Chapter 2
The Financial Results of the Five
Major Banking Groups

The financial results of the five major banking groups this year were good, and
constituted, at least up until the fourth quarter of the year, a direct continuation
of the prevailing positive trend in the banking system in recent years. Aggregate
net profit grew by a negligible 0.8 percent rate this year, and was affected by both
the impressive growth rates posted by the three medium-sized groups and the
negative growth rates of the two largest groups. The entire growth in net profit this
year was due to a rise in profit from ordinary operations, in contrast to 2006, when
the increase in net profit was affected by a steep rise in profit from extraordinary
operations caused by implementation of the Bachar reform. Profit from financing
operations, which grew this year at four of the five largest banking groups, was
characterized by high variance, and was due to the positive substitution effect,
which overcame the negative price effect in each of the mediation segments. This
year, as in the preceding years, the improvement in the quality of the banking
portfolio and the ability of borrowers to repay their debt caused a sharp drop (of
approximately 41 percent) in loan-loss provisions. This year, the banking groups
reported improvement in their operating efficiency. This improvement was due to
stability in operating expenses — mostly owing to lower salary expenses — coupled
with a rise in non-interest income caused principally by higher income from bank
fees.

The financial crisis in global markets overshadowed the system’s positive
results in the first three quarters of the year, and had a negative impact on the
development of profit and profitability of the system as a whole in the fourth
quarter, principally through the financial results of the Hapoalim Group.

As a result of these developments, the aggregate return on equity of the five
largest banking groups declined to 15.6 percent this year, compared with 17.3
percent last year, while the return on equity from ordinary operations grew from
10 percent last year to 12.9 percent this year.
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1. PROFIT AND PROFITABILITY OF THE BANKING GROUPS

Following four years in which the banking system posted impressive growth rates in net
profit and high levels of profitability, the rate of growth in profit this year was negligible,
and the level of profitability, as measured in terms of the return on equity, actually fell.
At the same time, the five largest banking groups again had a large aggregate net profit
this year — about NIS 9 billion, compared with NIS 8.9 billion in the corresponding
period last year, a 0.8 percent increase (Table 2.1). The level of profitability! declined
from 17.3 percent in 2006 to 15.6 percent this year, but was higher than that of 20052
(Figure 2.1).

Figure 2.1
Return on Equity? (ROE) and Ordinary After-Tax ROE of the Five Major
Banking Groups, 1990-2007
%
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@The data for 2005-07 have been reclassified in accordance with the new accounting directives sent to the
banks by the Banking Supervision Department. For further details, see footnote 1 to the text. The grey areas at
the bottom of the columns for 2005-07 represent ordinary after-tax ROE.

SOURCE: Based on published financial reports.

1 Starting in the first quarter of 2007, the banking corporations were required to calculate their return on equity

using the method employed in the US and other countries. The return on equity is calculated as the net profit,
minus the dividend per preferred share not listed as an expenditure in the profit and loss statement and declared
in the reporting period only, divided by the average equity. The average equity for this purpose is the total capital
resources, minus the average balance of external shareholders’ rights, minus/plus the average balance of as yet
unrealized loss/profit from adjustment to the fair value of marketable bonds and of the loss/profit in respect of
bonds available for sale that are included in the equity.

2 Ductoa change in the method of calculating the return on equity mentioned above (see Footnote 1), comparison
of the figures for 2005-07 with those of previous years is problematic.
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As mentioned above, net income was high again this year, despite its low rate of
growth. Like last year, it was affected by an array of factors, some of which were
cyclical and some non-repeating. The positive trend in the Israeli and global economies
in recent years continued to have a positive impact on the performance of the banking
groups this year, and constituted, at least up until the fourth quarter, a direct continuation
of the prevailing positive trend in the banking system in recent years. This trend was
reflected in continued growth in profit from ordinary operations, due to higher profit
from financing operations, higher income from operating bank fees, and a sharp drop (of
approximately 41 percent) in loan-loss provisions, caused mostly by an improvement in
the quality of credit and strength of the business and commercial segments. Return on
equity from ordinary operations rose from 10 percent in 2006 to 12.9 percent this year
(Table 2.1).

Where profit from extraordinary operations is concerned, it emerges that the
continuation and completion of the first stage of the Bachar reform? boosted the banking
groups’ one-time capital gains derived from the proceeds of the sale of ownership and
management rights in the provident and remaining mutual funds again this year, but to
a lesser extent than in the preceding year. The entire increase in net profit this year was
due to a 45 percent rise in profit on ordinary operations, in contrast to the preceding year,
in which the rise in profit was due to an increase in profit on extraordinary operations
caused by implementation of the Bachar reform.

The subprime crisis in the American mortgage market* and the subsequent liquidity
crisis in many markets around the world in the third and fourth quarters of the year
reduced the banking system aggregate profit. This unrest in the financial markets had a
negative impact on development of profit and profitability of the Israeli banking system
as a whole, mostly through the business results of the Hapoalim Group, which were
affected by activity in hybrid financial instruments related to some extent to the crisis.
The volume of write-offs by the group this year in its net profit line for activity in hybrid
financial instruments totaled NIS 1.2 billion (approximately 45 percent of the Group’s
net profit in 2007), due to a decline in value of securities of a non-temporary nature.
The write-offs of the other groups were negligible, and did not affect their profit trend:
Mizrahi-Tefahot , NIS 114 million, amounting to 13 percent of its total profit this year;
Leumi, NIS 28 million; and the First International, NIS 10 million. Discount made no
write-offs at all (see the box in Chapter 3).

The contribution of the overseas bank branches to profit from ordinary operations
this year was a negative NIS 70 million (Table 1.9). Most of the decline was due to the
appreciation of the shekel, which caused negative exchange rate differences between it
and the foreign currencies in which the branches operate (for a more thorough discussion,
see Chapter 1).

3 Forthe purpose of this analysis, the first stage is the sale of ownership and management rights in the provident
and mutual funds and the sale of non-financial holdings, as required by the law of increasing competition and
reducing over-concentration and conflicts of interest in the Israeli capital market.

4 For more information, see Box 3.1.
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The distribution of profit during the year and the development of profit in the various
activity segments highlights the effect of the crisis in the financial markets on the groups’
profits in the fourth quarter of the year, particularly those of the Hapoalim Group. Only
Discount and Leumi reported an increase in profit from financial operations in the fourth
quarter of the year; the other banking groups reported a fall in this profit of 22.6 percent,
compared with the corresponding period last year. Accordingly, aggregate profit from
ordinary operations was down 37.4 percent during this period.

