Chapter 2
The Financial Results of the Five
Major Banking Groups

The five major banking groups reported good financial results in 2006, as
expressed by the various components of their profit and the return on equity
(ROE), with some of the elements continuing the positive trend of the last few
years. These results, against the backdrop of the general economic recovery from
the deep recession that prevailed in Israel in 2001 and 2002, stemmed from two
factors which had a positive effect on the banking groups’ profit and ROE in
2006: (a) a one-off factor—the implementation of the legislation designed to
increase competition and reduce concentration and conflicts of interest in Israel’s
capital market (the Bachar reform), which led to the sale of the ownership and
management rights of the provident and mutual funds, and brought the banking
groups handsome profits; and (b) a cyclical factor—the upsurge in the economy
and the capital market, expressed this year primarily in the financial results and
performance of the business sector. As far as the financial results of the banking
system are concerned, net income grew by a steep 38 percent in 2006 and ROE
was 19.5 percent—a record figure. If the financial results are adjusted for the one-
off effect of the Bachar reform, it transpires that ordinary after-tax profit declined
by about 7.7 percent in 2006, compared with a 20 percent increase in 2005, while
ROE fell to 14.4 percent this year from 15.4 percent in 2005.

Loan-loss provision, expressing the banks’ stance vis-a-vis credit risk, declined
by a sharp 24 percent in 2006, largely due to provision for the business sector
influenced by the economic boom evident in Israel and globally this year. Net
interest income this year was affected primarily by the expansion of the banking
groups’ activity rather than by the interest-rate spread, which remained similar to
that of 2005. The banking groups’ non-interest income, derived mainly from their
income from fees and commissions, rose by a moderate 7 percent, while operating
expenses rose by a steep 12.5 percent (largely because of an increase in salary
expenses); an examination of performance by activity segment clearly shows the
robust nature of the retail activity segments (households, private customers, and
small businesses).
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1. THE PROFIT AND PROFITABILITY OF THE BANKING GROUPS

The upward trend in profit and profitability (ROE) evident in the banking system in the
last three years continued in 2006, leading to particularly high levels of both.

The net income of the five major banking groups grew by about 38 percent this
year and amounted to NIS 8.9 billion, a steeper rise than in 2005 (when it was 25
percent, Table 2.1). The growth of income in 2006 encompassed all the major banking
groups and was affected primarily by factors of a one-off nature rather than by factors
associated with the business cycle.

ROE,! which rose in each of the banking groups except First International,? reached
an all-time high in 2006—an annual average rate of 19.5 percent—compared with 15.4
percent in 2005 and an average of about 10.8 percent in the last ten years (Figure 2.1).

Figure 2.1
After-Tax Return on Equity (ROE), the Five Major Banking Groups,
1990 to 2006
%
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* Return on equity excluding income from the sale of provident and mutual funds following the Bachar reforms.
SOURCE: Based on published financial reports.

I Asof 2007:QI the banking corporations will be required to calculate ROE according to the method
customary in the US and other countries, i.e., as net income adjusted for the dividend for preference shares
not recorded as expenditure in the profit and loss statement and declared in the reporting period only
divided by average equity. In this respect average equity is the total of all equity minus the average balance
of external shareholders’ rights minus/plus the average balance of losses/gains not yet realized from the
adjustment of trading bonds at fair value, as well as the losses/gains from bonds available for sale included
in equity.

2 In the First International banking group ROE dipped from 12.7 percent in 2005 to 12.5 percent in
2006.
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ROE this year was positively correlated with the size of the banking group: the ROE of
the two largest banking groups, Hapoalim and Leumi, exceeded 22 percent, while that
of the medium-sized groups, Discount, Mizrahi-Tefahot, and First International, was
around 13 percent (Table 2.1).

The increase in net income led to a rise in the equity® of the five major banking
groups, so that their total equity at the end of the year stood at NIS 53.5 billion—a 12
percent rise from its value at the beginning of the year.

The high level of profits and profitability in 2006 was influenced to a great extent
by non-recurring capital gains* from the sale of ownership and management rights in
provident and mutual funds in the wake of the implementation of the Law for Increasing
Competition and Reducing Concentration and Conflicts of Interest in the Israeli Capital
Market, 5765-2005 (The “Bachar” Law).> Adjusting for this one-off income, which
amounted to about NIS 2.4 billion this year, ordinary after-tax profit, which reflects
profit from ongoing activity, dipped by 7.7 percent in 2006 compared with a 20
percent increase in 2005. This decline, despite the sharp drop in loan-loss provision
(24 percent), stemmed inter alia from a steep increase in operating expenses (primarily
salary expenses) compared with a more moderate rise in non-interest income (Table
2.1). ROE adjusted for the one-off capital gains obtained through the implementation of
the Bachar reform declined in 2006 in all the major banking groups with the exception
of the Bank Hapoalim group, and averaged 14.4 percent (Figure 2.1).

The effect on the banks’ profit and profitability of the Second Lebanon War, which
broke out in July, can be seen from the comparison of the third quarter of 2006 with the
third quarter of 2005. Total ordinary after-tax profit plummeted by about 20.5 percent
in this period, largely because of the contraction of economic activity in the north of
the country (which accounts for approximately 20 percent of Israel’s total economic
activity), as expressed in a steep drop (about 11 percent) in non-interest income in the
banking groups in 2006:QIII.

It appears that in the next few years the Israeli banking groups will have to contend
with the repercussions of the Bachar reform. The expected decline in operating expenses
resulting from the sale of financial assets, alongside the expected entry of insurance
firms and other financial entities into classic banking activity,® will oblige the banking
groups to develop alternative income channels in order to continue attaining high levels
of profit and profitability.

3 The equity includes: paid-up share capital, acceptances on account of shares (only when there is an
irrevocable obligation to buy and allocate the shares), perpetual liabilities, funds, profit including other,

surpluses, and dividends proposed or declared after the balance-sheet date.

