Chapter 2
Financial Activity of the
Commercial Banks

Theactivity of the commercial banking system grew markedly in 2001, unlike
general economic activity. Total bank assetsroseby 7 percent, in linewith the
growth rates of thelast few years, while GDP fell by 0.6 percent—its lowest
rate for a decade. The increase in bank assets was led by the accelerated
expansion of credit to the public, which rose by 11 percent (although thistrend
was checkedin 2002:1), whose sharein total usesroseto about 60 percent. In
spite of therisein outstanding bank credit, new credit from all sources (banks
and others) was down by 23 percent from 2000.

Theexpanson of bank credit expresses mainly achangeinthe compostion
of financia sources in the economy as awhole, with a transition from other
sourcesto bank financing, because of the shocksin financia markets abroad,
the dump in capital markets in Israd and esewhere, and the crisis in the
high-tech industry. All these factors caused firms to switch from seeking
financia sourcesin capital marketsin Isragl and abroad or from venture capital
funds, to borrowing from the domestic banking system. This deve opment
transferred arising share of credit risk to the banking system, asis reflected
by variousindices of its quality.

Another reason for the rise in bank credit in 2001 was local-currency
depreciation, which enlarged the extent of assetsand liabilitiesin theforeign-
currency segment by virtue of the revaluation component.

In the public's asset portfolio, there was a notable rise in the share of
short-term assets at the expense of long-term ones, as low inflation became
entrenched and economic uncertainty increased. I nterest ratesin the various
segments were influenced by two major, conflicting developments:
expansionary monetary policy, which served to reduce short-term nominal
interest, thereby affecting CPI-indexed interest; and the deviation of the budget

! Unless specified otherwise, this chapter refersto the adtivitiesin Isradl of the commercial banks.

CHAPTER 2: FINANCIAL ACTIVITY OF THE COMMERCIAL BANKS



deficit from itstarget and the need for greater net borrowing by the government
acted to increase long-term yidds from 200L:111. All in al, interest rates
dedlined, together with adight reduction ininterest-rate spreads and margins

in all segments of domestic activity.

1. INTRODUCTION

The activity of the commercial banks in
2001 was characterized by rapid growth,
relativeto both 2000 and general economic
activity. Total assets of the commercial
banks rose by 7 percent (compared with 6
percent in 2000)—an increase of about
NIS 45 billion—and their end-of-year
balance was NIS 661 billion? (Figure 2.1,
Table 2.1). The rise in banks' assets was
led mainly by the accel erated expansion of
credit to the public, which grew by 11
percent in 2001—similar to its rate in
2000—and the upward trend in its share of
total assets also persisted, to reach 60
percent. The accelerated expansion of
banks' activity requires an explanation in
view of macroeconomic devel opments—
primarily the recession, the contraction of
GDP by 0.6 percent and of business-sector
product by 1.9 percent, and the rise of the

Figure 2.1
The Activity of the Banking System
and GDP, 1990-2001
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unemployment rate to over 10 percent at the end of the year. The recession, which began
in 2000:1V and worsened during 2001, stemmed from a sharp drop in demand. Thiswas
the result of three main developments: 1. The intifada, which increased uncertainty in
the political and security sphere as well as in the business environment, and primarily
affected tourism, construction, exportsto the Pal estinian Authority, and investment from
abroad; 2. Theglobal economic slowdown, which caused demand for high-tech products
to plummet, so that their exports fell; 3. The slump in the capital marketsin Israel and
abroad, whichincreased the cost of raising capital in the primary market, and thus reduced
the extent of substitutes for bank credit.

Domestic and global economic variables affected the behavior of firmsand households,
and hencethe activity of banksand other financial intermediaries. The security situation
and the crisisin the high-tech industry vastly reduced foreigninvestors' interest in |sragl

2Unless specified otherwise, datain this chapter are for end-year balances.
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Table 2.2
Changes in Bank Credit and its Substitutes, 1997-2001
(NIS million, Dec. 2001 prices)

Changes in credit substitutes

Capital raised®

Changesin Direct Capitd  Venture

bank credit credit from Corporate raised capita

to public? Total abroad® Shares bonds abroad  funds?
1997 34,729 23,554 8,124 6,182 1,236 6,356 1,656
1998 40,130 23,040 8,659 6,529 2,098 3411 2,343
1999 44,036 32,221 6,757 5,373 1,540 14,281 4,270
2000 47,648 47,613 3,099 13,374 280 18,082 12,778
2001 44,934 28,057 3,898 7,042 2,714 6,069 8,334

SOURCES:

a Balance-sheet credit to public from commercial and mortgage banks—from returns to Supervisor of
Banks. The change in outstanding credit is assumed to reflect new credit extended.

b Direct credit from abroad—reports to the Controller of Foreign Exchange; money and credit
aggregates—from the Annual Report of the Monetary Department.

¢ Capital raised in Israel—from This Month on the Sock Exchange (Hebrew). Capital raised abroad,
including shares, convertible paper, bonds, share exchanges, and private placements—from the Controller
of Foreign Exchange.

dVenture capital funds data—from IVC online.

(nonresidents’ investment was down by 63 percent), aswell asthe ability of Isragli firms
to raise money in Isragl and abroad or to obtain financing from venture capital funds.
This led to a decline in the share of financial intermediation extended by nonbanks in
providing financing, so that entities seeking credit returned to thefinancial intermediation
(reintermediation) provided by the banking system. Thisshift in the composition of sources
of finance explains most of the expansion of bank credit in 2001. Note that credit flows
from all sources (from the domestic banking system and other sources) were down by 23
percent from 2000. The diversion of firms' financing to the banking system increased
the banks' exposureto credit risk and caused the quality of credit to deteriorate. Thiswas
expressed in severa indices (the share of problem loans, the proportion of loan-loss
provisionintotal credit, the risk-weighted assetsratio, etc.). There are three main sources
of credit from outside the banking system: the capital marketsin Isragl and abroad, whose
extent of capital raised went down by some 50 percent in 2001; venture capital funds, the
extent of whose financing contracted by 35 percent; and direct credit from abroad, which
grew by about 26 percent (Table 2.2).

With regard to credit by indexation segment, it appears that half the growth of credit
wasin the foreign-currency segment, which expanded in the wake of real local-currency
depreciation against the dollar*—by 9 percent in dollar termsand by 17 percent in local-

3 A rough estimate indicates that the revaluation component explains about NIS 10 billion of
therisein credit in 2001, comprising 25 percent of the rise in the balance-sheet credit extended
to the public by all the commercial banking corporations.
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currency terms. The expansion of credit was channeled to residents, some of whose
activity is conducted abroad, as well as to nonresidents, who have business ties with
local firms. Inthe past these consumers of credit tended to resort to financing from banks
abroad, but in 2001 this contracted, so that demand was diverted to the domestic banking
system. Foreign-currency credit continued to grow until 2001:111—aslong asreal local-
currency interest rateson thiskind of credit werein linewith those on other credit channels
and expectations of exchange-rate shifts were low. Since September 2001 the extent of
foreign-currency credit has been declining, however, because of local-currency
depreciation and the rise in uncertainty regarding the future trend of the exchange rate,
as the variance of the exchange rate of the NIS against the dollar in this period shows.
Developments with regard to credit served to increase the share of foreign-currency
credit and unindexed local-currency credit in total credit by 1 percentage point each, at
the expense of CPI-indexed credit, whose share dipped (Table 2.3).