As we assessed in the review by the Supervisor of Banks for 2006, the Israeli banking
groups are expected to face challenges in the coming years: they will have to deal with
the consequences of the Bachar reform, the Supervision of Bank Fees Law (2007), an
expected slowing of growth in the Israeli and global economies, and upheaval in the
financial markets. In the short term, the expected drop in operating and other income
as a result of the implementation of the Supervision of Bank Fees Law, the completion
of the first stage of the Bachar reform, and a possible reduction in profit from financing
operations caused by upheaval in the financial markets and slower growth will force
the banking groups to develop alternative income channels and to continue their
streamlining in order to overcome the problem of exhaustion of their existing resources
and to continue achieving high levels of profit and profitability.

a. Net interest income before loan-loss provision

The aggregate net interest income of the five major banking groups grew by a modest
3.5 percent this year, reaching NIS 22.9 billion (Table 2.2), and it rose in four of the
five major banking groups this year. In contrast to last year, the variance in the rate of
increase was high. Other than the Hapoalim Group, which posted an 8.5 percent drop
in net interest income, the groups reported increases ranging from 2 percent for the
Mizrahi-Tefahot Group to 11.8 percent for the First International Group.

The rise this year was due to a 7.6 percent increase in net income from classic financial
intermediary activity and a 3 percent rise in income from activity in options and other
derivative financial instruments, significantly offset by a 27.9 percent drop in the other
interest income (see Table 2.2).

An analysis of net income from classic financial intermediary activity by indexation
segment, including the effect of derivatives, shows that the substitution effect this year
derived from the volume of activity was 13 percent. This was greater than the negative
price effect, measured as the overall interest rate spread (1.42 percent, compared with
1.50 percent last year, see Table 2.3). Interest income from unindexed shekel activity
grew 5.2 percent this year (Table 2.2). Even though its weight in the balance sheet total
was 35 percent, its contribution to profit was higher (about 49 percent), because the
interest rate spread in it was higher than in the other indexation segments (Table 2.3 and
Figure 2.2).

Continuing the trend in recent years, unindexed banking activity surged 27.6 percent
this year, for two main reasons: (a) a rise in aggregate demand for credit — resulting
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from expansion in economic activity in Israel and increased income of households, and
(b) a shortage of unindexed credit substitutes, which caused a steep rise of the assets in
the segment outstripping the increases in the other indexation segments (Table 2.3). The
interest rate spread declined from 2.62 percent in the preceding year to 2.14 percent this
year (Table 2.3), because interest rates in the segment depend on the monetary interest
rate set by the Bank of Israel, which declined by 1 percent this year. This positive
correlation between the two variables is consistent with the results of empirical studies,’
which stress the trend towards a long-term positive correlation, and show that sometimes
there is even a negative correlation between them in the short term (Figure 2.3).

Profit in the CPl-index segment rose by a steep 26 percent this year, and its
contribution to total interest income amounted to 13.1 percent. An assessment of the
changes in profit in the segment shows that this year’s increase was due entirely to
income effect, as reflected in the expansion of indexed activity. This resulted from the
rise in aggregate demand for credit for purposes of financing the activity and needs
of business and retail entities in the economy, and from the increasing uncertainty
regarding inflation and rising inflation expectations during the second half of the year®
(Figure 1.8). The effect of this substitution, as reflected in the narrowing of the interest
rate spread by 0.11 percent, slightly offset the income effect. The interest rate spread
in the segment dropped from 0.91 percent last year to 0.80 percent this year (Table
2.3), and was affected by a decline in yield rates in the market for government bonds,’
which serve as a substitute for activity in the segment. The contribution of the foreign

> For a more thorough discussion, see:

a. “Analysis of the Interest Rate Spread in the Unindexed Shekel Sector of the Banking System in Israel,” D.
Ruthenberg, D. Geva, and T. Samet, July 1984-May 1987; “Issues in Banking 7,” March 1988.

b. “Financial Spread, Interest Rate Spread, Integrating Activity in Derivatives, and the Importance of the ‘Monetary
Penalty’,” D. Ruthenberg, Study, Bank of Israel Banking Supervision Department — Research Unit.

The model developed relies on the following interest spread equation, where M is the interest rate spread, S is the
interest on a monetary loan, p is the liquidity obligation on the deposit, 6 is the elasticity of the supply of deposits,
and 1 is the elasticity of demand for credit.

M=R,-R,= I _d=p) os=|1 _9=p) OS:h[s,p,n,G]
1 1 1 1+6
I+— 1+— m +

n 0

Since a business (banking) firm will always operate in a sector in which 1 < 1, it follows that

M _Im 0d=-p)|
oS 1+n 1+6

® The average balance of assets in the sector grew in the second half of the year, after falling during the first
half.

7" Yields on linked government bonds declined in the first half of the year as a result of reduced inflation
expectations. In the third quarter of the year, they rose sharply, and again fell in the fourth quarter, owing to
increased anxiety about a slowing of global growth and a drop in inflation expectations.
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Figure 2.2
The Contribution of the Various Indexation Segments to Profit,
2005-07
(at current prices)
NIS million
25,000
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297 @2,109|22,879
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12.9% 10.2% 10.7% 13.1%
,051(6,341 463 12,373 (2,989 11,216
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The numbers above the columns show the share (in percent) of the segment in total net interest income,
and the numbers within the columns show profits.

SOURCE: Based on published financial statements.

currency segment (both domestic and overseas activity) to total interest income grew
only slightly this year, reaching 27.7 percent, up from 27.4 percent last year. As in
the other indexation segments, the increase in profits in the segment was due to the
income effect, partially offset by the substitution effect. The nominal interest rates in the
segment, which serves as an alternative to overseas financial activity, remained almost
unchanged this year, because the dollar LIBOR rate® remained at the same level in the
first 10 months of the year.’ In contrast, real interest rates fell sharply this year, as a
result of the steep 9 percent shekel appreciation against the dollar (Table A.1.5).

An examination of the development of interest rate spreads over time shows a strong
trend towards a narrowing of the differences between weighted interest rate spreads in the
various intermediary segments. The deregulation of foreign currency in the mid-1980s,

8 The LIBOR is the interest rate relative to the pricing of the interest rate in the foreign currency sector, just as
the Bank of Israel interest rate is the interest rate relative to the pricing of the interest rates in the unindexed shekel
sector.

9 In October-December, the LIBOR fell by a cumulative 0.5 percent, compared with the end of 2006. This
change, however, affected only the yield rates in the fourth quarter of the year, which dropped by the same
amount.
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Table 2.2
Breakdown of Profits from Financial Activities before Loan-Loss Provision, by Type of
Indexation, The Five Major Banking Groups, 2006-07 (NIS million)
2006 2007 Change relative to 2006
(at current prices) (NIS) (percent)
Net income? by type of indexation (including
derivatives)

Local currency, unindexed 10,663 11,216 553 5.2
Local currency, CPI-indexed 2,373 2,989 616 26.0
Foreign currency - domestic activity 6,051 6,341 290 4.8
1. Total income from indexation segments 19,087 20,546 1,459 7.6
Other financial income
Commissions on transactions 810 824 14 1.7
Other net financial income 1,712 994 -718 -41.9
of which: Interest income on problem debts previously

not recorded 1,095 1,393 298 27.2
of which: Profits from the sale and valuation of bonds® 230 -1,043 -1,273 -553.5
2. Total other financial income 2,522 1,818 -704 -27.9
3. Options and other derivatives 500 515 15 3.0

