the last three years due to the decline in 
bank interest rates and as a result of the relatively high yields expected in the money 
and capital markets compared with the lower effective yields offered by the banking 
system. Investors also expected that the sustained growth in the economy would be 
reflected in the profits of publicly-traded companies, and that these profits would be 
translated into dividend allocations in accordance with the liberal policy prevailing in 
the stock exchange during recent years. As a result of these developments, for the first 
time ever the proportion of the public’s financial assets deposited with the banks in 
Israel fell to below 30 percent in 2007 (Figure 1.12 and Table 1.3). It should be realized 
however that the price effect also contributed to the increased proportion of marketable 
assets in the portfolio. This is because marketable assets are revaluated at market prices, 
which rose considerably during the year. The redistribution of the asset portfolio also 
resulted from a change in the public’s preferences, in favor of marketable investments 
with a high yield expectancy but with a higher risk profile compared with deposits at 
the banks, which are notable for a lower yield and risk. As an example, for the first 
time in the present decade the proportion of shares of publicly-traded companies in the 
public’s asset portfolio exceeded the proportion of unindexed local currency deposits 
in 2007: 20.3 percent compared with 17.3 percent. This development partly derived 
from the numerous reforms that were applied in the capital market and especially in the 
investment regulations of the provident funds and the pension funds. As a result of these 
reforms, the funds invested a larger proportion of their money in shares as opposed 
to government bonds. Despite these developments and the fierce competition for the 
public’s sources which the banks faced, deposits of the public rose by 3.7 percent in 
2007 as stated and totaled NIS 788 billion at the end of the year.

Developments in deposits of the public in the banking system by indexation segment 
show a large increase of nearly 10 percent in the unindexed local currency segment, and 
a decrease of 7 percent in the CPI-indexed segment. Most of the increase in unindexed 
local currency deposits was recorded in the first half of the year, apparently due to the 
large drop in inflation expectations to below the level of the government’s inflation 
target (Figure 1.10). Mutually offsetting effects were apparent in the foreign-currency 
denominated and foreign-currency indexed segments: The income effect contributed 
to a growth in these deposits in line with the expansion of the asset portfolio, while 
the substitutability effect led to a reduction in their volume due to the shekel/foreign 
currency interest-rate differentials in favor of the shekel interest rates, and because 
the shekel strengthened against the majority of foreign currencies. The continued 
improvement in the Israeli economy’s macro data concurrent with the expectation, 
which has since materialized, of an increase in the country’s credit rating made it easier 

18 IMF Global Financial Stability Report: Market Development and Issues – April 2005.
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to raise deposits from nonresident customers. Total deposits of nonresidents increased 
by 6 percent in real terms to a level of $ 23.2 billion at the end of 2007 compared with 
$21.9 billion at the end of 2006 (Table A.1.3). As a result of these developments, the 
banking system increased its deposits at foreign banks abroad while a small part of the 
growth in foreign-currency deposits was placed with subsidiaries abroad. In addition, 
the Israeli banks invested large amounts in their securities portfolios abroad, including 
in MBF and SIV assets (mainly by Bank Hapoalim).

c. Principal developments in the banking system’s credit portfolio

The distribution of credit to the business sector in 2007 again shows that a very large 
proportion of credit requirements was supplied from outside of the banking system, 
although to a lesser extent than in previous years. The business sector raised a total of 
NIS 137 billion in 2007, of which NIS 34 billion or 25 percent came from the banks. 
This ratio was higher than in 2006, when only 4 percent of the business sector’s credit 
requirements were supplied by the banks (Figure 1.13 and Table 1.5).

The substantial increase in the economy’s credit requirements compared with 
previous years resulted from the business sector’s need to expand its investments. This 
is because at the beginning of the present rising business cycle, the factors of production 
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available to the economy were limited as a result of the previous recession. Although 
investment in the principal industries rose only slightly at the beginning of the cycle, in 
2006 investment increased considerably and to an even greater extent in 2007. These 
developments greatly increased the business sector’s aggregate demand for sources of 
credit and as stated, the banking system’s share in the supply of sources for these credit 
requirements increased. Most of the increase was recorded in the second half of the year, 
when the business sector experienced growing difficulties in raising non-bank credit as 
a result of the shocks in the local and international financial markets. We believe this 
trend will become more notable in 2008 if the unfavorable terms for raising debt and 
capital from the capital markets prevailing in the first quarter of 2008 continue.19

Outstanding credit to the public in the unindexed local currency segment expanded 
(credit to the business sector, and credit to the retail segment and households). In the 
CPI-indexed segment, where contestability to the banking system is most apparent, 

19 Worldwide experience shows that in a period of slowdown in economic activity, only particularly good busi-
ness firms will continue to issue, while other firms will increase their demand for bank credit.
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a slight increase in credit was recorded (Figure 1.14) while no major changes were 
recorded in the foreign-currency segment.

