
CHAPTER XIX

THE SECURITIESMARKET

1. Main Developments

Total securities issues ­ shares and bonds (net) to the public­ ' rose slightly in real
terms in 1978 to reach IL 1.2 billion. Their composition changed, with demand for bonds
picking up and the share market boom subsiding. The public's bond portfolio shrank 8

percent in real terms, slightly lower than in the previous year. There was an unprecedented
spurt in redemptions, but bond purchases shot up even more ;net issues, though negative,
were 14 percent up on 1977. The market value of shares grew by a real 15 percent, far
below the extraordinary growth recorded in 1977; almost all the increase was due to the
large volume of issues, which checked the real risein prices. Total stock issues fell only 8
percent short of the huge 1977 volume.

The secuirties market in 1978 was marked by contrasting trends, both in developments
in the two segments of the market and in developments in the two halves of the year.
During the ifrst part of the year there was a slump in the bond market, while the share
market recovered quickly from the cirsis which hit it at the end of 1977 to yield a high
16 percent real return. In the second halfof the year there was a turnabout: demand for
bonds recovered, and shareholders suffered real losses of 11 percent due to a greatly
increased flotation of new issues, which depressed prices. The real return for bondholders
was 2 percent for the entire year, and 3 percent for shareholders; the fluctuations in returns
diminished substantially, but still remained higher for shares than for bonds.

In 1978 holdings of short­ and medium­term ifnancial assets (as deifned in TableXVII­ 1)
grew by 9 percent in real terms, a much lower rate than in the previous year. The sources
of growth were the increase in total private savings, and, even more, the availability of
ample ifnancing. The huge expansion of total resources was sufifcient to feed the extra

1 This chapter deals with securities issued by prospectus (including government and
Jewish Agency secuirties which are exempt from this requirement) listed for trading on
the Stock Exchange, with the accent on transactions of the public (viz. households and
nonifnancial firms). Due to statistical limitations, the data on issues to the public also in­
elude purchases or redemptions by the ifnancial sector (except for savings schemes of
secuirties of the kind issued to the public). Compulsory loans (which are not tradable) are
not included in the calculationof net issues, but redemptions of compulsory loans which
became tradable (and were held voluntarily) have been subtracted.
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DEVELOPMENTS IN THE SECURITIES MARKET, 1976­78

t­
<

1978

< 1976 1977 Total 1st half 2nd half

>~ 1. Net issues at 1 978 prices (IL billion)a (­)2.3(­)4.5(­)6.8(­)9.4(­)5.1
(­)0.4(­)3.9(­)4.3(­)5.0(­)3.9
(­)1.9(­)0.6(­)2.5(­)4.4(­)1.2

3.1(­)1.2.i9211

4.23.07.28.07.8

z A. Bonds

*~ To the public
. lJ For savings schemes
7: 2. Overall real rate of return onindex­linked and option­type (percent)
­ 3. Stock Exchange turnover at 1978 prices (IL billion)
i> B. Shares (and convertible securities)

1. Issues at 1978 prices (IL billion) 1.5 6.0 5.5 1.9 3.6

2. Percent increase in issues at constant prices compared
to previous year (annual rates)

3. Overall real rate of return (percent)
4. Volume of trade (IL billion, at 1978 prices)

)a) Stock Exchange
)b) Stock Exchange and over­the­counter market

C. Total securities market
1. Total issues at 1978 prices (IL billion) (Al+Bl)
2. Weightof bonds in total Stock Exchange trading (percent)

a The net issue data for 1976 and 1977 (the total and its distribution) are an estimate, which is less reliable than the other data.

20(­)37.0(­)8300(­)28 .

(­) 10.715.8(­)3.434.38.9

7.69.016.619.03.3

17.617.134.734.96.1 .­

1.3(­)2.6>­)1.3(­)3.4(­)3.6
3625303774



demand for financial assets, even though a larger percentage of the increment was divert­
ed to physical investments than in 1977. The stronger demand for financial assets can be

credited to the opportunity to invest in Patam,^ which increased the "returns­liquidity"
investment portfolio combinations; the raisingof the yield on bonds and savings schemes,
the more vigorous effort made to sell shares; and the diminished variability of returns on
securities.

At the same time, the public continued to shift its financial savings away from securi­
ties to alternative channels at the extremes of the liquidity scale; to institutional savings,
which have a low liquidity (approved savings schemes and provident funds), and to Patam.
This new medium struck the public as being highly liquid and profitable, and it became
the big "hit5' in financial investments: the public deposited IL 16.5 billion in Patam
(compared to IL 600 million in net bond and share issues to the public in 1977). This
shifting of demand to Patam came at the expense of investments in securities as well,
whose market value increased by only 2 percent in real terms, compared to 14 percent in
the other short­ and medium­term financial assets held by the public. Foreign investment
in securities traded on the Tel Aviv Stock Exchange may also have experienced a net
growth. Throughout most of 1978 bonds were highly liquid: the average period to
redemption decreased, and the fluctuations in returns also diminished. At the end of the
year, as redemptions gained force, the liquidity of the portfolio dropped from the stand­
point of its maturity structure. The renewal of a significant portion ofthe portfolio, which
lengthened the average life ofthe securities, caused this development.