Profit from financial activities before loan-loss
provision (1+2+3) 22,109 22,879 770 3.5

4 Net income from assets minus expenses on liabilities.

b Including profits/losses from the valuation and sale of tradable bonds and the sale of bonds available for sale
and bonds held until maturity.
SOURCE: Published financial statements.

which exposed the Israeli banks to competition from international entities, and reduced
the involvement of the government and the Bank of Israel in the money and capital
markets, caused a narrowing of interest rate spreads in all the intermediary segments,
particularly in the unindexed local currency segment, in which the banks benefit from
greater freedom of action in determining financial intermediary terms (Figure 2.4).
Total other financial income, composed of fees on financing business and net other
financial income,'® plunged 27.9 percent to NIS 1.8 billion this year, compared with NIS
2.5 billion in the corresponding period last year. Commisions on transactions, mostly
for off-balance sheet activity,!! rose by a minimal 1.7 percent this year, principally
because of a rise in income from guarantees for apartment buyers (this was apparently
the beginning of the recovery in the real estate industry) and income from other
guarantees. The improvement in economic conditions, which caused an improvement

10 Net other interest income includes previously unreported interest on problem debt and profits on the sale and
revaluation of marketable bonds and the sale of bonds available for sale and bonds held until maturity.

1 This income consists mostly of income from guarantees for credit and apartment purchasers, documentary
credits, acceptances, and other guarantees.
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in the borrowers’ solvency, led to a rise in

. . . . Figure 2.3

income from not previously listed collection Bank of Israel Interest Rate and the
of problem debt (27.2 percent, Table 2.2). The Interest Rate Differential® in the
subprime crisis in the US mortgage market Unindexed Local Currency Segment,

. .. .. June 1988 to December 2007
and the resulting liquidity crisis caused losses %
== Bank of Israel interest rate

from the sale and revaluation of bonds of 35

the five major groups for the first time since e — Interest rate differential | |
2002. The fall in value of securities in which " Trendiing - Bak of lraelinteest.
the banking groups invested some of their 25
asset portfolios, especially in the Hapoalim
Group, led to large losses in this item: NIS
1.2 billion in the Hapoalim Group and NIS

90 million in the Mizrahi-Tefahot Group. The 15 “\ ' M
Leumi Group showed a slight drop in profits, 10

while the Discount Group and the First \R\Q
5 v, o,

International Group even posted increases in
profits in this item.

20
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Another factor that contributed to net 288 90 92 94 96 98 00 02 04 0607
: : : Between time credit and self-renewing overnight
interest income this year was profit from dopostts.
activity in OptiOIlS and other derivative SOURCE: Based on bank reports on costs and tariffs.

instruments not defined as hedges or assets
and liabilities management (ALM). This
profit rose by a moderate 3 percent this year

Figure 2.4
(Table 2.2). Weighted Interest Rate Differential

in the Different Indexation Segments,

b. Loan-loss provision 1999-2007
315

= All segments
. . . Indexed local currency segment
The growth in the Israeli economy, which \ — Unindexed local currency segment
. . . 3.0 == Foreign currency and foreign currency
began in late 2003, led to improvement in N

indexed segment

recent years in the quality of the banking 25 N T~
portfolio, and in the ability of borrowers ZX
to repay their debt. The consistent strength 2.0 :
of the Israeli economy has reduced the risk \%\ 0
of upheavals, and the materializing of the 15

credit risks has lessened. As a result, the \ P

.. . . 1.0 .
amount of provision listed in the profit \W ~

and loss statements of the five largest bank 05
groups plunged 41 percent, following a 19

percent average annual drop in 2003-06 00 "7 02 05 o1 05 o6 o
(Table 2.4).

SOURCE: Published financial statements.
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CHAPTER 2: THE FINANCIAL RESULTS OF THE FIVE MAJOR BANKING GROUPS

The steep decline in the loan-loss provision during the year encompassed all the
banking groups!? and, together with collection of bad debts for the first time since
1997, led to a fall in the balance of the provision for the end of the year (Figure 2.5).
Both elements of the provision improved again this year. The specific provision'? was
partially offset by the general'* provision and the additional provision, !> so that the total
provision listed in the profit and loss statement amounted to NIS 1.776 billion (Figure
2.6).

The improvement in the repayment ability of borrowers and the quality of guarantees
in recent years has enabled the banking corporations to obtain a regular flow of loan
payments and to collect debts in arrears or under special supervision, as reflected in

Figure 2.5
Loan Loss Provision of the Five Major Banking Groups, 1991-2007

NIS million
35,000

30,000
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20,000

15,000

10,000

5,000

91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07
SOURCE: Based on published financial statements.

12 The decrease stood out at the two largest banking groups.

13 The specific provision is calculated according to an evaluation of specific borrowers, relying on the bank’s
internal assessment. This assessment is based on several considerations: the debtor’s repayment capability, the
sector in which he operates, the economic environment, past experience, etc.

14 Tpe general provision was used in the Israeli banking system up until 1991. It was determined as a proportion
of total debts. According to directives by the Supervisor of Banks in 1992, the banks made an additional loan-loss
provision in place of the general provision. At the same time, the banks were required to continue making the
general provision at the proportion of total debts determined for December 31, 1991.

15 The additional provision reflects the structural risks inherent in the credit portfolio, and replaces the previously
used general provision. The additional provision is calculated as a proportion of undue indebtedness, as determined
in the directives of the Supervisor of Banks, and defined according to eight risk factors: financial information
about the borrower, indebtedness of related parties, concentration of indebtedness by a single borrower or a
group of borrowers, industry sector concentration of indebtedness, problem debts, indebtedness of less developed
countries, concentration by extent of arrears, and high leverage buyout financing.
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the “current provisions” and “reduction of

.. . Figure 2.6
2916
provisions .1terns (Table 2'4)" o Developments in Components of
The subprime mortgage crisis in the Loan Loss Provision in the Five
US led to the beginning of a slowdown Major Banking Groups,
in economic activity in many countries, 1993-2007
which is liable to also affect the Israeli NIS million
economy and end the boom in the business 8,000 [T el and supplementary provision
cycle. 7000 f| = Sanempeser
) ) 6,000 [\
c. Non-interest and other income / \
5,000
The rise in the operating and other income 4,000
gf all ﬁv§ banking groups continued 3,000 / \
in 2007 with a 5 percent increase (NIS M \
700 million). The growth rate was more 2,000 ]/ \
moderate than in previous years (6 percent 1,000
in 2006 and 12 percent in 2005). Two o L—~.
different forces, economic and regulatory, o
I I I I I I |

affected the banks’ income in opposite  -1,000
directions. The positive trend in the global
economy, domestic economic activity, and
the domestic capital markets led to expansion in the uses of GDP, with a steep increase
in gross domestic investment and stronger demand for bank and non-bank credit in
the economy.!” On the other hand, intervention by the authorities in the structure of
the financial system, based on the implementation through legislation of the Bachar
Committee recommendations, caused a sharp decline in income from management fees
for provident and mutual funds (Table 2.5).