Unlike in previous years, outstanding credit increased in all principal industries in 
2007 as a result of the large growth in investment. Accordingly, credit expanded to 
industries to which the banking system had avoided exposure in previous years, such 
as construction and real estate, hotels and food and accommodation services. The 
main reason for this development was the rapid growth in product in all the principal 
industries—in industries whose output is mainly directed at the local market, which 
have benefited from the rapid expansion in private consumption, as well as in export-
oriented industries, mainly manufacturing, hotels and food services (Table 1.4). The 
product of the construction industry rose as well. 

The product of non-residential construction (buildings, roadworks and defense 
construction) surged by 12 percent concurrent with a moderate 3 percent increase in 
housing construction.20 The expansion in the industry is mainly attributed to increased 
construction of public buildings at the initiative of the public sector, the paving of roads 
and the construction of industrial buildings resulting from the rapid expansion in the 
productive sectors of the economy. The growth in the industry was financed from non-
bank sources, as well as from the banking system. Balance-sheet bank credit to the 

20 For further details see the Bank of Israel report for 2007, Chapter 2, pp 36-63.
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construction industry amounted to NIS 110 billion in 2007, an increase of 12 percent. 
As a result, the ratio of credit to product in the construction and real estate industry 
rose slightly (Table 1.4). Despite the increase in this ratio, the sector-specific risk of 
the construction industry has decreased over the years due to an improvement in the 
profitability of the firms operating in the industry. The rebound in the construction 
industry has not included housing construction, where output has remained at a level 
similar to the average for recent years. Housing construction may react to the upsurge 
in activity with some element of delay, because of the shortage of land available for 
construction and the considerable time necessary for redesignating the use of land. It 
is also possible that the demand surplus for apartments resulting from the rise in the 
standard of living, the increase in the population and from nonresidents’ investments 
will be translated into a rise in housing prices in demand centers, and the industry will 
react to this demand with a lag of several years. Despite the only moderate 3 percent 
growth in housing construction, outstanding loans which the banking system supplies 
to households expanded by the higher rate of 9 percent during the year (Table 3.5). 
The difference results from the following developments: (1) During recent years and 
especially in 2007, most of the transactions in the residential apartment market were 
in second-hand apartments. (2) The price increases that were recorded, principally in 
demand areas, made it necessary for certain apartment buyers to take new loans. (3) The 
downtrend in loans for eligible persons under Housing Ministry criteria, whereby loans 
are taken from the banking system, continued.

Another industry that was a focus of attention in the past despite its negligible 
proportion in the banking system’s credit portfolio is the tourism industry. During the 
recession years very high ratios of problem loans were recorded in this industry, whose 
output is highly sensitive to the security situation. This industry is built around long-
term finance and relies mainly on the banking system.

The product of the tourism and accommodation services industry rose by 5.4 percent 
in 2007, reflecting an impressive growth in the industry’s revenue and a large increase 
in the number of tourists’ overnight stays at hotels. This came in the wake of a major 
slump in the third quarter of 2006 that resulted from the Second Lebanon War. Although 
consumption of tourism services rose in the center and the south of the country during 
the summer months of 2006, an immediate impact was apparent in the extent of foreign 
tourism, and the number of hotel stays fell by 30 percent in the third quarter of 2006. 
The industry appears to have fully recovered from the slump in activity during 2007. 
Outstanding credit to the industry expanded by 10 percent to NIS 6.5 billion in 2007. 
The existing stock of hotel rooms and the gradual increase in the number of hotel stays 
by tourists do not currently appear to be an incentive for extensive investment in the 
industry. The ratio of credit to product in the hotels and accommodation services industry 
fell to some extent, mainly due to the large growth in the industry’s product. This ratio 
reverted to the level of the end of the previous decade, when activity in the industry was 
vibrant and the levels of risk were low. The decline in the credit-product ratio coincided 
with the rebound in the industry that began in 2003, and which ceased only in the third 
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quarter of 2006. It should be remembered however that unlike foreign tourism, internal 
tourism is not affected at the aggregate level by security-related developments. This 
is due to the rise in the local standard of living and to the persistent upturn in internal 
tourism since the beginning of the present business cycle. The proportion of problem 
loans to total credit to the industry continued to fall in 2007, although it is still the highest 
among the principal industries (Table 3.5, Figure 3.7). Concurrent with the continued 
expansion of bank credit to the business sector, the growth in the volume of bank credit 
to the household sector was maintained in 2007. Credit to private individuals rose by 
the high rate of 10 percent, most of it in the first three quarters of the year and included 
an 8 percent expansion in housing loans.

