Chapter 3
Financial Results

The banking system experienced an even more difficult year in 2002 than in
2001; total profit of the five major banking groups declined from NIS 2.3
billion in 2001 to NIS 1.1 billion in 2002. This reflects a fall in return on
equity from 5.8 percent to 2.8 percent—the lowest level of profitability
recorded in the last decade. However, profitability varied widely among the
five magjor banks—from a positive return of 8.6 percent at United Mizrahi
Bank to a negative return of—1.4 percent at the First International Bank. The
low levels of profitability of the five major banking groupsin 2002 and their
wide variance are explained primarily by the loan-loss provision, which
reached an unprecedented level of NIS 7.3 billion in 2002 compared to NIS
4.6 billion in 2001—in itself a high level. The exceptional size of the loan-
loss provision was due to the worsening recession in Israel that followed the
escalation of security incidents, and the continued worldwide economic
slowdown, particularly in the high-tech industries, which eroded the solvency
of many businesses. It may also have revealed deficiencies in credit
management by the banksin previous years.

The differential effect of the loan-loss provision on the profitability of the
five magjor banking groups stemmed mainly from differences between them
in the amount of credit extended to business enterprises, in particular to those
operating inindustriesworst affected by recent economic developments(e.g.,
communications and computer services, manufacturing, construction and real
estate, financial services, and hotels and catering). On the other hand, the
loan-loss provisionfor retail customerswas|ow, enabling the banksto achieve
profitability, albeit at alow level, even in this difficult year.

The recession also left its mark on the banks' interest and non-interest
income, both of which remained relatively stable. The banks also succeeded
in halting therisein operating expenses and even reduced them, thusimproving
operating efficiency. This meager improvement, however, did not offset the
adverse effect of the steep rise in the loan-loss provision.
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1. PROFIT AND PROFITABILITY OF THE BANKING GROUPS

The deepening recession resulting from negative developments in Isragl and abroad
exerted apowerful adverse effect on the financial results of the banks; theannual financial
statements of most of the banking groups were the worst in the last decade.* Total profit
of the five mgjor banking groups—Bank Hapoalim, Bank Leumi, Bank Discount, Bank
Mizrahi and the First International Bank—was approximately NIS 1,130 millionin 2002,
a reduction of 50 percent from the level in 2001 (Table 3.1). Results were particularly
poor in the last quarter of the year, when the five mgjor banking groups showed a total
loss of NIS 190 million—their first combined quarterly loss since 1988. The return on
equity (ROE) was 2.8 percent thisyear, down from 5.8 percent in 2001—Iow profitability
compared to the long-term average of the last decade, 8.7 percent. Although 2002 was
another difficult year from the standpoint of average profitability of the banking system,
profitability varied considerably among the banking groups. Mizrahi showed an ROE of
8.6 percent at the end of 2002, Leumi, 4.1 percent and Hapoalim, 2.4 percent, whereas
Discount and the First International recorded negative returns, —0.2 percent and —1.4
percent respectively (Figure 3.1).

Figure 3.1
Return on Equity, by Banking Groups, 1988—-2002
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SOURCE: Published financial statements.

1 The discussion in this chapter focuses on the profits and the profitability of the five mgor banking
groups, athough the extended analysis of the operating income and expenditures and of the indices of
operation and efficiency coversal the commercia banks. Thisyear, data on two branches of foreign banks
(Citibank and HSBC) are included as well.

78 BANK OF ISRAEL: BANKING SYSTEM 2002



Table 3.1
Adjusted Capital and its Profitability, the Five Major
Banking Groups, 1998-2002
(NIS million, December 2002 prices)

1998 1999 2000 2001 2002

1. End-of-year capital? 34,561 36,146 38,885 40,686 40,439
2. Beginning-of-year capital® 33476 34,156 35433 38,631 40,667
3. Ordinary before-tax income 4877 6576 6532 4711 2344
4. Tax provision 2066 3285 3118 2,324 1,049
5. Extraordinary net income* 19 172 347 -13 —72
6. Sharein profits of unconsolidated

subsidiaries 382 387 407 191  -100
7. Trandation adjustments 9 16 =30 70 7
8. Total profit? (3)—(4)+(5)+(6)+(7) 3306 3,866 4138 2253 1,130
Percent
9. Ordinary before-tax profitability (2)/(3) 14.6 19.3 184 12.2 5.8
10. Return on equity (ROE)(8)/(2) 9.9 11.3 11.7 58 2.8
11. Return on assets (ROA) 0.5 0.6 0.6 0.3 0.1

aIncluding minority interests.

b Capital at beginning of year plus issues weighted according to date of issue, minus dividends calculated
according to dates of payment.

¢ Including deduction of goodwill in United Mizrahi Bank.

d1ncluding the share of minority shareholders in consolidated income.

SOURCE: Published financial statements.

ROE is derived from total profit and capital. The capital of the five banking groups
(capital of the banksincluding minority interests) was approximately NI1S40.5 billion at
the end of 2002, as against NIS 40.7 billion at end-2001. The relative stability of equity
in contrast to its upward trend in recent years was affected mainly by accounting
adjustments made to show securities available for sale at fair value? and by the annual
losses of certain banking corporations. As recommended by the Supervisor of the Banks
the banking groups again did not distribute dividendsin 2002. The recommendation was
made due to the deteriorating economic situation, some increase in uncertainty in the
banking system and the sharp decline in banking profits.® Thiswas in addition to the
non-distribution of dividendsin accordance with the Supervisor’ sinstructions prohibiting
distribution under certain conditions detailed therein.*

2 For amplification see Box 3.2.

% Despite this, Bank Hapoalim distributed its sharesin Koor Industriesasadividend in kind, totaling NIS
190 million.

4 Apart from limitations on dividend distribution detailed in the Companies’ Law, additional restrictions
areimposed on abanking corporation (Regulation 331 in “ Proper conduct of banking business” )—including
aprohibition on dividend distribution from capital fundsor from differential s originating from the translation
of financial reports of autonomous units abroad, a prohibition on dividend distribution if a suspicion exists
that doing so will prevent the corporation from meeting itsanticipated liabilities, and aprohibition on dividend
distribution if the profits of the banking corporation are not appropriate for distribution (for example, when
accumulated surplus balances, according to the latest financial reports, are not positive).
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The marked decline in banking profitsin recent years was due principally to the high
level of the loan-loss provision, in particular against debts in the business sector. The
loan-loss provision totaled NIS 7.3 hillion this year, compared to NIS 4.6 hillion in
2001, asteep rise of 57 percent (Table 3.2). The significant increase in the extent of the
loan-loss provision stemmed, in part, from the continuing recession caused by two negétive
shocks—the escalation of security incidents that directly and indirectly affected many
principal industries, such as construction and tourism, and the slackening rate of economic
growth worldwide, manifested in falling demand for high-tech products, which led the
growth of Isragl’s exports in the last few years. The global slowdown had an adverse
effect on the high-tech industries, particularly communications, computer services and
other advanced-technology industries. The increase in the loan-loss provision may also
have brought to light wrong decisionsin previous years regarding credit.

External conditions also affected the non-interest and interest income of thefive major
banking groups. Although thisincome remained relatively stable (increasing by NIS 41
million), it isreasonable to expect that, wereit not for the recession, some growth would
have taken place. The five mgjor banking groups apparently began stabilizing their
operating expenseswhich have been relatively high in recent years (achieving areduction
of 1.3 percent), thusimproving their operating efficiency somewhat. Thisimprovement,
however, did not offset the large increase

in the loan-loss provision, which was the Figure 3.2
main factor in the decline of the banks Tel-Aviv Banks Index and General
performance. Share-Price Index, December 2000—
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state of the economy, and in particular its SOURCE: Tel Aviv Stock Exchange.

5 The Tel Aviv Bank Shares Index, published by the stock exchange since June 1, 2000, includes the
stocks of the five commercial banks with the highest market value of all those included in the Tel Aviv 100
Index.
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financial stability. In the course of 2002, the international rating companies Moody’s,
Fitch-IBCA and Standard and Poor’s lowered the credit rating of most Isragli banks, a
changereflecting the assessment by international agenciesof the condition of the domestic
banking system and the Israeli economy in general relative to similar banking systems
throughout the world (for afuller discussion see Appendix 5.1).