The credit aggregate, incorporating both on- and off-balance-sheet credit, rose by
about NIS 52 billion in 2001.# Regarding the by-industry distribution of credit, some 80
percent of therisein it wasin four principal industries. Credit to the financial services
industry rose by about NIS 12 hillion (21 percent), most of it off-balance-sheet and credit
for the purchase of a controlling interest.®> Credit to manufacturing expanded by NIS 11
billion (10 percent), most of it directed to the high-tech industries of machinery, electronics
and electrical equipment. Credit to construction and real estate grew by NIS 7 billion (6
percent). This industry was hard hit by the high-tech slump, which caused demand for
rental of commercial property tofal, and by thetransfer abroad of the activity of property
developers, asreflected by therisein credit for real estate activity abroad. All thisoccurred
against the backdrop of the slump that has prevailed in this industry for several years.
Credit to households rose by NIS 10 hillion (10 percent); some of it appears to have
served to finance private consumption, which continued to rise in 2001 (by 1.5 percent)
despite the recession and the decline in per capitaincome.

Therewasaturnaround in the development of business-sector product, which declined
by 1.9 percent in 2001 after rising by 8.5 percent in 2000. This devel opment, which was
unexpected in itsintensity, helpsto explain the expansion of credit, asthe contraction of
demand—and the consequent fall in sales—appears to have left many firms with large
inventories. Thesefirmshad to borrow from banksin order to finance current expenditure,
inventories, and working capital.

In addition to therisein the assets of the commercial banks and accelerated expansion
of their credit aggregate, there were several notable developmentsin the banking system
in 2001.

e The public’'s financial assets grew by only 4 percent—after an annua average

growth rate of 15 percent in the last five years—because of the decline in per
capita income, which caused private saving to contract. Greater economic

4The balance is weighted by credit risk.
®This credit category grew by NIS 4.5 hillion in 2001, and amounted to NIS 27.8 hillion.
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uncertainty and the stabilization of inflation at alower rate reduced the need for
instruments to hedge against inflation, and hence served to increase the share of
short-term assets at the expense of long-term ones. Another shift in the composition
of the public’'s assetsrelatesto their distribution inside and outside banks. In view
of theslump and thelow yieldsthat characterized the stock market for most of the
year, the value of the public’s assets held in shares declined, while the relatively
high yields on unindexed local-currency assets caused their weight inthe public’s
asset portfolio to rise, so that the proportion of the public’s assets in banks rose
dlightly, at the expense of those outside banks (Table 2.4).

e The Bank of Isragl’s monetary policy of reducing interest by a cumulative 2.4
percentage points during 2001, and by another 2 percentage points in the last
week of the year, served to bring down short- and long-term nominal interest
rates as well as those on local-currency activity (unindexed and CPI-indexed).
Concurrently, the decline in the Libor rate brought interest down in the foreign-
currency segment. The deviation of the budget deficit from its target and the
increased need for net borrowing by the government served to increase long-term
yields after 2001:111, on the other hand,. In spite of the immediate adjustment of
the interest rate on unindexed deposits to the changes in the Bank of Isragl’s key
interest rate, the decline in the real interest on these deposits was smaller than in
nominal interest, because of the low level of inflation expectations. These
developments affected the supply of deposits from the public, and the supply of
unindexed deposits rose by some 13 percent, mainly in the second half of the
year. This increase, and the preference for liquid channels, is characteristic of a
period of uncertainty, when the public prefers assets that are more liquid, as they
affordit greater flexibility in adapting itsinvestments to economic devel opments.
At the same time, CPl-indexed deposits fell dueto the declinein inflation and its
variance, while foreign-currency deposits rose in real local-currency terms, due
to local-currency depreciation vis-a-vis the dollar.

» Alongsidethereduction of interest in all channels of activity (unindexed, indexed,
and foreign-currency), interest spreads and margins declined in the variousindexed
segments with regard to activity in Israel. The contraction of the interest margin
was particularly prominent in the unindexed local-currency segment (where it
dipped from 3.0 percent to 2.8 percent), largely dueto achangein the composition
of sources and uses—a rise in the share of expensive sources at the expense of
others, and adeclineinthe share of profitable uses at the expense of others. Interest
margins declined in the CPI-indexed and foreign-currency segments, too, due to
the scarcity of sourcesin these segmentswhich led to the more moderate reduction
of interest on sources than on uses.

e Thetota interest margin remained at the samelevel in 2001 asin 2000—2 percent.
Its stability stemmed from several developments which offset one another: the
interest margins on domestic activity contracted, as stated, while those on foreign-
currency activity abroad rose. Thelatter development istheresult of lower interest
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rates in the countries where overseas branches operate, which led to a similar
decline in income from and expenditure on financial intermediation activity but
did not affect income from activity in securities. Thus, theyield on investment in
bonds, which accounts for 22 percent of the overseas branches uses, remained
unchanged, and explains part of the rise in the segment’s margin. Theincreasein
the share of the unindexed local -currency segment, which hasthe highest margin,
at the expense of the share of the other, less profitabl e segments, was offset by the
decline in the margin on domestic activity.

A long-term review showsatrend of convergence of theinterest ratesin the various
segments, as regards both deposits and credit, with the exception of temporary

deviations at times of sharp exchange-rate shifts.

2. CREDIT TOTHE PUBLIC

Total bank credit to the public® expanded by 11 percent in 2001 (continuing the 12 percent

increasein 2000), and amounted to NIS 400
billion (Table 2.3). A long-term view of the
shifts in bank credit vis-a-vis those in
business-sector product showsthat therehas
been apositive correlation between thetwo
for most of the last decade (Figure 2.2.).
when business-sector activity accelerated,
so did the growth of bank credit,” and vice
versa. In 2001, however, credit rose even
though GDP declined by 0.6 percent
(compared with a 6.4 percent increase in
2000). This situation led to a rise in the
credit/GDP ratio, continuing the trend
evident for the last ten years (Figure 2.1).
The immediate implication of thisisarise
in the credit risks to which the banks are
exposed, as GDP constitutes the major
source of credit repayment.
Aninternational comparison shows that
the ratio between bank credit to the public

%
20

Figure 2.2
Changes in Business-Sector Product
and in Bank Credit, 1988-2001
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02

and GDPis higher in Israel than in similar countries, although in those countriesand in

® The credit to the public is of all the commercial banks and refers solely to balance-sheet

credit at the bank’s responsibility.

"The elasticity of demand for credit relative to economic activity appears to have been higher
than unity inthe last few years; every changein business-sector product led to alarger shift inthe
extent of credit, so that the credit/GDP ratio has risen.
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Figure 2.3
o, Ratio of Credit® to GDP: International Comparison, 1992-2001
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SOURCE: International Financial Statistics, 2/2002.

Israel it has been rising in recent years (Figure 2.3). Note that the main factor affecting
thisratio is the structure of the money market and the banks' share in financing firms
activities. There are various sources of finance for firms, chief among them the banking
system, nonbanks, and the capital market. The more predominant is the banking system
and the more centra itsrole in financial intermediation activity, the higher is the bank
credit/GDP ratio.

Bank credit to the public rose at a similar rate to that of previous years even though
the GDP growth ratein 2001 wasthe lowest for ten years. Several factors (some of them
overlapping) explain this.