The seirous crisis which struck the share market at the end of 1977 was of extremely
short duration, and by the beginning of 1978 real share prices started to turn up and
continued in this direction throughout most of the ifrst half of the year. The recovery can
be chiefly credited to a stronger institutional demand,­^ with the public's demand slowing
after its unprecedented growth in the previous year. This slackening should be viewed
against the steep rise in share prices in recent years relative to the profitability of the
companies whose shares axe listed on the Stock Exchange. The supply rose due to a large

issue during the second half of the year, which checked the rise in pirces; in liglit of the
weakening of demand at the end of the year, share prices even went down in real terms.
It should be recalled that the share market is largely influenced by the dominant role
played by banks in stock exchange trade and by share purchasesof institutional investors
(some of whom are connected with banking institutions, the principal issuers of shares(.

2 Foreign currency deposistsof local residents.
3 Among the institutions which increased their demand for shares were "interested
parties", the social insurance funds, and mutual funds, some of which are connected with
the issuers.
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The sale of shares, part of which was financed by credit (some of it foreign), which tax
considerations render more profitable to the purchaser, also contributed to the reawaken­
ing of the market. It should be noted that even though share issues diminished in real
terms from the year before, which was quite exceptional in this regard, they remained
three times as large as their yearly volume in 1972­76, and their market value grew during
1978 by 15 percent in real terms. The large proportion of shares in securities portfolios,
issues, and trading volume has drastically altered the structure of the securities market.

Redemptionof bonds from the public's portfolio still exceeded issues in 1978, but was
14 percent lower than in the previous year. A numberof factors explain this development:
the improvement of the return onoriginal ­issue bonds; the growing awarenessof the pub­
lie that partially­linked bonds fully preserve the real valueof the investment and the sag­
ging demand for shares.

Beginning in 1978 banks were required to invest partof the accumulation in approved
savings schemes in bonds traded on the Exchange. This diminished the segmentation of
the bond market, and the banking system is expected to help improve trade in the se­

condary market and to reduce the yield differentials between it and the primary market.

As regards currency assets, the public preferred to invest in Patam in 1978 rather than
in bonds linked to or traded in foreign currency, for which the return on new issues was
not adjusted to the dollar interest rate; this was reflected in relatively small purchases of
"double­option5' bonds or those linked to the dollar (22 percent of total gross purchases
of bonds), and a slight rise in prices: the real return on bonds traded in dollars was nega­
tive (­19 percent(.

2. Demand for Shares and Bonds

The demand for holding securities continued to grow in 1978, though at a slower rate
than in 1977; the sources for the expansion were the growth in private savings and the
availability of ample financing, part of it credit extended to those purchasing shares. The
upward trend in demand for shares relative to that for other securities, which has been
evident since 1975, carried over through the year reviewed (see TablesXIX­ 1 and XIX­2),
but the pace slowed because of the substantial rise in share prices. The efficient marketing
apparatus of banking concerns (the principal issuers of shares) has been a weighty factor
in market developments. Its importance was heightened in 1978 in consequence of the
huge volume of bonds which came due this year: this increased the public's dependence
on investment advisers, most of whom are bank employees. The marketing of shares was
also given a ifllip by the provision of credit (some of it from abroad), which tax considera­
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­TABLEXIX2
MARKET VALUE OF SECURITIES LISTED FOR TRADING ON TEL­AVIV STOCK EXCHANGE, 1975a_78b

)1L billion)

valuein marketincreasePercentsecuritiesWeight in total
1 by the public (7c)heldvaluesMarket

10701 0701 Q771 £07
Real

17/0
Nominal

1y 1 1

Real
17/0
Real19781977197619751978197719761975

BondsA.
(­)7.337.25.2­12.07.48.18.79.87.05.13.42.8Linked and traded in foreign currency01.
23.482.89.817.345.637.738.833.043.523.815.29.4Index­linked issued to the public**2.

(­)74.1(­)61.6(­)22.0(­)12.96.425.236.541.86.115.914.311.9Option­type loans (linked ­ unlinked)3.
2.9­ .­­2.8­­­Double option (index or dollar­linked)4.

3.50.61.41.7Estimate of bonds not yet listed for tradee5.
(­)6.538.5(­)7.1(­)3.666.171.987.590.562.945.434.325.8Total bonds6.

Thereof:
(­)2.145.1(­)6.06.810.811.313.512.610.37.15.33.6In portfolioofbanks7.

6.557.621.6117.54.34.13.81.8.4.12.61.50.5In the Bank of Israel portfolio8.
Estimate of bonds held by the9.

(­)8.335.9(­)8.9(­)8.150.956.670.276.148.535.727.521.7publicf (6­7­8)
SharesgB.

17.073.368.934.143.037.425.018.640.923.69.85.3Traded in IL10.
(­)39.2(­)IO.O40.3. 3.61.93.22.62.51.8.2.01.00.7Traded in foreign currency011.

12.666.866.330.544.940.627.621.142.725.610.86.0Total shares and options (10+1 1)12.
50.0122.240.3(­)18.44.22.92.32.84.01.80.90.8Convertible securities13.

Total shares and convertible14.
15.170.464.324.849.143.429.823.946.727.411.76.8securities (12+13)

Total bonds held by the publicC.
1.950.912.9­0.3100.0100.0100.0100.095.263.139.228.5and shares (9+14)

a Excludes securities not intended to be listed for trade such as certain institutional bonds.
b The 1978 data are provisional.
c The market value of securities traded in foreign currency was calculated until 1976 at the Natad rate.
d Excludes bonds issued to institutional investors.
e The face value plus accrued linkage differentials and interest.
f Since the portfolios of institutional investors contain bonds that were issued to the public, this estimate is biased upward, though the bias may

decrease over time; includes investments through mutual funds.
g Includes shares in portfolios of institutional investors.
SOURCE: Tel Aviv Stock Exchange and Bank of Israel.



tions render more profitable to the purchaser. Among the institutions which increased
their demand for shares were "interested parties",'* provident funds managed by banks,
and mutual funds, some of which are connected with the share issuers. The foreign
currency reform and the concomitant steps taken in late 1977 go a long way to explain
developments in the securities market in 1978.