4 In the First International Banking group capital gains from the sale of provident and mutual funds are

expected to be recorded in the financial statements for 2007.
> For details see the Annual Surveys of Israel’s Banking System for 2004 and 2005.

6 Primarily extending credit and capital market activity.
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2. THE DEVELOPMENT OF INCOME AND EXPENDITURE
a. Net interest income before loan-loss provision

Net interest income before loan-loss provision rose in all the five major banking groups
in 2006 and amounted to NIS 22.3 billion, up by NIS 800 million over the equivalent
period in 2005 (about 3.8 percent). The increase in this income this year derived from the
rise in net income from classic financial intermediation activity, including derivatives
(2.9 percent), as well as from the huge rise in income from activity in options and other

Table 2.2
Breakdown of Profits from Financial Activities before Loan-Loss Provision, by Type of
Indexation, The Five Major Banking Groups, 2005-06

Change Change
relative to  relative to

2005 2006 2005 2005
(NIS million, at current prices) (percent)

Net Income? by type of indexation (including
derivatives)
Local currency, unindexed 8,729 10,663 1,934 22.2
Local currency, CPI-indexed 3,463 2,373 -1,090 -31.5
Foreign currency - domestic activity 6,364 6,063 -301 -4.7
1. Total income from indexation derivatives 18,556 19,099 543 2.9
Other financial income
Commissions on transactions 770 810 40 5.2
Other net financial income 1,980 1,925 -55 2.8
of which Interest income on problem debts previously

not recorded 1,002 1,095 93 9.3
of which Profits from the sale and valuation of bonds® 287 230 -57 -19.9
2. Total other financial income 2,750 2,735 -15 -0.5
3. Options and other derivatives 205 484 279 136.1
Profit from financial activities before loan-loss

provision (1+2+3) 21511 22,318 807 3.8

2 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.

derivative instruments (about 136 percent), slightly offset by the decline in other net
interest income items (0.5 percent, Table 2.2).
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An examination of the development of
net interest income from classic banking
activity by indexation segment in the

Figure 2.2
Bank of Israel Interest Rate
Compared to the Interest Rate

five major banking groups shows that Differential (Time Credit less SRO) in
the increase in net interest income was the Unindexed Shekel Sector, June
influenced mainly by the rise in the volume 1988 to December 2006

of activity in 2006 (the quantity effect), ;/g

rather than by the overall interest-rate l — Bank of Israel interest rate

Spread (the pI'iC@ effeCt)s Wthh remained 30 : !I[]rt:r:gsl}r:‘:t-e irC:tig?erztrf:tle differential

at a similar level to that of 2005 (1.52 Trendline - Bani of lsrael interest

percentage points in 2006 compared with 25
1.51 percent in 2005, Table 2.3). The main
contribution to the increase in income
in this category in 2006 stemmed from

A
activity in the unindexed local-currency 1o W\\
segment, which even compensated for qg e Y
the 5 percent decline in the income of QN—
the foreign-currency segment’ and the 32 5 ——
percent drop in that of the indexed local- R =
currency segment (Table 2.2). Activity in
derivatives contributed to the increase in
income in 2006, and its share in total net
interest income was 17 percent, compared
with 1 percent in 2005.

The increase in the income of the unindexed segment, where most interest rates are
short-term, was affected to a great extent by the hike in the Bank of Israel’s key interest
rate, which rose by a cumulative one percentage point in the first ten months of 2006.3
This interest-rate hike was reflected in an increase in effective rates of return,” both
nominal and real, on assets and liabilities in the unindexed local-currency segment, as
well as in the expansion of the simple spread between the annual average rates of return
on unindexed liabilities (deposits) and unindexed assets from 3 percentage points in
2005 to 3.3 percentage points in 2006 (Table 1.4). The widening of the simple spread,
together with the rise in the extent of economic activity, led to an increase in net interest
income and financing costs, as well as to the expansion of the overall interest-rate spread
in this segment, from 2.52 percent in 2005 to 2.63 percent in 2006 (Table 2.3). The

positive correlation found this year between the key interest rate and the interest-rate
spread in the unindexed local-currency segment is consistent with the results of other

20

0 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
88 90 92 94 96 98 00 02 04 06
SOURCE: Based on bank reports on costs and tariffs.

7 Including domestic and foreign activity.

8 The rise in the Bank of Israel’s key interest rate in the first ten months of the year was from a monthly
rate of 4.5 percent in January to 5.5 percent in October; in the last two months of 2006 the interest rate
declined by a cumulative 0.5 percentage points.

9 Both nominal and real interest rose by about 1 percentage point.
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studies carried out in the past.!? These studies attach importance to the positive long-
term correlation between the two variables, showing that, despite the positive trend,
there is sometimes a negative correlation between them in the short term (Figure 2.2).
Interest rates in the CPI-indexed local-currency segment, which are derived from
the public’s demand for indexed credit as well as from the development of yields in
the government bond market,!! that constitutes a substitute for activity in the segment,
rose in 2006 in the wake of the increase in returns on bonds in the first half of the year.!?
Profits in the CPI-indexed local-currency segment declined this year, and their share of
total profit fell to about 10.6 percent, (Figure 2.3). This was due to the contraction of
demand for indexed credit, mainly as a result of the low inflation environment, and the
narrowing of the differential between nominal and real effective rates of return between
medium- and long-term savings schemes on the one hand, and indexed credit on the
other, from 2.8 percent in 2005 to 2.4 percent in 2006 (Table 1.4, Chapter 1). These two
factors led to the decline in the rate of income from the segment’s assets and to a fall in
the rate of expenditure on its liabilities, so that the overall interest-rate spread dipped
from 1.07 percentage points in 2005 to 0.91 percentage points in 2006 (Table 2.3).
Interest rates in local-currency terms in the foreign-currency segment declined in
2006 despite the rise in the dollar LIBOR interest rate!3 (by about 0.5 percentage points),
following the 7 percent appreciation of the shekel against the dollar this year (see Chapter
3). Like interest rates, the demand for foreign-currency-indexed and denominated credit