There was significant variance this year in the growth rate of total operating and
other income of the banking groups. At one end of the scale was the First International,
whose income in this category grew 24 percent. In the middle were Leumi and Discount
whose income in this category rose by 9 percent each. At the bottom of the scale were
Hapoalim and Mizrahi-Tefahot , whose income in this category actually fell 2 percent
for each group (Table 2.1).

Non-interest income from banking services grew 7 percent to NIS 9.1 billion this
year, compared with 4.7 percent growth to NIS 8.5 billion in 2006 (Table 2.5). Most
of the increase (NIS 350 million) was due to a 14 percent surge in credit card activity.!8

9394 96 98 00 02 04 0607
SOURCE: Based on published financial statements.

16 Some of the reduction in provisions was due to special provisions made during 2006 for housing loans as a
result of implementing Bank of Israel guidelines (for a list and more thorough discussion, see the review for 2006,
p- 73).

17 For a more thorough discussion, see Chapter 1 of this survey.

18 For a more thorough discussion of the banks’ credit card activity, see Section 6b of Chapter 1.
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CHAPTER 2: THE FINANCIAL RESULTS OF THE FIVE MAJOR BANKING GROUPS

A small 2.7 percent rise (NIS 32 million) in the account management charges item
was posted this year. It is believed that the banks’ income in 2008 will be affected
by the initial implementation of the Supervision of Bank Fees Law, which grants the
Supervisor of Banks the authority to control bank fees.!®

Figure 2.7

Share of Income from Capital Market Activity of the Five Major Banks in
Total Non-Interest Income, and the Average Daily Turnover in Shares on
the Tel Aviv Stock Exchange, June 1999 to December 2007

% NIS million
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[ Share of income from fees related to capital market activity in total non-interest income (left scale)

Average daily turnover of shares and convertibles on the stock exchange (right scale)

The correlation coefficient between the share of income from capital market activity in non-interest income
and the average daily turnover on the stock exchange is 0.203.

SOURCE: Reports to the Supervisor of Banks and the Tel Aviv Stock Exchange.

The bank groups’ income from capital market activity was down 8.5 percent (NIS
400 million) in 2007. On the one hand, the capital market boom as reflected in trading
turnovers and the various yield indices had a positive impact on total income from
activity in securities, which climbed by an impressive 22 percent (NIS 525 million)
(Figure 2.7 and Figure 2.8). On the other hand, implementation of the “Bechar reform”
had a negative impact on the groups’ income. Collection of management fees from
provident and mutual funds plummeted 55 percent (NIS 1.05 billion). Nevertheless,
this was partially offset by the new “income from fees on distribution of mutual and

19 For a more thorough discussion of this question, see Chapter 4 of this review.
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Figure 2.8

Real Annual Yield of the Tel Aviv 100 Index, the Corporate Bond Price Index

and Average Daily Turnover in Securities, 2001-07
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SOURCE: Based on data from the Tel Aviv Stock Exchange

provident funds” item, which totaled NIS 276 million in 2007, NIS 150 million more
than in 2006.

d. Operating and other expenses

The rapid expansion of operating and other expenses of the five largest banking groups
halted in 2007 with a rise of only 1.3 percent, compared with 12 percent increases
in each of the two preceding years (Table 2.5). Salary and related expenses, which
account for 60 percent of total operating expenses in the system, dipped 3 percent this
year, compared with rises of 16 percent in 2006 and 11 percent in 2005. The increase
in miscellaneous expenses was also more moderate — 6.6 percent, compared with 8.9
percent in 2006 and 18 percent in 2005. Only the maintenance expenses and depreciation
of buildings and equipment component grew this year at a higher rate than in the two
preceding years. Aggregate operating and other expenses totaled NIS 24.2 billion this
year, compared with NIS 23.9 billion in 2006 (Table 2.5).
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The decline in operating expenses

involving employees this year Figure 2.9 .
resulted from a combination of two Rate of Change of Direct and Other

factors. The first was a large drop in Salary Expenses of the Five Major

the rate of increase of direct salary Loy RIS ] (e !
. Change in GDP, 1995-2007
expenses, which grew 2.6 percent,

0,
compared with increases of 11.2 3/(())
percent in 2006 and 8.8 percent in
2005. The second factor was a 12 25 /\
percent decrease in other salary 20 A A
expenses.”’ The difference over the / / \ / \
last decade between the high variance 15 A \
of other salary expenses and the lower 10 \/\\ / \ A / /\\
variance of direct salary expenses L\\ / /\ / \ /7_/ \_
led us to examine the trends in the 5 / \
change in each of these with respect Q W M \
to business cycles, as measured by ” / \
the rate of change in GDP. It emerged -5 -
that there was a strong positive e v \
correlation (77 percent) between |
direct salary expenses and business -
cycles, and a weaker correlation 95 96 97 98 99 00 01 02 03 04 05 06 07
(47 percent) between other (related) - Ez:z g; Sﬁggg: :2 sGaEI’aF:'y—reIated expenses
Salary expenses and business Cycles == Rate of change in direct salary expenses

(Flgure 2-9)~ SOURCE: Based on published financial statements
The high positive correlation and data from the Central Bureau of Statistics.

between direct salary expenses and

business cycles is explained, among other things, by the dependence of direct salary
on an array of factors related to the performance of the bank and the economy, such as
profitability grants, automatic salary upgrades (derived from work agreements between
the bank and the workers’ representatives), and cost-of-living increments dictated by
law. This link weakened somewhat in 2007.

On the other hand, the lower correlation between other expenses and business cycles
and the high variance of the former are explained by the multiplicity of expenditure
elements and the dependence of some of them on various management decisions?! that
are not necessarily cyclical or linked to economic performance.

20 This includes a benefit for employees for an issue, compensation, remuneration, pension, advanced training
and vacation fund, National Insurance fees, employers’ tax and payroll tax, supplements for the reserve for related
expenses in respect of changes in salary during the financial year, overseas salary and related expenses, voluntary
retirement expenses, and other related expenses.

21 These items are expenses related to voluntary retirement and benefits for employees in a stock issue.
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Two key factors affected the
relatively moderate rise in direct
salary this year. The first was the first
decrease since 2002 in average salary
per employee post (2.2 percent,

0,

Table 2.6). The other factor was a 10{;)
drop in the proportion of employees 90 |55 — 60 _61_62 67 ¢ |
in the banking system receiving high 129 15 s 18, S B
salaries from 18.9 percent to 16.6 LR B R BEE ORI
percent (Figure 2.10). The steep fall 70H — - —
in other salary expenses this year i H H H HE E =B =B 1
IIl CompaI'lSOIl Wlth 2006 was due 50 _474_476_479_482_46.4_436_379_382_
mainly to an absence of the undue
expenses incurred in the preceding 2 " m B EEEEI
year.?? 30 -

The rise in the average number 20
of jobs?} continued this year at the
same rate as in the two preceding 10

years, 5 percent, amounting to 2,000
jobs (Table 2.6). This followed
three years of decline caused by
implementation of the programs for
the encouragement of voluntary early
retirement and layoffs dictated by the
group’s streamlining policy.