The reform immediately terminated the unprecedented share market boom: during
the last two months of 1977 demand was diverted from shares to index­linked savings
schemes and to Patam.

In addition to the advancing of purchasesof indexed assets at the end of 1977, which
diminished the demand for bonds thereafter, the strong attraction of Patam accounts also
depressed bond demand in early 1978. In spite of the improved return onoriginal ­issue
bonds and the greater array of monthly instruments offered the public, bond redemption
was IL 600 million higher than new issues in the period January­July (see Table XIX­3),
a real growthof 50 percent over 1977. Pricesof index­linked bonds fell during the period
January­April, and their return­' was then 3.4 percent in real terms." Along with the slow­
down in demand for bonds, that for shares increased: duirng the ifrst half of 1978 their
real return was 16 percent. These trends ­ the recovery of the share market and ebbing
demand for bonds ­ were sharpened because of the substitutability of these two markets.

In the second half of 1978 the situation was reversed: the bond market recovered
while the share market weakened. The mounting attraction of bonds relative to other
financial investments stemmed from a gradual intensificationof inflationary expectations
and uncertainty regarding the dimensions of inflation, which reached a peak at the end
of the year, and from the slackening of the advance in share prices. The rebounding of
demand for bonds was strengthened by the diminished profitability of Patam investments
in late 1978. In addition, there was probably a growing awareness among the public that
partially­linked bonds safeguard the full real value of the investment therein and even

4 The available data relate to "interested parties" in companies, which the law defines as
those who hold 10 percent or more of the capital stock issued by the company, of the
voting rights, or of the power to appoint managers. The reliability of the data is low; in
addition they do not relate to other concerns which are asssociated with the issuer.
5 The term "return5' refers to the overall rate of return, unless otherwise speciifed, for
the period ending on tlie 23rd of the month (before 1977, the end of the month), in
order to eliminate temporary end­of­month (end­of­year) influences. Therefore the
discussion deals with the return on shares for a period which began at the nadir of the
price slump.
6 In this chapter purchasing power has been converted into constant­price terms (or real
growtli rates) using the consumer price index (or its growth rate). Annual flows (e.g.
issues) have been deifated by the annual average price index.
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FIGUREXIX­ 1

NET SHARE ISSUES AND SHARE
AND BOND TURNOVER ON
THE STOCK EXCHANGE
(IL billion, at 1978 prices(

exceed it (this was the aim of a Bankof Israel
publicity campaign). Quotations of index­
linked bonds started to rise in real terms in
May (see Table XIX­6 and Figure XIX­2),
and their real return for the period May­
December was 1 1.9 percent. Net issues of
bonds to the public, which became positive
in August, averaged IL 600 million a month
between August and November, as against a
negative net monthly issue of a similar
amount in the preceding months.

By contrast, as mentioned, the second
half of the year witnessed a slowdown in the
rise of share prices. This can be ascribed to
the substantial growth of supply due to new

issues (IL 4.5 billion in May­October); it is
reasonable to assume that short­term invest­
ment demand was diverted from the share
market to bonds. In the period June­
November the real return on shares was
­ 14 percent.

The high inflation which prevailed at the
end of the year, along with the huge volume £ ££ f
of bonds falling due (see Table XIX­3), Semilogarithmic scale

enhanced the profitability of buying bonds with short­term financing even before they
reached maturity, so as to benefit from the linkage to the indexof the month preceding
redemption. In December net bond issues were again negative, despite the large redemp­
tion expected in January 1979. A contributory factor was the recovery of the share
market after several months of sluggishness: this was reflected by a real rise in prices
which brought the real return up to 3.9 percent that month.
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3. The Share Market

In new share issues, the. bulk of which were floated in the second half of 1978 the
weight of the financial sector was less dominant than in the previous year while a large
number of new companies turned to the Stock Exchange to mobilize capital. Another
striking feature this year was the heavy purchase of shares by "interested parties" and
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­XIX3TABLE

1976­78aMOBILIZED,SECURITY ISSUES AND NET CAPITALDOMESTIC
(IL million)

Tradable bonds issued forTotal netsold to the public*5Bonds
capital

mobilized
jSavings o^utiuw

SharesNet Bank of Israel
Net capitalfrom theandNet capitalpurchases in and
mobUizedRedemp­publicconvertiblemobilizedoutside theRedemp­
(7­8)tion'Salese(4+5)secuirties"(1­2­3)Stock ExchangetioncSales
(9)(8)(7)(6)(5)(4)(3)(2)(1)

­600600­1,191754­1,9456473,1731,8751976
­2,9002,900_6273,973­3,3462394,3301,2231977
­2,4944,386 .1,8921,2435,545­4,302­25815,22810,6681978
­144144­749180­9297987727January
­6464_­432100­53247776291February
­411411_"5345­340101739■ 500March
10691197­8419­85075988213April

