PART 3
RISKS AND CAPITALADEQUACY

Banks in Israel’s banking system are exposed to a wide range of risks, i.e., credit risks,
market risks (interest-rate, inflation, exchange-rate, and share-price), liquidity risk,
operational risks, legal risks, etc. In order to maintain their stability and reduce the risk
of bankruptcy, banks take several steps, among them maintaining adequate capital to
serve as a cushion for the absorption of losses.

In this section we describe financial risks (credit risks, market risks, and liquidity
risks), capital adequacy, risk-adjusted return on capital, and the development of the
Robustness Index of the resilience of Israel’s banking system.!

1. CREDIT RISK

In this section we analyze credit risk, the main risk to which the banks in Israel’s banking
system are exposed. The analysis is arranged according to three main criteria: the size,
quality, and concentration of the credit portfolio.

During 2005 the extent of on- and off-balance-sheet credit rose moderately (after
declining for several years), and the quality of credit improved markedly, as was
expressed primarily by the contraction of problem loans and loan-loss provision.
However, the concentration of the credit portfolio, reflected in the distribution of credit
by principal industry and large single-borrower exposure, remained without substantial
change, after having fallen for several years.

a. The size of the credit portfolio

The extent of on- and off-balance-sheet activity rose in 2005, as a result of the increased
supply of and demand for credit—in the context of Israel’s continued economic
development since 2003—as well as of the improved payback ability of borrowers.
For more detailed information about the size of the credit portfolio (both on and off the
balance sheet), see the first section of this chapter.

b. The quality of the credit portfolio>

The improvement in the economic environment in which Israel’s financial system
operates>—GDP growth, the rise in the real wage, the decline in the unemployment

I Unless stated otherwise, the data in this chapter are based on the published financial statements of the

five major banking groups.
2 The analysis of indices of credit quality in this section relate solely to balance-sheet items.

3 For more detailed information about macroeconomic developments, see the first section of this chapter.
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rate, and the surge in the capital market (expressed inter alia in the particularly large
extent of private bond issues)—alongside positive changes in the performance of
firms,* had a positive effect on the payback ability of the banks’ customers, and this
improvement began to find significant expression in most indices of the quality of the
credit portfolio.’
The most prominent change is evident in
the share of problem loans¢ in total credit Figure 1.32 )
st the responsiilty of the anking sroup,  Eroblem Lo v Fomrton o
which dipped by one percentage point (from Balance in the Five Major Banking
10.9 percent to 9.8 percent) for the first time Groups, 2000-05
in five years (Table 1.17 and Figure 1.32). Percent NIS billion
This development derives from two 12 - 60
factors which operated simultaneously:
outstanding credit to the public rose by 11
3.3 percent, and total balance-sheet credit
to problem borrowers declined by about 7 10
percent (Table 1.18). As stated, the positive
change in this index relates to the marked 9
improvement in the Israeli economy; the
rise in the demand for bank credit, and the
improvement in borrowers’ payback ability,
which led to a decline in credit defined as
problem loans. Most of the components
of problem loans—non-performing loans,
credit in temporary arrears, and credit under 6
special supervision—declined in 2005, by
7, 18, and 10 percent respectively. Only e e ol oo e (oM oot
problem loans classified as restructured credt (eftscale)
credit and credit requiring reorganization SOURCE: Based on published financial reports.
rose (by 21 and 27 percent respectively;
Table 1.18 and Figure 1.33).
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4 Evidence of this may be found in the positive shifts in firms which went public in 2005 (the net income

of all these companies rose from NIS 37 billion to NIS 44 billion, return on equity rose from 13 percent to
15 percent, the capital/balance sheet ratio rose from 11 percent to 12 percent, and the ratio of the current
account balance and market value/book value improved in most principal industries). While these data
relate solely to companies traded on the TASE, it may be assumed that this trend is common to all the firms
operating in Israel. According to the Altman index, these developments attest to a decline in the probability
of default (PD) by borrowers, and hence to an improvement in their payback ability.

5 Indices of the quality of credit express the probability that a borrower or group of borrowers will not
repay part of their liabilities (principal and/or interest) to the banks in time.

®  Problem loans are divided into five categories, as defined in Regulation no. 314 of the Proper Conduct
of Banking Business: non-performing loans, restructured credit, credit requiring renewed approval, credit
in temporary arrears, and credit under special supervision.
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Table 1.17

Indices of Credit Portfolio Quality,* The Five Major Banking Groups, 2000-05

Mizrahi— The five
Year Hapoalim Leumi Discount Tefahot FirstIntl. groups
Ratio of risk-weighted 2000 0.694  0.667  0.595 0.629 0.600  0.653
assets to total assets® 2001 0.727  0.692  0.580 0.631 0.631 0.673
2002 0715  0.701  0.571 0.653 0.656  0.675
2003 0.711 0.685  0.581 0.645 0.654  0.669
2004 0.714  0.674  0.588 0.670 0.617  0.667
2005 0712 0.679  0.600 0.673 0.613 0.670
Share of problem loans 2000 7.7 6.8 9.2 6.1 2.9 7.0
in total credit at group’s 2001 8.4 10.0 10.9 7.6 6.6 9.0
responsibility (percent) 2002 10.4 9.8 12.4 75 9.1 10.1
2003 113 9.8 11.9 7.7 12.3 10.6
2004 11.9 11.0 10.7 6.6 12.7 10.9
2005 10.3 9.9 9.4 6.9 12.1 9.8
Share of non-performing 2000 1.2 1.3 3.5 1.0 0.7 1.5
loans in total credit at 2001 1.3 1.4 3.8 0.9 1.4 1.7
group’s responsibility 2002 2.1 23 3.9 1.7 2.9 25
(percent) 2003 2.9 23 3.8 1.4 25 2.6
2004 3.3 1.5 3.7 1.5 33 2.6
2005 3.0 1.4 3.3 1.5 2.7 23
Ratio of annual loan-loss 2000 0.45 0.44 1.02 0.36 0.27 0.50
provision to total credit 2001 0.68 0.93 1.33 0.53 0.91 0.85
(multiplied by 100) 2002 1.68 1.10 1.19 0.52 1.73 1.31
2003 1.28 1.11 1.11 0.50 1.34 1.12
2004 0.97 0.89 1.14 0.56 0.99 0.92
2005 0.68 0.80 0.82 0.45 0.64 0.71
Share of the balance of 2000 31.0 31.8 32.7 30.7 34.0 31.7
the loan-loss provisionin 2001 28.5 25.4 33.3 27.9 24.2 28.0
total problem debts plus 2002 29.9 28.6 32.8 295 28.5 29.9
the balance of the loan- 2003 33.3 31.7 36.3 319 25.6 325
loss provision (percent) 5404 347 308 405 37.1 29.9 342
2005 38.2 345 42.8 374 30.8 37.0

2 Refers to balance sheet credit only.
b Total risk assets are total assets (balance sheet and off-balance-sheet assets translated into balance sheet
equivalent value), weighted by risk. Total assets are total (balance sheet and off-balance-sheet assets translated
into balance sheet equivalent value), without risk weighting.
SOURCE: Based on published financial reports.
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Table 1.18