The rapid expansion in credit to the household segment occurred against the background 
of macroeconomic developments that favorably affected borrowers’ repayment ability, 
which greatly increased the supply of bank credit to that segment. On the demand side as 
well, households’ demand for credit increased as a result of the continued improvement 
in the labor market (Figure 1.2) as the average real wage stabilized at a high level. Apart 
from this development, unemployment rates among educated persons, including those 
with a partial high-school education, fell heavily. Moreover, the number of persons 
employed in the human-capital intensive industries increased and their salaries rose. 
Concurrent with the favorable developments in the labor market, the reduction in tax 
rates and the large increase in households’ financial wealth contributed to a growth in 
households’ aggregate demand for bank credit. Most of this incremental demand was 
directed towards an expansion in local private consumption, which surged by 7.2 percent 
in the year reviewed as previously mentioned. Complementing these demand factors 
was the increasing abundance of non-bank credit substitutes in the business sector, as 
well as the low risk and relatively high profitability associated with the retail segment. 
All these factors prompted the banks to increase the supply of credit and the services 
provided to that segment. This growth in activity was accompanied by media advertising 
campaigns, which were aimed at competing for households’ credit requirements.

d. Principal developments in off-balance-sheet activity 

Credit risk in respect of customers’ liabilities to the banks is an integral part of off-
balance-sheet activity, and is apparent in two main areas:

(1) Transactions in off-balance-sheet financial instruments in which the nominal amount 
represents credit risk

This activity includes letters of credit, guarantees21 and liabilities for the granting of 
credit that has been approved and not yet granted.22 Transactions associated with this 

21 Guarantees for securing credit, guarantees for apartment buyers, and other guarantees and other liabilities at 
customers’ expense.
22 Unutilized credit card credit lines, unutilized balances of current loan accounts, irrevocable liabilities for the 
granting of credit that has been approved and not yet granted, and irrevocable liabilities for the issue of guarantees.
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activity largely consist of current loan accounts and other credit lines to the public that 
have yet to be utilized, as well as irrevocable liabilities for the granting of credit that 
has been approved and not yet granted, which account for 35 percent and 21 percent 
of overall activity respectively (Table 1.6). Other transactions in off-balance-sheet 
financial instruments in which the nominal sum represents credit risk among the five 
large banking groups amounted to NIS 379 billion at the end of 2007, 18 percent more 
than at the end of 2006. The expansion was centered among current loan accounts and 
other unutilized credit lines, and conformed to the expansion in balance-sheet bank 
credit in 2007 as described in Section 4.c above.

(2) Activity in derivative financial instruments 

In accordance with their exposure to base risks, contracts relating to derivative instruments 
are divided into four groups: interest-rate contracts,23 foreign-currency contracts, 
contracts in respect of shares, and commodity and other contracts. The instruments are 
used for several purposes: (1) hedging derivatives;24 (2) ALM derivatives;25 (3) other 
derivatives;26 (4) credit directives27 and foreign-currency swaps. Activity in derivative 
instruments expanded considerably in 2007, and totaled NIS 1.36 billion at the end of 
the year compared with NIS 1.10 billion at the end of 2006. The expansion encompassed 
all types of contracts and all of the banking groups (Table 1.7). The banks’ growing 
use of derivative financial instruments resulted from the increased sophistication of the 
financial markets and from the large rise in uncertainty with respect to the different 
market risk factors. The implied volatility of inflation expectations rose persistently 
in the course of the year (Figure 3.10), as did the implied volatility of shekel-dollar 
options.28 The underlying interest-rate trend in the economy was not uniform in the 

23 Contracts for the purchase/sale of CPI-indexed local currency in return for unindexed local currency, or other 
interest-rate contracts.
24 A derivative which the bank’s management designates as suitable for hedging purposes. This is when the 
nature of the hedging instrument’s risk exposure is identical to the nature of the hedged item’s risk exposure. The 
hedged item must be specifically identified. At the commencement of the hedging activity, formal documenta-
tion is made of the hedging ratios and the objective and risk management strategy of the banking corporations 
when creating the hedge, including identification of the hedging instruments, the hedged item, the nature of the 
risk hedged, and the manner of assessing the effectiveness of the hedging instrument, offsetting the exposure to 
changes in the fair value of the hedged item which can be attributed to the risk hedged. The manner in which the 
banking corporation plans to assess the effectiveness of the hedging instrument must be based on reasonable as-
sumptions.
25 A derivative which the bank’s management regard as a hedging instrument, but which does not conform to the 
hedging terms specified in this statement of opinion. 
26 A derivative that is not a hedging instrument and that is not ALM.
27 A contract transferring credit risks from the buyer to the vendor. Credit derivatives are of various forms: op-
tions for protecting against credit default, a note for the partial coverage of credit risk, and a SWAP for full cover-
age of the risks.
28 An index for measuring uncertainty regarding the exchange rate in the future.
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course of the year: after continuing to fall in the first half of the year, the trend rose in 
the second half and was subsequently stable.