A comparison with the banking systems of advanced countries with respect to indices
of performance, operation and risk shows the low level of profitability in Isragli banks,
in both ROE and return on assets (ROA) (Table 3.3). Of note aswell isthe high exposure
to credit risk, asshowninthe high ratio of loan-loss provisionto total credit. The negative
implications of this high exposure increase because of the capital adequacy ratios, which
are much lower than in the countries surveyed.® As the level of capital adequacy of
Israeli banks was not high enough in the period of prosperity, they may be forced to
continue to maintain low rates of growth of risk-weighted assets, especially of credit, a
development expected to delay the improvement of profitability in the future. Such an
improvement al so depends on learning the lessons of the generous credit policy of previous
years and on the timing and pace of economic recovery globally and in Isragl.

2. DEVELOPMENTSIN INCOME AND EXPENDITURE
a. Net interest income

The upward trend of net interest income (NII) of the five major banking groups evident
since 1999 was halted in 2002. NI before loan-loss provision rose reviewed by NIS 43
million in 2002 to NIS 17.3 billion (Table 3.4). The increase was only 0.3 percent
(compared to 5.1 percent in 2001) and there was significant variation between the groups—
fromariseof 7.2 percent at Mizrahi to adeclineof 6.9 percent at Leumi. NIl in 2002 was
affected by the moderate (1.6 percent) increase in financial activity as measured by the
volume of assets earning interest income (quantity effect) and the stability of the overall
interest margin (price effect) that came to 2.3 percent—slightly higher than the norm
abroad, but similar to its level in 2000 and 2001. The stability of the interest margin
derived mainly from the decline in the contribution to banks NIl of domestic-activity
segments, that offset the growing contribution of foreign-currency operations abroad.
(An extended discussion of net interest margins by indexation segments appears in
Chapter 2).

6 Thisinternational comparison included the ten major banking groups in each country, whose principal
activity is commercial banking, assuming that they reflect to a great extent the performance of the entire
banking system in each country. For Israel and for Finland, the five major banking groups were included,
and for the US, the 100 major banking groups. It should be noted that Israel’s banking system data are till
adjusted for inflationary effects, while in the reference group of countries the data are on anominal basis.
The data base was taken from the Bank Scope database.
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Table 3.4
Income from Financing Operations Before Loan-Loss Provision, and
Estimated Net Interest Margins of the Five Major Banking Groups,
2001 and 2002
(NIS million, December 2002 prices)

Amount Distribution (%)
2001 2002 2001 2002
Credit to the public 42,884 28,568 704 75.8
Bonds 9,026 5,274 14.8 14.0
Bank deposits 4573 3,532 75 94
Other assets 4,417 332 7.3 0.9
Total income on assets 60,900 37,706 100.0 100.0
Deposits of the public -42,593 19,306 90.2 83.2
Other liabilities -4,606 -3,909 9.8 16.8
Total expenses on liabilities 47,199 23,215 100.0 100.0
Total income on assets and liabilities 13,701 14,491 90.0 92.8
Income on hedging derivativesand ALM 1,529 1,126 10.0 7.2
Total income on activity in the
indexation segments 15,230 15,617 100.0 100.0
Income from other financial derivatives 69 74 35 4.5
Commissions on financing transactions 823 781 414 475
Other financing income, net 1,097 938 B55.2 57.0
Total other income 1,989 1,645 100.0 100.0
Total income from financing oper ations
beforeloan-loss provision 17,219 17,262
Total net interest margins 2.3 2.3

SOURCE: Published financial statements.

Thereduction in the rate of expansion of financial activity stemsfrom the continuing
and deepening economic slump. Furthermore, analyzing financial assets by indexation
segment shows that most of the growth was concentrated in the foreign-currency sector
(nominal and indexed). The 5.4 percent risein foreign-currency-denominated assets sprang
from the real devaluation of the NIS against leading world currencies, aswell asfrom a
small increase (in dollar terms) of activity inthissector. In contrast, local -currency assets
remained relatively stable (declining by 0.6 percent), partially due to Isragl’s high level
of inflation.

The five major banking groups derive their NIl from three main sources: operations
in the various indexation segments, i.e., balance-sheet operations; off-balance-sheet
operations; and other interest income.

NIl from balance-sheet operations rose by 2.5 percent in 2002, as a consequence of
someincreasein banking activity and from changesin the mix of various other services—
arisein the share of credit to the public, the most profitable service, at the expense of
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investment in bonds that were less profitable this year due to falling prices in the bond
market. There was also a noticeable declinein interest income on and financing costs of
balance-sheet operations. Thiswas dueto thedeclineinreal interest rates, particularly in
the first half of the year, following the lowering of interest rates at the end of 2001, and
from the sharp rise in the inflation rate. In the framework of the management of assets
and liabilitiesin balance-sheet operations, the banks al so transact businessin thefinancia
derivatives market (called ALM—Asset Liability Management) to close balance-sheet
positions in the various indexation segments. Income from these instruments totaled
NIS1.1billionin 2002, down from NIS 1.5 billionin 2001, adeclinethat partially offset
theincreasesin profits from interest on balance-sheet operations. The expansion of non-
performing loans, due to borrowers’ difficulties that affected their solvency, also
contributed to reducing profits.

NIl was adversely affected by the drop in financing fees and commissionsthat totaled
NIS 781 million in 2002, down from NIS 823 million in 2001 (a 5 percent reduction).
Thesefeesinclude mainly interest income from off-balance-sheet operations, in particular
fees for various types of guarantees—for granting credit, for home acquisitions, and
other guarantees and fees from foreign-trade activities.

Other interest income (net) includes profit (1oss) from the sale of bondsheld to maturity
or availablefor sale, from adjustments of bondsfor trade at fair value, from collection of
doubtful debtsaready provided for, from reduction of the provision for interest on doubtful
debts and from fees on early repayment of credit. Income from these sources declined in
2002 by 14.5 percent to NIS 938 million. Most of the decline stemmed from losses
which the five banking groups recorded in their nostro portfolios (Box 3.1), following
bond-market fluctuations during the year that led to a fall in bond prices. Significant
losses of NIS 357 million were incurred from the adjustments of bond prices in the
trading book to fair value.

Box 3.1
The Nostro Portfolio

In the last few years, the banking groups in Israel increased their use of
securities (bonds and shares), acting asintermediariesfor their customersand
also as buyers and sellers on their own account—subject to the limitations
imposed on them by the Supervisor of the Banks. Asintermediaries, the banks
bring buyers and sellers together and charge commissions—as a certain
percentage of the value of transactions, or as a margin between the buying
and the selling price, etc. The banks' investment in securities for their own
account serves to vary their sources of income and to increase their profits
through the utilization of market opportunities for arbitrage operations. The
banks' investmentsin securities are classified into three groups:
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a. Bonds held to maturity—bonds that the bank intends to and can hold to
maturity. The incomeisrecorded on an accrual basis, meaning that the effect
of changesintheir rates showsup only at maturity. Banking regulations prohibit
the inclusion of bonds in the portfolio of securities held to maturity if they
may be expected to be sold because of changes in interest rates, the need to
improve liquidity, changesin the return on alternative investments, etc.

b. Trading securities—securities held for the purpose of sale in the near
future (and thus held for short periods). Trading usually consists of lively
buying and selling activity, undertaken to generate profits (short-term changes
in price, bid-ask spread, etc.). These securities are listed on the balance sheet
at fair value (market value), and the profit (or 1oss) including unrealized profit
(the change in fair value) is recorded on an ongoing basis in the profit and
loss statement (under the net interest income item) and is included in the
capital base recognized for the calculation of the minimal capital ratio.

C. Securities available for sale—securities not classified as bonds held to
maturity or as trading securities. Securities available for sale are shown on
the balance sheet at fair value, but income from changesin the market value
of such asecurity isentered directly into the capital reserve—which represents
a separate item within the framework of the bank’s equity, although thisitem
is not included in the calculation of capital adequacy. Only when the bank
sellsthe security istherealized profit or loss transferred to the profit and loss
statement, under the net interest income item.

Investments in securities by the five major banking groups increased by 8
percent to NIS 109 billion in 2002, following an increase of 14 percent in
2001. The banks nostro portfolio consists mainly of government bonds,
classified as available for sale (Table 3.5). This classification provides the
banks with a certain degree of flexibility in the management of their
investments and permits them to sell assets when required. The composition
of the securities’ portfolio differs among the major banking groups due to
variationsin their ability and willingness to bear risk.

b. The loan-loss provision

Theloan-loss provision has been the principal factor reducing the profit of the five major
banking groups during the past two years. The deterioration of the economic situationin
Israel and abroad that began in 2001, due to the increasing severity of security incidents,
the crisisinthe high-tech industries and the declines on the major capital markets, became
even more pronounced in 2002. Some credit ratings, both country ratings and the ratings
of banks, were lowered, and interest rates rose in most indexation segments, against the
background of atight monetary policy and growing volatility in the exchange rates of
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the major currencies. These developments adversely affected the activity of many
enterprisesthroughout the economy and, in consequence, credit risk inthe banking system.
Thiswasreflected in the erosion of solvency and of the value of collateral, as evidenced
in 2002 in the continued growth of the provision for doubtful and problem loans. The
increase also exposed deficiencies in credit management in prior years.