Distribution of Problem Loans, the Five Major Banking Groups, 2001-05

Mizrahi— First
Year Hapoalim Leumi  Discount  Tefahot Intl. Total
(NIS million)?
Non-performing 2001 2,386 2,416 2,805 527 711 8,845
2002 4,041 3,999 2,925 989 1,387 13,341
2003 5,290 3,845 2,872 807 1,119 13,933
2004 6,070 2,602 2,859 926 1,454 13911
2005 5,639 2,431 2,740 996 1,188 12,994
Rescheduled 2001 1,642 560 417 153 61 2,834
2002 1,376 831 539 101 31 2,878
2003 1,857 516 639 111 173 3,296
2004 1,307 838 360 110 85 2,700
2005 1,473 985 457 131 221 3,267
Due to be rescheduled 2001 797 88 3 63 20 970
2002 1,040 74 80 24 296 1,514
2003 935 81 39 21 399 1475
2004 774 1,210 84 23 201 2,292
2005 1,479 1,070 92 1 277 2919
In temporary arrears 2001 2,267 1,518 500 1,211 367 5,863
2002 3,190 1,306 714 1,281 837 7,328
2003 2,428 931 679 1,281 1,416 6,735
2004 1,237 754 615 1,290 1,115 5,011
2005 1,147 698 555 1,424 261 4,085
Under special 2001 8,304 12,035 4,333 2,483 2,150 29,305
supervision 2002 9,931 10,655 4,932 2,065 1,859 29,442
2003 10,255 11,128 4,862 2,329 2,513 31,087
2004 12,331 13,246 4,403 1,842 2,744 34,566
2005 9,319 12,404 4,034 1,897 3,305 30,959
Total balance-sheet 2001 15,397 16,617 8,058 4,437 3,308 47,817
credit to problem 2002 19,578 16,865 9,190 4,460 4,410 54,503
borrowers 2003 20,765 16,501 9,091 4,549 5,620 56,526
2004 21,719 18,650 8,321 4,191 5,599 58,480
2005 19,057 17,588 7,878 4,449 5,252 54,224

2 Data up to 2003 are shown at December 2003 prices, and from 2004 at current prices.

SOURCE: Based on published financial reports.

The share of non-performing loans in total credit at the banking group’s responsibility

fell for the first time since 2000, dropping by 0.25 percentage points to stand at 2.3

percent (Table 1.17). This development is attributed to the 7 percent decline in non-
performing loans, which is the most severe category of problem loans (Table 1.18 and

Figure 1.33).
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Net loan-loss provision by the five major Figure 1.33

banking groups declined by about NIS 1 Distribution of Problem Loans in the
billion during 20057 (Table 1.13). Their Banking System by Type, 2003-05
ongoing reduction, which began in 2003, NIS billion

attests to the banks’ acknowledgement of an 49
improvement in borrowers’ payback ability.

This acknowledgement was expressed in the

drop in the ratio of annual expenditure on 30 m
loan-loss provision to total credit, from 0.92
in 2004 to 0.71 in 2005 (Table 1.17). The
marked reduction in this index encompassed 5 u
all the banking groups in the system, the
most impressive improvement being in the
First International banking group.

The balance of loan-loss provision, as
recorded on the balance sheet, rose by NIS 1.5
billionbut, asstated, thereductioninprovision 0 i
rates in recent years led to an increase in the e ]
balance—albeit at a decelerating pace.® The ETEETS SUFERTHER
contraction of problem loans and the rise ’2003 ] 2004 ] 2005 )
in the balance of loan-loss provision led to
a 3 percentage-point increase in the ratio of
the balance of loan-loss provision to total
problem loans plus the balance of loan-loss provision® (Table 1.17).

In contrast to the significant improvement in most of the indices of credit quality
reviewed so far, the ratio of total risk-weighted assets to total assets'® rose only slightly,
by 0.5 percent, largely as a result of an increase in off-balance-sheet transactions'! (Table

SOURCE: Published financial statements.

7 The decline in net loan-loss provision stems from the fall in gross loan-loss provision (from NIS 6.674

million to NIS 5,959 million) as well as from the rise in the ‘Reduction of provision’ (from NIS 1,666
million to NIS 1,918 million) and ‘Debts collected after being written off previously’ (from NIS 50 million

to NIS 88 million) items.

8 The rate of increase was 18 percent in 2003, 11 percent in 2004, and 5 percent in 2005.

9 This ratio measures a bank’s readiness to absorb expected loan losses (as expressed in past and present

profit and loss reports) in relation to the size of the credit portfolio it has defined as problematic. A high
ratio reflects a low potential to absorb additional future losses from the bank’s problem loans portfolio.
Accordingly, a rise in the ratio expresses a decline in credit risk.

10 The ratio of on- and off-balance-sheet risk-weighted credit, calculated in accordance with the instructions
of the Supervisor of Banks for the purpose of the minimum capital ratio, to outstanding on- and off-balance-

sheet credit.

1 For further details and analysis of the extent of off-balance-sheet transactions, see the first section of this

chapter.
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1.17). On the other hand, the ratio of total Figure 1.34

credit'? to GDP dipped slightly, from 1.36 Credit? of Five Major Banking
in 2004 to 1.35 in 2005, after declining IGJ;;IIZ); 3; Proportion of GDP,

continually since the end of 2002, when it
reached a peak of 1.59 (Appendix Table A8, 18
Figure 1.34). 1.6 —

The credit/product ratio is an indication 44 I
of borrowers’ payback ability, because
product is the source of credit repayment. 3
Hence, the decline in this ratio can attestto 10—4+—rH—+—H——1—— — -
an improvement in payback ability because,
as stated, the economic growth rate is higher
than the growth rate of credit. Note that 06
independent capital issues in the business o4 -4 f 4 F4 -+ F 11
sector, which have risen notably in recent
years, constituting part of that sector’s sources
ofﬁnange, have an indirect pgsitive effect on 00 - 00 01 02 03 04 05
the quality of the banks’ credit portfolio.

2HHH 1At

2 Credit calculated as loan activity in Israel only and
includes balance-sheet credit (credit to the public,
investment in bonds and other assets in respect of

¢. The concentration of the credit derivatives) and off-balance-sheet credit risk
. (guarantees and other commitments at expense of
pOl‘thllO13 future clients and transactions), weighted by

conversion coefficients for balance-sheet credit.

. . SOURCE: Based on published financial statements
Durlng 2005 the concentration of the and returns to the Supervisor of Banks.

credit portfolio by principal industry'* rose
slightly, as expressed in the Herfindahl concentration index of the total credit and the
business credit portfolios (Table 1.19). However, over the years the Herfindahl index
of concentration by principal industry has declined gradually (from 0.092 in December
1997 to 0.078 in December 2005), attesting to an improvement (greater diversification)
in the credit portfolio by principal industry (Figure 1.35).