* In 2001 outstanding credit from the banking system rose at the expense of credit
substitutes from other sources. Credit flows into |srael® from all sources (from the
domestic banking system and from outside it) were down by 23 percent from 2000,
and amounted to NIS 73 billion (Table 2.2, Figure 2.4); credit flowsfrom the banking
system amounted to NIS 45 billion (down by 6 percent from 2000), and credit
substitutes amounted to NIS 28 billion (down by 41 percent from 2000). The year
2001 asawholewas characterized by limited activity onthe Tel Aviv Stock Exchange
(TASE) and on world stock markets (the US, Europe, and the Far East). The year
began with a sharp fall in these markets, especialy with regard to the high-tech

8 Credit flowsfrom the domestic banking system were estimated from the changein outstanding
credit to the public in the commercial and mortgage banks between December 2000 and December
2001. Credit from outside the banking system was estimated from capital raised (through shares
and bonds) by Isradli firmsin capital marketsin Israel and abroad, finance from venture capital
funds, and direct credit from abroad.
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industry, and persisted with the terror Figure 2.4

attacks on t[he USin September and Flows of Credit and its Substitutes,?
apprehensions of unwelcome and GDP, 1997-2001
developments in the wake of the (NIS billion, Dec. 2001 prices)
. . . . Credit &
fighting in Afghanistan. All these Sl eop
factorsserved to significantly increase || - Total credt & subsies
. . . . — it
the cost of raising capital inthesestock || = credt substutes /L
; T —— GDP
markets, so that firms resorted to the
banking system in order to obtain | / 400
sources, — R
» The decline in substitutes for bank T
credit was particularly notable in %0
severa spheres: capital raised abroad ey
by Isragli firms traded in the US and _/ N [
Europe, which amounted to NIS6 .
billion, compared with NIS 18 billion
in 2000; the contraction of finance . . . . 300
extended by venture capital funds el SRy e
BT : 2The change in outstanding credit extended to the

(down from NIS12.8 b”“on in 2000 public by commercial and mortgage banks is an
to NIS 8.3 hillionin 2001) and issues estimate of credit flows from the banking system.

. ! Credit substitutes include direct credit from
of sharesand bondsinthe TASE (dOWh abroad, capital raised in Israel and abroad via
from NIS 13.7 billion in 2000 to 322{3feig‘;if;;ﬁﬁ;a;? bonds, and financing from
NIS 9.8 hillionin 2001) SOURCE: Based on returns to Supervisor of

Banks.

» Direct credit extended by banksabroad
did not decline in 2001, but its extent was smaller than in 1997-99. This indicates
inter alia the difficulties encountered by Israeli firmsin 2001 in borrowing abroad.
Even though Israel’s credit rating was not altered in 2001, banks abroad reduced the
extent of the credit they extended to Isragli firms because of misgivings regarding
country risk, in view of the recession, and the increased uncertainty associated with
the deteriorating security situation. Thus, some of the credit taken in 2001, during
the recession, reflects a switch from the capital market to the banks as a source of
finance rather than an increase in the sources of finance obtained by firms, and these
even contracted as the demand for high-tech products fell as aresult of the crisisin
that industry, (Figure 2.4). In March 2002 M oody’ s rating agency announced it would
reduce its rating of Isragl’s banking system'’s financia strength from ‘stable’ to
‘negative’ because, it claimed, the deterioration in the security-political situation
had caused both therisk inthe banks’ credit portfolio and loan-loss provisiontorise.
An announcement of this kind could further reduce the banking system’s access to
credit lines abroad, as well as the reliance by Isragli firms on finance from banks
abroad, and is expected to enlarge the share of credit from the domestic banking
system. Sincein some banksthe risk-weighted assetsratio isvery near the minimum
requirement, however, and it is difficult to raise capital in the domestic capital
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market—these banks will not be able to expand their activities significantly despite
expectations of arise in the demand for credit.

Another reason for the expansion of bank credit in 2001 was the rise in foreign-
currency credit to nonresidents, which went up by NIS 6.5 billion (46 percent, Table
2.3). Therelevant economic variable for the demand for thiskind of credit isactivity
vis-a-vis abroad, not GDP. This credit is extended primarily to foreign firms which
have business connections with Isragli firms. In the past these firms used mainly
finance obtained from the capital markets and venture capital fundsa ongside finance
from the banking system, so that the contraction of credit substitutes from outside
the banking system has sent them back to the sources of finance provided by the
banking system.

Therisein foreign-currency credit to nonresidents (i.e., mainly to firmswhich have
business ties with Isragl) accounts for about 16 percent of the total increasein bank
credit. Since the resulting business-sector product is not necessarily recorded in full
in GDP, its expansion provides a partial explanation for the rise in the credit/GDP
ratio.

With regard to credit by borrower size, most of the increase in outstanding credit is
evident in very large firms, whereas among smaller borrowers the extent of credit
has risen only dlightly. Thus, in the five largest credit brackets (credit in excess of
NIS 335 million, constituting 20 percent of the banking system’s credit) outstanding
credit rose by 26 percent. In the five lowest credit brackets (credit of up to NIS
135,000), however, it rose by only 6 percent (see Table 5.9).

Concurrent with these factors, the sharp turnaround in business-sector product and
the current recession, which was unexpected in its intensity, appear to explain the
expansion of credit beyond the rate due to the rise in economic activity. Note that
2000 was a good year for Israel’s economy, with an 8.5 percent rise in business-
sector product, whereasin 2001 it fell by 1.9 percent. Firms planned their activities
for 2001 on the basis of the trend in 2000 and their expectations of developmentsin
2001. It is reasonable to assume that many firms underestimated the extent of the
contraction of revenues and sales, and hence had to take bank credit in order to
finance the current expenditure that had formerly been financed by revenues and
sales. The economic slowdown, reflected by thefall in demand for product and firms
financing difficulties, was expressed in the 5.1 percent rise in gross business-sector
capital stock in 2001 (Figure 2.5).

In addition to the recession in Israel, there was a global economic slowdown in
2001. This affected mainly export firms which, in view of the fall in demand for
their product, were | eft with large inventories, and had to take bank credit to finance
working capital and inventory.

L ocal-currency depreciation in 2001, about half of it (4.3 percent) in the last week of
the year, also helpsto explain the expansion of credit. The revaluation of the banks
foreign-currency credit (denominated in or indexed to the dollar) in local-currency
terms in December alone, when there was marked local-currency depreciation,
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Figure 2.5
Stocks of Housing, Goods, Raw Material, and Gross Businesss-Sector Capital, 1994-2001
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indicates a NIS 5 hillion increase in this credit category, while in dollar terms it
remained unchanged. Calculated on an annual basis, the difference is even more
striking, theincrease being 9 percent in dollar termsand 17 percent inlocal -currency
terms. The effect of revaluation intensified in the first few months of 2002.

In order to gain a better understanding of the factors behind the expansion of credit,
and to assess the characteristics of borrowers from the banking system, two aspects of
the development of credit—by indexation segment and by principal industry—are
examined below.

a. Thedistribution of credit by indexation segment

Two main factors affect the development Fioure 2.6

of credit by inde_xaIi_on segment. T_he first S;lgal:'reein.total credit of Different Types
stems from the lifetime of the project for o, of Credit,* 1994-2001

which finance is sought and the nature of  o.s5
thefirm’sactivity. Thus, for example, long-
terminvestmentsaregenerally financedby ~ °-°°
long-term credit (largely CPI-indexed), o5 \ Unindexed
while import-export firms tend to take \

foreign-currency credit. The second factor 4o

is the relative interest rates on the various W
kindsof credit, becauseat each pointintime  0.35

firms assess the expected real cost of each /

kind of credit in accordance with % _ & ===x ~—
expectations of the way interest, inflation, . / Indexed to CPI * N\ “
and exchange rates will develop. This ~,
calculation also takes uncertainty and the o.20 : B B B
volatility of credit prices—derived fromthe 199495 %6 87 98 99 200 0
trends of the interest, inflation, and
exchange rates—into account.