­263760497­44671­5177940430May
146360506' 5221,223­70141977317June
­23 ­2642411,0161,490­474­771,236685July
­493 .66517257848989­901,0241,023August
­375721,3991,121278­79729928September
­71371301,953164­1,789­926152,312October

­3163584223160171­1692,3222,324November
­1,0221,05735­1,993293­2,286­1014,0051,618December
­2892967­2,230101­2,331­893,3759551979 January
­2748212,6591402,519­1783202,661February

The data have been rounded off. Does not include compulsory loan issues and redemption of nontradable compulsory loans. In 1978 there may have
been purchases in the secondary market to cover savings schemes; the data on issues for the latter would therefore be biased upward and those on
issues to the public downward.
Includes sales to and redemption of bonds purchased by the financial sector, other than for savings schemes (until 1978),of the type issued to the
public.
Repayment of principal and payment of interest and linkage increments.
The parent company of one of the commercial banks committed itself to buy IL 522 million of the bank issue in 1977 (IL 154 million in 1976),
while it issued shares for a bigger sum; in order to avoid double­counting of this issue, the sum has been netted out.
"Double­option" bonds, purchased to cover 40 percent of the accumulation in the "dollar­option" schemes.
The data for 1976 and 1977 are estimates, and hence less reliable.

SOURCE: Bank of Israel calculations.



FIGURE XIX­2

INDEXES OF CUMULATIVE OVERALL REAL RATES OF RETURN
ON SECURITIES AND FOREIGN CURRENCY

(Base: end­1971 ­ 100)
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NOTE: The data on foreign currency relate to the Natad dollar until October 1977, and after that
to a basket of currencies. This index is of exchange rates and not the overall rateof return,
as in the other indexes in the diagram.

financial institutions, which, it is reasonable to assume, consisted mostly of shares of
ifnance companies. The variabilityof the returns on shares declined by about 40 percent,
but remained high compared to the period before 1977 and to that of bond returns. Total
share turnover was about the same as in 1977 in real terms (six times the average annual
volume in 1972­76), but the proportion of transactions conducted outside the walls of
the Stock Exchange grew in the year reviewed. The buoyant demand for shares was mani­
fested in their total market value, which reached IL 47 billion by the end of 1978, a real

growthof 90 percent since the end of 1976.

The much larger quantity of shares offered through new issues is explained by the fact
that mobilizing capital this way has become less expensive due to the steep real rise in
share prices since the middle of 1976. The sizeof new issues depends to a great extent on
the expected demand for them; this demand grew as the public became increasingly
famihar with the stock market because of the 1977 boom and the efficiency of the
marketing apparatus of the banking concerns. The latter factor gained in importance with
the mounting dependence of the public on investment advisers, most of whom are bank
employees; the huge redemption of bonds in 1978­IL 15 billion (compared to only
IL 4 billion the year before) ­ made large sums available for reinvestment.
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­TABLEXIX4
YIELD AND STANDARD DEVIATION OF MONTHLY REALa CHANGES IN PRICES OF BONDS,

SHARES, AND NATAD DOLLAR AND IN PURCHASING POWER OF MONEY, 1972­78
)percent)

Finance
Purchasing£AllOption­Index­
power ofForeignIndustrialinsuranceordinarytypelinked
moneycurrency"sharessharessharesloansbonds

Arithmetic average for 1972­75
(­)17.45(­)6.44(­)5.081.722.913.166.47'Annual yieldc

1.743.085.584.115.262.042.13Annual standard deviation
1.762.917.33 .4.245.172.582.28Monthly standard deviatione

(­)27.5­19.40.838.236.615.2615.741976 Annual yield
1.112.804.52.5.635.344.554.02Annual standard deviation
1.632.214.613­213.043.553.66'Monthly standard deviation

(­)29.88.63(­)6.7048.3434.583.92 .(­)0.081977 Annual yield
2.696.6416.2016.8818.372.274.89Annual standard deviation
2.696.0112.6711.9612.63 .3.004.43Monthly standard deviation

(­)32.5­10.35, ­10.55­1.353.44. (­)7.158.031978 Annual yield
1.203.4310.755.47. 7.18 .1.602.11Annual standard deviation
3.343.1910.205.247.102.061.85Monthly standard deviation

a Deflated by the consumer price index.
b Until 1977 the Natad dollar: in 1978 a basket of currencies.
c Overall rate of return for the year.
d This measures the risk involved in holding an asset for more than one month. It is calculated as the square root of the sum of the square differences

between the monthly index of prices and the trend index during the year (end of previous year = 100), divided by the number of degreesoffreedom.
The trend index during the year is calculated by regressing the prices against the variable "time".

e This measures the risk involved in holding an asset for one month. It is calculated as the square root of the square differences between the monthly
rate of change in the index of prices and the average rate of change therein, divided by the number of degrees of freedom.



Since every issue involves substantial ifxed charges and the expenditure of considerable
time and effort on the part ofmanagement, companies tend to avoid frequent, small flota­
tions. When the issuer is a large company, the emission is likely to significantly increase
the supply of stocks in general and thoseof the issuer in particular.' To avoid unsettling
the market the banks gave credit to some investors,^ thus regulating demand. The supply
was also regulated when "interested parties" purchased about IL 1 .3 billion of the issues,
with the intention of selling them gradually in thefuture.^ The total valueof new issues
was IL 5.5 billion in 1978, while the annual average market value of shares was about
IL37 billion. Intervention in the market was most pronounced in the purchaseof about a
third of the peak issue in June­August (IL 3.2billion) 10 and the purchase of IL 600 mil­

lion of shares in January­February.' ' (On the reliability of the figures on purchases by
"interested parties" see note 4.) No data are available on the intervention of the financial
institutions as a whole, nor is it known to what extent purchases by "interested parties"
or the marketing of shares on credit increased in 1978. The bulk of the trade by "in­
terested parties" involved bank stock, which explains the relatively small fluctuation in
returns and dispersion of shares in the finance and insurance group (see Table XIX4 and
XIX­9). Among the ifnancial institutions the net purchase of IL 850 millionof shares in
1978 by bank­administered provident funds stood out.