Whereas the Gini Index of the distribution of credit by borrower size'’ indicates that
there was a slight increase in 2005 (Table 1.19), this index has also improved markedly

12 Credit is calculated solely for transactions by borrowers in Israel, and includes balance-sheet credit

(credit to the public, investment in bonds and other assets against derivatives), and off-balance-sheet credit
(guarantees and other liabilities at customers’ expense and future transactions) which is weighted by credit-
conversion factors for balance-sheet credit.

13 The analysis of the concentration of the credit portfolio is based on both on- and off-balance-sheet
items.

14" The analysis of the concentration of the credit portfolio includes the industries listed in Table A20.

15 This index reflects the inequality of the distribution of the banks’ credit portfolio, and is measured by
the area between the curve of the actual distribution of the credit portfolio (the ratio of the proportion of
accrued credit to the proportion of accumulated borrowers) and the 45 degree intersect, which expresses the
egalitarian distribution of credit. A rise in the index means that the concentration of the credit portfolio by
borrower size has increased.
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Table 1.19

Indices of Concentration in Public’s Credit Portfolio, The Five Major Banking Groups,

2003-05*
Mizrahi— First  The five
Year  Hapoalim Leumi Discount  Tefahot Intl. groups
Concentration by principal industry
Herfindahl Index of 2003 0.086 0.085 0.087 0.054 0.106 0.079
concentration of the 2004 0.082 0.084 0.092 0.050 0.106 0.077
total credit portfolio by 2005 0.077 0.088  0.098 0.047 0.102  0.078
principal industry®
Share of credit to 2003 25.5 26.1 22.0 49.9 20.0 27.0
households in total credit 2004 29.9 26.6 20.6 49.0 19.1 28.5
portfolio (percent) 2005 30.3 26.2 19.6 51.3 20.0 28.5
Herfindahl Index of 2003 0.156 0.155 0.143 0.214 0.165 0.149
concentration of the 2004 0.167 0.156 0.147 0.192 0.162 0.150
business credit portfolio 2005 0.159  0.162  0.152 0.197 0.159  0.152
by principal industry®
Concentration by size of borrower
Share of credit borrowers 2003 51.4 45.5 429 24.7 50.7 45.7
whose credit balance is 2004 45.0 429 42.6 23.9 45.4 419
more than NIS 40 million 2005 474 434 43.1 22.7 46.0 43.0
(percent)
Gini Index! 2003 0.909 0912 0.904 0.810 0.929 0.904
2004 0.887 0.910 0.896 0.809 0.929 0.893
2005 0.887 0.915 0.900 0.816 0.929 0.896
Share in the group’s total 2003 11.5 7.3 9.7 10.1 24.5
credit of credit given 2004 6.2 4.7 8.7 8.6 20.7
to borrowers whose 2005 8.9 6.5 7.7 5.8 18.5

indebtedness is more than
5 percent of the group’s
equity® (percent)

2 On the basis of balance sheet and off-balance sheet data.

b This index is the sum of squares of the credit weights in a particular industry (excluding households) in total credit

to the public (including households).

¢ This index is the sum of squares of the credit weights in a particular industry (excluding households) in total credit

to the public (excluding households).

4 The Gini Index reflects the inequality of the distrubtion of credit according to borrowers (see the comment in the

text).
¢ With the addition of the rights of external shareholders.
SOURCE: Based on published financial reports.
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in the last decade, attesting to a decline in the concentration of the credit portfolio by
borrower. It may be assumed that underlying the decline in the Gini Index, especially
since 2002, is the rise in the share of credit extended to households!'¢ in total credit to the
public (Figure 1.36). It would seem, therefore, that households, most of which are small
borrowers, have helped to reduce the concentration of credit among borrowers.

The share of credit extended to borrowers whose outstanding debt is greater than

. Figure 1.36
Figure 1.35 R Ll . .
Herfindhal (H) Index® of Credit The Gini Index of Credit? Distribution

g N by Borrower Size and Credit Given to
Concentration by Principal A
q q . Household Sector in Israel out of Total
Industries, for the Five Major

Credit Portfolio,® Five Major Banki
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mmm Share of credit to households in total
@ This index of credit portfolio concentration is — g;?litnng; ?ﬁg:ﬁ)scam)
calculated as the sum of the squares of the
proportions of credit in a particular industry a On the basis of balance-sheet and off-balance-
(excluding the household sector) to total credit sheet credit.
to the public (including the household sector). b Credit portfolio includes overseas activity.
SOURCE: Based on published financial statements. SOURCE: Based on published financial statements.

NIS 40 million rose by 3 percent in 2004 (Table 1.19 and Appendix Table A.1.9); this
is evident in all the banking groups except the Mizrahi-Tefahot banking group, whose
concentration has been the lowest in the system for several years (this group extends
considerable credit to households), although this ratio has declined from 47.5 percent

16 Part of the increase in the share of credit extended to households derives from the imposition of direct
credit frameworks classified as off-balance-sheet credit in the private persons sector—narrow credit frame-
works extended by one of the five major banks to certain customers in December 2004 without being asked
to do so (and sometimes without the customer’s knowledge), and which the bank may cancel at its discre-
tion.
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in 2000-2001 to 43 percent in 2005. The changes in the ratio of credit extended to large
single borrowers!” have not been uniform; the index rose in the two largest banking
groups, and fell in the others'$ (Table 1.19).

d. Activity, financial results, and the quality of credit by principal industry and in
the household sector®

In this section we describe developments in 2005 and the first half of 2006 in the
principal industries to which the banking system is particularly exposed, among them
construction and real estate, tourism,?! manufacturing, and the communications and
computer services industry. We also describe developments in the household sector.

In the course of the year reviewed the decline in activity in the construction and real-
estate industry was checked. The industry’s output inched up by 0.4 percent, contrasting
with the sharp 8.1 percent drop in 2004. Several additional indicators attest to a trend
of recovery in the industry; the number of building starts was up by 13.4 percent in
2006:1 compared with the equivalent quarter in 2005 (Appendix Table A.1.10). The
fact that housing prices rose by 3 percent in 2005 and that the area of housing units in
the process of construction increased also shows that there has been improvement in
this industry. Even though activity in the industry in Israel did not rise substantially in
2005, there was considerable recovery in the financial results of government-owned
construction and real-estate companies, due inter alia to the expansion of their activity
to international markets (primarily in Europe and North America). The return on equity
(ROE) of public-sector corporations in the industry reached 12.8 percent, compared
with 3.0 percent in 2004 (Figure 1.37), mainly as a result of the increase in total net
profit in 2005 to NIS 1.5 billion, after NIS 0.35 billion in 2004 (Figure 1.38).

Another expression of the ongoing positive trend was the rise in the ratio of market
value to book value (MV/BV) of companies operating in the construction and real-
estate sector (Figure 1.39). The improvement attests to the positive assessment made

17" Borrowers whose outstanding debt exceeds 50 percent of the group’s equity (plus rights of external

shareholders).

18 The share of credit to large single borrowers is measured in relation to the group’s equity, which also

grew during the year. Accordingly, the index declined in the Discount and First International banking groups
despite the increase in the share of credit to borrowers whose outstanding debt exceeded NIS 40 million, as
described above.