In 2002, the loan-loss provision of the five banking groups increased by 57 percent,
reaching atotal of NIS 7.3 billion, following a steep rise of 87 percent in 2001 when the
provisionswere exceptionally high too. Asaconseguence of theincreasein theloan-loss
provision, common to all the banking groups except Discount, the rate of the annual
loan-loss provision asaproportion of credit to the public increased by 1.3 percent, against
0.85 percent and 0.50 percent in 2001 and 2000 respectively. Therate differed from bank
to bank, from 0.5 percent at Mizrahi to 1.8 percent at the First International, reflecting
differences among the banks in their exposure to industries particularly affected by
macroeconomic developments—primarily communications and computer services,
manufacturing, construction and real estate, financial services, hotels and catering. The
loan-loss provision as a percentage of credit to the public deviatesto agreat extent from
the average rate in the reference group (0.4 percent), and indicates the deterioration in
the quality of the credit portfolio of Israel’s banking system in recent years resulting
from the difficult economic climate.

The balance of loan-loss provision of the five maor banking groups was NIS 23.9
billion at the end of the year, representing a coverage rate of 4.3 percent of credit to the
public. Theincrease in the size of theloan-loss provision wasreflected also intherisein
the share of the annual |oan-loss provision
in total net interest income before the

provision to 42 percent from 27 percent in Figure 3.3

Loan-Loss Provision in the Banking

2001 (Figure 3.3). Groups, 1988-2002

Asin previous years, most of theloan- o, %
loss provision in 2002 consisted of the ¢ Balance of foan-loss provision 4
specific provision, determined by the banks \/\ B eyt / 40
managements in accordance with 5
borrowers’ anticipated solvency and the —_— 1%
quality of their collateral. The additional 4 provision/net 30
loan-loss provision, as specified in the (right-hand scale) 158
regulations of the Supervisor of the Banks s | \/\
and based on the risk characteristics of the / 20
bank’stotal credit portfolio, also increased 2 A 15
(Table 36) One of the reasons for this \/ \ Annual loan-loss provision as
increaseinthe additional provisonwasthe shere oftotaleredtio e puble /.10
rise in problem debts (14.6 percent), this ~—~ |
too dueto the effect of the severerecession | , . . ., ., , . . . ]/
in |Srae|’seconomy (for afuller discussion 1988 89 90 91 92 93 94 95 96 97 98 99 2000 0102
see Chapter 5) SOURCE: Published financial statements.
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Erosion of the solvency of large business enterprisesin most branches of the economy
has caused the accelerated growth of the specific provision in the past two years. The
erosion was marked in industries particularly affected by the devel opments throughout
the economy—that brought about the transition from accelerated business activity in
2000to afreeze and even regression in 2001 and 2002—and by the swingsin thefinancial
markets. The stiff competition in business banking in Israel’s banking system is aso
relevant in this context. It is possible that some of the banking corporations, in their
activities with business customers, took high risks that were realized and necessitated
extensive provision for loan-loss. As opposed to this, theloan-loss provision for credit to
households was relatively low (despite signs of deterioration in the situation of private
households as well).’

In the business sector, loan-loss provisions increased in 2002 mainly due to credit to
the following industries:®

Communications and computer services. Theworldwide crisisin the communications
and high-tech industries was influenced by developmentsin capital markets throughout
theworld, and particularly in the Nasdag, where the mgjority of shares of companies of
the“new economy” aretraded. The Nasdag fell by 32 percent in 2002, after declining 21
percent and 39 percent in 2001 and 2000 respectively. Against this background, anumber
of customers in the communications and computer services industry found themselves
in difficulties, and the value of the collateral against their credit—some of which had
been provided for the acquisition of companies—eroded. Asaresult, thisindustry featured
prominently again this year for its large contribution to the specific loan-loss provision,
with arise of NIS 1.1 billion to atotal of NIS 1.9 billion. The provision as a percentage
of total credit in thisindustry increased to 5 percent, the highest rate of al the principal
industries.

Manufacturing: The continued worldwide economic slump and the sustained recession
in domestic activity, against the backdrop of uncertainty caused by the security situation,
adversely affected also manufacturing activity. This was felt mainly in the high-tech
industries (specifically electrical and electronic machinery and equipment), due to the
fall in world demand for these products. Thus|srael’s manufacturing exports went down
by 3 percent and exports of the high-tech industries by 11 percent (monthly averages),
and impaired the industry’s solvency. As a result, the loan-loss provision for the
manufacturing industry leapt by NI1S 924 millionto NIS 1.5 billion—most of it (N1S 821
million) for credit extended to the advanced industries.

Construction and real estate: Construction activity continued to contract in 2002, for
the fifth consecutive year, although at more moderate rates than in earlier years. The
ongoing slowdown in thisindustry was evidenced, inter alia, by the declinein the share
of its product in business-sector output and by a reduced number of transactions in

7 Among these signs were the rise in the unemployment rate and the reduction in the real wage, which, it
seems, were not yet fully in evidence in the banks' data.

8 Data on loan-loss provisions and credit to the public include balance-sheet and off-balance-sheet
operations of the banking groups, in Israel and abroad.
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apartments (down by 4 percent from a year earlier). The prolonged recession in the
industry brought about areductionin thevalue of borrowers’ collateral and to difficulties
among many borrowers and contractorsthat led to acontinuation of the high level of the
industry’s specific loan-loss provision. This provision increased by 13 percent in 2002,
to NIS 1.3 hillion, from an average of NIS 790 million in 1997-2001, during which
period the provision and itsratio to total credit were already high. However, thisindustry
had less of an effect on credit quality in the banking system in 2002 than other affected
industries.

Financial services. The domestic and global economic crisisand the security situation
in Israel have continued to exert an adverse effect on the Isragl’s securities market in
recent years. The negative developmentsin this market were manifested in particular by
the marked decline (28 percent) in the value of shares and convertible securities, which
represent a considerable proportion of collateral held against credit to financial services
companies. In the last few years this credit was taken largely for the acquisition of
controlling interests, and it includes credit whose source of repayment is the same
corporation in which the contralling interest was acquired (non-recourseloans).® Decline
inthevalue of collatera explainsalarge part of therisein the annual loan-loss provision
for thisindustry from NIS 188 million in 2001 to NIS 416 million thisyear. At the same
time, it isimportant to note that the quality of credit in this branch, as measured by the
ratio of its specific loan-loss provisionto total credit, waslower thisyear than the average
ratio for all the principal industries (0.45 percent compared to 0.87 percent respectively).

Hotels and catering services: The number of tourists and the number of bed nightsin
hotels have fallen steeply since the fourth quarter of 2000, to their lowest levelsin many
years. The crisisin this industry—due to security incidents—has had a negative effect
on the companies active in it and on the industries closely allied to it as well, such as
transport, business services (travel agents) and commerce (souvenir shops). These negative
influences have weakened hotels' cash flow and revenue, which in 2002 stood at only 67
percent of their level in 2000, a peak year for tourism. Due to the industry’s impaired
solvency, the loan-loss provision increased by NIS 223 million to NIS 499 million. The
ratio of loan-loss provision to total credit (2.7 percent) in this industry is the second
highest of al industries, and its ratio of problem loansto total credit—aratio that gives
anindication of the extent of future insolvencies—31 percent, isthe highest (see Chapter
5 for amore extended discussion).

Inview of thehugeloan-loss provision, it would be appropriatefor banks managements
to examine carefully their credit-allocation policy and to learn lessons from the past.
Prudent management of credit-allocation procedures will serve to reduce the loan-loss
provision and its ratio to total credit, which will have a positive effect on banks' future
profitability and robustness.