Figure 2.10

Distribution of Employees by Salary
in the Commercial Banks, 2000-07
(annual salary, NIS thousand)
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SOURCE: Reports to the Supervisor of Banks.

As part of this streamlining policy,
the banks continued to improve the
quality of their manpower this year by increasing the proportion of employees with
higher education, as shown by the change in the composition of employees at the
three largest banking groups (Figure 2.11).

Despite the above-mentioned decrease in salary costs, these are still high, compared
with the other financial segments. This gap stood at 10 percent at the end of 2007, and
at 30 percent, in comparison with the economy as a whole (Figure 2.12).

In an attempt to examine the salary expenses of the Israeli banking system from
an international perspective, in comparison with other banking systems around the
world, we calculated the ratio of salary expenses to total added value, which is used
in professional literature as an accepted measure of the system’s output. The analysis
shows that while the weight of the added value of the banking system in GDP in Israel

22 For a more thorough discussion of this subject, see Chapter 2 of the Supervisor of Banks’ survey for 2006.

23 The average number of jobs includes jobs at overseas subsidiaries and consolidated companies, a translation
of the cost of overtime, and external manpower budgets required to adjust regular manpower and assimilate
projects.
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Table 2.6

Salaries and Related Expenses of the Five Major Banking Groups, 1998-2007

(reported amounts,? at current prices)

Salaries and related

Average )

number Salaries Related expenses® expenses

of posts®  Total Per post Total Per post Total Per post

(NIS (NIS (NIS (NIS (NIS (NIS
million)  thousand) million) thousand) million)  thousand)
1998 38,230 6,341 166 2,955 77 9,296 243
1999 38,248 6,607 173 3,063 80 9,669 253
2000 39,251 7,220 184 3,557 91 10,777 275
2001 39,753 7,231 182 3,560 90 10,791 271
2002 39,531 6,819 172 3,976 101 10,795 273
2003 38,427 7,260 189 3,566 93 10,826 282
2004 38,170 7,898 207 3,681 96 11,579 303
2005 40,029 8,595 215 4,283 107 12,878 322
2006 42,200 9,561 227 5,354 127 14,915 353
2007 44281 9,814 222 4,702 106 14,516 328
Change from previous year
(percent)

1999 0.05 42 4.1 3.6 3.6 4.0 4.0
2000 2.6 9.3 6.5 16.1 132 11.5 8.6
2001 1.3 0.1 -1.1 0.1 -1.2 0.1 -1.1
2002 -0.6 -5.7 -5.2 11.7 12.3 0.0 0.6
2003 -2.8 6.5 9.5 -10.3 -1.7 0.3 32
2004 -0.7 8.8 9.5 32 3.9 7.0 7.7
2005 4.9 8.8 3.8 16.4 11.0 11.2 6.1
2006 5.4 11.2 5.5 25.0 18.6 15.8 9.9
2007 4.9 2.6 2.2 -12.2 -16.3 -2.7 -7.2

3 Up to 2002, the amounts are adjusted for inflation according to the December 2003 index.

b The number of posts includes those in subsidiaries abroad and in the consolidated companies, translation
of the cost of overtime and the budgets for outside workers required to adjust for changes in the regular
manpower and to assimilate projects.

¢ Includes mainly severance pay, benefits, advanced study fund, pension, annual leave, National Insurance and
payroll tax, other related expenses, voluntary retirement expenses, and distribution of options to staff.

Source: Published financial statements and reports to the Supervisor of the Banks.
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Figure 2.11

Proportion of Employees with Higher Education in the Three Major Banking

Groups, 2001-07
%
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SOURCE: Published financial statements.
Figure 2.12

is similar to accepted levels around the
world (Figure 1.6 in Chapter 1), the ratio
of salary expenses to total added value in
Israel (about 45 percent) is significantly
higher than the global average of 31 percent
and the average of the control group for
Israel (29 percent, Figure 2.13).

An examination of the development of the
cost per job, compared with output per job,>*
shows a difference between the various
banking groups. In three of them (Leumi,
Mizrahi-Tefahot, and Discount), the rise
in output per job in 2007, compared with
last year, was accompanied by a decrease in
salary costs per employee (Figure 2.14).

Index of Real Wage per Employee
Post in Banking, Insurance and .
Other Financial Institutions vis-a-vis
the Business Sector and the Whole
Economy, 1994-2007

Index (1994=100)

165
160

155

150 —

145
140
135
130
125
120
115
110
105
100

95
94 95 96 97 98 99 00 01 02 03 04 05 06 07

[ == Banking, insurance and other
L financial institutions /\

Whole economy / AN
= Business sector
== Five major banking groups /
/
/ [
/ /
VAN AV

ng L=

SOURCE: Based on Central Bureau of Statistics data.

24 Output per job is calculated as the group’s total on-balance sheet assets plus the value equivalent of off-balance

sheet assets, divided by the number of job.
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Figure 2.13
Salary Expenses as a Proportion of Value Added? in 2006, an International

ComparisonP

@ Value added is the sum of net ordinary before-tax income, salaries and related expenses, maintenance
and depreciation on buildings and equipment, and general and other expenses.
b n each country the optimal number of banking groups was chosen, as a function of the structure and size

of the banking sector.

C Israel's peer group here consists of 10 countries with similar features in terms of GDP, GDP per capita
and size of banking sector: Belgium, the Czech Republic, Finland, Greece, Ireland, New Zealand, Norway,
Portugal, South Africa, and South Korea.

SOURCE: Based on data from Bankscope.
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Figure 2.14

Cost? and Output® per Employee Post in the Five Major
Banking Groups, 2007 compared with 2006

(NIS thousand at current prices)
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Output per employee postb
2 Salaries and related expenses divided by number of employee posts including those in subsidiaries abroad; includes a
ganslation of the cost of overtime and a budget for staff from manpower companies.

Total balance-sheet assets of the banking group plus credit equivalent value of off-balance-sheet assets.
SOURCE: Based on published financial statements.

e. Operating and operating efficiency measures

The performance and business results of the banks are influenced to a great extent by
their operating efficiency. In order to identify the differences in the banks’ operating
characteristics, we used four accepted measures: the operating coverage ratio;?> the
operating efficiency ratio;?® increasing, decreasing, or constant returns to scale, as
reflected in the development of operating expenses per unit of output®’ (average output);
and the efficiency of the banks, given their size, or X-efficiency.?®

Following two years of decline, the operating coverage ratio of the five largest
banking groups rose from 0.58 in 2006 to 0.61 this year (Table 2.7). The trend in this

25 Calculated as the ratio of total operating and other income to total operating and other expenses.

26 Calculated as the ratio of total operating and other income plus profit from financing operations to total
operating and other expenses.

27 Calculated as total operating and other expenses per output, where output is calculated as total on-balance
sheet assets plus the value equivalent of off-balance sheet assets.