19 The analysis of indices of credit quality by principal industry relates to both on- and off-balance-sheet
items. The analysis of indices of activity in the principal industries is based on CBS data, the Bank of
Israel’s Annual Report, 2005, and data from the Research Unit of the Banking Supervision Department.

20 Tt is still too early to assess the extent to which the war in the north, which broke out on 13 July, affected
nonfinancial economic activity. It can, however, be said on a preliminary basis that events of that kind gen-
erally embody potentially adverse effects on economic activity.

21 Hotels, catering services, and hospitality.
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Figure 1.37
Return on Equity (ROE) of the Principal Industries,? 2001-05
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@ The Stock Exchange's classification of the principal industries differs from that of the Central Bureau of Statistics
and the Bank of Israel.

SOURCE: Based on DUCAS database of financial statements.
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Net Profits? of the Principal Industries,” 2001-05
(NIS million)
1,000
750
500
250
0
\/ 290
| | -500
2001 2002 2003 2004 2005
= Hotels and tourism [ Electricity I Computers
(right scale) and electronics EEE Construction and real estate
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The Stock Exchange's classification of the principal industries differs from that of the Central Bureau
of Statistics and the Bank of Israel.
SOURCE: DUCAS database of financial statements.
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by the securities market of firms operating in this sector,? i.e., to expectations that the
performance of firms in this industry will continue to improve. Outstanding credit to
the construction and real-estate industry expanded by 5.4 percent during the year (Table
1.20).

The share of problem loans and of loan-loss provision in total credit to the industry
also declined (Table 1.20). The industry’s total credit/product ratio fell from 3.91 at the
end of 2004 to 3.88 at the end of 2005, continuing the positive trend which had begun
in 2002 (Appendix Table A.1.8). In December 2005 the industry accounted for 14.2
percent of the credit in the system (Table 1.20), compared with 16.9 percent at the end
0of 2001. The last developments indicate that the banking system also assesses that there
has been an improvement in the payback ability of firms in this industry.

Figure 1.39
Ratio of Market Value to Book Value? (MV/BV) of the Principal Industries,”
1999-2005
3.5
3.0 — |
25 [ . T
20 — ] ] -
1.5 B ] ] -
1.0 I |
0.5 — — -
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1999 2000 2001 2002 2003 2004 2005
[___1 Construction and real estate L1 Hotels and tourism
[T Electricity and electronics ]l Computers

a Calculated as the market value at time t divided by shareholders equity at time t-1.

b The Stock Exchange's classification of the principal industries differs from that of the Central Bureau of
Statistics and the Bank of Israel.

SOURCE: Published financial statements of publicly traded companies.

The improvement in the security situation gave rise to a positive shift in the tourism,
catering, and hospitality industry; the number of incoming tourists and tourist bed-nights
in hotels soared in 2005 (by 26 percent and 42 percent respectively); the hotel occupancy

22 Note, however, that 60 percent of the activity of firms in the real-estate index of 15 companies (includ-
ing the large, publicly-traded real-estate firms and large investment firms) is implemented abroad, accord-
ing to published stock-exchange data for September 2006.
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rate rose by 57 percent, approaching that
evident in the late 1990s (about 61 percent);
the combined number of bed-nights of
foreign and Israeli tourists almost reached

Figure 1.40

Average Daily Hotel Revenue?

per Tourist (Domestic and Foreign)
1997-2005

the peak level attained in 2000. This trend  310.
persisted in the first half of 2006, when there 3¢5
were over one million tourist entries into . M
Israel—up by 22 percent over the equivalent
295

period in 2005.2 Tax receipts from tourism,
which plummeted to only one billion dollars
in the first two years of the Intifada, have
risen gradually since then, and reached $ 1.8

2901\

285

billion in 2005. The expansion of activity in 280 \ /
the industry led to a rise in average revenue ~ 27° \ /-'
per bed-night** (Figure 1.40). 270

These positive developments also found 45 \\\
expression in the financial results of public- A ‘l\/‘ L

sector corporations active in the area of hotels
and tourism: in 2005, for the first time in

97 98 99 00 01 02 03 04 05
8 Monthly data seasonally adjusted.

five years, the industry recorded positive net SOURCE: Central Bureau of Statistics.

profit (Figure 1.38), and the ROE of public-

sector corporations changed from negative to positive (Figure 1.37). The continuation
of the positive trend in the industry is also indicated by the MV/BYV ratio of firms in the
industry (Figure 1.39). As stated, the positive shifts in activity in the tourism industry
led to an improvement in the quality of credit in the industry, and the share of problem
loans in total industry credit declined in 2005 (Table 1.20). However, its share is still
the highest of all the principal industries, indicating that the banks are not yet convinced
that the positive changes in the industry are permanent. The ratio of loan-loss provision
to total industry credit shrank conciderably (from 1.32 percent in 2004 to 0.27 percent in
2005). The positive developments in this industry alongside the moderate reduction in
outstanding bank credit (which contracted® by 2 percent) caused the industry’s credit/
product ratio to drop from 1.36 to 1.13 (Appendix Table A.1.8 and Table 1.20).

2 The effect of the war in the north (which began on 13 July) on activity in the industry has not yet been
expressed because of the paucity of data at the time this review was prepared. Past experience indicates
that foreign tourists cut their visits short and even avoid coming to Israel altogether at times of security
uncertainty, and their return after the security situation improves is gradual and slow.

24 Deriving from both internal and incoming tourism.

25 The industry’s share of credit to the principal industries dipped to about 1.5 percent, continuing the
trend of the previous two years. Another industry whose outstanding credit has fallen is electricity and
water.
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The product of the manufacturing

. . . Figure 1.41

industry,?® which gonstltutes about a Manufacturing Industry Index

quarter of total business-sector product, (excluding Diamonds) and Annual
grew by 4 percent during 2005, although Rate of Change, 1996 to December 2005

at a slower rate than in 2004. the
. . . . Percent Index
manufacturing production index,” which 10
reflects the industry’s economic activity,
rose by 8.6 percent in 2005, continuing the
upward trend evident since 1996 (with the
exception of 2001 and 2002, when Israel 4
experienced a recession; Figure 1.41). 2
0
2

The Companies Survey (undertaken by
the Bank of Israel’s Research Department)
for 2006:11 also indicates that the expansion
of activity in the manufacturing and
commerce industry, as well as in the output -6
of manufacturing firms, is continuing. The
risk level in the manufacturing industry

O : 0 e i g
declined in 2005, as may be inferred from 96 97 98 99 00 01 02 03 04 05
the banks’ financial statements, and the EE Annual rate of change in the manufacturing

. . industry index (left I
share of problem loans in total industry — Vanufacturing ndusry ndex - tota excluding

diamonds (right scale)

credit improved (Table 1.20). The rise in
the industry’s activity and the improvement
in its credit quality was expressed by only
a slight increase in the industry credit/product ratio—from 1.38 in 2004 to 1.41 in
2005—after this had risen for many years in succession (from 0.84 in 1999 to 1.39 in
2002; Appendix Table A.1.8).