Since 1999 there has been a continuous and gradual declinein the share of CPI-indexed
credit, in view of the entrenchment of inflation at a lower rate (Figure 2.6). It would
appear that unindexed and foreign-currency credit are becoming increasingly substitutable,
and the difference between their weight in total credit is disappearing. This is because
both are perceived as a short-term source and are extended by banks primarily to firms.
In 2001 the share of unindexed local-currency credit rose to 41 percent of total credit
(compared with 39 percent in 2000), while that of foreign-currency credit rose by 1
percentage point to 36 percent, and that of CPI-indexed credit continued to fall, and
stood at 24 percent (Table 2.3).

SOURCE: Returns to Supervisor of Banks.
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Unindexed credit

After three yearsin which unindexed local-currency credit rose markedly (by an annual
average of 24 percent), its accel eration was checked to some extent. During 2001 it grew
by only 8.7 percent, and amounted to NIS 161 billion (Table 2.3). Most notable was the
expansion of term credit (on-call and other), which continued rising by 11 percent in
2001, because theinterest on it is lower than that on overdraft facilities. In addition, the
decline in inflation and variance caused credit to be diverted from the indexed to the
unindexed segment. Most of the increase wasin term credit, because of relatively small
term differences between it and CPI-indexed credit.

Overdraft facilities, usually extended to firms, and overdrawn deposits of households
rose by about 1 percent, after a marked 13 percent increase in 2000. The share of
exceptional credit in total overdraft facilities and credit has risen gradually since 1999,
to some extent reflecting firms' financing difficulties.

Theinterest rate on overdraft facilities—despite its rapid adjustment to changesin the
Bank of Israel’skey interest rate and decline by 2.4 percentage pointsin nhominal terms,
in line with the development of the key interest rate—remained higher in real termsthan
therate on al the other credit substitutes in the banking system, explaining itsrelatively
low rate of expansion.

CPI-indexed credit

CPl-indexed credit expanded by NIS 6.5 billion (8 percent) in 2001, compared with a2
percent declinein 2000. Theincreaseinthiskind of credit expressed ashift inthefinancing
composition of firms' activities, in the context of the crisisin the capital markets, which
made it more expensiveto raise capital on stock markets, whilethe price of CPI-indexed
credit dipped in the wake of the reduction of the Bank of Israel’s key interest rate. The
marked fall infunding viathe capital marketsin Israel and abroad appearsto be dueinter
aliato the decline in credit extended to Israeli firms, because of misgivings as to their
repayment ability. Thisdevelopment transfersagrowing share of credit risk tothe domestic
banking system, as is reflected by the deterioration of credit quality (see Chapter 5).
Partial support for thisis provided by the interest rates on CPI-indexed credit, which are
derived from the rates of return on long-term CPI-indexed bonds. These fell from 5.7
percent in 2000 to 4.6 percent in 2001, while the average cost of taking CPI-indexed
credit declined less steeply, from 6.9 to 6.1 percent. The gentler decline in the price of
CPI-indexed credit may reflect assessments regarding the risk inherent in this kind of
credit, and hence a high risk premium (Figure 2.7).

An examination of the development of CPI-indexed credit over time shows that its
share in total bank credit has been declining in the last few years (Figure 2.6). The 4.3
percent contraction in gross domestic investment operates to lower firms demand for
long-term credit, which is generally CPIl-indexed. Despite the fall in gross domestic
investment, some components of domestic investment continued to rise steeply in 2001.
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Figure 2.7
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Figure 2.8
Real interest on Credit, 1995-2001
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This was the case with long-term invest-
ment projects, mainly in theinfrastructure,
and in the roads infrastructure in particular
(up by 17.1 percent).

Credit denominated in and indexed to
foreign currency

Foreign-currency credit expanded
considerably in 2001, in both dollar and
local-currency terms (by 9 and 17 percent
respectively). Most of the increase was in
foreign-currency credit to nonresidents,
which grew by 46 percent inlocal-currency
terms in 2001 (Table 2.3), so that it
constituted 14 percent of total foreign-
currency credit, after rising at a steady
annual rate of about 10 percent in the last
fiveyears. Most of thisincreasewasinlarge
loans to borrowers with business ties to
Israeli firms, and was extended in order to
finance activitiesin Israel or abroad. In the
past, the main source of finance of
nonresident investors who were active in
Israel was the capital market or venture
capital funds, alongsidethe banking system.
The contraction of credit substitutes from
outside the banking system has sent these
firms back to bank sources of finance.

Another reason for the rise in foreign-
currency credit (to both residents and
nonresidents) is the fact that in 2001 the
average interest-rate differential between
local-currency and dollar credit grew. TheUS
Federa Reservelowered itskey interest rate
ten times from the beginning of the year,
compared with an average of three times a
year in the past, reducing it by a cumulative
4.75 percentage points. Thisinterest-rate cut
was sharper than that implemented by the
Bank of Isragl, and affected al dollar interest
rates. It also madeit moreworthwhileto take
dollar credit, notwithstanding low
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expectations of depreciation. As far as rea

) ] Figure 2.9
costsare concerned, it transpiresthat for most Variance of NIS/Dollar Exchange Rate,
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Nl
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The development of foreign-currency AR
credit to residents was not uniform o010 3.9
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Iocal _Currency depr&|m| on, and espec| a| Iy SOURCE: Based on returns to Supervisor of Banks.

of higher exchange-rate risk, as expressed

in its volatility. The risk inherent in taking foreign-currency credit was perceived as
being relatively low until August, apparently because of the low exchange-rate variance
which expresses its risk, and this was even dlightly lower than in 2000. After the local-
currency depreciation of September and the terrorist attacks in the US, however, the
exchange-rate variance soared, and from September to December the balance of foreign-
currency credit fell (Figure 2.9).

In contrast with 1999 and 2000, when most of the rise in credit was financed by an
increase in deposits of the public of both residents and nonresidents, the $ 2.6 hillion,
expansion of credit in 2001 was financed mainly by the reduction of the deposits abroad
of Israeli banks and of their investments in securities, with a deleterious effect on the
banks' prudent liquidity management.

b. Credit by principal industries®
Whereas economic activity contracted in 2001, the demand for credit continued to
rise. These two trends varied between industries, however, so that the development of

credit should be reviewed in the context of the changes in each industry, as the credit/
GDPratioisone of theindices of the quality of credit and reflectsloan repayment ability.

9 Credit by principal industriesincludes bal ance-sheet credit and off-bal ance-sheet risk regarding
activity in Israel.
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Table 2.6
Credit/Industry Product Ratio,? 2000-2001

Credit/industry product

2000 2001

Agriculture 14 13
Manufacturing 14 16
Construction and rea estate 5.1 5.9
Construction 4.7 53
Real estate 7.0 8.6
Electricity and water 16 19
Commerce and services 11 12
Commerce 13 14
Services 1.0 11
Catering and hotels 17 21
Financial services 17 18
Communications and computer services 0.9 11
Transport and storage 0.8 0.8
Total 16 18

a Credit includes off-balance-sheet credit. We have ascribed bank credit by the product of the various
industries, so that there may be discrepancies between the data on the rate or growth of credit in this
chapter and those in Chapter 5.

SOURCE: Based on datafrom returns to Supervisor of Banks, Central Bureau of Statistics, and Bank of
Israel Research Department.

Credit to al industries rose in 2001, with the exception of agriculture, where the
extent of credit continued to fall despitetherisein its product. Thiswas due to the credit
arrangementswith the kibbutzim and moshavim (collective and agricultural settlements).