9 With respect to these non-recourse loans, the bank is unable, legally or practicaly, to collect the loan
from the borrower himself. Payment of the debt is based primarily on the capacity of the acquired corporation
to distribute consistently high dividends.
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c. Non-interest income

The importance of non-interest income in bank profit has expanded steadily in recent
years, in view of the growing trend among banking institutions throughout the world to
provide awide and stable base of fee-earning financial services. This has been achieved
in part through off-balance-sheet activity and accelerated penetration into fields which
are highly synergetic with the banking field—for example, insurance. It can be assumed
that thistrend will develop in Israel too when the economy revertsto the path of growth,
with the expectation that high growth rates in the economy will (again) accelerate the
pace of expansion of financial services and all fee-earning services.

Non-interest and other income of all banking corporations fell in 2002 by
NIS 114 million (1.5 percent) to NIS 7.6 billion (Table 3.7). This small reduction was
the consequence of several developments. Considerable erosion in the prices of securities
and convertible instruments acted to reduce this income, an effect offset by a certain
amount of growth in investor activity, especialy in the bond market and in Treasury
bills, the updating of some fee tariffs and the levying of new fees at some banks.

Thelevel of activity in the capital market has both a primary and a secondary impact
on non-interest income. Incomes originating directly in the capital markets are affected
at the primary level. Such incomes include commissions on transactions in securities
and custody feeswhich arerelated to turnover in the market, fees from underwriting and
distributing securities, derived mainly from raising capital mobilization, and administrative
fees from provident funds and mutual funds, which are determined by the market value
of the securities. Itemswhich are affected at a secondary level by the level of activity in
the capital market include profits (losses) from investment in securities held by the banks
and the profits (losses) sustained by banks that manage the severance pay and pension
funds for their staff that result from the rise (fall) in prices on the capital market.

The banks' direct income from capital-market operations remained relatively stable
(with arise of 0.3 percent), affected positively by an upswing in activity in the capital
market by the public (principally speculators) following increased vol atility, and negatively
by the erosion of prices.

Despite the many aspects of uncertainty that had an impact on developments in the
financial markets, the markets, particularly the bond market, showed diversified buying
and selling activity and marked growth in turnover. Thus, average daily turnover in
securities (including bonds and Treasury bills) rose by 33 percent, mainly due to the
increase in turnover in all types of bonds. Thisincrease occurred in response to various
developmentsthroughout theyear, including therisein therate of inflation and itsvariance,
depreciation of the NIS against leading currencies and the raising of interest rates by the
Bank of Isragl. Activity inthefinancial markets, especially inthe bond markets, wasaso
influenced by the tax reform that came into effect at the beginning of 2003.%°

10 This effect became apparent mainly at the end of 2002—as the effective date of the tax reform

approached—in the transition from unindexed deposits, which weretaxable, to Treasury billsand the Shahar
bond series, that remained tax free (for further discussion see Box 2.2).
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Thisgrowthintheturnover of securities

Figure 3.4 ; ;
Bfnks’ Share in Stock Exchange and _conv_erfu bl.es and the expansion of
Turnover. 1993-2002 p_ubllc activity in these mark_ets yielded a
% ’ rise of 11.7 percent in bank income from
100 securities (including custody fees).
— Bonds Another reason for theriseinincomefrom
% Z Shares and convertible bonds | securities was the increase in the
proportion of customers doing business
80 N with banks which are stock exchange
/ \ members (principally with the five large
0 banking groups) while business entrusted
to other, non-bank stock exchange

\ members declined (Figure 3.4).

® Although total capital raised in the
\/ securities market (including shares,
0 v convertibles and corporate bonds) via
direct flotation and the exercise of options
A expanded in 2002 by 20 percent, bank

1993 94 95 96 97 98 99 2000 01 02

SOURCE: Tel Aviv Stock Exchange. income from the underwriting and

distribution of securities shrank by 8.5

percent, becausein 2002 capital wasraised
mainly through private offerings of securities. This was due to the difficulty in raising
capital in 2001-02 in the light of the deep recession in the economy and the problems
faced by the business sector. Bank income from these offerings was further reduced
because private offerings are less expensive and faster than public offerings, asthey are
exempt from the need to publish a prospectus and to register with and report to the
Securities Authority. Asaresult of increasing competition in theindustry, some banks—
particularly the large banks that manage the majority of mutual funds assets—offer
discounts to their customers for purchasing units in their funds. This practice also
contributed to the fall in bank income from the sale of securities.

The decline in prices in most investment channels, especially in the shares market,
had an adverse effect on provident fund yields, and thisled to a continuation of thetrend
that began in 1994 of (net) withdrawals from the funds. Asset balances of provident
funds were 9 percent lower in December 2002 than in December, 2001, while asset
bal ances of mutual funds went down by 32 percent—in contrast to therising trend in the
past five years—following the negative yields posted by the funds in the course of the
year. Thelow rate of growth of the provident and mutual funds and their declinein value
explain adecrease (of 6.5 percent) in bank income from management fees, asincomein
this component of banking activity is usually collected as a percentage of the value of
provident and mutual funds.
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Figure 3.5

Share of Commercial Banks’ Income from Capital-Market Activity in Total
Non-Interest Income, and Average Daily Stock Exchange Turnover in Shares,
1997-2002 (quarterly data, December 2002 prices) Turover

% (NIS million)
40 1,800

35 Turnover 4 1,600
Share of banks’ (right-hand scale)
capital-market income in total /\ \ 1 1400

30 non-interest income

N

1,200
25 |

1,000

Share of other income from 800
capital-market activities in total

non-interest income

600

400

5[ Share of capital-market-related operating 4 200
commissions in total non-interest income
0 | | ‘ | | | ‘ | | | ‘ | | | ‘ | | | | | | 0
1997 1998 1999 2000 2001 2002

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

Capital-market operations fluctuated sharply during 2002 (Figure 3.5). In the first
quarter of the year activity in the market was affected by the steep reduction in interest
rates introduced by the Bank of Israel at the end of 2001. Turnover and investment in
securitiesrose, as did the market value of securities listed on the stock exchange. These
positive trends brought about again of 6 percent at the primary level in the non-interest
income of the banks from capital-market activity. During the second and third quarters,
turnover and investment fell as stability in the domestic financial marketswas undermined
and security incidents escalated. Thisdevelopment led to amarked fall in banks’ income
from the capital market, compared to the first quarter. In the last quarter of the year (in
particular in October-November), turnover and investment continued to contract, although
at a lower rate, and other indices show reduced activity in the capital market and a
corresponding fall in income.

Therecession and the declinein prices on the capital market had a secondary effect—
losses on investments in trading securities and a dearth of profits from severance pay
fundsin some of the banks—due to relatively low returns on bonds held by the fundsto
cover liabilities for severance pay. Thus, non-interest income from these items declined
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Table 3.8

Performance Indicators in the Banking Groups, by Sector, 2002

Households Business sector

Construction
Total Mortgages Total & red estate Total

Large banks?

Shares (percent of total)
Total assets

Loan-loss provision
Total income*
Operating expenses
Before-tax profit

Ratios

Loan-loss provision/total assets
Tota income/total assets
Operating expenses/total assets
Before-tax profit per NIS of assets

M edium-sized banks?

Shares (percent of total)

Total assets

L oan-loss provision

Total income®

Operating expenses

Before-tax profit

Ratios

Loan-loss provision/total assets
Total income/total assets
Operating expenses/total assets
Before-tax profit per NIS of assets

Total

Shares (percent of total)
Total assets

L oan-loss provision
Total income*
Operating expenses
Before-tax profit

Ratios

Loan-loss provision/total assets
Total income/total assets
Operating expenses/total assets
Before-tax profit per NIS of assets

42 14 58 10 100
17 2 83 15 100
71 5 29 4 100
82 3 18 1 100
134 22 -34 -4 100
05 1.8 13
75 2.3 45
5.1 0.8 2.6
1.9 0.3 0.6
40 33 60 14 100
16 11 84 6 100
57 20 43 8 100
57 11 43 5 100
139 75 -39 27 100
0.4 1.4 1.0
5.2 25 36
3.0 15 21
1.8 -03 0.5
42 19 58 13 100
16 4 84 13 100
68 8 32 5 100
78 5 22 2 100
135 32 -35 2 100
05 1.7 1.2
7.0 2.3 43
47 1.0 25
1.9 -03 0.6

aLarge banks: Hapoalim and Leumi. Medium sized banks: Mizrahi and First International.
b Not including data relating to Bank Hapoalim, as that bank did not publish the balance of its assets in construction

and real estatein itsfinancial statements.

¢ Total non-interest income plus profit from financing transactions (before loan-loss provision).
SOURCE: Based on published financial statements.
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sharply, by 122 percent, and reduced non-interest income of the commercia banks by a
significant NIS 259 million.