10 For further elucidation of this subject, see: D. Ruthenberg, D. Geva and Z. Samet, ‘An Analysis
of the Interest-Rate Spread in the Unindexed Local-Currency Segment of Israel’s Banking System, July
1984—May 1987,” Banking Review 7, March 1988; D. Ruthenberg, ‘Net Interest Margin, Interest-Rate
Spread, Activity in Derivatives, and the Importance of the "Monetary Fine',’ research study, Research Unit,
Banking Supervision Department. The model that was developed is based on the following interest-rate
spread equation:

1 1+m  1+0

M:RL_RD = L_(l_?) .S=|:n_e(l_p)j|.S=h[S9panse]
I+—  1+—
n 0

where M = the interest-rate spread, S = the monetary loan rate, p = the deposit’s reserve requirement, 0 =
elasticity of supply of deposits, n = elasticity of demand for credit.
Since a (banking) firm will always operate in the area where n<—1, then oM | m__9d-p) >0.
oS I+n 1+6

1 This development is affected by the government’s borrowing requirement and by the public’s demand
for CPI-indexed credit to finance investments.

12 This rise, despite the decline in government borrowing (supply side), stemmed from the steeper decline
in the extent of medium- and long-term savings schemes (demand side), in the context of low inflation rates.
In the second half of 2006 rates of return on government bonds fell primarily because of the continued
contraction of supply and the introduction of the ‘market-maker’ bond market reform in September.

13 The LIBOR interest rate serves as a point of reference for pricing interest in the foreign-currency
segment, just as the Bank of Israel’s key interest rate constitutes the yardstick for pricing interest in the
unindexed local-currency segment.
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Figure 2.3
The Contribution of the Various Indexation Segments to Profit of the
Five Major Banking Groups, 2005 and 2006

(at current prices)

NIS million
25,000

2005 [N

20,000

15,000

10,000

29.6% 27.2%

5,000

Total Other income Foreign currency Indexed Unindexed

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.

also contracted this year (in favor of unindexed local-currency credit), as a result of the
negative nominal interest-rate differentials between interest rates abroad and the Bank
of Israel’s key interest rate. These two factors led to a steep drop in the segment’s net
interest income and financing costs in 2006 as well as to the contraction of the overall
interest-rate spread, which was 0.91 percentage points this year, compared with 1.06
percentage points in 2005 (Table 2.3). As a result, the segment’s profit declined by 5
percent in 2006 and it constituted about 27 percent of total profit (Figure 2.3).

Another factor contributing to the increase in net interest income in 2006 was the
sharp rise in options and other derivatives not defined as hedging instruments or asset
liability management (ALM) (a rise of about 136 percent, Table 2.2)

The other interest income category, which consists mainly of income from interest
on loans that were registered in the past as problem loans and gains/losses from the sale
of bonds and from adjustments relating to trading bonds, was about 0.5 percent less in
2006 than in 2005, offsetting some of the increase in income in the other interest income
items. The decline stemmed this year from the fall (of about 20 percent) in income from
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the sale and revaluation of bonds.!# This decline (in spite of the increase in holdings of
securities available for sale) was a result of the rise in the domestic interest rate, which
caused exercise prices and the fair value of bond portfolios in banks to fall. The interest-
income component on problem debts not recorded in the past grew by 9 percent in 2006
(Table 2.2), due mainly to an improvement in the repayment ability of borrowers in the
business sector.

b. Loan-loss provision

This section presents a general review of

loan-loss provision. For further elucidation Figure 2.4

Developments in Components of

of this subject, see Chapter 3. Loan-Loss Provisions in the Five
Israel’s economic growth during 2006, Major Banking Groups,
together with the positive global economic 1993-2006

developments which had a far-reaching  NIS million

effect on the Israeli economy in general 8000 o —
. . . = General and supplelm‘entary provision
and the business sector in particular, 7,000 f — otalloan-oss provision
) . . === Specific provision
evinced themselves this year in the G059 T\
ongoing improvement in Israeli borrowers’ ’ / \
5,000

repayment ability. This improvement was
expressed in the continued downward trend 4,000
in the annual loan-loss provision of the five . / \
major banking groups, which amounted to ’ M
about NIS 3 billion in 2006, compared with 2000 </
about NIS 4 billion in 2005, down by some 1,000
24 percent (Table 2.4). A~

Since 2003 there has been a trend decline 0 o
in th? Qevelopment over time of the loan-lgss -1,000 R R
provision and its components—both specific ,

L. . . . SOURCE: Based on published

loan-loss provision, which is determined financial statements.
by bank managements in accordance with
borrowers’ repayment ability and the nature of their collateral, and the general and
supplementary loan-loss provisions, which are determined in accordance with the
Supervisor of Banks’ directives regarding the risk and size of the credit portfolio. The
general and supplementary loan-loss provision was negative this year because of the
collection of debts against which loan-loss provision was made in the past (Figure 2.4;
for further elucidation, see Chapter 3).

The decline in loan-loss provision in the five major banking groups in 2006 stemmed
primarily from the improvement in the repayment ability of business borrowers in the
context of economic growth in Israel and worldwide, and it occurred in spite of the

14 Including profits/losses from the sale and revaluation of trading bonds as well as from the sale of
bonds available for sale and bonds held to maturity.
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increase in the provision made in other activity segments (for a fuller discussion, see
Section 3 below, Analysis of Performance by Activity Segment).