The composition of issues was again typiifed in 1978 by the sale of "packages", con­
sisting of shares, convertible bonds, and options; the weightof shares in total issues even
fell from 70 percent to 53 percent in 1977. Diversifying the issue makes it possible to
promote its marketing and to sell inferior securities as well. It also makes it possible to
issue shares without an additional prospectus when the time comes 10 exercise the con­
vertibility rights; thus the continuity of share offers is increased, with a corresponding
savings in prospectus costs. The drawback of "inclusive issues" is that the average poten­

7 In 1978 there were three large issues, totalling IL 0.7­0.9 billion each.
8 For those who are not deifned as traders by the tax authorities, this kindof transaction
has tax advantages: the interest rate on credit is recognized as a deductibleexpense, divi­
dends are taxed at a relatively low rate, and capital gains on listed shares are tax exempt.
9 In favorable market conditions, the reverse timing is possible: the gradual saleof shares
in anticipation of the issue, when "interested parties" replenish their portfolios.
'OThe purchase ifgures for "interested parties" represent more than market intervention,
since they also include purchases obviously made for the portfoliosof parent companies
(sometimes for the purpose of gaining control).
'' In discussing institutional intervention, note should be taken of the formidable weiglit
of banking concerns and afifliated ifrms in total share market activity and their conse­
quent ability to alter development trends.
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tial buyer is not equipped to evaluate the profitability of purchasing the different securities
based on market price considerations; "inclusive issues" also complicate trading on the
Stock Exchange.^ In 1978 the Tel Aviv Stock Exchange decided to discontinue trade in
"packages", and to trade the securities separately from the day they are listed.

The timing of the issues during the year (see Table XIX­3) was influenced by their lag
behind the prevailing market conditions. The offeringof new issues some time after prices
begin to rise hasa. destabilizing effect on prices. The uncertainty caused by the crisis at
the end of 1977 was oneof. the reasons for the small volume of new issues in the early
partof 1978.

The timing of issues was also influenced by the exemption from the obligation to
publish an interim ifnancial report, which was granted to companies bringing out balance
sheets to the end of December for stock issues through the end of August. For this reason
issues fell off at tlie beginning of the year, when balance sheets were still in preparation,
and increased in the second half of the year. The growth in offers was further stimulated
by ifscal circumstances.*■'

The strongly bullish tone of the share market induced a greater resort to the Stock Ex­

change for mobilizing capital; 15 companies took this route for the ifrst time in 1978,
compared to a yearly average of less than three companies in 1970­77: these included
ifve industrial companies, ifve financial institutions, two investment and holding com­

panies, one in the building and land groups, one in commerce and services, and one in oil
exploration. The weight of the finance and insurance group in the offerings of these new
companies (which, at IL 1 billion, amounted to nearly 20 percent of total new share
capital this year) was relatively low ­ 40 percent.

The preponderant weight of banks in offerings can be attributed to their experience in

mobilizing equity capital on a scale adequate to ifnance their expansion. Nevertheless,
1978 was the third straight year of decline in the weight of the financial sector in total
issues. Tliis was apparently caused by the booming demand for shares, wliich encouraged
even nonifnancial companies to issue stock. The weight of the ifnancial sector in total
offerings dipped from 94 percent in 1975 to only 73 percent in 1978 (and that of the

12 The average for each of the three banks that issued securities of numerous types was
ten securities at the end of 1978 (shares, options, and capital notes).
13 Under an amendment to the law in July, the tax authoirties recognize the flotation
costs of industrial companies (about 7 percent of the proceeds) as a deductible expense,
to be wirtten off in three equal yearly instalments beginning in that year. Another tax
relief was awarded to industiral companies: the listing of existing shares on the Stock
Exchange along with die offeirng of an emission to the public by means of a prospectus
will exempt shareholders from tax on the capital gains accumulated up to the time of
listing, provided they hold the listed shares for at least ifve years after the date of listing.
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TABLE XIX­5

STOCK EXCHANGE AND OVER­THE­COUNTER MARKET TURNOVER, 1975­78

Total trade on Stock
Exchange and over­

the­counterbOn Stock ExchangeExchange(Bonds (on the Stock
Linked to
to exchange

rate or
Totaltraded inOption­Linked

securitiesConvertibleDoubleforeigntypeto 0­0­1Government
Shares BondsctradedSharessecuritiesUnlinkedoptioncurrencyloansindexbondsTotala

)IL million(
1,362 19,6774,400780103003061,8731,3382,8903,5171975
2,826 . .d5,4541,432178002692,0171,5583,3693,8441976

21,86117,94311,3451,2911103512,2992,6474,7715,3071977
32,46823,75914,3562,233283124732,1684,1896,4227,1701978n

Percent annual increase.x
<

41 4923.150.437.6__61.9­7.168.117.617.21975
10724.083.672.7__­12.17.716.416.69.31976ev

50

674229.0692.2625.3__30.514.069.941.638.11977<>

48.532.426.573.0­­34.8­5.758.334.635.11978X

Over­the­counter
H

trade as a percentPI

of total tradeturnover (percent(Weight in total Stock Exchange
42.7 81.6100.017.72.3__6.942.630.482.279.91975C
49.3100.026.33.3__4.937.028.687.670.51976

JO

48.1100.063.27.2002.012.814.889.929.61977
55.8100.060.49.40.11.32.09.117.689.630.219782,<

Loan.Short­Terma Excluding trade in unlinked bonds and the
members.trade ­ according to the reports of Stock Exchange" Over­the­counter

c Includes convertible bonds. The data are statistically less reliable.
d.. No data.
SOURCE: Tel Aviv Stock Exchange.