5. THE BANKING SYSTEM’S ACTIVITY IN SECURITIES 

The banks expanded their nostro securities portfolio in Israel and abroad persistently 
during recent years. This is in line with the banks’ tendency of diversifying their profit 
sources, and also resulted from the relative weakness in demand for bank credit due to 
the vibrant activity in the credit substitute market. The aggregate securities portfolio 
of the five large banking groups amounted to NIS 163 billion in December 2007, 20 
percent of which consisted of deposits of the public, and its proportion to the balance 
sheet reached 17 percent at the end of 2007. This portfolio has expanded rapidly in 
recent years. As an example, 11 years ago it amounted to only NIS 51 billion, and its 
proportion to the balance sheet was only 11 percent (Figure 1.15 and Table 1.8).
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Concurrent with these developments, it should be remembered that the banks’ natural 
tendency is to direct this money to the government bond market, which serves as a 
liquid channel of investment notable for relatively low credit risks. Part of the expansion 
in the securities portfolio began several years ago following a change in the Short-Term 
Loan Law and in the management of the Bank of Israel’s monetary policy—the removal 
of the makam ceiling (makam––short-term bills issued by the Bank of Israel), which led 
to a decrease in the commercial banks’ deposits with the Bank of Israel and an increase 
in their holdings of unindexed government bonds. Although this development did not 
change their portfolio’s yield and risk profiles, the banks’ management did change 
the structure of the portfolio in order to diversify their investments and as a result of 
the large decrease in issues of government bonds in the CPI-indexed segment and the 
foreign-currency segment. Developments in the fixed-income markets during recent 
years deepened these markets from the aspect of the larger number of bond series traded 
in them, concurrent with a persistent growth in trading in these series. The increase in 
the terms to maturity of government bonds encouraged the issue of long-term corporate 
bonds by publicly-traded companies. These developments prompted the banks to direct 
a growing proportion of their investments to non-government marketable securities, 
such as corporate bonds traded on the Tel Aviv Stock Exchange or assets that are traded 
abroad, from investment in the bonds of the highest-rated countries such as the USA, to 
complex securities with a higher risk profile. However, the different banking groups were 
clearly notable for the difference in their investment policy. The differing preferences 
of the groups’ management were reflected by the manner in which they selected the 
point on the yield-risk curve. As an example, the Bank Hapoalim and Bank Leumi 
groups hold two thirds of their securities portfolios, which are each assessed at NIS 50 
billion, in non-government securities. At the other end of the scale is Bank Discount, 
which allocates only 20 percent of its portfolio (which amounts to NIS 37 billion) to 
non-government securities. 

This change in the composition of the banks’ investment portfolio exposed the 
banking system to market risks and credit risks. Since the banks in Israel are subject 
to supervisory restrictions that prevent them from investing in marketable shares, the 
above-mentioned change was reflected entirely by a decrease in the proportion of 
government bonds and an increase in the proportion of corporate bonds (Table 1.2).

Today, 45 percent of the banks’ securities portfolios are invested in non-government 
bonds,29 compared with only 18 percent in 1996. At the same time, the proportion of 
government bonds fell from 81 percent in 1996 to only 48 percent in 2007. Although 

29 The banks also have holdings of marketable and non-marketable shares, most of which are shares held against 
credit rather than resulting from the realization of collateral. These holdings do not reflect strategic purchases for 
the purpose of diversifying profit sources.
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the changes have inevitably increased yield expectancy,30 the level of risk in the banks’ 
investment portfolios has increased as well.

6. THE BANKING GROUPS’ PRINCIPAL ACTIVITIES VIA SUBSIDIARIES 

a. General

Apart from classical financial intermediation and the other banking activities which 
the banks offer directly and which were described in the previous parts of this chapter, 
the banks in Israel operate via subsidiaries in several areas: commercial banking in 
Israel; the holding of companies specializing in capital market activity, leasing and the 
extension of mortgages;31 the extension of consumer credit to households via credit card 
companies that are owned by the major banking groups; banking activity abroad via 
banking subsidiaries, branches and representative offices. The contribution of these areas 
of activity to the parent companies’ profits is considerable and enables them to diversify 
their sources of profit. At the same time, these areas of activity enable the subsidiaries 
to specialize in unique population groups, which are not necessarily the same as the 
customers of the commercial banks at the head of the groups. The commercial banks’ 
exploitation of economies of diversification became highly important in recent years 
due to the supervisory restrictions imposed on them as a result of the application of 
the recommendations of the Bachar Committee.32 These diversified activities continued 
to produce high yields in 2007, in relative terms and in comparison with other profit 
centers. A long-term examination of these yields by means of the RAROC Index and 
the Sharp Index (Table 1.9 and Table 3.9) shows that high profit centers are involved 
relative to classical banking activity only: an annual 10-year average of 1.9 compared 
with 0.6 (Table 1.9). Credit card activity by the subsidiaries has increased persistently 
for several years now. This area of activity contributed NIS 386 million to the group’s 
net profit in 2007—all of it from the three largest banks’ holdings in the three credit 
card companies controlled by them. The growth in credit card activity—which led to a 
relatively high Sharp Index of 0.94—resulted from the expansion in private consumption 
in 2007, which led to a growth in demand for consumer credit.