Table 2.4

Components of the Loan-Loss Provision for the Five Major Banking Groups, 2004-06
(NIS million, at current prices)

2004 2005 2006
The The The
general general general
The and The and The and
specific additional specific additional specific additional

provision provision Total provision provision Total provision provision Total

Beginning-of-year balance

of the provision 24,037 3,374 27,411 26,948 3,386 30,334 28,531 3,389 31,920
Additions to the provision

during the accounting year 6,517 100 6,617 5,773 129 5,902 5,138 113 5,251
Reduction of the provision -1,521 -88  -1,609 -1,730 -131  -1,861 -1,870 261 -2,131
Collection of debts written

off in previous years -50 0 -50 -88 0 -88 -107 0 -107
Amount entered in the

profit and loss statement 4,946 12 4958 3,955 -2 3,953 3,161 -148 3,013
Debts written off -2,004 0 -2,004 -2378 0 -2,378  -3,016 0 -3,016
Erosion and adjustment of

balances 69 0 69 4 0 4 0 0 0
End-of-year balance of

provision 26,979 3,386 30,365 28,525 3,384 31,909 28,676 3,241 31,917

SOURCE: Published financial statements.

c. Non-interest income

The relatively rapid growth rate evident in Israel’s economy in the last two years persisted
in 2006, accompanied by an increase in the extent of economic activity and demand for the
financial and other services which contribute to the banking groups’ non-interest income.
Total non-interest and other income rose by NIS 900 million in 2006 and amounted to some
NIS 13.7 billion, up by 7 percent (Table 2.5). The increase, which varied considerably from
group to group, encompassed all the major banking groups this year with the exception of
the Discount Banking group, which recorded a 2 percent decline.!?

Non-interest income associated with capital market activity grew by a modest 2.5
percent in 2006, and constituted 32 percent of total non-interest and other income (Table
2.5). This increase was influenced in 2006 by two factors which operated in opposing
directions: the surge in the capital market and the implementation of the Bachar reform.

15 Mainly because of the contraction in income from management fees on mutual funds following the
sale of Ilanot Discount to the Clal Financing Betuha group in 2006:QII and the sharp fall in the profits of
the severance pay funds.
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The surge in the capital market, as reflected in the volume of turnover and the various
yield indices (Figures 2.5 and 2.6), had a positive effect on total income from activity
in securities (up by 10.6 percent), mainly as a result of the increased demand for the
different services associated with the capital market by customers in the various activity
segments.

Figure 2.5

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 2006

Percent 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 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 of shares on the stock exchange is 0.65.

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

The process of implementing the Bachar reform and absorbing it into the system,
which began in 2006:QII, had a negative effect on the income of the banking groups
and was evident in two opposing categories: (a) the extent of income from fees for
administering mutual funds, which plummeted by 34 percent in 2006 in the wake of the
transfer of ownership and management rights to the purchasing groups;'¢ and (b) the new
category, ‘Income from mutual and provident fund distribution fees,” which generated

16 The mutual funds were transferred to the purchasing groups at various dates. For further details, see
“The Effect of the Bachar Commission Reform on the Financial Results of the Banking System,” in Bank
of Israel, Israel’s Banking System, 2005, pp 44—47.
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Figure 2.6
Real Annual Yield of the Tel Aviv 100 Index, the General Bond Price Index
and Average Daily Turnover in Shares, 2001-06

Yield (%) NIS million
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SOURCE: Based on data from the Tel Aviv Stock Exchange

income from the distribution of mutual funds (about NIS 120 million) and partly offset
the decline in income from management fees of mutual funds. The effect of the Bachar
reform on income from management fees of provident funds, which rose by 18 percent
in 2006, has not yet become evident (Table 2.5) because most of the sales transactions
regarding which there is an agreement in principle have not yet gone through.!”

The non-interest income related to the various ordinary banking services grew by 6.3
percent in 2006 and constituted 61 percent of total non-interest and other income. The
most prominent items this year were: handling credit and drawing up contracts, which
grew by 23 percent, mainly as a result of the implementation of Directive 325 of the
Proper Conduct of Banking Business (December 2005) regarding the management of
credit lines in current accounts; income from credit cards (about 13.1 percent), which
rose largely in the wake of the expansion of economic activity and the number of credit

17 The only purchase transaction which has gone through this year within the major banking groups was
between the Bank Leumi group and the Harel company in December 2006. This transaction generated one-
off capital gains for the group of NIS 575 million.
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cards issued (as described in detail in Chapter 4), and income from services to the
payments system (about 11.3 percent, Table 2.5). Income from account management
fees plummeted by some 17 percent in 2006 due to the implementation of the ‘package
deal’ for households!'® and the increase in competition between the banks!® as well as
between banks and nonbanking institutions? for customers in the retail segment.

The rest of the income items rose slightly in 2006 as a result of the general expansion
of economic activity and the adjustment of fees intended to minimize the reduction of
non-interest income in the account management fees item as a result of the ‘package
deal.’

Other income, which accounts for 7.3 percent of total non-interest and other income,
soared by 41 percent this year, in the context of the increase in profits from investment
in shares (up by a massive 400 percent), and despite the drop in income from severance
pay funds (Table 2.5). The decline in income from severance pay funds in 2006 stemmed
from the contraction of the gap between the increase in returns on shares and bonds
held by the funds to cover severance pay obligations and the required increase in these
reserves.

d. Operating and other expenses

Total operating and other expenses of the five major banking groups rose by a steep 12.5
percent in 2006 and amounted to NIS 23.9 billion (Table 2.5). As was the case in last
few years, most of the increase in this item this year stemmed from the growth in the
salaries and related expenses item, which soared by 15.8 percent, accounting for 62.4
percent of total expenditure, compared with 60.6 percent in 2005. In line with these
expenses, other expenditure items also rose in 2006: expenditure on maintenance and
depreciation of buildings and equipment grew by 5.6 percent, while other expenditure
items rose by 8.8 percent, increasing their shares in total operating and other expenses
to 16.2 and 21.4 percent respectively (Table 2.5).