Income not connected to the capital market rose thisyear by 2.5 percent, in part from
increased tariffs of charges for banking services and from the levying of new fees and
commissions by some banks for services previously provided free of charge or at a
sweeping discount.” The increase in fees and commissions may have stemmed in part
from the low profitability of the banks in the last few years, which motivated them to
increase their profits from alternative sources, such asin activity with private customers
where profits are high and risks relatively low. And indeed, profitability in this segment
enabled the banks to achieve overall profitability, although at alow level, from al its
operations even in such a difficult year, asis shown by an analysis of the operations of
the major banking groups by their profit centers.*? The proportion of the retail segment
inloan-lossprovisonissmall (16 percent, Table 3.8) relativeto itssignificant contribution
to profitability (135 percent). Most of theloan-loss provision (84 percent) was concentrated
in the business segment, and for this reason, the contribution of this segment to the
profitability of thefive bankswas negative (-35 percent). For amore extensive discussion
see Box 3.2).

Box 3.2
Analysis of Performance, by Area of Activity

The banking corporations operate in several major areas of activity, each one
of which constitutesa profit center—adivision utilized by bank managements
inanalyzing performance and in decision-making. According to Bank of Isragl
regulations, an area of activity is required to meet three conditions: it must
cover activities from which the bank is likely to earn income and on which it
will incur expenses; the results of the activity in the area must be examined
regularly by the management and the board of directors for the purpose of
making decisions concerning the allocation of resources in the area and
ng its performance; and there must be separate financia information
regarding the area of activity. The division into areas of activity is based on
the types of product and service or on the types of customer.

1 Thus, for example, discounts were reduced on account management fees for certain groups in the
population (young people, students, pensioners) as were charges for document preparation, and check
discounting, while certain banks have introduced deposit-management fees.

2 The annual financial statements provide details on activities and financial results by profit centersfor
al the major banking groups except Discount. The analysis thus relates only to the data from the other four
major banking groups.
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The main areas of activity are shown below:

Business banking—provision of banking and financial services for large
companies which operate in Israel and abroad. The primary field of activity
in thisareais providing of credit.
Middle-market banking—provision of banking and financial services to
medium-sized business customers. In this area as well, provision of creditis
the main activity, but the extent of credit is more limited.
Retail banking—yprovision of comprehensive banking servicesto avariety of
private customers, households and small businesses. This area offers its
customers principally investment possibilities (deposits, savings programs)
and a so varioustypesof credit adapted to the customers’ specia requirements.
Private banking—provision of banking and financial services, both domestic
and foreign, to affluent Israeli and nonresident private customers. Among the
services available to these
customers are traditional types of Figure 3.6
investment as well as Distribution of Contribution of
sophisticated financial tools for Different Areas of Activity to Selected
hedging and diversification. They Items in Banking Groups’ Financial
can also teke advantage of credit Statements, 2002
and expert servicesinthefield of 100
investment banking. ool
Construction and real estate— 32

2 a o o . 80
provision of banking and financial 5
services to building contractors "] | 8
and large projects in the field of 0|
construction and real estate— 5ot
mainly providing business credit 4!

22

84

73

for building and residential ;| | 1 60

construction and for thepurchase |

of land and commercial real 7

estate or | ® 13

S R<f 0 | | |

Mortgage the prOVISI on Of Assets Loan-loss  Net interest Operating

|0ans to private customers for the provision and non-interest expenses
Income

acquisition of homes and for
various other purposes—Ioans
secured by mortgagi ng SOURCE: Published financial statements.
apartments.

Capital-market operationst—provision of banking and financial servicesin
the field of off-balance-sheet investment, primarily management of mutual

‘ [0 Retail sector [ Mortgages [ Business sector

1 Activity in the capital market and in credit cardsis part of the activity of other segments,
mainly the retail segment.
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funds, provident funds, portfolio management and other investment and
underwriting activity.

Credit cards—the issuing of credit cards and clearing credit card vouchers
for businesses.

Other activity and adjustments—includes mainly theincome and expenses of
a bank which do not derive from its activity vis-a-vis customers (i.e.
management of the bank’s nostro portfolio, management of risk exposure and
adjustments of inter-segment activity).

The banks use different model sto measure and manage assetsand liabilities
and to analyze the results of activity in the profit centers. In order to compare
them, it has been necessary to make a number of assumptions.? There are
marked differences among the various areas of activity of the banks:

Theboom in Israel’s economy during most of the 1990s, and the processes
of privatization, liberaization and de-regulation which typified the decade
provided a springboard for the acceleration of banking activity in Isragl. This
accel eration was based primarily onlarge business customers.® In Israel, most
banking competition takes place in this segment of the market—competition
between the banks themsel ves, with the foreign banks that began operating in
Israel in the last few years, with financial institutions and with the capital
market. In the retail banking segment there is less competition, owing to a
lack of alternatives to the banking network in providing credit and accepting
deposits. This can be seen in the considerable contribution of households to
the interest and non-interest incomes of the banks (68 percent, Figure 3.6)—
as compared to the smaller contribution of business customers (32 percent)—
which is explained also by the size of the net interest margin and the
commissions paid by small customers. The share of operating expenses
attributable to the retail banking segment is also particularly high (78
percent)—due to the heavy expenditure on human and physical resources
involved in operating the extensive network of branches characteristic of retall
activity. Asopposed to this, businessactivity iscarried out in alimited number
of business centers, and therefore, it accounts for only asmall proportion (22
percent) of operating expenses.

Despite the high operating cost involved in activity with households, it has
made alarge and stable contribution to the profits of the five large banking

2In order to compare the reports of profit centers of different bankswith each other, data of
the business, commercial and real estate segments were combined and defined as the business
segment. Data relating to retail activities, capital-market operations and private (including
international) activities were also combined with data on mortgages to create a new segment
called the household segment. As information was unavailable regarding the distribution of
“other activity and adjustments’ among the various segments, this category wasignored in the
analysis.

% To acertain degree, it was aso based on private banking.
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groupsin the last few years, as has been noted. This was even more notablein
2002 inthelight of thelosses made by the banks on their activitieswith business
customers. The significant contribution of households to the profitability of
themagjor bankswas also influenced by therelatively low level of risk involved
in this activity, as seen in the small share of this segment in the loan-loss
provision (16 percent in 2002) compared to that of the business segment (84
percent). In providing credit to many relatively small customers with a wide
dispersion of small credit units, banks are acting to reduce their credit risk,
while the correlation and the dependence between them, with regard to
repayment ability, are low. The relatively low level of risk in providing credit
to this segment is partially due to the fact that households are “surplus units’,
capable of putting up financia collateral which generally maintainsits value.
Businesses, on the other hand, are “deficit units’, primarily supplying non-
financial collateral whose value at time of realization is not certain.

As a result of the inherent
advantagesinretail banking activity
and the extensive losses in the Figure 3.7
business segment, several banking Commercial Banks’ Income from
corporations have taken energetic Ledger Fees and Payment Services

. in Foreign Currency,* and Average
Steps to attract private customers, Daily Volume of Foreign-Currency

setting themselves the objective of Transactions,>¢ March 1997—
increasing the proportion of retail December 2002

banking intheir mix of activity. This 350 12
trend is expected to intensify in the

future, due to the teChnOIOgical Banks’ income from foreign-currency 110

transactions (left- hand scale)

developments in communications

and the accompanying process of de- . |,
regulation, which are intended to
increase competition in the banking

system and to improve customer 290

welfare.
Volume of foreign-currency 1 4
transactions (right-hand scale)
In 2002 income from fees and A
commissions increased. Thus, for 12
example, income from managing credit
and from contract preparation rose by 5.3 50 L1
percent, despite the relatively moderate 1997 ”1998 1999 2000 .2001 2002
. . A a NIS million, December 2002 prices. i

2 percent increasein credit; incomefrom b The volume of foreign-currency transactions

does not include interbank transactions or swaps.
Iedger fe%grew by 22 percent, and from ¢ Quarterly dollar data translated into NIS millions,
payment-system servicesby 4.7 percent. December 2002 prices.
Most of the increase in income from SOURCE: Returns to Supervisor of Banks and

Bank of Israel Foreign Currency Department.

these sources derived from the rise in
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non-interest income received from foreign-currency activities—in part asaresult of the
larger volume of such activities (Figure 3.7) following the steep depreciation of the NIS
and the marked rise in related uncertainty.