30 Concurrent with these changes, the classification of the banks’ nostro securities portfolios was changed in a 
manner that affects the recording of profit or loss from their holdings. See section b. below for more details. 

31 As a result of mergers within the parent companies, the importance of mortgage banks operating as separate 
subsidiaries of the large banks is declining continually. See Section 3 of this chapter “Structure of the Banking 
System in Israel” on this subject.
32 For further details on this subject see Section 3 of this chapter: “Structure of the Banking System in Israel.”
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b. The banking groups’ credit card activity 

Credit card activity increased considerably during recent years. Apart from the upsurge 
in activity deriving from the continual increase in the public’s use of credit cards, the 
credit card companies expanded their activities in this important consumer segment, 
where there is still hardly any competition to the banks and the credit card companies. 
The banks’ joint activity with their subsidiaries in this area created two separate markets 
for credit consumers: in one market, the banks controlling the credit card companies 
offer consumer credit at their own risk. In the other market, the credit card companies 
have created a consumer credit market for households that prefer to take such credit 
directly without the banks’ intermediation and at their own risk. An examination of the 
return on investment from the aspect of these companies’ contribution over time to the 
profit of the banks heading the groups shows that the risk-adjusted profitability on this 
activity is relatively high, reflecting the banks’ desire to expand these companies’ areas 
of activity and their investment in them. The Sharp Index of credit card activity is 0.94 
compared with 0.90 on the entire range of activities on the banks themselves (Table 
1.9). The continued growth in credit card activity derives from the ready availability 
of the cards and the ease of using them at businesses, which has transformed them 
into a preferred means of payment. The persistent increase in credit card purchases by 
telephone and the Internet has also led to the growth in the number of credit cards. The 
companies issuing the cards have succeeded in creating for themselves a clientele with 
a sound payments record, obviating the need for collateral. The contractual association 
is formed directly with the consumers, thereby keeping operating expenses lower than 
those involved in activity with the banks’ branches. The credit card companies have 
managed to differentiate the market according to levels of income and expenditure. This 
has enabled them to segment the market and to discriminate in prices (in the interest 
rate on credit and in the fixed usage fees) between different consumers. Until recently, 
most of the credit cards issued in Israel were of the deferred debit type. Today however, 
another two types of credit cards exist: One of them is a revolving credit card, in which 
the customer chooses the monthly amount which he wishes to repay, with the balance 
of his debt deferred to the next month while accruing interest. This is effectively a loan 
in which the customer himself determines the rate of repayment of the principal and 
interest debited to him and can change this rate every month, for as long as he does 
not exceed the credit line allocated to him. Unlike transactions conducted by cards that 
are issued via the banks, the issuing body (which belongs to the banking group) is 
exposed to the credit risk inherent in using the cards because it is a guarantor for the 
credit that was granted. The size of the approved credit line is determined by means of 
credit-scoring systems. The increased usage of credit cards of this type mainly derives 
from the credit card companies’ strategy of expanding their market segment by issuing 
in excess of the customer potential deriving from the parent bank: The credit is also 
granted to customers who do not necessarily belong to the bank at the head of the group. 
The increased usage of these cards also results from the Supervisor of Banks’ directives 
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that provide regulatory coverage for credit lines in demand deposits and current loan 
accounts.33 Customers who were restricted in the amount of credit which they could 
use in their accounts used this product as an alternative to an overdraft as a source of 
credit. Outstanding consumer credit of this type, which is at the credit card companies’ 
risk as stated, expanded by the high rate of 46 percent during 2007, and totaled NIS 
2.2 billion at the end of the year. As a result of these developments, issues of revolving 
credit cards with a credit line parallel to and alternative to bank credit increased. The 
number of active credit cards34 and the number of transactions in Israel and abroad 
rose in comparison with 2006. Credit card transactions totaled NIS 146 billion, NIS 
139 billion of them in Israel, 11 percent more than in 2006 (Table 1.12). This could be 
indicative of a major change in customers’ pattern of behavior.