TABLE XIX­6

MONTHLY OVERALL RATE OF RETURN INDEX FOR LISTED SECURITIES8
AND MUTUAL FUNDS AND INDEX OF RATES FOR A BASKET OF

CURRENCIES AND THE DOLLAR, 1978
(December 1978=100(

Index of foreign
currency ratecIL sharesBonds

traded
in foreign
currency

linked IL bondsIndex

Mutual
funds

Dolla1dBasket
of cur­
rencies

Convert­
ible
bonds

Ordinary
and

preferred"

Option­
type

Index­
linked

Total

28.331.420.617.118.91972

30.524.925.121.723.51973

40.427.938.335.036.61974

58.047.036.658.048.345.746.81975

63.664.965.652.163.2. 67.570.269.01976

100.0100.0100.010.0.0100.0100.0100.0100.0100.01977

1978

102.7104.8110.2104.1110.5104.199.9101.1100.6January

103.2106.2.113.193.498.497.3103.5102.3102.8February

105.9108.6115.5.106.7111.4100.9102.5103.3103.0March

112.4109.6114.6123.2130.4105.0105.9109.8108.3April

120.0115.8121.7124.5136.7114.3113.5118.9116.7June

123.0119.1127.9121.3136.6118.7116.6123.8122.9July

126.1120.3129.2121.7137.7121.2119.2128.8124.9August

128.6120.1126.8127.6146.6122.4120.5131.0126.8September

133.1120.4131.7130.3147.3120.9124.9140.2134.1October

135.6123.6131.0125.1142.6121.4132.5154.8145.8November

141.1122.9132.8132.7153.2120.2137.5160.0151.0December

95.382.989.789.6103.481.192.9108.1101.9

Real Index
for De­
cember

a Since 1977, data are for the 23rdof each month. Previously indexes were calculated for the end of
month, and excluded interest payments and cash dividends.

b The weight of preference shares in the total is very low.
c This is an index of foreign exchange rates rather than of overall rates of return, as in the rest of this

table; the difference between the two indexes is the interest rate.
d Before 1977 the Natad dollar.
SOURCE: Central Bureauof Statistics; foreign currency exchange rates ­ Bankof Israel.
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­TABLEXIX7

MARKET VALUE OF EXISTING SHARES BY ISSUING GROUP AND NEW ISSUES
OF SHARES AND CONVERTIBLE SECURITIES,8 1978

)IL million)

1 shares and convertibleSales of newly issuecMarket value of listed shares
securities, 1978and convertible securities15

total issue Weight of new issue in totalWeight of group inPercent realWeight of group
naricet value oi tnegroup s
sharesat endof 19771978 1197719761975rise in mar­

ket value
in total market

value, end of 1978
(percent)ILm.in 1978(percent)

Commercial banks and bank holding
19.43,29159.470.080.285.013.461.028,473companies
19.84167.55.06.94.6(­)14.85.72,649Mortgage banks
1.5300.51.70.00.6(­)47.03.41,599Specialized lfnancial institutions

41.02825.15.02.53.630.92.91,333Insurance
18.54,01972.581.789.693.85.673.034,054Total financial sector
3.8190.30.83.50.0(­)22.81.2570Commerce and services

Land, building, development,
35.43846.91.90.32.164.95.62,651and citrus0
24.363211.412.46.64.12.68.53,948Industry
34.84918.93.20.00.0160.611.75,454Investment and holding companies
20.35,545100.0100.0100.0100.015.1100.046,677Total

a Excludes bonus shares, conversion of convertible bonds, issues not against cash, and existing shares listed for trade on the Stock Exchange.
b The data on the total stock and its breakdown for the end of 1978 are provisional.
c Includes an oil exploration company founded in 1978, which issued IL 100 million of shares.
SOURCE: Tel Aviv Stock Exchange and Bank of Israel.



commercial banks from 85 percent to 59 percent). Issues by industrial companies were
down 1 percent in 1978, to stand at 11 percent of total offerings, and amounted to 10

percent of total industrial investment. And this despite the tax concessions granted them,
as mentioned, and the raising of the proportion of social insurance fund accumulation
which could be invested in industrials. The small share of this sector in total new issues is
a direct result of the availability of cheap industrial investment finance. It would be
reasonable to expect that such government assistance would encourage the financing of
investments with equity capital, in constituting a supplementary source. In practice,
however, it serves as a substitute for issuing stock, and industrialists prefer to obtain
additional funding from the government, while equity capital is mobilized in other ways
­ without the expenses, administrative effort, and disclosure that are bound up with
share offers to the public by prospectus. It can therefore be said that capital mobilization
through bonds, issued either by the government or in accordance with its directives,
serves as a substitute for the mobilizationof capital shares. Investment and holding com­
panies^ increased their weight in new issues in 1978, accounting for about one­tenth of
the total, while land and development companies expanded their operations with the
boom in construction and increased their weight in the total to 5 percent, double the
1977 ifgure.