Inview of many complaintsreceived by the Banking Supervision Department in 2002
with regard to operating fees and various banking costs in particular, the Department
focused on the services that banks provide to their customers, and introduced requests
for fuller disclosure and improvementsin information supplied to customers on fees and
interest rates, by means of amendmentsto the Banking (Serviceto Customers) Law (for
afuller discussion see Chapter 6). Better service and increased transparency should be of
great concern to the banks themselves, as they provide a means for improving their
reputation, boosting the trust placed in them by the Isragli public and giving them an
opportunity toimprovetheir relative standing in the current difficult economic conditions.
The increase in transparency and fuller disclosure by the banking institutions can be
expected to foster market discipline, which servesasameansfor strengthening the stability
of Israel’s banking system.

d. Operating expenses

The operating expenses of the banking corporations stabilized in 2001-02 in an
environment of the deep recession in the economy and the decline in bank profitability.
Thisstability derived from stepstaken by most of the banking corporationsto economize
andto improve efficiency inthelight of the slowdown in the pace of expansion of banking
output in 2002. Therelative stability of operating expensesisreflected in thelow rates of
changeinthisitemin 2002 (-0.7 percent) and in 2001 (+0.9 percent) (Table 3.7), compared
to an average of 4 percent in 1994-2000.

There was marked variation between the large banks in the devel opment of operating
expenses—from arise of 2.4 percent in Mizrahi to a steep decline of 11.7 percent in
Discount, the latter resulting from measures to promote efficiency introduced by that
bank in recent years.

Thelargest element (65 percent) in operating expensesis payroll and related expenses,
and thisitemfell in 2002 by amodest 0.7 percent (Table 3.7). However, important changes
occurred in the composition of labor-related expenses. direct salary expenses dropped
by 8 percent, whilerelated expensesrose sharply by 12 percent (Table 3.9). Additionally,
the number of posts declined thisyear by 603 (1.7 percent) compared to 2001. Thus, the
salary per employee post decreased by 6.2 percent (from NIS 181,000 per year to NIS
170,000), similar to therate of decline of the wage per employee post in the entire business
sector (6.3 percent), but the cost per post rose by 1 percent (from NIS 279,000 to NIS
282,000).

Thedrop in the number of posts reflects the marked decline in bank profitability, in a
period of deepening recession, and apparently agrees with the assessment of the bank
managers that no real improvement in the financial results of the banking systemisin
sight inthe near future. Banking corporations, whichin the past refrained from dismissing
staff, partialy because of the costs involved in doing so and from a desire to avoid
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Table 3.9
The Banking System’s Expenditure on Employees,® 1997-2002

(December 2002 prices)
Saaries and
Average no. Salaries Related expenses® related expenses
of employee  Tota Per post Total Per post Total Per post
post  (NISmillion) (NIS000) (NISmillion) (NIS000) (NISmillion) (NIS’000)
1997 35,595 5,804 163 2,954 83 8,758 246
1998 35,467 5,871 166 2,908 82 8,778 248
1999 34,823 6,074 174 2,990 86 9,065 260
2000 35,020 6,560 187 3,423 98 9,983 285
2001 35,162 6,378 181 3,439 98 9,816 279
2002 34,559 5,880 170 3,865 112 9,745 282
Year-on-year change (percent)
1998 -0.4 11 15 -1.6 -12 0.2 0.6
1999 -1.8 35 5.4 28 4.7 33 5.2
2000 0.6 8.0 74 14.5 138 101 9.5
2001 04 -2.8 -32 05 0.0 -1.7 2.1
2002 -1.7 -7.8 —-6.2 124 14.4 -0.7 1.0

a|ncluding companies which are owned by the banks and supply them with computer services.

b 12-month average; this number includes established employees, trainees, pensioners, temporary and part-timeworkers
(weighted by share of a post). This also includes overtime: 165 overtime hours are cal culated as a post.

¢ Consisting mainly of nationa insurance, pension, vacation, compensation, and expenses, and voluntary (early) retirement.

SOURCE: Returns to Supervisor of Banks.

harming labor relationsin the bank and the damage thiswould causeto their reputation—

changed their practice, adapting their work forces to the reduced level of profitability

expected to continue at least in the near term. The fall in profitability may also have

motivated them to plan ahead toward implementation of efficiency measures.

The staffing mix was adjusted to the difficult economic environment in the course of
2002 principally by reducing the number of part-time positions (temporary and tenured),
asbank managerstried to improvethe utilization of the available manpower. Nevertheless,
the number of tenured, full-time staff declined in the fourth quarter of the year at a
relatively high rate (6.3 percent)—apparently because of the worsening erosion of
profitability in the banking system and the growing need to increase efficiency. It is
anticipated that the downward trend in the number of tenured workerswill continue and
strengthen in 2003. Thus, Hapoalim declared its intention to cut its staff by 10 percent,
and similar measures to improve efficiency are to be undertaken by other banking
corporations in response to economic developments.

The change in staffing also explains the decline in labor-related expenses. 1n 2002,
the share of the two lowest wage grades (up to NI'S 111,000 per year) in total labor cost
grew by about one percentage point, while that of the two highest wage grades (more
than NIS 339,000 per year) declined by 3.3 percentage points (Figure 3.8). Thismay be
explained by the sharp drop in the number of tenured workers (particularly in the last
guarter of theyear), in contrast with amoderate decrease (areversal of along-termrise)
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inthe number of part-time employees, whose )
salaries are lower. ]F)l.g“r.e 3.8
L . istribution of Wage Levels, the

The decline in wage costs is due not only Commercial Banks, 2000—2002
toareductioninthework force and achange (by annual wage levels, NIS *000)
initsmix, but also to areductionin bonuses %
paid to workers in 2002 because of the 10
disappointing financial results. Anadditional [ | .4, S0 5
factor inthefall of wage costsisthesurprise &
regarding inflation'®* and the delay in 70|
reaching a cost-of-living agreement that ¢ | | 193 200 2
would compensate, even if only in part, for
therisein prices.

As noted above, the decline in direct
payroll costswasaccompanied by asteeprise [ | 422 422 44.0
in related costs, due primarily to the rise* 20|
from NIS 467 million in 2001 to NIS 979 10 -
million in 2002 of expenses related to o
voluntary early retirement by employees. The
increasein thisitem was particularly notable O Uptortt oy D From23110339
in Hapoalim (NIS 477 million) and Leumi
(NIS 377 million). In voluntary retirement
programs, banks offer early retirement under preferential conditions to certain of their
employees, for example from among those with considerable seniority and high salary.
These programs were initiated by the banks with the intention of adjusting staffing to
their actual needs, improving the bank efficiency and reducing future wage costs. The
largest two banks made the decision to introduce this program at the beginning of 2003.
Expensesrelated to the early retirement plan were recorded in thefinancial statements of
2002 but the change in staffing following its implementation will appear during 2003.

Despite the decline in labor input in the banking system and the reduction in the
number of branches, expenses on building maintenance and egquipment continued to
rise. The increment in 2002 was NIS 124 million (7.7 percent), which points to some
potential for efficiency measures in this area as well. It seems, however, that even with
the reduced need for customers to visit branches and the increased utilization of direct
banking channels (a development discussed fully in Chapter 6), asignificant number of
private and business customers continued to regard the branch as their principal service
location. For this reason, the banks were forced to continue investing heavily in
maintenance of buildings and equipment.

Depreciation expenses also rose sharply by 10.7 percent, mostly stemming from
increased expenses on the depreciation of computers and programs—partially dueto the

50 —

40 -

9.2 8.6 9.7

2000 2001 2002

SOURCE: Returns to Supervisor of Banks.

B Inthelast quarter of 2001, inflation in 2002 was expected to reach slightly more than one percent. The
actual rate of inflation in 2002 was 6.5 percent.