28 Calculated as the average minimum expenditure divided by the average maximum expenditure in each
group size (AC_, /AC, ). One minus this ratio in each group therefore reflects the potential maximum saving in
production expenses for each group.
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ratio differed in each of the groups: the ratio fell in the Hapoalim Group, remained
unchanged in the First International Group, and improved in the other banking groups.

Table 2.7
Coverage and Efficiency Ratios of the Five Major Banks, 2006 and 2007
2006 2007

Coverage Efficiency Coverage Efficiency
Bank ratio? ratio® ratio? ratio®
Hapoalim 0.68 1.70 0.66 1.53
Leumi 0.53 1.49 0.61 1.71
Discount 0.47 1.22 0.51 1.34
Mizrahi-Tefahot 0.57 1.51 0.61 1.66
First International 0.61 1.59 0.61 1.49
Average of the five major banks 0.58 1.51 0.61 1.55

2 Calculated as the ratio of non-interest and other income to overheads.
b Calculated as the ratio of non-interest income and net interest revenue to operating expenses. It is sometimes
presented as the ratio of operating expenses to non-interest income and profit from financial activity.

SOURCE: Based on published financial reports.

The decline in the ratio in the Hapoalim Group this year is explained by an increase
in operating expenses, coupled with a 2.3 percent decline in operating and other income,
mostly owing to a drop in income from management fees for provident and mutual
funds as a result of implementation of the Bachar reform and the discontinuation of
consolidation of Bank Otsar Hahayal in the group’s financial statements. In contrast
to the preceding year, variance in the value of the ratio was low this year, and as in the
previous five years, the Discount Group had the lowest ratio of all five groups (0.51,
Table 2.7), despite an increase this year.

The aggregate average efficiency ratio also rose this year to 1.55, compared with 1.51
last year. Like the coverage ratio, the trend in this ratio was mixed: the Hapoalim and
the First International groups posted declines, while the other groups reported increases.
The rise in the aggregate ratio this year is explained by an increase in net interest income
and in non-interest income, which outstripped the increase in operating expenses.

In addition to these two efficiency measures, we present two other measures of
operating efficiency: (1) efficiency derived from changes in the size of the banks, as
reflected in economies of scale in production, and (2) efficiency derived from a reduction
in the bank’s operating expenses without a change in its size (output), i.e., X-efficiency.
The latter is reflected in the bank management’s ability to reduce the expenses of
production factors without changing the bank’s output, i.e. it reflects the quality of the
bank’s management.

Differences in operating efficiency can be identified by comparing operating expenses
per NIS 1 of output among banks of similar size. We therefore divided the banks into
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three groups, by size: large banks, i.e., whose output exceeds NIS 150 billion, medium-
sized banks, with output of NIS 40-150 billion, and small banks, with output of up to
NIS 40 billion. We chose total assets as a measure of banking output, including the
balances of on-balance sheet assets and the credit value equivalent of off-balance sheet
assets. Analysis shows that economies of scale prevailed in the Israeli banking system
over the past decade, reflected in a decline in average expenses in the transition from the
group of small banks to the groups of medium-sized and large banks.

Table 2.8
Ratio of Overheads to Unit of Output?, and X-Efficiency by Banking Group (by Size),
1996-2007

Small banks Medium-sized banks Large banks (more than
(up to NIS 40 billion)® (NIS 40-150 billion)® NIS 150 billion)¢
Average expenses
1996-2006 0.0262 0.0211 0.0172
2007 0.0239 0.0199 0.0167
Maximum X-Efficiency® (maximum saving)
0.13 0.66 0.91
1996-2006
(0.87) (0.34) (0.09)
2007 0.38 0.68 0.98
(0.62) (0.32) (0.02)

2 Defined as total operating expenses as share of output. Output is calculated as total balance sheet assets and
equivalent value of off-balance-sheet assets.

b This group includes banks that were active during all or part of the period 1996-2007, so as not to affect the
quality of the indices. The banks included are: Union, Otsar Hahayal, Yahav, Arab Israel, Massad, Poalei Agudat
Israel, Industrial Development (up to 2002), Jerusalem (from 1997), Investec (Israel), Maritime (up to 2002),
Euro-Trade, and Trade (up to 2001).

¢ This group includes Discount, Mizrahi-Tefahot and First International.

4 This group includes Hapoalim and Leumi.

¢ Calculated as the minimum average expenses divided by the maximum average expenses for that group of
banks (by size) (AC . /Ac_ ), and therefore 1 minus this ratio, in each group, reflects the maximum potential

min’ ‘max

saving in production expenses for that group.
SOURCE: Reports to the Supervisor of Banks.

An examination of the figures for 1996-2007 shows that in the transition from the
group of small banks to the medium-sized ones, economies of scale are greater than
in the transition from the group of medium-sized banks to the group of large banks
(Figure 2.15, Table 2.8). These figures indicate the great potential in streamlining for the
small banks, and the difficulty for these banks in adapting the allocation of the various
production factors to changes in the technological environment. At the same time, the
technological developments, particularly the introduction of direct banking and Internet
banking services, greatly reduces the economies of scale previously enjoyed by large
and medium-sized banks — advantages that stemmed from widespread deployment of a
network of branches — because the new services make the small banks accessible to the
entire population.
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Figure 2.15
Operating Expenses per Unit of Output? in the Banking System,?
by Size of Bank, 1996-2007

Average expenses (NIS)

0.035
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a Qutput: The book balance of balance-sheet assets and the equivalent balance-sheet value of non-
balance-sheet assets.

b Bank Hapoalim, Leumi Bank, Discount Bank, Mizrahi Bank, First International Bank of Israel, Union
Bank, Mercantile Discount Bank, Bank Otsar Ha-hayal, Bank Yahav for Government Employees,
Arab Israel Bank, Bank Massad, Bank Poalei Agudat Israel, Continental Bank, Industrial Development
Bank (up to 2002), Bank of Jerusalem (from 1997), Bank Investec Israel, Maritime Bank (up to 2002),
Eurotrade Bank, Trade Bank (up to 2001), National Credit and Savings Bank, Netanya, Cooperative
Association Ltd. (up to 2004), World Investment Bank (up to 2003), and Bank Polska Kasa Opieki

Tel Aviv (Bank Pekao) Ltd. (up to 2003).

SOURCE: Based on published financial statements.

An analysis of X-efficiency (Table 2.8) shows that the potential improvement in
operating efficiency is very great in the small banks, and low in the medium-sized and
large banks. This potential improvement indicates that in the group of small banks, the
bank in which the average operating expenses were highest in 2007 should save up to 62
percent of its expenses in order to equal the most efficient bank in the same size group.
The maximum potential saving was 32 percent in the group of medium-sized banks, and
2 percent in the group of large banks (Table 2.8).