The steep increase in staff-related expenses in 2006, which has also been in evidence
in the last three years, followed three years of stability (2001-03) and derived from the
sharp increase in both direct expenditure on salaries (10.5 percent) and other salary-

18 0On 1.12.2005 the agreement reached between the banks and the Knesset Finance Committee, in
cooperation with the Supervisor of Banks and the Director-General of the Anti-Trust Authority, known
as ‘the package deal,” went into effect. The agreement was based on three arrangements concerning fees
and commissions: two arrangements regarding management fees in current accounts and an arrangement
regarding the fees incurred in moving from one bank to another.

19 Directive 432 of the Proper Conduct of Banking Business (July 2005) regarding the transfer of a
customer’s activity and the closing of a bank account was introduced to facilitate the switch from one bank
to another, and thus to increase interbank competition.

20 Primarily on the part of credit card firms and insurance companies, as well as of other financial
entities.
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related expenses?! (27.1 percent). The
difference between the high variance of
other salary expenses and the lower variance

Figure 2.7
Rate of Change of Direct and Other
Salary Expenses of the Five Major

of direct salary expenses in the last decade Banking Groups Compared to Rate
led us to examine the trends of change in Of Change in GDP, 1995-2006
NIS million

each of these categories in relation to the

business cycle.??> We found a strong positive %0 /
correlation between direct salary expenses 22 A

and the business cycle (approximately 77 20 A

percent), but a weaker positive correlation / \ / A\ /
between the salary-related expenses and the o \/\\ // \ .

business cycle (about 47 percent, Figure

Ja
27, AN A
The high positive correlation between . ! W/ W

direct salary expenses and the business
cycle is not surprising and is explained inter N \/
alia by the dependence of direct salaries -10

on the various factors connected with the

a5 L1100
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n general’ SUCh as prOﬁtablhty bOHU.SCS, — Rgtz gfzhgggz :2 salary-related expenses
automatic salary updates (derived from the — Rate of change in direct salary expenses
labor agreements between the banks and the SOURCE: Based on published financial statements

. and data from the Central Bureau of Statistics.
workers’ representatives), and the Cost of

Living Allowance paid by law.

On the other hand, the low correlation between other salary expenses and the business
cycle, as well as their high variance, is explained by the multiplicity of expenditure items
and the dependence of some of them?? on various management decisions, which are not
necessarily cyclical or connected with the performance of the economy in general.

The main factors which led to the rise in direct salaries in 2006 were: (a) One-off
profitability bonuses, deriving from the banking groups’ high profits; (b) large salary
increases, stemming from the inflation rate, which was significantly below that on which
wage agreements were based in the past; and (c) the rise in the share of high salaried
workers in the bank’s workforce. The growth of other salary expenses this year was due
primarily to the increase in the benefits issued to employees?* as well as to the rise in

21 Quch as share options issued to employees, severance pay, benefits, pensions, advanced study and
vacation funds, national insurance, employers tax, payroll tax, topping up reserves against expenses arising
from salary changes during the balance-sheet year, salaries and related expenses abroad, early retirement
payments and other associated expenses.

22 We chose the rate of change of GDP as an index of the business cycle in Israel.

23 Such as voluntary early retirement and share options granted to employees.

24 Mostly in the Bank Leumi group (about NIS 437 million) because of the purchase of 2.85 percent of
the bank’s share capital by its employees in the wake of the agreements regarding the privatization of the
bank and the purchase of share options.
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early retirement incentives? as part of the restructuring processes which the banking
groups have undergone, the increase in the pension provision item, payments into the
severance pay and advanced study funds, and the topping up of reserves intended for
severance pay.

Alongside the increase in total salary expenses in 2006, there was a 4.6 percent rise
in the average number of employee posts?® (1,834 posts) over 2005, as well as in wage
costs per post, from NIS 217,000 a year in 2005 to NIS 230,000 in 2006 (up by 5.7
percent, Table 2.6). This increase in the average number of posts in the last two years
followed three years in which it fell as a result of the implementation of the program
intended to encourage early retirement and voluntary resignations, in the wake of the
restructuring policy which the banking groups adopted.

As part of the restructuring policy, the banks continued to improve the quality of their
workforce in 2006 by increasing the proportion of employees with university degrees
and reducing the share of lower-grade employees, as is indicated by the change in the
employee mix in the three largest banking groups (Figure 2.8)

Figure 2.8
Proportion of Employees with Higher Education in the Three Major Banking
Groups, 2001-06

Percent
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SOURCE: Published financial statements.

25 Mainly in the Bank Leumi and Mizrahi-Tefahot group, which grew by 64 and 470 percent
respectively.

26 The average number of posts, including those in foreign subsidiaries and consolidated subsidiaries,
the translation of the cost of overtime work, and outside workforce budgets required in order to regulate the
workforce and assimilate projects.
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Table 2.6
Salaries and Related Expenses of the Five Major Banking Groups, 1998-2006 (at
current prices)?

Average Salaries and related
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 40,303 8,753 217 4,122 102 12,875 319
2006 42,137 9,671 230 5,240 124 14,911 354
Change from Previous Year
(percent)
1999 0.0 4.2 4.1 3.6 3.6 4.0 4.0
2000 2.6 93 6.5 16.1 13.2 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 -7.7 0.3 32
2004 -0.7 8.8 9.5 32 3.9 7.0 7.7
2005 5.6 10.8 5.0 12.0 6.1 11.2 53
2006 4.6 10.5 5.7 27.1 21.6 15.8 10.8

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

® 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.

This qualitative change in the employee mix was reflected in the shift in their
numerical distribution by salary level in 2006—an increase in the share of employees
with high salary levels?’ (from 31.8 percent in 2005 to about 36.6 percent in 2006) and
a decline in the share of employees earning medium- and low-level salaries® (from 43.6
percent in 2005 to 37.9 percent in 2006, Figure 2.9).

2T A high salary level is defined here as direct annual salary costs per post of NIS 231,000 or more.