Total credit, which includes off-balance-sheet credit, expanded by NIS 52 billion, a
growth rate of 9 percent. The credit extended by banks to manufacturing rose by 10
percent (NIS 10 billion), alongside a 6.9 percent reduction in the industry product. This
industry isvery heterogeneous, and theincreasein its credit encompassed both traditional
and high-tech industries. Credit to the high-tech industry expanded by 14 percent, most
of it in machinery, and electric and electronic equipment, and accounted for 30 percent
of credit to manufacturing. In the traditional industries there was a hotable increase in
credit to paper and printing (19 percent), and food and tobacco (22 percent). Credit to
some manufacturing industries expanded only dightly, as was the case with diamonds,
textiles, rubber, and plastics. The growth of credit to manufacturing, as in many other
industries, is explained by the contraction of the various credit substitutes and the return
of firms to bank sources of finance. The credit/product ratio in manufacturing was 1.6
percent (1.4 percent in 2000).

Thehighest credit/product ratio (5.9 percent) wasin construction and real estate (Table
2.6), comprising credit for construction (15 percent of total credit) and credit for rea
estate (5 percent of total credit). Credit for construction remained at the samelevel asin
2000, athough the industry product fell by 9 percent. The decline in product stemmed
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from the marked contraction in both the demand for and supply of housing. The fact that
it became less worthwhile to buy an apartment in the domestic market for investment
purposes, the rise in the unemployment rate, the decline in the rate of immigration, and
the ongoing erosion of the subsidization of housing for eligible persons all served to
depressdemand for housing. The contraction of supply, expressed primarily intheslowing
of building starts, was due to increased uncertainty in the industry as a result of the
economic slump and the shortage of workers from the territories. Despite the declinein
industry product, credit remained at the same level as in 2000, and served largely to
finance stocksand paymentsto suppliers (Figure 2.5). Credit to rental real estate expanded
by 22 percent (NIS 6 billion) despite the 7 percent drop in product dueto thisindustry’s
sensitivity to economic developments in other industries. The recession, especially the
sharp fall in demand by the high-tech industry for commercial property, reduced income
from renting out such property and created excess supply.

Credit to households was up by NIS 10 billion (10 percent) in 2001. Some of the
increase appears to have derived from credit in order to finance private consumption,
which continued to rise by 1.5 percent, despite the recession, fall in per capitaincome,
and high unemployment rate.

Credit to financial services (excluding banks) rose by NIS 12 billion (21 percent),
and the credit/product ratio remained at the same level asin 2000 (1.8 percent). Part of
the increase is due to off-balance-sheet activities and part to credit extended for the
purchase of acontrolling interest. Credit to thisindustry amounted to NIS 27.8 billionin
2001, compared with NIS 23.2 billion in 2000. The risk potential of this credit is high
because these transactions are characterized by particularly high financing rates, and
because some of it isnonzrecourse. |n addition, thiskind of bank credit partly substitutes
for equity, i.e., increases leverage, and is hence extremely risky as owners of these firms
can direct their activity towards projects with a high risk and profit potential. If such
projects succeed the owners make a handsome profit, but if they fail the banks absorb a
large part of thelosses. Since 1997 there has been amarked increasein borrowing for the
purchase of a controlling interest in Isragl, inter alia in order to finance privatization
projects. Nonetheless, the privatization process came to a halt in 2001, so that these
transactions largely financed business-sector purchases.

In communications and computer services, in which most high-tech companies are
found, the credit/product ratio was 1.1 percent in 2001. Thisratio has been rising in the
last few years because of the rapid rate of expansion of credit to thisindustry.

Nevertheless, an additional and not inconsiderable source of finance of the industry
comes from the capital markets in Isragl and abroad and venture capital funds. The 9
percent decline in the industry’s product in 2001, and the higher cost of capital-market
sources served to divert most of the demand for finance to the banking system. As a
result, credit to thisindustry rose (by 10 percent, NIS 3 billion), mainly inthefirst half of
2001. Inthesecond half of theyear credit to thisindustry fell becausethebanks conditions
for extending it were made more stringent.

In commerce and services the credit/product ratio rose from 1.1 percent in 2000 to
1.2 percent. In order to relate credit data to industry product data, we have included
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Figure 2.10
Sales in Commerce, and Proportion
% of Credit Sales,? 1990-2001
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Figure 2.11
Cash and Deposits with Bank of Israel,

Average Balance, 1996-2001
(NIS billion, 2001 prices)
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52

financial services and catering and hotel
services under this rubric. Credit to
commerce expanded by 7.6 percent,
apparently due to the credit taken by firms
inorder toimprovethe credit facilitiesthey
offer customers as one of the ways of
contending with the declinein salesdueto
the recession. This behavior explains why
the marked fall in sales by commercial
firms in recent years has not been
accompanied by a similar drop in credit
sales. In 2001 there was even a marked
increasein the share of thiscategory (Figure
2.10).

In catering and hotel sthe credit/product
ratio rose and came to 2.1 percent,
compared with 1.7 percent in 2000. This
wasdueto the 12.4 percent drop inindustry
product as a result of the intifada and the
events of 11 September, which had a
deleterious effect on tourism. All thiswas
expressed in a 60 percent fall inincoming
tourism and 33 percent contraction in bed-
nights. Asaresult, the profitability of firms
inthetourism and hotel industries declined,
and some of them recorded substantial
losses. The resort to bank credit increased
alongside a decline in financing from own
sources, and credit to theindustry expanded
by NIS 1 hillion.

3.BANKS DEPOSITSIN THEBANK OF
ISRAEL

One of the uses made of sources by the
banks in recent years has been to deposit
money in the Bank of Israel in the
framework of deposit auctions. In
December 2000 the balance of these
deposits was NIS 57.3 billion, and this
dippedto NIS 52.8 billion at the end of 2001

BANK OF ISRAEL: BANKING SYSTEM 2001
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(down by 8 percent, Table 2.7, Figure 2.11). The weight of these deposits in the total
unindexed local-currency assets of the commercial banksfell to 21 percent at the end of
the year, compared with about 30 percent in previous years. Deposits in the Bank of
Israel constitute an alternative use for banks to extending credit or investing in Treasury
bills, where the risk is similar. There were two reasons for the decline in the extent of
banks' depositswith the Bank of Isragl. First, in 2001 there was |ess need to use deposit
auctions in order to absorb excess liquidity because of the decline in capital inflow.
Second, the surplus of unindexed deposits over unindexed loans (amounting to NIS 113
billion) was channeled into increased investments in the capital market in 2001.

Thus, banks’ assets in Treasury bills and unindexed bonds rose by 147 percent to
stand at NIS 22 billion. Other assets of banksthat rosein 2001 wereindexed and unindexed
local-currency deposits with Isragli banks.

4. THE SUPPLY OF DEPOSITS OF THE PUBLIC TO THE BANKING SYSTEM,
AND THE PUBLIC' SASSET PORTFOLIO

The public’s asset portfolio and the supply of deposits to the banking system were
considerably affected in 2001 by domestic economic developments. The predominant
features in this were the recession and the concomitant fall in per capita income,
expectationsof afurther declineininflation, increased uncertainty inthefinancial markets
in view of the ongoing slump in international markets, and the increase in the budget
deficit/GDPratio, which affected yields.

In the wake of macroeconomic developments, including thefall in private saving, the
public’sasset portfolio grew by amoderate 4 percent, and amounted to NIS 1,176 billion
(compared with an average annual growth rate of 15 percent in the last five years, Table
2.4). Theincreasein the public’'s assets was accompanied by ashift in their composition,
with the share of short-term and more liquid assets rising at the expense of long-term
ones. Therapid expansion of theliquid aggregates appearsto have derived from increased
uncertainty regarding developmentsin thefinancial marketsin Israel and abroad in view
of the continued recession and the exacerbation of the security situation.