A comparison of maximum potential saving in 2007 with the average for 1996-
2006 shows that the improvement was greatest in the group of small banks, probably
because of the process of closing and acquisition of many small banks whose operating
efficiency was low. Nevertheless, the gap in this group is still wide, and is due to large
differences between the banks making up the group: some are independent, while others
are owned by a large banking group. The banks in the other size groups are few, and
resemble each other.
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2. ANALYSIS OF PERFORMANCE BY ACTIVITY SEGMENT, THE LARGEST
THREE BANKING GROUPS

In the early 2000s, a process of change began in the organizational structure of some
of the large banking groups. As part of this process, banking activity segments were
allocated to independent profit centers used by the bank management in analyzing
their financial results, and in their consequent decision making. According to directives
from the Bank of Israel,?® an activity segment must fulfill three conditions: it must
deal in business activities expected to generate income and bear expenses, the result of
its operations must be evaluated regularly by management and the board of directors
for purposes of decision-making about the allocation of resources to the segments and
the assessment of its performance, and separate financial information about it must be
available. In July 2005, the Supervisor of Banks clearly defined which activity segment
reporting is required: the business segment, the commercial segment, small businesses,
private banking, households, financial management, and other. The division into activity
segments is based on the types of products and services or the types of customers.3°
Because of the changes instituted this year by the Mizrahi-Tefahot Group as part of the
organizational change in its activity segments and its inability to present comparative
date for 2006, it was not possible to include this group in the analysis, which covers
mainly the development of the results of activity in comparison with previous years. We
have therefore chosen to also omit the First International Group from the analysis, and
to concentrate on the three largest banking groups.!

Continuation of economic growth in Israel, powered by expansion in domestic and
global demand, combined with a fall in the unemployment rate and prosperity in the
domestic capital market, were clearly evident in the performances of the five activity
segments. The loan-loss provision, which is affected by the repayment capability of the
borrowers, fell this year in all activity segments, except for private banking, in which a
negligible increase was posted as a result of expansion in its activity. As in the preceding
year, the steepest decline in loan-loss provision this year was in the business segment,
and was due principally to expansion in domestic and global demand for the segment’s
products, which led to expansion in the volume of activity of local commercial companies
and improvement in their repayment ability.

An examination of the distribution of loan-loss provisions in the various activity
segments highlights this improvement in the solvency of business segment customers:

29 Directives on Reporting to the Public (9) (12/01), Annual Financial Statements, Section 79 (Principal Activity
Sectors).

30 The banking groups are entitled to define their activity segments according to the character, extent, and activity
characteristics of their customers. This right creates a difference in definitions, and complicates the analysis. At
the same time, in the presented analysis, we focus on five main activity segments for which disclosure is required:
the business segment, the commercial segment, small businesses, private banking, and the household segment.

31 The three largest banking groups are the Bank Leumi Group, the Bank Hapoalim Group, and the Israel
Discount Bank Group.
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the rate of provision in the segment this year was 5 percent, compared with 62 percent in
2004 (Table 2.9). This year, for the first time, the total provision listed in the profit and
loss statement for customers in the segment was less than the provision for customers in
the household segment, who are considered safer customers. The ratio of the loan-loss
provision to the average balance of assets in the household segment this year was 10
times greater than in the business segment (0.4 percent, compared with 0.04 percent,
Table 2.9).

Total net profit, despite a decline this year in the household and private banking
segments, does not indicate the financial results of these segments, mostly because it
was affected this year by a decrease in the extraordinary profits posted in the previous
year as a result of the inclusion of non-recurring profits on the sale of ownership and
management rights in the mutual and provident funds, and the attribution of these
profits to each segment according to its proportion of total income — the results of
implementation of the Bachar reform. Analysis of profit on ordinary operations shows
that the private banking and business segments were the only ones to post a decrease
in this item this year. The decrease in the private banking segment was due to a rise in
its operating expenses and a slight increase in the loan-loss provision. The decrease in
the business segment was due to a loss posted for a decline in the value of asset-backed
securities (NIS 1.2 billion) in the Hapoalim Group in the activity item in this segment
as a result of the subprime crisis in the US mortgage market and the resulting financial
Crisis.

In recent years, the Bank of Israel and the Knesset have taken a number of regulatory
and legislative measures to bolster competition in the domestic credit market and
diminish the oligopolistic power of the commercial banks. These measures were aimed
at reducing concentration in the Israeli banking system (as explained in Chapter 1) and
encouraging competition among the banks and between the banks and non-banking
entities. In business credit, the reforms implemented in recent years’? in the Israeli
capital market fostered the development of competition between the commercial banks
and institutional entities and the capital market for customers in the business segment
and encouraged the creation of non-banking credit available to those customers. In
retail credit, Proper Banking Management Directive No. 43233 concerning transferring
activity and closing an account, which was designed to boost mobility of customers
in the household segment; the Supervision of Bank Fees Law,** which will contribute
to greater transparency in the cost of banking services for retail customers; and many
other attempts aimed at bolstering competition within the segment, such as promoting

32 Relaxing the rules for investment institutions (2002), tax reform (2003), pension reform (2003), the law for
increasing competition and reducing concentration and conflicts of interest (2005), the underwriting reform
(2005), and reform in the government bonds market (2005). For a more thorough discussion of this subject, see
the activity chapter in this review.

3 Proper Banking Management Directive, July 2005.

34 The Supervision of Bank Fees Law is expected to go into effect on July 1,2008. For a more thorough discussion,
see Chapter 4 of this review.
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the entry of additional banks into the
system, inducing a foreign bank to
work with retail customers, operation
of an Internet bank, and privatizing
the Postal Bank. As mentioned
above, these measures were designed
to augment competition within the
banking system and between it and the
non-banking market, thereby leading
to the development of a sophisticated
credit market in retail credit as well,
and the reduction in the commercial
banks’ ability to exercise market power
against these customers.

As in previous years, differences
stood out this year in the level of the
banks’ exposure to competition for
customers in the various segments, and
in the degree of their ability to exercise
market power against customers. These
differences were reflected this year
in the distribution of non-interest and
interest income among the segments
(Figure 2.16). A comparison between
the activity segments highlights a slight
decline in the large contribution of the
household segment to total income
(approximately 40 percent), compared
with the small and stable contribution
of the business segment (17 percent,
Figure 2.16). It appears that this
difference is due mainly to the ability
of customers in the business segment
to obtain financing from non-banking
entities, combined with the absence of
adequate substitutes for banking credit
for households. The gap between
the low level of competition in the
household segment and the relatively
high level in the business segment is
translated by the banks into an increase
in the large and stable contribution by
households to the banks’ profits.
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Contribution of Different Areas of
Activity? to Selected Items in the
Financial Statements of the Three
Major Banking Groups®
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In evaluating the operating efficiency of the groups in allocating their resources
among the activity segments and in exploiting the resources at their disposal in each one
of those segments, there is a very noticeable difference between the high operating cost
in the retail segments (households, private banking, and small businesses) and the lower
operating cost in the wholesale segments (the business and commercial segments), as
reflected in the weight of each segment in total operating and other expenses. The gap
between the high operating cost in the household segment, which accounts for 48 percent
of total operating and other expenses, and the low operating cost in the business segment
is explained by the need to maintain and operate a widespread network of branches
for customers in the retail segment, including many human and physical resources,
compared with the limited number of commercial centers required for business segment
customers (about 10 percent of total operating and other expenses).