28 A medium to low salary level is defined here as direct annual salary costs per post of between NIS
111,000 and NIS 231,000.
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The high salary costs in the five major
banking groups are exceptional in comparison
to other financial segments as well as to
the business sector and the economy as a
whole. While the index of real salary per
employee post in the economy as a whole
rose by approximately 1.6 percent in 2006,
in the financial sector (including banking)
it went up by 5.9 percent, and in the five
major banking groups by a steep 8.9 percent
(Figure 2.10).

In an attempt to examine salary expenses in
Israel’s banking system from an international
perspective, we calculated the share of salary
expenses in total value added,?® which is used
in the literature as an index of the system’s
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Figure 2.9
Distribution of Employees by Salary
in the Commercial Banks, 2000-06
(annual salary, NIS thousand)
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Figure 2.10

Index of Real Wage per Employee
Post in Banking, Insurance and
Other Financial Institutions vis-a-vis
the Business Sector and the Whole
Economy, 1994-2006 (1994=100)
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or a bank’s output. Our analysis shows that
while the share of the banking system’s value
added in GDP is similar in Israel to that in
the rest of the world (Figure 1.6, Chapter
1), the share of salary costs in total value
added in Israel (about 53 percent in 2006 and
45.5 percent in 2005) is significantly above
the average in the rest of the world (about
33.3 percent), and in Israel’s peer group
(an average of approximately 34.6 percent,
Figure 2.11).

With regard to the development of
expenses per post vis-a-vis output per post,>’
in each of the five major banking groups this
ratio was higher in 2006 than the average
ratio in the years 2000-05.

29 Value added includes before-tax net income plus direct and related salary expenses and depreciation

of buildings and equipment.

30 Output per post is calculated as the banking group’s total balance-sheet assets plus the value of the
off-balance-sheet assets divided by the average number of posts.
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Figure 2.11
Salary expenses as a Proportion of Value Added? in 2005, an International
Comparison®
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@ 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 reference group here, consists of 12 countries with similar features in terms of GDP, GDP per capita
and size of banking sector: Belgium, Cyprus, the Czech Republic, Finland, Greece, Ireland, New Zealand,
Norway, Portugal, Slovenia, South Africa, and South Korea.

SOURCE: Based on data from Bankscope.

e. Operating indices and operating efficiency

The banks’ operating efficiency, which is derived from their performance and the level
of their operating expenses and non-interest income, is measured here by means of four
different indices customarily used in the literature: the operating coverage ratio,>! the
efficiency ratio,?? the returns to scale, as expressed in the development of operating

31 Calculated as the ratio between total non-interest and other income and total operating and other
expenses.

32 Calculated as the ratio between total non-interest and other income plus net interest income and total
operating and other expenses.
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Figure 2.12
Cost? and Output® per Employee Post in the Five Major
Banking Groups, 2006 compared to the 2000-2005 average

(NIS thousand at current prices)
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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.

expenses per output unit>3 (average expenses) and the bank’s X-efficiency.>* An
examination of the first two efficiency ratios yields the same result—a decline in the
operating efficiency of the five major banking groups: the average coverage ratio dipped
from 0.61 in 2005 to 0.58 this year, and the efficiency ratio fell markedly—from 1.62
in 2005 to 1.51 in 2006.

In order to examine the operating efficiency of the banks while allowing for
differences in their size, we calculated the operating expenses per unit of output in
three reference groups: large, medium, and small banks.?> The analysis yielded two
main findings: (1) economies of scale have existed in Israel’s banking system since the
mid-1990s; (2) the existence of economies of scale has remained stable over time, and
2006 was characterized by a slight rise in average expenses in the group of large banks
in comparison with the 1995-2005 average (Table 2.8, Figure 2.13).

33 Calculated as total operating and other expenses relative to output, where output is calculated as total
balance-sheet assets plus the value of off-balance-sheet items.

34 The effectiveness with which a given set of inputs are used to produce outputs, calculated as minimum
average expenses divided by maximum average expenses in each size group (ACmin/ACmax). Hence, one
less this ratio, in each size group, reflects the maximum potential savings in that group’s production costs.

33 Large banks defined here as those with output greater than NIS 150 billion; medium banks—whose
output is between NIS 40 billion and NIS 150 billion; small banks—banks whose output is less than NIS
40 billion. For further details about the banks included in each group, see Table 2.8.
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Table 2.7
Coverage and Efficiency Ratios of the Five Major Banking Groups, 2005 and 2006
2005 2006
Coverage Efficiency Coverage Efficiency
Bank ratio® ratio® ratio® ratio®
Hapoalim 0.65 1.74 0.68 1.70
Leumi 0.61 1.70 0.53 1.49
Discount 0.51 1.29 0.47 1.22
Mizrahi-Tefahot 0.61 1.64 0.57 1.51
First International 0.65 1.71 0.61 1.59
Average of the five major banks 0.61 1.62 0.58 1.51

4 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 which is known
as the efficiency ratio. 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.

Figure 2.13
Operating Expenses per Unit of Output? in the Banking SystemP, 1995-2006

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.

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, and Trade Bank (up to 2001).

SOURCE: Based on published financial statements.
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The last index we used to analyze operating efficiency was the X-efficiency index,
which examines the ability of bank managements to reduce expenditure on factor inputs
without affecting output. Our analysis shows that there is considerable potential for
improvement in the group of small banks and little such potential in the group of large
banks, as is reflected in the maximum potential saving (Table 2.8). The large gaps within
the group of small banks derive primarily from the considerable difference between
its constituent banks—small independent banks and banks which belong to banking
groups—vis-a-vis small differences in the small, more homogeneous group of large
banks.