Another factor was the decline in the inflation environment and its entrenchment at
low levels, which reduced the need for instruments to hedge against inflation. The
proportion of short-term assets rose at the expense of long-term ones, which continued
to fall, despite the reduction in interest in the course of 2001. This was because the real
short-term interest rate—in the more liquid channel—remained similar to the long-term
rate for most of the first three quarters of the year, but the picture changed in 2001:1V,
when the short-term interest rate was | ower than thelong-term one—which could presage
atrend shift in the rising share of short-term assets in the public’s portfolio.

The public’s assets can be classified according to those in banks and those not in
banks—primarily in the capital market and markets abroad. In the last decade the share
of the public’s assets in the banking system and that of those not in banks has been
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affected directly by capital-market devel opments. In yearswhen the General Share-Price
Index rose and stock-market activity accelerated, the share of the public's assets with
banks fell, and vice versa.

There was a dight change in the composition of the public’s asset portfolio in 2001,
and the share of its assets in banks rose again at the expense of those outside banks, in
contrast with the developments of the previous two years. The decline in the public’'s
assets outside banks is explained by the slump that characterized the capital market
throughout the year. This was expressed primarily in the stock market, which was
characterized by duggish activity and only dlight increases in the various indices (most
of theminthelast week of theyear). Thefall inthe extent of the public’s assetsin shares
was partly offset by the rise in its assets in Treasury bills and unindexed bonds. This
appearsto have been the result of achangein the government’s debt rolling-over policy,
with apreferencefor net borrowing by means of unindexed bonds. The share of unindexed
bonds in total net borrowing via government bonds thus reached 81 percent, compared
with an annual average of 57 percent in 1997—2000.

An inspection of the public’s asset portfolio also shows that the share of investments
abroad by residents has falen, after rising in the previous two years. Most of the 15
percent decline stemmed from the slump in the high-tech industry, because of the strong
correlation between investment in Israel by nonresidents and investment abroad by
residents. There are two main reasons for this correlation: first the proceeds on share
issues by Isragli high-tech firms sometimes took the form of sharesin the company that
bought them, in the framework of a share-swap transaction; second, a large part of the
proceeds from share issues made abroad by Israeli firmsis placed in the firms' deposits
abroad, so that the recession and the sharp fall in the IPO market have reduced the scale
of mutual investment between the domestic and foreign markets.

The composition of the public’s depositsis affected primarily by the expected relative
interest rates on each kind of deposit, aswell asby thevolatility of theinterest, exchange,
and inflation rates.

Unindexed |ocal -currency deposits continued to expand in 2001 (Table 2.7), because
of the high relative interest on them in the first half of the year, the entrenchment of
inflation at alow rate, and the sluggish capital market. Despite the reduction of the Bank
of Israel’skey interest rate and itsimmediate effect on unindexed local-currency deposits,
these deposits bore the highest real return in the first half of the year. This was because
inflation declined, so that the reduction of the real interest rate on these deposits was
held back and their supply increased considerably. This was supplemented by the
slowdown in the capital market, which began in 2000:1V and persisted throughout 2001,
making that market less attractive and serving to divert the public’'s money from mutual
funds and other investment substitutes in the market to the banking system, and to
unindexed local-currency depositsin particular.

There was nonethel ess some slowing of the growth rate of unindexed deposits (which
rose by 13 percent)—after an annual average growth rate of 18 percent in the preceding
fiveyears—asaresult of the recession, which affected households’ income and narrowed
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theinterest-rate spread between the variousindexation segments. Total unindexed local-
currency deposits in the commercia banks, including current accounts, SRO deposits,
and resident time deposits, grew by NIS 32 hillion, further to their NIS 38 billionrisein
2000 (Table 2.7). In 2001, too, most of the increase was in the supply of interest-bearing
resident time deposits, which serve as aliquid short-term savings channel for the public,
and the real expected yield on which averaged 4.1 percent in 2001 (Table 2.8). The
expectation that developed during the year of a continuous decline in short-term interest
led the publicto prefer long-term deposits (among unindexed deposits), thereby obtaining
high interest rates on these channels, as the effect of the reduction of short-term interest
onlong-terminterest ispartial. Thistrend continued throughout 2001, with the exception
of December, when the Bank of Israel reduced itskey interest rate by 2 percentage points.
The public’s response was evident in part in December, when short-term SRO deposits
soared (by 32 percent) while term deposits declined (by 2 percent). This behavior on the
part of the public is characteristic of periods of great uncertainty, when it prefers the
most liquid channels, enabling it to act in accordance with devel opmentsin the financial
markets.

CPI-indexed deposits are used by the public for medium- and long-term savings. The
main component of these deposits is approved savings schemes, which constitute a
substitute for the public's depositswith provident funds and other long-term institutional
saving. In thelast few years there has been a continual decline in CPI-indexed deposits,
except in those years when there were extensive withdrawal s from the provident funds,
the proceeds being transferred to these deposits from considerations of yield (Tables 2.4
and 2.9). CPI-indexed deposits declined because of the lower inflation rate and variance,

which reduced the need to hold assets to

Figure2.12 . hedge against inflation. Thistrend persisted
?ﬁiﬁ;ﬁf‘&'ﬁ?ﬁ;‘l’;’f; dcg(lé;ﬂggfndggnd in 2001, too, when the balance of CPI-
Schemes, 19972001 (monthly data) indexed depositsfell by 4 percent (NIS 4.6

NIS mill, billion, Table 2.9). Net accrua in savings

1,500

schemes was negative for most of the year,
1,000 so that for 2001 as awholethe net negative
A /V\ A accrual in these and foreign-currency-

500 } indexed savings schemes was NIS 8.8
M \I,LL\X /\A k billion, continuing the negative accrual of

ngoreign_ U V\I '\/-\[’\. NIS 12.3 billionin 2000 (Figure2.12). The

currency- decline in CPI-indexed deposits was also

ACPI-indexed
A

500 f \
indexed \ l I / influenced by thefall in per capitaincome;
41,000 v A this did not give rise to an equivalent
V /J\/ reduction in per capita consumption
1,500 because the propensity to smooth
2000k N consumption was reflected in the decline
1997 08 99 2000 01 in private saving, which consists in part of

SOURCE: Based on returns to Supervisor of Banks. CPI A ndexed dGDOSI ts.
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The public’s foreign-currency deposits, both indexed and denominated, whether of
residents or nonresidents, remained at the same level asin 2000 and stood at $ 40 billion
(Table 2.5). Inreal local-currency terms, however, they rose by 6.4 percent, dueto local-
currency depreciation against the dollar, which amounted to 9.3 percent in 2001. Even
though in dollar termsthe balance of these deposits remained the same asin 2000, during
the year there were shifts in the balance of foreign-currency deposits that were in line
with expectations regarding exchange-rate movements. Thus, in the first half of 2001
sdow local-currency depreciation served to increase the supply of foreign-currency deposits
(by 3.5 percent, in annual terms). Subsequently, the gradual local-currency appreciation
(until the sharp depreciationin the last week of the year) madeinvestment in this channel
lessworthwhile and led to the reduction of foreign-currency depositsto their level at the
beginning of the year. The sharp 4.3 percent depreciation in the last week of 2001 did not
yet affect the composition of the public’'s assetsin December.