Three credit card companies that are controlled by the large banking corporations 
currently operate in Israel:35 (1) the Isracard conglomerate, which is wholly owned by 
Bank Hapoalim and is the managerial and operational umbrella for three credit card 
companies that are controlled by the bank—Isracard Ltd., Europay Israel Ltd. (Eurocard) 
and Poalim Express Limited; (2) Leumicard, which is wholly owned by Bank Leumi; (3) 
Israel Credit Cards (ICC), which is owned by Bank Discount and the First International 
Bank and currently holds 51 percent of Diner’s Club. The credit card companies operate 
as both issuers and clearers for a number of brands, principally Visa and Mastercard.

c. Activity abroad

For many years now, the Israeli banks have managed extensive international activity 
via their overseas offices—principally subsidiaries and branches. The Israeli banks’ 
international activity consists of the provision of financial services in the overseas 
offices’ host countries, in other countries and in Israel as well. 

The overseas offices enable the Israeli banks to diversify their sources of profit and 
to expand their business base. However, their activity involves risks, part of which have 
actually materialized. The realization of credit risk was reflected by relatively large 
volumes of problem loans, particularly in the USA, and operational risk materialized at 
the beginning of the decade as the result of embezzlement in Switzerland.

Overseas offices’ assets totaled NIS 166.4 billion at the end of 2007. These assets 
accounted for 17.3 percent of total assets, similar to the rate recorded at the end of 

33 Regulation 325. See Box 1.1 in the Supervisor of Banks’ Annual Survey 2006, pp 21-23.
34 Including cards for conducting transactions only, which are mostly connected with a customers club, and cards 
intended for conducting transactions and cash withdrawal.
35 The Isracard conglomerate, which is wholly owned by Bank Hapoalim; Leumicard, which is wholly owned 
by Bank Leumi; Israel Credit Card, which is jointly owned by Bank Discount (63 percent of voting rights and 51 
percent of equity) and the First International Bank. (In December 2006 the latter completed an additional acquisi-
tion of voting rights and equity in Israel Credit Cards. Following the acquisition, it now holds 20 percent of the 
voting rights and 27 percent of the equity in that company.) It should be noted that each of the companies issues 
and clears a number of brands.



43

DEVELOPMENTS IN THE ACTIVITY OF THE BANKING SYSTEM IN ISRAEL IN 2007

2006. Of this amount, 23 percent were assets of branches abroad, which expanded by 
15 percent compared with 2006. Overseas offices’ share in total bank credit amounted 
to 11.6 percent at the end of 2007 compared with 10.8 percent at the end of 2006 (Table 
1.12). 

Approximately 60 percent of overseas offices’ activity is centered in the USA, 37 
percent in Western Europe, principally in the UK and Switzerland, and the remainder 
consists of activity by foreign banks in the emerging market. These banks were purchased 
by Israeli groups in recent years, as will be described later. In 2007, 163 overseas offices 
operated compared with 147 at the end of 2006. The entire increase was recorded in the 
number of subsidiaries’ offices (Table 1.11).

Overseas offices’ activity resulted in a loss of $ 135 million in 2007 compared with a 
profit of $ 122 million in 2006. The loss resulted from the price slide in the Bank Hapoalim 
group’s mortgage-backed bonds. These losses were recorded at Bank Hapoalim’s New 
York branch. In Western Europe however, overseas offices recorded a profit of $ 78.4 
million, similar to that in 2006. Overseas offices’ shekel contribution to the banking 
group’s net profit was affected during the past two years by the strengthening of the 
shekel against the currencies of their host countries. As a result, the Israeli’s banking 
groups recorded a loss of NIS 70 million on their investments abroad in 2007.

The Israeli banks’ international activity is managed in three ways: (1) via their 
subsidiaries, which are foreign banks operating abroad; (2) via their branches in Israel 
that conduct international activity; (3) via their branches abroad.

The first and principal channel is the activity of subsidiaries, which are foreign banks 
to all extents and purposes and that are owned by Israeli banks. These banks mainly 

Table 1.11
Banking Representation Abroad: Branches, Offices and Positions, 1991-2007

Year Total offices

Number of branches 
and representative 

officesa
Number of offices 

of subsidiariesb
Number of 
positionsc

1991-1995 average 120 72 48 2,827
1996-2000 average 97 63 34 2,084
2001-2005 average 114 63 51 2,413

2004 120 64 56 2,502
2005 110 63 47 2,296
2006 147 61 86 3,050
2007 163 61 102 3,300
a Branches and representative offices of Israeli banking groups abroad.
b Branches of subsidiaries abroad.
c Not including overtime.
SOURCE: Reports to the Supervisor of Banks.
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engage in global private banking and provide advanced banking services, including 
global investment management for private customers. They also grant credit to local 
residents, principally customers defined as middle market. Apart from operating as an 
international banking network, the subsidiaries cooperate—directly and indirectly—
with financial institutions engaged in brokerage, leasing and underwriting, via their 
holdings in these financial institutions. This enables the subsidiaries to expand their 
securities trading activity and to diversify the sources of credit for their customers. 
The subsidiaries are located in financial centers in Europe (Switzerland, Germany, the 
UK and France), the USA, South America (Argentina, Brazil and Chile), South Africa, 
Australia and in off-shore banking centers. The five large banking groups’ investments 
abroad, which is measured at their book equity, totaled NIS 10.5 billion at the end of 
2007, which was equivalent to 18 percent of the five large banking groups’ shareholders’ 
equity.