To whom did the issuers turn? Rights issues decreased in 1978, depressing their weight
in total offers from 47 percent in 1977 to 36 percent. The fourfold increase in the weight
in new issues of companies whose stock was previously not traded on the Exchange also

influenced the weight of existing stockholders. In addition, the proportion of advance
purchases by institutional investors in total issues dropped in 1978 to about half its 1977
level. This was caused by the decrease in their orders, together with the instruction to
curtail their allocation in case of oversubscription.

The return on bank shares was 2.9 percent, while that for the entire finance and insu­
ranee group was ­1.3 percent. The land, building, and development group yielded a high
27 percent real rate, since it enjoyed excellent market conditions. Investment company
shares also turned in an outstanding performance, scoring a 43 percent return, while in­

dustrial and commercial and service shares suffered substantial losses.Examination.of the
annual average rate of return index, which is less influenced by temporaryfluctuation,' 5
reveals that the real return on all stocks was 0.5 percent, for the finance and insurance

14 which invest, inter alia, in stocks and bonds traded on the Stock Exchange.
l^fhe overall rate of return represents the expected return in 1978 on a random invest­
ment in shares of the group under consideration (with the probability of investing in a
particular stock varying in proportion to its weight in the market value of the listed
capital of the group), whereas the annual average growth rate represents the expected
return on an investment held for 12 months, beginning in some random month i:1 1977.
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TABLE ^^8

CUMULATIVE OVERALL RATE OF RETURN INDEX FOR SHARES LISTED FOR TRADING
ON STOCK EXCHANGE, 1974­78

)Base: December 1977 = 100)

<

tn
50
X
X
H
X
m
to

g
J0

ולו
00

<
נק
לח

נ­

insuranceFinance and

Land,Invest­SpecializedGeneral
building,CommercementfinancialStock
develop­andcom­institu­MortgageCommercialExchange
mentaservicesIndustrypaniestionsbanksbanksTotalindex

End of year
23.425.934.130.431.220.027.424.026.61974
35.647.452.042.938.424.434.632.936.01975
59.662.875.261.954.841.848.347.352.11976
100.0100.0100.0100.0100.0100.0100.0100.0100.01977

1978, end of quarter
120.0102.7107.4124.1107.7107.0109.9109.8111.4March
155.1128.7137.0158.9136.6133.5130.6131.8136.7June
182.7115.8137.8195.1125.5116.2142.1138.6146.6September
188.1114.4132.5211.8124.0106.4152.5146.1153.2December
127.077.389.5143.083.771.8102.998.7103.4Real index for December

Real change in annual
(­)5.4(­)16.0(­)22.0(­)3.4(­)23.418.513.37.10.5average,indexb (percent)

a Until 1 976, includes citrus.
*> The conversion into real terms was done monthly, using the consumer price index.
SOURCE: Central Bureau of Statistics.



TABLE XIX­9

­/ oX T O 1

)percent(
v^u A.L w^M^m. 1CD

Z

Overall rate of return

O

Eo

Number
of
com­
panies

Number
of

; shares
Index of
dispersion'

ofDeciles of the distribution
the rates of return

Highest
overall
rate of
return

Lowest
overall
rate of
return

Dividend
yield

(weighted
by listed
capital(

Weighted by
annual
Stock

Exchange**
turnover

Weighted
by listed
capital8

Arith­
metic
average

<

<
z
z
c
<

9075502510

ind financial institutions1. Banks, insurance companies, :

tr
50
PI

22340.56188.3145.794.084.279.0261.744.0104.4102.2117.019773
1978

23490.3644.030.820.113.71.0102.6­19.739.642.839.11st half
23490.5022.012.2­6.4­20.6­25.229.7­39.510.512.7­3.92nd half
23490.6254.838.117.7­7.7­17.958.3­26.32.137.038.918.0Total

2. Land and development companies

10130.88244.0143.1112.076.958.5248.124.1102.1119.4122.91977
1978

11150.4263.054.236.429.16.175.03.639.642.839.11st half
11151.03110.152.920.5­11.3­13.6177.5­15.020.126.531.92nd half
11151.12208.198.053.529.224.9243.020.41.163.977.280.7Total

uid commercial companiesIndustrial i3.

24362.09167.176.452.017.00.8248.1­16.374.951.263.71977
1978

25430.4353.134.424.19.1­0.295.2­13.528.118.425.81st half



n
x

5

H
PI
00|
H

s
70

2nd half
Total

1977
1978
1st half
2nd halt
Total

1977
1978
1st half
2nd half
Total

7.0
35.1

69.8

25.2
20.4
50.8

88.7

26.2
8.8

37.1

­0.1
18.5

80.3

27.2
16.0
48.8

91.5

23.6
11.9
38.7

­2.5
24.9

75.4

30.5
16.7
52.1

95.1

26.1
10.2
38.8

2.8

3.2

­37.6 141.8 ­23.0 ­17.6 ­3.7
­32.2 208.3 ­14.6 ­6.3

4. Investment companies

19.1 165.0 . 23.4 42.1

­12.3 65.7 2.6 7.1
­21.6 255.3 ­16.1 ­6.0
­15.1 294.9 ­12.2 9.2

. "­25. 430.6539.424.0­3.7
­ '25430.8286.854.323.3

..21'270.52110.98 8 ;269.0

19310.4860:339.319.5
:19310.7763.531.53.0
19311.17154.965.443.0

5 . Total ordinary shares

­16.3 261.7 19.1 52.0 80.6 115.8 173.5 1.41

2.2

110 77­

781380.4254.237.422.511.72.6102.619.7
781380.6743.820.50.1­15.5­23.0255.339.5
781380.8796.153.526.83.0­13.6294.932.2