Table 2.8
Ratio of Overheads to Unit of Output?, and X-Efficiency by Banking Group (by Size),
1995-2006

Small banks Medium-sized banks Large banks (more than
(up to NIS 40 billion)® (NIS 40-150 billion)© NIS 150 billion)d
Average expenses
1995-2005 0.027 0.022 0.017
2006 0.026 0.022 0.018
Maximum X-Efficiency® (maximum saving)
0.30 0.67 0.90
1995-2005
(0.70) (0.33) (0.10)
2006 0.33 0.73 0.90
(0.67) (0.27) (0.10)

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 It should be taken into account that this group of banks underwent structural changes during the period,
such as mergers and acquisitions or closures of certain banks, which influenced the average over time. The
banks included in this group are Union, Otsar Hahayal, Yahav, Arab Israel, Massad, Poalei Agudat Israel and
Continental.

¢ 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 (by
size) of banks (AC_. /Ac__ ) and therefore 1 minus this ratio, in each group, reflects the maximum potential
saving in production expenses for that group.

SOURCE: Reports to the Supervisor of Banks.

3. ANALYSIS OF PERFORMANCE BY ACTIVITY SEGMENT

In the early 2000s a process of change began in the organizational structure of some of the
major banking groups. Within that framework banking activity segments were allocated
to independent profit centers which are used by bank managements in analyzing financial
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results and making decisions. In accordance with the Bank of Israel’s requirements,>¢
an activity segment must meet three conditions: it must engage in financial activities
from which it is possible to gain income and bear expenses; the results of its activities
must be examined regularly by the management and board of directors in order to
make decisions regarding the allocation of resources to the segment and assess its
performance; it must have separate financial information. In July 2005 the Supervisor
of Banks clearly defined for which activity segments reporting is required—the
business segment, the commercial segment, small businesses, private banking,
households, and other financial management. The division into activity segments is
based either on products and services or on customers.

The activity segments are defined by each banking group in accordance with the
nature, extent, and characteristics of its customers’ activity; this creates differences
in definitions, which makes the analysis more difficult. Nevertheless, the analysis
below focuses on the five main activity segments for which reporting is required: the
business segment, the commercial segment, the small businesses segment, the private
banking segment, and the household segment.

Economic growth and the expansion of business activity were clearly evident in
2006 in the improvement in the performance of the business segment and its financial
results. As regards loan-loss provision, which serves as an index of credit quality and
customers’ repayment ability in these segments, the business segment was the only
one in which annual loan-loss provision declined; it rose in all the others.

The sharp decline in loan-loss provision in the business segment stemmed from
two factors in 2006: a rise in global demand for the segment’s products, leading to
an increase in business activity and product, as well as the slight improvement in the
construction industry, after several years of decline and stagnation.’” In view of the
continued positive trend in the principal industries in which most of the customers
of the commercial and small business segments operate, we would have expected a
decline in total loan-loss provision regarding activity in these segments too; this rose,
however, mainly because of the increase in the extent of activity, expressed in the rise
in the average balance of assets. In spite of the increase in total loan-loss provision in
these segments, the ratio between it and the average asset balance remained virtually
unchanged in 2006 (0.6 percent and 1.1 percent respectively). The increase in loan-
loss provision in the household segment (including housing loans), stemmed primarily
from the implementation of the clarification circular appended to Directive 314 of
the Proper Conduct of Banking Business Regulations?® regarding the calculation of
loan-loss provision regarding housing credit; the circular was sent to the banks by

36 The directives on the public reports—Annual financial statements, section 79 (Principal Activity Seg-
ments).

37 The rise in the product of the construction industry reflects an increase in the extent of renovations,
due in part to work arising from the Second Lebanon War. The industry’s other spheres of activity, including
the construction of new housing units, did not grow.

38 Proper Conduct of Banking Business [7] (5/98), “Dealing with Problem Loans.”
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the Supervisor of Banks in January 2006
(for further details, see Chapter 3). These
developments led to a change in the
distribution of loan-loss provision this
year, the most prominent shift being the
decline in the share of provision made
for the business sector, which constituted
36 percent of total loan-loss provision,
compared with 60 percent in 2005, and
the rise in the share of provision made
for customers in the household segment,
which accounted for 27 percent of total
provision in 2006, compared with 14
percent in 2005 (Figure 2.14)

The banks’ different levels of exposure
to the competitive threat in the various
customer segments, and their ability
to utilize market power in this regard,
were expressed in the distribution of net
interest and non-interest income in 2006
(Figure 2.14). A comparison of activity
segments shows that the contribution
of the household segment to operating
income was considerable (about 48
percent), while that of the business
segment was low (about 11 percent). This
difference apparently stems largely from
the ability of business sector customers
to borrow from non-banking entities—an
option which is not adequately available
to households. The gap between the low
level of competition in the household
segment and the relatively high level in
the business segment is used by the banks
to increase further the large contribution
of the household segment to their profits.
The various reforms implemented in the
last few years®” in Israel’s capital market

39 The easing of restrictions on investment by ins
the pension reform (2003); the legislation intended to

Figure 2.14

Contribution of Different Areas of
Activity? to Selected Items in the
Financial Statements of the Five Major
Banking Groups
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conflicts of interest (2005); the underwriting reform (2vuu>); the legisiation 1o rerorm tne government bona

market (2005). For further details, see Chapter 4.
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supported the development of competition for business credit, stimulating the
creation of readily available non-banking credit for business segment customers. The
implementation of Directive 432 of the Proper Conduct of Banking Business (July
2005) regarding the transfer of activity and the closing of customer accounts, as well as
other measures introduced by the Bank of Israel in the sphere of fees, were intended to
facilitate the interbank mobility of household segment customers, thereby contributing
to greater competition in this segment too.

An examination of operating and related expenses shows that there is a marked
difference between the high operating costs in the retail segments (households, private
banking, and small businesses) and the relative low operating costs in the wholesale
segments (business and commercial), as reflected in the share of each segment in total
operating and other expenses. The high operating cost of the household segment, which
accounts for 47 percent of total operating and other expenses, is explained by the need
to maintain and operate an extensive array of branches, including wide-ranging human
and physical resources, compared with the relatively low cost of operating the business
segment (approximately 13 percent of total operating and other expenses), due to the
limited number of business centers.