1 Theincrease in wage-related costsis explained as well by accounting effects on the calculation of the
provision for severance and pension, because of losses in the severance pay funds and benefits.
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capitalization of certain costs of in-house development of computer programs for
investment in equipment. Other operating expenses declined by 9.4 percent thisyear and
their mix changed. On the one hand, there was a marked drop in marketing expenses
(27.9 percent) and in computer expenses (4.5 percent, areversal of their consistent upward
trend in the past). The decline in these expenses apparently stems from banks' growing
awareness of the need to focus on and reduce their expenses as necessary. On the other
hand, the main increase in expenses was in insurance (55.4 percent), and thiswas dueto
higher premiums on banking insurance policies. The premium rose mainly due to the
higher cost of insurance throughout the world following the events of September 2001
and disclosure of large-scale accounting frauds in major companies, for example
WorldCom and Enron. The realization of operational risk in the Isragli banking system
after the embezzlement at Leumi-Switzerland and at the Trade Bank, the large safety-
deposit-boxes theft at Discount and incidents of embezzlement at other banking
corporations may also have contributed to the rise of these expenses.

e. Provision for tax

Inview of thereductionin ordinary pre-tax profits, provision for tax was about 55 percent
lower thisyear than in 2001, and totaled NIS 1,049 million. As aresult, the effective tax
rate this year was 44.8 percent of pre-tax profit, against 49.3 percent in 2001 (Table
3.10). This rate differs from the statutory tax rate applicable to banking corporations,
which was raised®™ in 2002 to 45.5 percent, after remaining stable at 45.3 percent for a
number of years. The drop this year in the effective, as compared to the formal, tax rate
was due mainly to exchange-rate differentials on foreign-currency investments in
subsidiaries abroad. This investment is not considered an expense for tax purposes so
that positive income from exchange-rate differentials that accrued in the course of the
year—following the depreciation of the NIS against the leading currencies—is not
includedinthetax base. Thisserved tolower thetax provision by 13.1 percentage points,
most of it posted by Leumi. The reduction of tax provisions for prior years also had a
marked effect on the decline in the effective tax rate. It reduced the tax rate by some 7.6
percentage points and contributed greatly to lowering the provisions in Hapoalim and
Discount. These banks were issued final tax assessmentsfor previous years, after which
the considerable surplus provisions for tax conservatively recorded in previous years
were cancelled.

In contrast, losses and deductions for which no deferred tax was recorded increased
indebtedness by 14.7 percentage points (Table 3.10). This was particularly marked in
Discount, where receivable deferred taxes for current losses were not recorded for tax
purposes because of the small likelihood of implementing the program to improve the
financia resultsinthe short term. The profit tax on the payroll tax imposed on the banking

15 On 15 June 2002 value-added tax was raised from 17 percent to 18 percent, arate intended to remain
in force until 31 December 2003. Following this increase, profits tax and the payroll tax applicable to
banking corporations wereincreased to 18 percent. Thus the statutory tax rate on banking corporations was
45.5 percent in 2002 and is expected to be 45.8 percent in 2003.
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Table 3.10

The Transition from a Statutory Tax Rate to Provision for Tax on
Income in Profit and Loss Statement of the Major Banking Groups,
2001 and 2002

(at December 2002 prices)
Total tax Tax rate on ordinary
(NISmillion)  before-tax profit (%)
2001 2002 2001 2002

Statutory tax 2,135 1,067 453 455
Adjustment differentials on financial assets, net 7 —44 0.1 -19
Income from subsidiaries abroad -291  -306 -6.2 -13.1
General and additional |oan-loss provision 18 63 04 27
Tax-exempt and tax-reduced income 27 —48 -0.6 -2.0
Depreciation differentials, and adjustment

of depreciation and capital gains 16 22 0.3 09
Other expenses not recognized for tax purposes

(fines and excess expenses) 69 77 15 33
Timing differences for which no deferred tax

was recorded 449 344 95 14.7
Payroll tax 86 98 18 4.2
Tax for previous years® -66 179 -14 —7.6
Erosion of tax advances 8 15 0.2 0.6
Tax on income from subsidiariesin | srael -23 -19 -05 -0.8
Other expenses 57 —41 -1.2 -17
Provision for taxes on income 2,324 1,049 49.3 44.8

aIncluding an extra amount for problem debts.
SOURCE: Published financial statements.

corporations—an aternative to the value-added tax on other companies—which is not
recognized as an expense for tax payment purposes, helped offset the decline in tax
provisions. This factor explains 4.2 percentage points of the effective tax rate.

f. Other sources of profit

Companies included under an equity method made a negative contribution to the
profitability of thefivelarge banking groupsin 2001 and 2002. Additionally, non-recurring
operations and activities had amarked effect on extraordinary losses. Companiesincluded
under an equity method are compani esthat are not consolidated into the financial reports
of the parent bank primarily becauseits holding in them isrelatively small, though it has
significant influence on (as opposed to control over) them. Thiscategory includesfinancial
companies (banks, insurance companies, portfolio management firms, mutua funds)
and non-financial companies (maintenance companies, construction and real estate,
communications). The main difference between the major banking groupsin this context
is the extent of their involvement in non-financial investment, concerning which each
bank hasits own business strategy (see Chapter 4 for afull discussion).
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The share of the five major banksin the net |osses of the companiesincluded under an
equity method shrank from NIS 191 million in 2001 to NIS 100 million this year. Most
of this decline derived from the smaller share of Hapoalim in the current losses of Koor
Industries, in which the bank had a 20 percent holding up to its distribution to stockholders
of astock dividend inkind,*® and in thisway reduced itslosses dueto itsinvestmentsin
companies included under an equity method from NIS 293 million in 2001 to NIS 59
millionin 2002. Two other major banking groups al so posted lossesfrom their investments
in companies included under an equity method. One was Leumi, with a loss of NIS 33
million, against a profit of NIS 55 million in 2001. The decline in the contribution to
Leumi’sprofits of the companiesincluded under an equity method was duelargely to the
reduction in profits of Migdal Insurance and Financial Holdings and arise in the |osses
of the Israel Corporation. The other was Discount, where there was a sharp drop in the
contribution to profitability of the companiesincluded under an equity method, due mainly
tothetransition of the First International to loss statusin 2002. The remaining two of the
five mgjor banking groups recorded | osses from the activities of the companiesincluded
under an equity method, but not in significant amounts.

During 2002, profit and profitability in some the five major banking groupswere also
affected by the extraordinary profitsitem. These profits, substantial in total, derive from
non-recurring activities, different in character from the ordinary operations of the banking
corporation; these activities are reflected by substantial income or expenses being
recorded. The extraordinary losses of the five banking groups increased from
NIS 12 million in 2001 to NIS 72 million in 2002, most incurred by Hapoalim, dueto a
difference of NIS 131 million between the balance-sheet value of itsinvestment in Koor
Industries on 30 September 2002 and the val ue of the company on the stock exchange on
11 November 2002. In comparison, extraordinary profits of Discount rose by NIS 31
million, mainly capital gains on the sale of real estate.

Extraordinary profitsinthe banks' financial reports were also influenced this year by
the implementation of Standard No. 15 regarding impairment of assets (see Box 3.3 for
afuller discussion). Although the standard isintended to apply to thefinancial reports of
public companies and their subsidiaries beginning in the first quarter of 2003, some of
the five large banking groups adopted the standardsin part in the last quarter of 2002, at
the urging of the Supervisor of Banks. Thus, Hapoalim’s loss from extraordinary
operationsincludes an allocation of NIS 19 million for the fall in value of its subsidiary,
theIndustria Building Corporation, while profitsof Discount include alocationstotaling
NIS 18 million for the decline in value of its buildings and investments in a company
included under an equity method. Sumswere set aside aswell for thefall in value of two
other banking corporations not included among the five major banking groups—NIS 10
million at Union Bank for its investments in Taya Investment Co. and NIS 8 million at
the Maritime Bank, for the decline in the value of a building.

16 0On 27 November 2002, al holdings of Hapoalim in the shares of Koor Industrieswere distributed asa
dividend in kind to al the bank’s sharehol ders.
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Box 3.3
I mpairment of Assets

In February, 2003 the Israeli Accounting Standards Board published its
Accounting Standard No. 15 (hereinafter Standard 15)—Impairment of Assets.
This standard, based on International Standard No. 36,! determines the
accounting treatment and the presentation required in acase of impairment of
assets. The standard, which comesinto force in the first quarter of 2003, will
be employed in the accounting treatment of asset impairment appearing on
the balance sheet of the reporting company, including investmentsin companies
included under an equity method, and interbank investments. The standard
excludes the majority of financial and other assets (such as inventory, assets
deriving from employee benefits, deferred tax assets).

It obliges companies whose assets have declined in value to review the
situation on acurrent basis and obtain assessments of asset value. The standard
also specifies that the primary test of asset impairment and the means of
measuring it are a comparison of the book value of the asset with the
recoverable amount.

The recoverable amount is the higher of two values: the market value of
the asset or its utility value, determined by estimating the capitalization of the
anticipated cash flow deriving from the use of the asset and its realization at
the end of itslife.