The communications industry, which is part of the communications and computer
services industry, and accounts for 5 percent of business-sector product, grew by
only 3 percentage points in 2005—as a result of the persistent rise in the use of new
communications services, the internet, mobile phones, and multi-channel TV. On the
other hand, the product of computer services, R&D, and start-ups grew by 8 percent in
2005, compared with a 10 percent increase in 2004.28 Financial results in the computer
industry attest to the continued improvement in the industry in 2005, too; this is expressed
by the rise in total net profit (Figure 1.38) and ROE (Figure 1.37). Total credit risk in
the communications and computer services industry declined from 21.5 percent in 2004

SOURCE: Central Bureau of Statistics.

26 The manufacturing industry incorporates many three-digit industries, and hence is highly

heterogeneous.
27

28

Excluding the diamond industry.

The slowing of the growth rate in the computer services industry stemmed from two simultaneous
developments: a decline in the rate at which exports expanded, falling from 24 percent to only 5 percent,
and a 20 percent increase in the activity of start-ups during the year.
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to 17.8 percent in 2005. However, the share of loan-loss provision in total credit to the
industry soared—from 0.39 percent to 1.34 percent.”? The continued improvement is
also apparent in the industry’s payback ability, which is estimated from the ratio of
total industry credit to product (Appendix Table A.1.8): this ratio was the lowest of all
the principal industries, apparently attesting to the industry’s future ability to borrow
from non-banking sources as a substitute for bank credit. This is also indicated by the
moderate rise in outstanding bank credit in the industry, only NIS 375 million, because
the activity of start-ups (which belong to this industry) is financed mainly by equity,
venture capital funds, and direct credit from abroad (Table 1.5).

Developments in the household sector (defined here as a sector, not an industry*°) had
a positive effect on borrowers’ payback ability: the real wage per employee post in 2005
was up by an average of 1.2 percent from 2004. The entrenchment of economic growth
was also evident in 2006:1 as reflected by the 1.2 percent increase in the real wage per
employee post over the equivalent period in 2005 (expressing a rise of 1.9 percent in
the business sector and of 0.3 percent in the public services). Concurrently, the average
unemployment rate declined by 1.4 percent in 2005 to stand at 9.0 percent, and the
number of persons employed?®' rose by 4.1 percent—the steepest increase in the last
five years. The upward trend in the employment rate was checked in 2006:1, however
(the unemployment rate fell to 8.7 percent, but this was as a result of the decline in the
participation rate). The expansion of employment and the rise in the real wage during
2005, alongside the reduction of income tax rates’? and a slight increase in benefits,** led
to areal 1.6 percent growth in per capita disposable income.

The relatively calm security situation which prevailed in Israel in 2005 also
contributed to an improvement in this sector’s performance, as expressed by a 3.4
percent rise in private consumption in the course of the year’* (an annual rate of 9.2
percent in 2006:1). These developments are also reflected in an increase in the index of

29 The steep rise in this ratio derived from the considerable repayment of provision made by Bank

Hapoalim during 2004, but when ‘Bank Hapoalim data’ (for 2004 and 2005) are offset, the decline is only
a slight one (from 1.6 percent in 2004 to 1.5 percent in 2005).

30 For additional particulars about this, see A. Barnea and I. Landskroner, “Consumer Credit: Its
Characteristics and Inherent Risks,” (1998) Bank of Israel, Banking Supervision Department, Discussion
Paper no. 98.03 (Hebrew).

31 Israelis, foreign workers, and Palestinians.

32 In 2005 another stage of the legislative reform intended to reduce income tax was implemented and it
was decided at the same time to bring the last stage in the process of income-tax reduction forward to the
beginning of 2006, see Bank of Israel, Annual Report, 2005.

33 Transfer payments rose by a real 0.5 percent as a result of the increase in old age pensions, see Bank of
Israel, Annual Report, 2005.

34 Continuing the 5 percent rise in 2004.
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consumer confidence?®® (Figure 1.42; in the first half of 2006 this index fell as a result of
the war in the north).

Figure 1.42
Consumer Confidence Index,? 1998 to June 2006
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@ The Globes Consumer Confidence Index is based on a sample of 500 individuals as a representative
sample of the adult Israeli population. The index is based on three questions: one concerns the current
state of the economy, the second concerns the economy in six months' time and the third concerns the
personal/family economic situation in six months' time.

SOURCE: Globes Research.

Outstanding credit to the household sector expanded as a result of the improvement
in the macroeconomic indicators in 2005, but the share of credit to this sector in total
credit remained stable at 28.5 percent, the same as in 2004 (Table 1.20). The increase
in outstanding credit to households stemmed from the rise in housing loans (up by
7 percent) and a greater rise in non-housing loans (up by 9 percent). There are two
reasons for the positive shift in the extent of housing credit: the first is the price effect,
as expressed in the fall in interest rates, so that mortgages were rolled over (Figure
1.43), while the other is the income effect, which derived from the growth in disposable
income and decline in the unemployment rate.

The increase in outstanding non-housing credit stemmed, as stated, from the
improvement in households’ economic situation (a rise in disposable income and fall

35 The Globes newspaper’s Index of Consumer Confidence is based on a survey conducted for the paper
by the Hanoch and Rafi Smith Institute. The survey examines 500 respondents, constituting a representative
sample of Israel’s adult population. The index is based on three questions, one about the current state of
the economy, one about the state of the economy in another six months, and a third about the respondant
family’s economic situation in another six months.
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in unemployment). Some of this increase may express greater use of ‘revolving credit’
cards® (R.C.C.), a substitute for the credit framework and deviation from it by customers
of the banking system. As a result of the positive developments described above credit
risk in the household sector declined (continuing the trend which had begun in 2004),
and this is reflected by the two main indices of credit quality: both loan-loss provision
as a share of total credit to the private persons’ sector and the share of problem loans
in total credit declined (Table 1.20). This improvement encompassed both housing and
non-housing loans. As a result of the positive developments in the sector’s situation, the
credit/disposable income ratio of households’” remained stable at its end-2004 level,
after rising continuously for several years (Figure 1.44).

Figure 1.43 Figure 1.44
Loans for Home Purchases? given Ratio of Credit? to Disposable
by Mortgage Banks,” and the Income® in Households, 1999
Interest Rate Charged, September to December 2005
2002 to December 2005 14
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a Defined as total credit given to the private
individual sector in Israel by commercial banks.
b Disposable income includes total wages
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—— Interest rate (right scale) (excluding workers in the territories) after income
= Loans for home purchases (left scale) taxes, national insurance contributions and health
- A - tax and including national insurance allocations.
a Non-directed CPI-indexed loans at fixed rate ) i i .
given during the month. SOURCE: Based on published financial statements
b Includes commercial banks. and data from the Bank of Israel

d the Central B f Statistics.
SOURCE: Returns to the Supervisor of Banks. and the Lentral Bureau of Statistics

36 ‘Revolving credit’ cards provide a separate and independent credit framework in the individual’s bank

account, enabling him or her to maintain a separate expenditure account to the current account. The card
accords customers flexibility in matters concerning the level of amounts and payment dates during the month
in which they are debited, in accordance with their needs and abilities at any given time. Leumi Card offers
the ‘Multi’ card; C.A.L. offers the ‘Active’ card, and the Isracard conglomerate offers the ‘More’ card.