Although net income in each activity segment was substantially higher than in
2005, it is biased and does not reflect the true contribution of the customers of the
various segments to the banking groups’ profits. The high growth rates of net income
in each activity segment derived from the inclusion of one-off income from the sale
of the ownership and management rights in mutual and provident funds, and the fact
that this was ascribed to each segment in accordance with its share in total income, as
a result of the implementation of the Bachar reform. Adjusting for this non-recurring
income, and examining ordinary before-tax profit, shows that only the business segment
demonstrated a handsome 89 percent increase in net income, while net income in the
private banking segment rose by only 2 percent. Net income declined in the remaining
segments, primarily as a result of the increase in loan-loss provision as well as in the
differential between the growth rates of non-interest and other income on the one hand
and operating expenses on the other. Ordinary before-tax profit dipped in 2006 despite
the rise in net interest income in all activity segments which was due mainly to the
expansion of activity in the area of banking and finance.

The various activity segments are distinguished from one another by their operating
efficiency, as is indicated by the calculation of the coverage ratio and the efficiency
ratio. In 2006 there was a deterioration in the coverage ratio in all the activity segments
except for the business segment as a result of the sharp rise in operating expenses,
alongside a moderate increase in non-interest income (in the small businesses segment
there was even a negative growth rate). The efficiency ratio also deteriorated in 2006,
and this applied to all the activity segments. The decline in the ratio this year despite
the increase in both net interest and non-interest income was due to the steeper increase
in operating expenses and reflects the decline in the banks’ efficiency in utilizing the
resources available to them in each activity segment. In spite of these changes, the
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retail activity segments, whose operating costs and non-interest income are high, were
also characterized by a lower efficiency ratio this year than the other activity segments
(Table 2.9).

In order to examine the performance of the activity segments in relation to the net
income and risks involved in the activity of each one of them, we calculated the ratio
between net income and loan-loss provision. This ratio constitutes a proxy for the Risk
Adjusted Return on Capital measure (RAROC). An examination of the results shows
that the performance of the retail segment (private banking, households, and small
businesses), with a ratio of about 8.9, was better than that of the wholesale segment
(business and commercial segments, Table 2.9), with a ratio of about 1.9.40

4. ANALYSIS OF THE BANKS’ PERFORMANCE BY MARKET TO BOOK
RATIO

The market value to book value (MV/BV) ratio*! reflects the premium the market is
prepared to pay for the book value of the bank’s shares and constitutes an efficient index
of the market’s assessment of the bank’s future performance. When the ratio is higher
than 1, the higher the ratio, the greater the bank’s future potential, as perceived by
investors; the opposite applies if the ratio is lower than 1, as investors regard the book
value as an over-estimation of the value of the bank’s share capital, and hence the future
potential it reflects is low.

The average MV/BV ratio of the five major commercial banks dipped from 1.5 at the
end of 2005 to 1.2 in 2006 (Figure 2.15). This decline is the result of the considerable
improvement in the book value of the banks’ share capital, mainly due to the one-off
capital gains resulting from the Bachar reform vis-a-vis the more moderate improvement
in their market value.

In our view, the decline in the MV/BV ratio in 2006 reflects the market’s doubts
regarding the large banks’ ability to repeat their impressive performance of the last few
years. The decline in the ratio this year in all the major banks (Figure 2.15), despite the
differences in their characteristics and financial results, indicates that investors expect
the banks’ performance to deteriorate as a result of their need to contend with common
future challenges, ranging from the expected fall in non-interest income as a result of
the implementation of the Bachar reform to attempts to introduce legislation aimed at
restricting their ability to increase fees of commissions.

40 These values were obtained after weighting the return per risk unit by the average balance of the assets
in each activity segment.

41 Defined as (MV/BV),, where MVi is the market value of shares and options of bank i in period t.
The market value of a company is defined as the market value of its shares and options registered for
trading (excluding convertible bonds). The market value includes shares not registered for trading, which
are included at the same price as the shares that are registered for trading. BVi is the balance sheet value of
the equity, including the paid-up share capital, reserves and surpluses of bank i in period t.
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The decline in the MV/BYV ratio in 2006 was the first drop in four years. Nonetheless,
it is still higher than 1 and above the average for this period (1.08). The decline in the
ratio is particularly prominent this year in the context of the rise in the ROE of the five
major commercial banks. This increase contradicts the results of empirical studies in
the literature,*> which show a significant and positive correlation between the MV/BV

Figure 2.15
Ratio of Market Value to Book Value (MV/BV) of the Five Major Banks,
March 1993 to December 2006
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SOURCE: Based on financial statements of publicly traded companies.

ratio and ROE (and a negative correlation with bank risk).*? In our view, the decline in

the ratio expresses the fact that investors have taken into account the one-off effects of
the Bachar reform on the banks’ profits and profitability. Indeed, when we adjust for
these profits, the contradiction is resolved, and the positive correlation between the two
variables persists (Figure 2.16).

42 See D. Ruthenberg and S. Pearl, “Market to Book Ratio of Bank Shares in Israel,” Bank of Israel,
Banking Supervision Department, Banking Research Unit, Discussion Papers, second version, June 2004.

43 This correlation is based on the MV/BV equation formulated as follows: MvBvV = R(fi'g

Where: o

ROE = return on equity

g = the bank’s growth rate

k= the bank’s risk

For further elucidation, see the article by Ruthenberg and Perl referred to in footnote 42 above.
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Figure 2.16

Return on Equity (ROE)? and the MV/BV Ratio of the Five Major

Commercial Banks, September 1993 to December 2006
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@ The annual return on equity was calculated as the average of the past four quarters.

SOURCE: Based on the financial statements of companies listed on the Stock Exchange.