In recent years there has been a continuous rise in the extent of foreign-currency
deposits, in the wake of the relaxation of controls, expansion of Isragl’s foreign trade,
and marked increase in the extent of capital raised abroad by Isragli firms. Thelatter was
deposited in domestic banks until needed. About half the foreign-currency depositscome
from nonresidents’ deposits, which haverisen in the last few years due to the significant
expansion of nonresidents’ financial transactionsin Israel. This has been the result of the
improvement in Isragl’s financial standing—a trend which peaked in 2000. In 2001,
because of the recession, the security events, and the crisisin the high-tech industry, the
upward trend in nonresidents' deposits was checked, and they remained at the same
level, $ 20 billion, throughout the year. Macroeconomic developments were expressed
morefully inthe dataon total investment in Israel by nonresidents (direct and portfolio),
which amounted to $ 4.2 billion in 2001—down by 63 percent from 2000.

5. OFF-BALANCE-SHEET ACTIVITY AND DERIVATIVES TRANSACTIONS

The banks' off-balance-sheet activity takes place in two main areas. guarantees and
commitments to extend credit, and transactionsin derivatives.

a. Guarantees and commitments to extend credit

This activity, which consists of extending credit or commitments to extend it, includes
inter alia credit-assurance guarantees, guarantees for house-buyers under the Sale Law,
and other commitments, unutilized credit frameworks (for both credit cards and overdraft
facilities), and documentary credits. This activity embodies exposureto risks, especialy
credit risks.

As is the case with the development of credit, the growth rate of guarantees and
commitmentsto extend credit amounted to 10 percent, to stand at NIS 201 billion (Table
2.10). Most of the increase was in guarantees for credit and unutilized frameworks for
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Table 2.10
Guarantees and Credit Commitments, 2000-2001
(NIS million, December 2001 prices)

Rate
2000 2001 change (%)
Documentary credit 3,947 3,755 4.9
Credit commitments 21,686 27,695 27.7
Home purchasers’ guarantees 16,818 16,750 0.4
Commitments for credit-card transactions 9,311 10,021 7.6
Other guarantees and commitments 34,711 40,663 17.1
Unutilized credit-card quotas 30,805 38,868 26.2
Unutilized overdraft quotas 9,133 9,000 -1.5
Irrevocable commitments for credit? 29,699 28,688 -34
Commitments to issue guarantees 12,023 10,422 -13.3
Guarantees to provident fund members 14,338 15,649 9.1
Total 182,470 201,510 104

a Approved but not yet extended.
SOURCE: Returnsto Supervisor of Banks.

credit cards. This contrasted with the stability of guarantees to house-buyers, which
amounted to NIS 17 hillion, similar to their level in 2000, because of the Sslump in the
construction industry.

b. Derivativestransactions

This activity is undertaken on behalf of the banks customers and/or for the banks
themselves, in the framework of managing and reducing market risksand as an investment
policy. Thesetransactions areimplemented against interest-rate and exchange-rate risks,
and shares by means of instruments such as forwards, futures, swaps, and options on
exchangerates, interest rates, indices, and commodities. These activitiesembody exposure
to credit, interest-rate, market, and liquidity risks, in accordance with the type of
transaction.

Derivatives can be divided into four main groups.

(2) Pure intermediation, in which the bank is not a party to the transaction, and acts
merely as an intermediary, for afee.

(2) Intermediation at the bank’s responsibility, in which the bank is not exposed to
market risk because of acounter-transaction implemented on the sasmetrading day, butis
exposed—as an agent—to credit risk, if the counterparty fails to meet its obligations.

(3) Hedging transaction, intended to hedge a specific balance-sheet transaction or
identified groups of similar transactions. A hedging transaction must meet certain
conditions, including the existence of a high correlation between changes in the fair
value of adefined item and the hedging instrument, asignificant reduction of thefinancial
risk implicit in the hedged item, and the lowering of the bank’s exposure.

(4) Other transactions, not classified as intermediation or hedging transactions.
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The extent of the commercia banks' derivatives transactions rose at face value in
2001, continuing the long-term trend. Notwithstanding, the growth rate was particularly
high this year (79 percent), and the balance of these transactions amounted to NIS 683
billion (Table 2.11). The increase in derivatives encompassed all the categories of
transactions, although currency contracts (which rose from NIS 255 hillion to NIS 475
billion) were particularly prominent, because of banks and their customers need to
hedge against exchange-raterisk, asthisbecameincreasingly volatile towards the end of
theyear (Figure 2.9). These data are consistent with therisein TA25 (Ma of) optionson
the dollar exchange rate, the daily turnover of which was 23,700 compared with 12,800
in 2000. The high volatility in the euro market, which is an important component of
Israel’s foreign trade, alongside the growing desire on the part of investors to hedge
against risks at atime of growing uncertainty, led the TASE to launch trading in euro
derivatives (options and forwards) at the end of November.

Derivatives transactions can be classified by their counterparty. The dataindicate that
in 50 percent of cases other banks are the counterparty to the transaction, and in about
one third the customers are. The other players are the TASE and the brokers, the
government, and the central bank. Note that the counterparty to atransaction reflectsits
credit risk, and hence determinesthelevel of weighting of credit exposurefor the purposes
of theminimum capital ratio. Thus, transactionswith brokers and customers are weighted
at 100 percent, those with banks and the TA SE are weighted at 20 percent, and transactions
with the central bank are not included.

6. INTEREST RATES, SPREADS, AND MARGINS

a. Interest rates and margins on short- Figure 2.13
term activity Real Interest Rates in the Unindexed
Local-Currency Segment, 1996-2001

Interest rates in the unindexed local- ™
currency segment are mainly short-term,  ,
and are dictated to a great extent by the Unindexed crean /\ n / \ A

Bank of Israel’skey interest rate. Thelatter 10 I\/\/\IJ \ U V \,\

wasreducedtentimesinthecourseof 2001,

by acumulative 2.4 percentage points, and 'V";g::fry o \\ ) o A = \l\
. . ' AT \r

by another 2 percentage pointsin thelast  °© WA ﬁ/\ ,/ \, / \/\/M )

week of theyear (Figure 2.13). Thepolicy 4,1« , L V[\ y . al

of gradually reducing the interest rate was - \/\ ﬁ/ \;( § ;ﬁgts \

adopted because inflation was expectedto 2 /
be below the target, and in the context of @
the exacerbation of the economic
slowdown and increased uncertainty inthe Tege 7 T o8 T 58 5600 " 2607
capital and money markets. The reducti on SOURCE: Based on returns to Supervisor of Banks.
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Figure 2.14
o, Term Structure of Nominal Yields, 2000-2001
11
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T-bills T-bills T-bills T-bills T-bills bonds bonds

SOURCE: Based on returns to Supervisor of Banks.

of the interest rate by the Bank of Israel was reflected by the equivalent decline in the
nominal interest rates on the principal components of activity in the unindexed local-
currency segment.