37 The denominator and numerator rose by almost identical rates.
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2. MARKET RISK
a. General

Market risks relate to the potential erosion of a bank’s economic value as a result of
unexpected shifts in market prices (interest rates, shares and securities, the exchange
rate, and inflation). Below we estimate exposure to indexation-base risk (inflation and
exchange rate)®® as well as to interest-rate risks®® in three indexation segments (indexed
local-currency, unindexed local-currency, and foreign-exchange), using the Value at Risk
(VaR)* method, for a one-month planning horizon and data with 99 percent significance
at a given point in time. The calculation of value at risk is implemented by means of the
historical scenarios approach.' Value at risk is usually calculated as a multiple of two
components—the size of the position,* expressing the effect of quantity, and the risk
price,* expressing the effect of price (Appendix Figures A.1.4 and A.1.5).

During 2005 the exposure of the total banking system to market risks declined. Note,
however, that the share of risk-weighted assets attributed to market risks in total risk-
weighted assets* of the five major banking groups is extremely low (2 percent), and
the contribution of this component to the capital base/risk-weighted assets ratio of the
system is only 0.21 percentage points.

b. Indexation-base risks

In calculating value exposed to indexation-base risk, net worth is ascribed initially to the
unindexed local-currency segment, and only subsequently to the indexed local-currency

38 Abank is exposed to indexation-base risk when, in the framework of financial intermediation, it borrows
sources at one indexation base and uses them at another. Consequently, changes in the relative prices of the

various indexation bases could harm the bank’s profits.

39 Interest-rate risk is the risk that unexpected changes in interest rates will adversely affect a bank’s

financial situation and erode its net worth. This risk arises when the relative sensitivity of the value of the
bank’s assets to interest-rate changes differs from that of its liabilities.

40 This value reflects the maximum loss expected on holdings of long or short financial instruments. For a
detailed account of the way VaR is calculated, see the 2002 issue of this publication.

41 This approach is based on the use of historical data for the previous five years.

42 The size of the position is calculated as the difference between assets and liabilities in each segment plus
the effect of future transactions. In cases of exposure to interest-rate risk, the present values of assets and
liabilities are taken and are capitalized by the market rate of interest (rates of yield to maturity on makam,
Shahar, Galil, and the Libor interest rate).

43 The risk price, in the case of exposure to indexation-base risk, constitutes the (unexpected) change in
relative prices (e.g., exchange and inflation rates). In the case of exposure to interest-rate risks, the risk price
is calculated as a multiple of the adjusted average duration of capital (see note c to Appendix Table A.1.12)
in the specific intermediation segment and the relative (unexpected) change in the relevant market interest
rate in that segment.

4 Risk-weighted assets are assets subject to credit and market risks.
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segment. This is done in order to reduce to a minimum a bank’s exposure to inflation
in the unindexed segment. Consequently, in the unindexed segment zero positions were
obtained in all the banks, meaning that they were not exposed to inflation risk in this
segment (Appendix Table A.1.11). In the foreign-exchange segment the VaR declined in
most banking groups (except the First International group), and this was due solely to the
quantity effect, as the outlying values in the distribution of exchange-rate changes did
not alter (Appendix Table A.1.11). Because of positive positions in the foreign-exchange
segment, the Hapoalim, Leumi, and Mizrahi-Tefahot groups were exposed to local-
currency appreciation against the dollar. This means that a lower shekel/dollar exchange
rate erodes the group’s assets. The value of the first percentile in the distribution of the
monthly shifts in the shekel/dollar exchange rate in the last five years was -3.38 percent
(Appendix Figure A.1.4). In the Discount and First International groups, on the other
hand, there was a negative position in this segment, so that these groups were exposed
to local-currency depreciation against the dollar (the value of the 99th percentile in
the distribution of NIS/dollar exchange-rate shifts was +4.65 percent, Appendix Figure
A.14).

In general, total value exposed to indexation-base risk in most of the banking groups
declined in 2005, varying between NIS 19 million in the Discount group to NIS 0.1
million in the Mizrahi-Tefahot group. However, these values are negligible in relation
to the banks’ net worth—between 0.002 percent in the Mizrahi-Tefahot group and 0.807
in the Discount group (Appendix Table A.1.11). Also in relation to equity, VaR was
negligible in all the banks, ranging from 0.002 percent in the Mizrahi-Tefahot group to
0.343 percent in the First International group (Appendix Table A.1.11).

c. Interest-rate risks

Total value exposed to interest-rate risk* declined in 2005 in the Hapoalim, Leumi, and
Mizrahi-Tefahot groups as part of a process that had begun in 2004, and in December
2005 this stood at NIS 557 million, NIS 650 million, and NIS 159 million respectively.
In the Discount and First International groups, on the other hand, value exposed to
interest-rate risk rose, and stood at NIS 727 million and NIS 454 million respectively
(Appendix Table A.1.12). A similar trend was evident with regard to the ratio of VaR
to the bank’s net worth (and equity). The highest ratios were found in the Discount
and First International groups (18.54 and 19.11 percent respectively, Appendix Table
A.1.12).

The most significant loss due to interest-rate risk is implicit in the local-currency
segments, where changes in VaR derive from changes in the price effect and not from
shifts in the quantity effect. In both these segments VaR declined in the three banking
groups mentioned above.

45 Value exposed to interest-rate risk is calculated as total value exposed to interest-rate risk in all the
indexation segments, using a conservative assumption of the worst scenario in all segments simultaneously,
and ignoring possible correlations between the changes in the various interest rates.
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3. LIQUIDITY RISK

Liquidity risk stems from the banking group’s uncertainty regarding the extent of
the public’s withdrawals from its deposits, from failure to renew deposits once their
redemption date is reached, and from unexpected demand for credit. The realization of
this risk could cause a bank to be short of liquid assets as a result of which it may have to
sell assets at less than the market price and/or borrow sources in the secondary market,
such as interbank loans and loans from the Bank of Israel (monetary loans) at a price
that is higher than the market price. Hence, liquidity risk, which is a short-term risk, is
expressed in Israel primarily in the unindexed local-currency and the foreign-exchange
segments, in which bank items exist which do not have pre-determined redemption dates
(e.g., current deposits, CDs, and resident time deposits). Liquidity risk is relatively low
in the indexed local-currency segment, however, because most deposits in this segment
are long term, and the redemption dates of most of them are known in advance.*

The liquidity ratio presented here (Table 1.21) is measured as the ratio of assets
with a high liquidity level to liabilities whose sensitivity to unexpected withdrawals
is relatively high in the unindexed and foreign-exchange segment.”’” In addition, in
2004 ‘Total liquidity risk,” incorporating both assets and liabilities, is presented for
both segments together. To a great extent these ratios reflect the extent of the various
banks’ exposure to liquidity risk (exposure deriving inter alia from each bank’s risk
management policy) in these two segments, but these ratios are not necessarily the ones
the banks calculate for estimating their exposure to this risk, and hence may not reflect
their actual exposure to this risk.