An analysis of the operating coverage ratios®> shows a clear increase in the operating
efficiency of the business segment, compared with the other activity segments, which
remained at the level of the preceding year. An examination of the operating efficiency
ratio’® shows a clear decline in the business segment. As noted above, this decline was
affected by the inclusion of losses in respect of the decrease in value of securities for this
segment in the Hapoalim Group. The other segments posted a degree of improvement
in their operating efficiency ratios, mostly due to a rise in profit on financing operations.
A comparison of operating ratios this year to those of 2005 shows a clear drop in
the operating coverage ratios of the retail segments and an increase in the operating
efficiency of the business segment. Also noticeable is the fluctuation in the efficiency
ratios in the business segment (Table 2.9).

In order to evaluate the performance of segments with respect to profits and the risk
incurred in the activity of each segment, we calculated the ratio of net profit to the
loan-loss provision. This ratio is used as an approximation for the risk adjusted return
on capital (RAROC). An examination of the results shows improvement in each of the
segments (except for the private banking segment, which posted a decline, although
the level of this measure in it is still high), with a steep rise in the ratio in the business
segment, which was affected this year by the reduction in loan-loss provisions. In
addition, it can be seen that the performance of the retail segment this year was not
better than that of the wholesale segment (Table 2.9).

35 Calculated as the ratio of total operating and other income to total operating and other expenses.

36 Calculated as the ratio of total non-interest income plus profit on financing operations to total operating
expenses.
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3. AN ANALYSIS OF THE BANKS’ PERFORMANCE AS MEASURED BY THE
MARKET VALUE TO BOOK VALUE RATIO (MV/BV)

The MV/BYV ratio®’ reflects the premium that the market is willing to pay on the book
value of the bank’s share capital and it is used as an effective and accepted measure of
the market’s assessment of a bank’s future performance. The MV/BYV ratio is defined as
the ratio of the market value of a bank’s share capital, which reflects the capacity of the
capital to generate income, to its book value, which reflects the original cost of raising
the capital. When this ratio is greater than 1, it means that investors underestimate the
economic value of the share capital. It therefore follows that its latent future potential
(as reflected in a high return and/or a low risk) is high, and vice versa.

In Figure 2.17, we calculated the MV/BV ratio for the seven largest commercial
banks in Israel. In addition to the five largest, this also includes Union Bank and the
Bank of Jerusalem, but the following analysis relates solely to the five largest banks
(Figure 2.17).

2007 featured a decline in this ratio, and a slight increase in its degree of dispersal.®
The average value®® of the ratio at the end of the year was 1.21, lower than at the end of
2006 (1.33), but higher than 1, and higher than the average for the five previous years
(1.05, Figure 2.17).

In2007, two forces affected the ratio. Some of these forces were internal forces specific
to the banking system, and some were systematic and external. Among the internal
factors, the rise in profitability and fall in risk stood out this year. Among the systematic
factors, the continued positive trends in the Israeli economy and ongoing prosperity in
the domestic capital market were prominent. Despite the positive background conditions,
the MV/BYV ratio continued to decline this year, which we attribute to a response on the
part of investors to new developments and the continuation of others that negatively
influence the banks’ profits through their business results and performance. Beyond
the negative short-term effect of the Bachar reform and the Supervision of Bank Fees
Law on the non-interest income of the commercial banks, there was another negative
influence this year — the subprime crisis in the American mortgage market, and its effect
on global capital markets. This crisis had a negative impact on the value of the Israeli
bank shares in the present, mainly because investors feared the exposure of the banks
to risks incurred in their activity with hybrid financial instruments. This exacerbated

37 The market value to book value ratio is defined as (MV/BV),, where MV, is the market value of the shares
and options of bank i in period t. The market value of any company is defined as the value of its shares and
options listed for trading (excluding convertible bonds). The market value also includes shares not listed
for trading, to which is assigned the market value of the shares that are listed for trading. BV, is the balance
sheet value of the equity, including paid in share capital, reserves, and surplus capital, of bank i in period
t-1.

38 The degree of dispersal of the ratio was calculated as the average standard deviation of the four quarters of the
year at the five largest banks only. The degree of dispersal this year was 0.021, compared with an average value
0f 0.019 during the past five years.

39 The average displayed is the average weighted by the equity of the five largest commercial banks only.
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their anxiety that the banks would fail to meet their own future profitability targets.
Offsetting all these negative factors this years was the positive effect of the growth trend
in the Israeli economy and the boom in the capital market.

Figure 2.17
Ratio of Market Value to Book Value (MV/BV) of the Five Major Banks
and Two Independent Banks, March 1993 to December 2007
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SOURCE: Based on financial statements of publicly traded companies.

The value of the ratio fell at each of the five largest banks at rates varying from 2
percent at Leumi to 19 percent at the First International. The across-the-board decline
of the ratio this year reinforced our previous assessment that investors are taking into
account an expected blow to the banks’ business results caused by their need to deal
with common future challenges, such as the Bachar reform, the Supervision of Bank
Fees Law, and the consequences of the subprime crisis. At the same time, increased
dispersal and variance in the rates of decline highlight the differing degree of exposure
that investors attribute to these challenges for each bank.

Where the connection between the MV/BYV ratio of the five largest banks and their
return on equity is concerned, it seems that in contrast to the preceding year, in which
there was a trend towards a negative connection between the two variables,* the trend
towards a positive connection between them resumed this year. This trend, as reflected
in the decline of the MV/BYV ratio and the return on equity at the five largest commercial

40 For a more thorough discussion, see the chapter on the business results in the Supervisor of Banks’ review for
2006.
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banks, matches the results of empirical studies,*! which report a significant positive link
between the value of the MV/BV ratio and the return on equity (and a negative link to
the banking risk,** Figure 2.18).

Figure 2.18
Return on Equity (ROE)? and the MV/BV Ratio of the Five Major
Commercial Banks, September 1993 to December 2007
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@ The annual return on equity was calculated as the average of the past four quarters.

SOURCE: Based on financial statements of publicly traded companies.

In 2009, the Israeli banks are expected to implement the new guidelines of the Basel
IT agreement. We expect this to lead to more focused and accurate risk management,
and increased transparency and proper disclosure. This will give the market a signal
of improvement in the banks’ decision-making and risk management, and increased
market discipline as an additional supervisory mechanism, in addition to the institutional
one. We expect this process to lead to more accurate estimates of the market value and
the MV/BYV ratio, and to strengthening of the connection between it and the return on
equity.

41 For a more thorough discussion, see “The Market to Book Ratio of the Bank Shares in Israel,” David Ruthen-
berg and Shaul Pearl, Bank of Israel Banking Supervision Department, Research Unit, Bank of Israel, Essays for
Discussion, 2nd Edition, June 2004.

42 This link rests on the MV/BV equation, formulated as follows: MV/BV = (ROE — g)/(k — g), where ROE is
the return on equity, g is the bank’s growth rate, and k is the bank’s risk. For a more thorough discussion, see the
essay by Ruthenberg and Pearl mentioned in the preceding footnote.
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