Standard 15 coincides with the Principle of Conservatism in accounting,
by permitting the allocation for impairment of assets—when the value of an
asset on the bal ance sheet is greater than its recoverable amount—and not the
reverse, i.e., not theincreasein recorded profit dueto arisein value when the
value of an asset on the balance sheet is lower than its recoverable value. If
changes occur in the estimates that served, on the date of the recognition of
the loss from asset impairment, to determine the recoverable amount of the
asset, the loss from asset impairment will be canceled.

Implementation of the standard may adversely affect public companies
that make provisions for impairment of assets (unless they show assessments
of value that will exempt them from the need for such provision). Asaresult,
their financial results may suffer, which may make it difficult for them to
meet certain basic financia criteriarequired to obtain credit from the banking
system, and they may even suffer adeclinein the value of their collateral held
by the banks. Such a development may oblige the banks to classify credit
granted to these companies as problem |oan, which will have anegative effect
on the financial reports of financial and non-financial companies held by the
banks and compel them to make provision for asset impairment under this
standard.

! International Accounting Standard (IAS) 36: Impairment of Assets.
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However, the standard is expected to apositive effect on the I sragli capital
market by increasing full disclosure, transparency and informational efficiency
inthe market, all of which are basic conditionsfor the existence of an efficient
capital market.

3. OPERATING INDICESAND EFFICIENCY OF THE COMMERCIAL BANKS

One of the central componentsin evaluating the functioning of the banking system isthe
extent of itsefficiency in utilizing the avail able factors of production (capital and 1abor).
This efficiency is exhibited in the bank’s success in increasing its income and reducing
its expenses.

With the decline in profitability of the Israeli banking system, the importance of
improving efficiency, as one of the methods of achieving areasonable and stablelevel of
profitability, grew. In order to analyze the operating characteristics and efficiency of the
banks, all commercial banks were divided into three groups by size: large banks,
medium-sized banks® and small banks.?® This last group includes banks owned by a
banking group, and independent banks. A number of indices serveto indicate the operating
and efficiency aspects of the bank, including: (1) operating coverage ratio; (2) income
efficiency ratio, calculated as total income (interest and non-interest) to operating
expenses; and (3), average expenses per unit of output.

a. Operating coverage ratio

In 2002, the operating coverage ratio declined by 0.4 percentage point, to 50.3 percent,
on average. This decline represents different developments between banks of different
size, including afall inthe average rate of coveragein thetwo largest banks—especialy
Leumi—and arise in the medium-sized banks (Table 3.11). This variation is explained
by the differences in the operating characteristics of the banks: in the large banks, the
declinein the coverage ratio was caused by areduction in non-interest income, whilein
the medium-sized banks the rise in the ratio was caused by the decline in operating
expenses. The variation between the operating coverageratio in the group of small banks
became even more pronounced in 2002. The operating coverage ratio of the small
independent banksfell considerably, whilethe small banks bel onging to the mgjor banking
groups succeeded in maintaining their operating coverage ratios at ahigh level thisyear
too, due to an increase in non-interest income, deriving from the large share of
households—that avail themselves of only basic banking services—among their
customers.

" Hapoalim and Leumi.

18 Discount, Hamizrahi, First International, Union, and Mercantile Discount.

1 Otsar Hahayal, Yahav, Arab Israel, Massad, Poalei Agudat Israel, Israel Continental, Industrial
Development, Jerusalem (from 1997), Investec (Isragl), Maritime, Euro-Trade, Trade (till 2002), Pekao
(from 1993), Global Investment, and Kupat Haoved Haleumi.
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Table 3.11
Coverage and Efficiency Ratios, 2001-2002

2001 2002
Coverage Interest  Efficiency Coverage Interest  Efficiency
ratio? ratioP ratio° ratio? ratioP ratio°
Hapoalim 0.56 1.09 1.65 0.55 120 1.75
Leumi 0.51 1.02 152 0.48 0.88 1.36
Discount 0.43 0.56 0.99 0.43 0.73 1.16
Mizrahi 0.48 0.85 1.33 0.49 0.90 1.40
First International 0.58 1.02 1.60 0.60 0.89 148
Union 0.36 0.98 1.33 0.46 0.98 1.44
Mercantile-Discount  0.43 0.83 127 0.51 0.96 1.46
Seven largest banks  0.50 0.94 1.45 0.50 0.97 147
Small independent
banks® 0.44 1.02 1.46 0.38 0.75 1.13
Small banks that
belong to banking
groups 0.59 0.88 1.46 0.62 0.84 1.46
Total small banks 0.54 0.93 1.46 0.54 0.81 1.34

aThe coverageratio is calculated asthe ratio of non-interest and other incomerto total operating and other expenses.

bTheinterest ratio is calculated asthe ratio of net interest income before |oan-loss provision to total operating
and other expenses.

¢Theefficiency ratioiscalculated astheratio of total non-interestincomeand net interestincometo total operating
expenses. It is sometimes calculated as theratio of total operating and other expenses to total income.

9 Including for the first time dataon the Bank of Jerusalem.

SOURCE: Published financial statements.

b. Income efficiency ratio

Bank operating expenses stem from current operations, on which they earn non-interest
and interest income. Thus, it is important for a bank to analyze its income efficiency
ratio, defined as the ratio of total income (interest and non-interest) to total operating
expenses. This measure shows the bank’s ability to adjust the available factors of
production in rational fashion to changes in both the quantities and prices of financial
intermediation to bring about a rise in income. A high ratio indicates that the bank is
properly utilizing itsfactors of production. The efficiency ratio of the commercial banks
remained stable at 1.45 in 2002, the outcome of developmentsin operating expenses and
non-interest and interest income. Thisstability overall incorporated wide variation between
the banks. A reduction in net interest income led to afall in the efficiency ratio of Leumi
and of the First International, both of which had high efficiency ratiosin the past, whereas
there was a marked rise in the ratios in Hapoalim and other medium-sized banks
(Table 3.11).
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Figure 3.9
Average Expenditure per Unit of Output, 1992-2002
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c. Average oper ating expenses per unit of output

The policy of improving operating efficiency adopted by the banks in the last decade
was expressed in the downward trend in the ratio of operating expenses per unit of output
in all the magjor banking groups (Figure 3.9). The so-called intermediation approach was
used as a measure for determining bank output: this defines earning assets as banking
output; book balances of balance-sheet and off-balance-sheet assets were selected for
this purpose.?®

Economies of scale featured prominently in Israel’s banking system in the last ten
years, as evidenced in the average expenses per unit of output (Table 3.12). In addition,
the differences in expenses between small banks in the system are larger than those
between medium-sized banks, whereas the differences between the large banks are
insignificant. Differences between the small banks are derived, inter alia, from the great
heterogeneity of thisgroup, composed asit is of independent banks and banks owned by
thefive major banking groups. The differencesin each size group between the bank with
the highest average expenses and the bank with the lowest expenses has grown over the
last two years, and they indicate the potential for improvement in operating efficiency—
potential which is particularly significant in small banks, but important also in medium-
sized banks. |mproving efficiency without damaging output can be achieved by reducing
manpower, lowering wages, closing branches, altering the mix of thefactors of production
and by other means. A better allocation of the factors of production in Israel’s banking
system, together with structural changes, may well increase competition within the
domestic banking system, and improve the profitability and increase the stability of the
banks and the economy. This depends to a great extent on a robust banking system,
which will be attained provided the banks are efficient, profitable and expanding.

2Unlikeinthepast, value added was not sel ected asthe measure of output, owing toitsextreme sensitivity
tonegativefinancial resultsin ordinary pre-tax profit recorded thisyear by many of the banking corporations.
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Table 3.12

Ratio of Operating Expenses to Unit of Output, by Size of

Banks, 1992-2002

Large banks Medium banks® Small banks®
Average 1992-2002 0.0135 0.0182 0.0195
Average 1997-2002 0.0112 0.0140 0.0171
Average 2001-02 0.0094 0.0113 0.0151
Difference between
maximum and minimum

Average 1992-2002 0.0027 0.0146 0.0815
Average 1997-2002 0.0018 0.0153 0.0914
Average 2001-02 0.0020 0.0127 0.1012

2L eumi and Hapoalim.

b Discount, Mizrahi, First International, Union, and Mercantile Discount.

¢ Otsar Hahayd, Yahav, Arab Isradl, Massad, Podel Agudat Isradl, Isradl Internationd, Industria
Development, Jerusalem (from 1997), Investec (Isradl), Maritime, Euro-Trade, Trade (until 2002), Polska
KasaOpieki (Pekao) (from 1993), Globa Investment, and Kupat Haoved Haeumi.

SOURCE: Returns to Supervisor of Banks.
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