4. CAPITAL ADEQUACY

A bank’s capital serves as a ‘cushion’ for absorbing losses which could emerge as a
result of the unexpected realization of the risks to which it is exposed. Today capital
adequacy is calculated in accordance with the recommendations of the first Basel
Committee in 1988 regarding the allocation of capital against credit risks, and its 1996
recommendations about allocating capital against market risks. In June 2006 a final
copy of its new recommendations (henceforth Basel II) was published. The purpose
of the recommendation was to improve the estimation of credit risks and the capital
allocation against these risks, thus providing a closer link between credit risks and

46 For a more detailed account of liquidity risk, see the 2003 issue of this publication.
47 In August 2003 the Supervisor of Banks issued a regulation regarding liquidity risk management (Proper
Conduct of Banking Business, Regulation no. 342), according to which the banks are obliged to manage
this risk actively, while applying a standard model or developing an internal model. However, the liquidity
ratio presented in this survey is a simple estimate used to measure liquidity risk and so does not necessarily
represent the way the banks are obliged to estimate risks on the basis of this regulation.
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Table 1.21
The Liquidity Ratios® of the Five Major Banks, 2003-05
Foreign currency

Unindexed segment? segment® Total liquidity ratiod
2003 2004 2005 2003 2004 2005 2003 2004 2005
Hapoalim 0.164 0.166 0.161 0.550 0.562 0.688 0.201 0.200  0.200
Leumi 0.289 0.293 0.272 0.541 0.858 1.093 0.311 0.340  0.340
Discount 0.424 0.435 0.431 0.494 0.733 0.801 0.431 0.464  0.465

Mizrahi-Tefahot 0.320 0.238 0.171 1.014  1.287 1.827 0.351 0.282 0.233
First

International 0299 0.284 0.282 0.852 1.408 1.636 0.324 0.328  0.339
2 The ratio of highly liquid assets to liabilities that are relatively highly sensitive to unexpected
withdrawals in the unindexed and foreign currency segments.

b Assets weighted by the liquidity ratio in the unindexed segment: cash, deposits with the banking
corporations, deposits with the Bank of Israel, and bonds. Liabilities weighted by the liquidity ratio in
the unindexed segment: demand deposits (current accounts), pahak (self-renewing overnight deposits),
and pazak (fixed-term deposits).

¢ Assets weighted by liquidity ratio in the foreign currency segment: cash, deposits with banks abroad,
deposits with the Bank of Israel, and bonds abroad.

d The liquidity ratio in the unindexed and foreign currency segments.

SOURCE: Based on published financial reports.

capital requirements against risks. For the first time the Basel Il recommendations also
include a demand to allocate capital for operational risks.

The risk-weighted capital ratio in the five major banking groups remained unchanged
at 10.73 percent in 2005 (Table 1.22 and Figure 1.45). However, in December 2005 the
risk-weighted capital ratio reached its highest level since 1999, when the Supervisor of
Banks’ minimum capital requirement was raised from 8 to 9 percent. The stability of
the capital adequacy ratio in the five major banking groups in 2005, given variability
between the groups (a decline in Discount and Hapoalim with an increase in the other
three), derived from identical increases in the risk-weighted assets and the capital base
(8 percent).

A 6 percent rise in Tier-1 capital,*® together with an 8 percent increase in risk-
weighted assets, led to a slight dip in the quality of capital: the ratio of Tier-1 capital
to risk-weighted assets declined from 7.26 percent in 2004 to 7.14 percent in 2005
(Figure 1.46). In the ratio of Tier-1I capital® to risk-weighted assets, reflecting the less

4 The components of Tier-1 capital are: redeemed share capital (excluding cumulative preference or

redeemable shares), funds (deriving from a premium paid at share and other issues), surpluses (less losses),
receipts on account of shares and external shareholders’ rights in the capital of consolidated subsidiaries.
49 The components of Tier-11 capital are: cumulative preference shares, general loan-loss provision, and
subordinated notes, which may be converted into the banking corporation’s shares, whose average term to
redemption is five years.
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Figure 1.45
Risk-Weighted Capital Ratio of the Major Banking Groups, 1999-2005

Percent

14 L Minimum capital ratio from March 1999 (9%)
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SOURCE: Published financial statements.

stable part of capital,®® the upward trend which had characterized it in recent years
persisted, and it rose from2.3 percent in December 1999 to 3.59 percent at the end of
2004 and 3.73 percent at the end of 2005 (Table 1.22 and Figure 1.46). This increase
was due to a marked rise in borrowing via subordinated notes in most of the banking
groups’! (primarily in the Leumi group); this is apparently because of the possibility
of exhausting the supervisory limitation according to which subordinated notes cannot
exceed 50 percent of Tier-I capital (not allocated against market risks) and in view of
the decline in the cost of borrowing.

Despite the improvement in the risk-weighted capital ratio in recent years, by
international standards Israel is one of the two countries with the lowest relative excess
capital adequacy ratios®? (Figure 1.47). It would seem, therefore, that Israel’s banking

30" Subordinated notes constitute the major part of Tier-II capital, and from the bank’s viewpoint they

reflect a less stable part of capital than those in Tier-I capital. This is because they are cumulative (the
interest rates payable on them cannot be deferred), are issued for a limited period, there is no certainty
regarding their availability (beyond the period determined in the regulations) or the cost of renewing them,
and they do not participate in the issuing bank’s losses on an ongoing basis.

51 The ratio of subordinated notes to Tier-I capital (not allocated against market risks) rose by 3.11
percentage points during 2005 (from 43.6 to 46.7 percent).

32 Relative excess capital adequacy is calculated as the proportion of excess capital in total minimum
capital required in each country.
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Figure 1.46

Tier 1 and Tier 2 Risk-Weighted Capital Ratios, 1999-2005
Percent
9
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SOURCE: Published financial statements.

Figure 1.47
Relative Excess Capital Adequacy Ratios? in Selected Banking SystemsP
an International Comparison, 2005

Percent
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2 The relative excess capital adequacy ratio is calculated as the percentage deviation of the actual capital
ratio from the minimum required. The minimum capital adequacy ratio required in each country is 8 percent,
except for Israel where the minimum required is 9 percent and in Canada and South Africa where the
glinimum required is 10 percent.

Israel's reference group numbers 12 countries with similar features in terms of GDP, GDP per head
and size of banking sector: Belgium, Cyprus, the Czech Republic, Finland, Greece, Ireland, New Zealand,
Norway, Portugal, Slovenia, South Africa, and South Korea.
€ In each country, the values were calculated based on the 10 largest banking groups, except for Israel,
Finland and South Africa, where the values were based on the five largest banking groups, in New Zealand
on the four largest banking groups and in the US on the 50 largest banking groups.
SOURCE: Based on Bankscope data.
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system should increase its relative capital adequacy ratio to what is currently required
(9 percent as of March 1999) in order to improve its ability to absorb losses (especially
in the bank credit portfolio), primarily at times of recession in Israel, when both the
demand for and the quality of credit decline. Note that also according to the second level
of Basle II the Supervisor of Banks should expect the banks to maintain excess capital
beyond the minimum capital requirements.