After several years in which the term structure of the curve of nominal interest rates
was negative, attesting to expectations of a decline in interest and inflation rates, there
was a trend shift in 2001, when the curve became flatter in the course of the year. The
interest-rate reducti ons continued and the sl ope of the curve became positive towardsthe
end of 2001 and in 2002:1 (Figure 2.14). A similar trend was evident in theterm structure
of real yields, asisexplained below. The declinein nominal interest rates on the various
sources and uses in the unindexed local-currency segment was also reflected by their
reduction inreal termsaswell as by the contraction of theinterest margin in the segment
from 3.0 percent to 2.8 percent in 2001 (Table 2.12). The calculation of the interest
margin incorporatesthe banks' income/expenditure from derivativesfor managing assets
and liabilities (ALM).2 In the unindexed local-currency segment, the interest margin
between the weighted interest on total assetsand ontotal liabilities, aswell astheinterest-
rate spread, contracted in 2001, continuing thelong-term trend evident since 1985 (Figure

\When the derivativeisintended to reduce surplusliabilities, the off-bal ance-sheet amount of
the derivative's receivable is deducted from the segment’s balance-sheet liabilities. When the
derivativeisintended to reduce surplus assets the off-balance-sheet amount of its liability to pay
is deducted from the segment’s balance-sheet assets. The other side of the off-balance-sheet
transaction is added to the total assets or liabilities of the relevant segment, and the income or
expenditure on the derivativeis recorded in that segment.
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2.15). This reduction is explained mainly Figure 2.15

by the changein the composition of sources Interest-Rate Spread? in the Unindexed
and usesin the segment; thus, the share of % Local-Currency Segment, 1996-2001
profitable uses has declined at the expense 7
of the other ones (especially current g5
accounts and overdraft facilities), and the .
share of expensive sources (especially term ~ >° W L\
and SRO deposits) hasrisen at theexpense 55

of the other ones. The unindexed local- 6o \
currency segment accountsfor about athird \\4

of total uses, and because of its interest *° \
margin—which is higher than that in other 40

segments, despite its decline—its h\\/\w

contribution to net interest income was \—«x\
about 48 percent (Table 2.12). 3.0 ~
2~5 IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII
1996 97 98 99 2000 2001
b. Interest rates and mar gins on CPI- 2 The spread betweeq thlgiweighted interest on total
i L assets and that on total liabilities.
indexed activity SOURCE: Returns to Supervisor of Banks.

CPl-indexed interest rates are affected in the short term by the nominal interest rate set
by the Bank of Isragl, so that the reduction of the latter during the course of the year also
led to adeclinein CPI-indexed interest rates (Figure 2.16). Interest ratesin this segment

Figure 2.16

% Term Structure of Real Yields, 2000-2001

()

8
” 30.9.2001 31.12.2000 —
2 31.12.2001 31.3.2001 ——
85 31.3.2002 30.6.2000 —— ||
el
(9}
x
[}
o
£
o
56
k7]
o
2
IS \
o5
= .
c
5 e
1]
k)
Q
L4
(2]
1]
©
O

8 \ \

1 2 3 4 5 6 7 8 9

Years to maturity
SOURCE: Based on returns to Supervisior of Banks.

66 BANK OF ISRAEL: BANKING SYSTEM 2001



arealso influenced in the medium and long term by developmentsregarding yieldsin the
government bond market, as these derive from the government’s net borrowing needs
and the public’sdemand for CPI-indexed credit to financeinvestment. Inthefiscal realm,
the budget deficit deviated from its target in 2001, and it reached 4.6 percent of GDP,
compared with a planned level of only 1.75 percent. Alongside the expansion of the
deficit there was amarked increase in net borrowing in the domestic market, which led
toariseinlong-term yieldsfrom 2001:111. The term structure of thereal yield curve has
had a negative slope for the last few years. In the first half of 2001 this curve moderated
and eventually flattened, expressing expectations that real interest would remain
unchanged. The slope of theyield curve turned positive at the end of the year, however,
when yields on short-term bonds were lower than those on long-term ones (Figure 2.16).
The higher interest rates on long-term bonds derived primarily from the increase in the
supply of government bonds, in order to finance the budget deficit. Despite the greater
net borrowing requirement, the yields on bonds declined during the year because of the
strong effect of real short-term interest rates on long-term interest. The 1 percentage-
point declineinyields on bonds during the year (from 5.7 to 4.6 percent), and theincrease
in the public’s demand for CPI-indexed credit, led to areduction in interest rates on this
kind of credit (from 6.9 to 6.1 percent), abeit by less than the decline in yields.

Thelow level of supply of CPI-indexed sources, and interbank competition for them,
prevented the reduction of the interest on savings schemes, which remained at the same
level asin 2000 (dipping from 5.0 to 4.9 percent), so that the interest-rate spread in the
segment fell and theinterest margin contracted (from 1.2 to 1 percent, Table 2.12). There
has been ashortage of CPI-indexed sourcesfor severa years, and thisworsened in 2001,
asisindicated by the surplus of uses over liabilitiesin this segment; thisstood at NIS 22
billion in 2001—some 14 percent of assets. The banks' derivatives transactions (ALM)
in order to close positions were marginal in the indexed segment—apparently because
positionsin this segment are closed against net worth, and hence do not expose the banks
toinflationrisk. In the other indexed segments, however, there was considerabl e activity
in derivatives, leading to a significant reduction of exposureto basisrisk. Thedeclinein
activity in this segment, alongside the contraction of the interest margin on it, gaverise
to afall in its net interest income, which was NIS 1.6 billion—12 percent of the banks
net interest income.

c. Interest ratesand marginsin the foreign-currency segment: domestic activity

The liberalization of foreign-currency control introduced by the Bank of Israel in recent
years and the increased perfection of this market, expressed inter aliain firms' ability to
borrow abroad, have madeforeigninterest rates, i.e., Libor, thedominant e ement affecting
interest in the foreign-currency-indexed segment.

TheLibor dollar ratefell by 2.7 percentage pointsin 2001, leading to asimilar decline
in the dollar interest rate on foreign-currency credit (from 7.5 to 4.9 percent), in spite of
the increased demand for thiskind of credit. In aclosed economy an increase in demand
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Figure 2.17
Indexation Segments, Financial Intermediation, and Interest Margin, 2000-2001

l\ilfgwoigion a. Contribution to Profit of Various Indexation Segments, 2000-2001
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would have moderated the decline in interest on credit, but the liberalization and the
possibility of borrowing abroad have led to a high correlation between domestic and
foreign interest rates on the credit side in recent years. In the deposits market, however,
individualsare not familiar with deposits abroad which are not accessibleto all depositors
and hence do not constitute a perfect substitute for domestic activity. Thus, the shortage
of foreign-currency-denominated sources in Isragl’s banking system, and the desire to
prevent the declinein their supply, served to moderate the reduction of interest on foreign-
currency deposits (from 5.7 to 3.3 percent, in dollar terms) in 2001, and hence reduced
the interest margin in the segment—from 1.7 percent in 2000 to 1.5 percent in 2001
(Table 2.12). In the past, the foreign-currency segment was characterized by a marked
surplus of sources, which was financed from unindexed and/or capital sources; in the
last two years, however, the entire surplus of foreign-currency sources has been closed
against acounter-position in derivatives, and there was even asurplus of foreign-currency
liabilities.

In the last few years the interest margin and net interest income in the segment have
been characterized by widefluctuations asthey are affected by movementsinthe exchange
rate of the NIS against the various currencies, as well as by its volatility throughout the
year. Net interest income in the segment contracted by about NIS 80 million in 2001, as
aresult of the decline in the interest margin, which was almost entirely offset by the
increased extent of activity init (Figure 2.17).

The liberaization of the capital and money markets, where most of the restrictions
were removed and the substitutability between the various segments increased, reduced
theinterest marginsand led to along-term process of convergence between interest rates
and marginsin the variousindexation segments—aprocessthat continued in 2001 (Figures
2.17 and 2.8). In spite of the reduction of interest marginsin each of the variousindexation
segments (with the exception of the foreign-currency segment, because of activity abroad),
the overall interest margin on total uses was 2 percent, similar to itslevel in 2000. This
development stems from the increased share of the unindexed local-currency segment,
which bears the highest margin, at the expense of the other, less profitable segments.
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