The second and smaller channel for the Israeli banks’ international activity, from 
the aspect of activity volume, is activity via branches in Israel which supply banking 
services to Israelis operating abroad. They also serve nonresidents who operate via them. 
This usually involves classical banking activity, principally credit and the provision of 
banking services to companies operating abroad, in the area of real estate for example. 

Table 1.12
Overseas Offices’ Role in Total Credit and Assets in the Five Major Banking Groups in 
Israel, 1999-2007

(NIS billion)
Assets Credit

Total assets 
in the five 

banking groups

Of which: 
Overseas 
officesa

Assets of 
overseas 

offices as share 
of total assets 

(%)

Total creditb 
in the five 
banking 
groups

Of which: 
Overseas 
officesa

Credit from 
overseas offices 
as share of total 

credit (%)
1999 637.6 88.9 13.9 407.3 38.6 9.5
2000 699.6 100.0 14.3 464.9 42.0 9.0
2001 795.6 117.1 14.7 543.4 45.5 8.4
2002 778.6 139.4 17.9 541.8 51.1 9.4
2003 789.1 135.6 17.2 535.2 52.0 9.7
2004 812.1 148.1 18.2 536.2 57.1 10.7
2005 877.5 157.7 18.0 573.3 58.7 10.2
2006 912.0 159.0 17.4 582.7 63.0 10.8
2007 961.8 166.4 17.3 635.4 73.5 11.6
a Overseas offices in the US, Western Europe, South America and the Cayman Islands.
b Balance sheet credit.
SOURCE: Reports to the Supervisor of Banks.
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The third channel is activity by the overseas branches of parent companies in Israel, 
which are located in the world’s major cities where international financial centers operate. 
These branches’ activity largely consists of private banking for households that have an 
affinity to the State of Israel. The branches supply consultancy and asset management 
services, as well as general banking services to Israeli companies operating abroad. 
Part of the branches also supply credit and credit lines for foreign or Israeli companies 
on the basis of assets and collateral that are held in Israel. A number of representative 

Table 1.12.A
Main Data on Subsidiaries Abroad

(percent unless otherwise stated)

Total 
subsidiaries 

abroad
Peer 

groupc

Subsidiaries 
in Western 

Europeb

Banks in 
emerging markets 

purchased 
recentlya

Profitability indices
 8.0  11.1  6.9  7.7 Return on equity (ROE)
 0.7  1.2  0.9  2.8 Return on assets (ROA)
 2.0  4.1  2.0  6.2 Total margin
 0.4  0.6  0.7  0.3 Operating coverage ratio
 1.5  1.5  1.5  1.5 Efficiency ratio

 104  17.1  47  42 
Annual salary per employee post 
($’000)

 185.1  301.0  84.1  26.7 Net income ($ million)
Risk indices

 0.5  0.6  0.5  0.6 Share of credit in balance sheet
 0.2  0.7  0.1  0.7 Ratio of loan-loss provision to credit
 2.1  1.9  0.2  0.4 Ratio of problem loans to credit

 54.2  71.5  177.0  170.4 Credit coverage ratio
 0.16  0.20  0.15 Industry concentrationd

 11.5  13.2  21.4  33.4 Capital adequacy

26,666.0  25,228.6  8,971.3  1,513.2 Total balance sheet assets ($ million)
 8,127.0  4,749.2  1,473.4  378.9 Off-balance-sheet risk ($ million)

a Including Bank Pozitif (Turkey); Demir Bank Kazakhstan; and Bank Leumi Romania.
b The peer group for Bank Pozitif, Demir Bank, and Bank Leumi Romania includes all the banking subsidiaries 
abroad similar to them in size, i.e., with assets of up to $1 billion. This group includes mainly Bank Leumi 
Switzerland, Bank Leumi Luxembourg, Israel Discount Bank Switzerland, United Mizrahi Bank (Switzerland), 
FIBI Bank (UK) London, and FIBI Bank (Switzerland) Zurich.
c The peer group includes banks each of whose total assets are between $ 500 million and $1,000 million. The 
data are based on the financial statements for 2006.
d The Herfindahl-Hirschman (H) Index of concentration in the credit portfolio by principal industry.
SOURCE: Reports to the Supervisor of Banks.
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offices of Israeli banks also operate in this channel of activity, most of them in South 
America. These offices are responsible for bringing in customers, whom they direct to 
the branches. At the end of 2007 as at the end of 2006, the Israeli banks had 61 branches 
and representative offices abroad (Table 1.10). The assets of branches abroad at the end 
of 2007 totaled $10 billion, an amount equivalent to 23 percent of overseas offices’ total 
assets.