5. RISK-ADJUSTED RETURN ON CAPITAL

The improvement in the risk-adjusted return on capital (RAROC) continued in 2005 in
all five major banking groups, albeit at a more moderate rate than in 2004. As was the
case in 2004, the improvement in 2005 (0.52, 1.26 and 1.51 in 2003, 2004, and 2005
respectively) is the result of a rise in return on excess capital (above risk-free interest)
and a slight decline in the standard deviation of the banks’ profitability, which should
reflect the effect of all bank risks.

A breakdown by activity segment shows that commercial banking benefits from the
highest RAROC value (Table 1.23), which has even risen markedly in the last two years.
From the table it can also be seen that there are considerable differences between the
banks as regards risk-adjusted returns, with the mortgage banks presenting the lowest
risk-adjusted returns of all the main banking activities.

6. THE SOUNDNESS OF THE BANKING SYSTEM ACCORDING TO THE
ROBUSTNESS INDEX AND ASSESSMENTS MADE BY DOMESTIC AND
INTERNATIONAL EXTERNAL RATING COMPANIES

This year, too, the Robustness Index,** which incorporates several indicators of banks’
performance—among them capital adequacy, credit risks, management quality,
profitability, liquidity, and sensitivity to market risks—indicated that there has been an
improvement in the soundness and resilience of Israel’s banking system. Although the
improvement in 2005 was less pronounced than in previous years, it still maintains the
long-term upward trend evident since 2003 (Table 1.24). The decline (i.e., improvement)
in the Robustness Index in 2005 is attributed primarily to the improvement in credit
quality, which is consistent with the improvement evident in early 2006 in the ranking

33 This index was developed by the Banking Supervision Department. The index varies between 1 (the
highest grade) to 5 (the lowest grade). For a detailed explanation of the index and its components, see Box
Al in the 2003 version of this publication, and Y. Fishman and D. Ruthenberg, “Robustness: an Index for
Measuring the Soundness and Resilience of Banks in Israel,” Banking Issues 17, pp. 61-93.
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of the two largest banks (Hapoalim and Leumi) by external rating agencies* (Appendix
Tables A.13 and A.14).

Table 1.24
Grades for the Robustness (“Hosen”) Index of Banking Institutions in Israel;
Weighted Average for the Entire System, 2000 to 2005

Year 2000 2001 2002 2003 2004 2005
Overall grade 2.78 2.99 2.95 2.76 2.60 2.51

34 Ma’alot, Standard and Poor’s, Moody’s, and Fitch-ICA.
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Table A.1.6
Coverage and Efficiency Ratios of the Five Major Banks, 2004 and 2005

2004 2005
Coverage Efficiency
Bank Coverage ratio? Efficiency ratio® ratio? ratio®
Hapoalim 0.59 1.79 0.57 1.74
Leumi 0.56 1.81 0.56 1.73
Discount 0.48 1.28 0.45 1.08
Mizrahi-Tefahot 0.51 1.39 0.54 1.59
First International 0.62 1.56 0.62 1.66
Average of the five major banks 0.56 1.65 0.54 1.59

2 Calculated as the ratio of non-interest and other income to overheads.

b Calculated as the ratio of non-interest income and net interest revenue to operating expenses 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.

Table A.1.7
Ratio of Overheads to Unit of Output?, and X-Efficiency by Banking Group (by Size),
1994-2005

Small banks Medium-sized banks Large banks (more than
(up to NIS 40 billion)® (NIS 40-150 billion)® NIS 150 billion)¢
Average expenses
1994-2004 0.027 0.022 0.018
2005 0.024 0.021 0.016
Maximum X-Efficiency® (maximum saving)
0.17 0.67 0.88
1994-2004
(0.83) (0.33) 0.12)
2005 0.34 0.66 0.998
(0.66) (0.34) (0.002)

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

min’ ‘max

saving in production expenses for that group.
SOURCE: Reports to the Supervisor of Banks.
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Figure A.1.1

Rate of Credit? Utilized compared to Rate of Credit not Utilized out of Total

Approved Framework, in the Seven Largest Banks in Israel, December 1997

to December 2005
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2 Debit balance in current loan account, or checking account, monthly average.

SOURCE: Returns to the Supervisor of Banks.

Figure A.1.2

Monthly Average Trading Volumes
for Shares and Convertible Bonds
on the Tel Aviv Stock Exchange,
March 1999 to March 2006
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SOURCE: Bank of Israel.
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Figure A.1.3
Operating Expenses per Unit of Output? in the Banking System,? 1994-2005

Average expenses (NIS)
0.035 ;
: @ For output above NIS 150 billion
: B For output between NIS 40 billion and NIS 150 billion
A : A For output under NIS 40 billion
0.030 :
i |
-l

! average
0.025 A 94-04

average
94-04
9

0.020

average
94-04

0.015 - : :
0 50 100 150 200 250 300 350

Output (NIS billion)

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

b Bank Hapoalim, Leumi Bank, Discount Bank, Mizrahi Bank, First International Bank of Israel, Union
Bank, Mercantile Discount Bank, Bank Otsar Ha-hayal, Bank Yahav for Government Employees,
Arab Israel Bank, Bank Massad, Bank Poalei Agudat Israel, Continental Bank, Industrial Development
Bank (up to 2002), Bank of Jerusalem (from 1997), Bank Investec Israel, Maritime Bank (up to 2002),
Eurotrade Bank, and Trade Bank (up to 2001).

SOURCE: Based on published financial statements.
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Figure A.1.4
Distribution and Cumulative Distribution of Monthly Changes in the
Consumer Price Index and Exchange Rate, 2001-05

A. Distribution of Changes in the Consumer Price Index

Frequency Cumulative frequency (%)
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B. Distribution of Changes in the Nominal Shekel/Dollar Exchange Rate
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I Distribution

Cumulative distribution ‘

SOURCE: Based on Bank of Israel data.
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Figure A.1.5
Distribution and Cumulative Distribution of Monthly Changes in Selected

Interest Rates, 2001-05 Cumulative
Byl 9 5 frequency

Frequency A. Distribution of Changes in Yields on 30-day Makams (percent)
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B. Distribution of Changes in Yields on 5-year Bonds frequency
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SOURCE: Based on Bank of Israel data.
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Figure A.1.6
Risk-Adjusted Return on Capital, Comparison of Five Major Banking
Groups and Banking System, 2005

Return on equity - RAROC =————
ROE (%) 2.33 e Groe
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Risk: VaR, - (1%)=2.33¢ 0y

R - risk-free interest rate
ROE - Return on equity

GOROE - standard deviation of ROE
SOURCE: Based on published financial statements.
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