Despite extensive international deployment and the large investments involved, 
banking activity abroad failed to create a significant and stable source of profit for 
the Israeli banks. The competition abroad from local banks with a long tradition of 
activity with local residents and the large number of foreign banks operating in the 
international financial centers make it very difficult for the overseas offices to penetrate 
these markets.

Subsidiaries abroad again showed a poor performance in 2007 and the net shekel 
return for their parent banks was notable for high variability and a relatively low average 
level (Table 1.9). Indices of the subsidiaries’ performance, such as the Sharp Index 
and the RAROC Index, show that the subsidiaries abroad are unstable profit centers 
characterized by poor performance (Table 1.9 and Table 3.9) compared with the banks’ 
other profit centers, such as the credit card companies or the mortgage banks. The 
RAROC Index, which measures the risk-adjusted return on the overseas offices’ activity 
was negative in both 2007 and 2006. In 2007 the parent banks incurred losses of NIS 
70 million from the activity of their subsidiaries abroad. These losses mainly derived 
from negative exchange rate differentials resulting from the appreciation of the shekel 
against all the currencies in which the overseas offices of the Israeli banks operate.

As a result of the poor performance of the banks’ international activity and the 
stringent supervisory restrictions that have been imposed on the banks’ activity in recent 
years as a result of the implementation of the Bachar Committee’s recommendations,36 

the banks changed the strategy adopted in their international activity. This led to the 
expansion of activity in the emerging markets which has been apparent in recent years, 
via the acquisition of local banks that have operated in their natural environment for 
many years. This strategy was reflected by the purchase and holding of means of control 
in those foreign banks, with the intention of merging them within the banking group. 
During 2006 and 2007, the Israeli banking system purchased four foreign banks abroad. 
In 2006, Bank Leumi completed the acquisition of a local Rumanian bank (Eurom Bank 
S.A.), and its name was changed to Bank Leumi Rumania.37 Bank Hapoalim completed 
the acquisition of Bank Pozitif Kredi Ve Kalkinma Bankasi Anonim Sirketi (hereinafter: 
“Bank Pozitif”) which operates in Turkey and specializes in corporate banking and 
investment banking.38 In 2007 Bank Pozitif, which is now controlled by Bank Hapoalim 
as stated, purchased CKB Bank, which operates in Kazakhstan. In December 2007, via a 

36 See the Supervisor of Banks’ Annual Survey for 2005 for further details on this subject.
37 Bank Leumi Rumania is a banking corporation that operates 33 branches and offices, and engages in diverse 
financial activity: the receipt of deposits, the extension of credit, foreign trade and foreign-currency activity.
38 Bank Hapoalim’s investment in Bank Pozitif amounted to NIS 535 million December 2007. 
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wholly owned subsidiary, Bank Hapoalim completed the purchase of control in another 
bank which operates in Ukraine—OJSC Ukrainian Innovation Bank.39 At the beginning 
of 2008 Bank Hapoalim completed the acquisition of a small local Swiss bank in order 
to merge it with its Swiss subsidiary. Towards the end of 2007, Bank Hapoalim reported 
that it was negotiating for the purchase of 75 percent of OJSC Commercial Bank, which 
operates in Russia. This bank’s balance sheet amounted to $ 645 million at the end of 
2007.

The investment in banks in the emerging markets has proved to be more profitable 
than the investments in banks in developed economies or via branches operating there. 
Accordingly, the ROE of Bank Pozitif, the largest of the holdings in the emerging 
markets, amounted to nearly 10 percent in 2007 compared with only 7 percent in the 
peer group.40 The aggregate margin of all three of the banks in the emerging markets was 
also considerably higher than in the peer group (Table 1.12a). However, the risk at the 
new banks is relatively high on the basis of several indices: As an example, the ratio of 
problem loans to total credit at Bank Pozitif and Damir Bank amounted to 0.5 percent, 
significantly more than in the peer group (0.2 percent only). The very fact that the Israeli 
banks decided to expand their activity to the emerging markets involves additional risks, 
such as operational risks, technical risks and strategy risks, whose extent we are unable 
to measure at present.

39 This acquisition was made via Tarshish Holdings. The amount of the investment, NIS 136 million, provided 
Bank Hapoalim with 75.8 percent of the means of control in the bank. The bank operates in Ukraine via 30 
branches.
40 Also included in the peer group of Bank Pozitif, Damir Bank and Bank Leumi Rumania are banking subsidiar-
ies abroad that are similar to them in size, with assets of up to a billion dollars: Bank Leumi Switzerland, Bank 
Leumi Luxembourg, Bank Discount Switzerland, United Mizrahi Bank Switzerland, FIBI Bank UK and FIBI 
Bank Switzerland.
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