a Weighted by the listed capital at market prices, at the end of the previous calendar year.
b Weighted by Stock Exchange turnover during the calendar year.
c The index of dispersion is calculated as follows: the overall rate of return for the lowest decile is subtracted from the overall rate of return for the

highest decile; the remainder is divided by 1 plus the return for the median group. E.g., the index of dispersion in 1977 for the banking, insurance,
and financial institution group is calculated as follows:

188.3 _ 79.0
100100

1
94.0
100

= 0.56

SOURCE: Bank of Israel calculations.



group 7.1 percent, and banks 13.3 percent. Examination of the returns for the calendar
year (Table XIX­9)*" does not greatly alter the picture. The nominal dividend yield on
and for the ifnance and insurance group was about 2 percent in1978' ' (see Table X1X­9)
which was different from the figure for the remaining groups. The low weight of divi­
dends in the overall rate of return constitutes an advantage to the investor since dividends
are taxable, whereas capital gains are not. (This is only one of the considerations in deter­
mining dividend distribution policy.)

There was no real change in total share trading in 1978, though a larger proportion was
carried on outside the Stock Exchange: 56 percent compared to 48 percent in the pre­
vious year (see Table XIX­5). The increased institutional investors contributed to this
development.

4. The BondMarket 1"

The market value of the public's bond portfolio amounted to an estimated 1L 49 billion
at the end of 1978; this represented a declineof 8 percent during the year and followed a
9 percent drop in 1977 (see Table XIX­2). The falling trend in the demand for bonds
slowed this year, the excess of redemptions over issues being 14 percent less than in 1977.

To help the bond market snap out of the crisis which beset it in recent years, the terms
of such paper were improved. In February the (gross) interest rate on bonds issued at
source was increased by one percentage point (following a two point rise in October,
1977); this brought up the real net yield to maturity by about half a point. The variety of
bonds available to the public was increased with the addition of two new types; one
offering the option of linkage to either the consumer price index or the dollar exchange
rate, and the second linked to the dollar. At ifrst the public preferred the double­option
type bonds, but inthe second halfof 1978 purchasesofindex­linked bonds grew stronger.
This development was intensiifed by the hiking of the interest paid on deposits and the

'6 The discussion of returns relates to the year beginning on December 22, 1977, when
share quotations were at their nadir. The real return for the calendar year was much lower
(­6 percent compared to 3 percent) because of the differential rise in share prices in the
last week of the two years in question: 10 percent in 1977 and no change in 1978.

17 If we calculated the amount of capital mobilized through shares in the same way
as for bonds (subtracting interest payments from the issue amount), we would have to
deduct about IL 500 million from the share issue ifgure on account of dividend payments.

18 The sliort­term loan is discussed in Chapter XVII.
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fading attraction of dollar­linked bonds due to the nonadjustment of the interest rate.
The paltry volume of dollar­linked bond sales led. to discontinuance of their issue in
1979.19

In addition to raising the interest rate on new issues, the Bank of Israel acted to damp­
en the volatility of yields, thereby enhancing the attraction of bonds in the secondary
market and stimulating sales in general. The need to intervene in secondary market
trading in order to moderate price fluctuations was due to the insignificant intervention of
institutional investors in the Stock Exchange: special bond issues, carrying preferential
terms and not listed for trade on the Stock Exchange, were floated for them, while the
tradable bonds in their portfolios were frozen.

In the middle of 1978 banks were obligated to invest 40 percent of their accumulation
in "dollar­option" saving schemes in "double­option" bonds. As a consequence, the banks
purchased tradable bonds in 1978 to the tune of IL 1.9 billion, reducing their net acqui­
sition of such paper from ­IL 2.9 billion in 1977 to ­IL 2.5 billion in 1978. Since the
portfolio of tradable bonds was frozen, it was inlfuenced only by new issues. Because of
the aforementioned requirement, the banks have become more active in Stock Exchange
bond trade on own account, a trend that is expected to gain momentum.

In January­April 1978, when the demand for bonds took a nose­dive, the Bank of Israel
purchased about IL 100 million worth a month in the secondary market (see Table
XIX­ 10). With the change in market conditions, the Bank acted in the opposite direction:
net purchases shrank to about IL 40 million a month in May and June, while in July­
November there was a net sale from the Bank's portfolio to the tune of about IL 80 mil­
Uon a month. Total purchases by the Bank on the Stock Exchange amounted to IL 100
million for the year, compared to IL 400 million in each of the previous two years. The

19 The terms and yields to maturity in the primary market are as follows:

_ ,_ . .Netrealyield (70) Lifeof bonds (years)
Bond terms/average annual ±­* ­­; ~,
inflation rate (70) Final Early

25 40 matunty date redemption
1.770interest,8O9£index­linkage 2.4 2.1 10 5

2. Double­option 570 interest,
8O9?> index­linkage

8070 index­linkage 1.1 0.9
10070 dollar­linkage 2.9 2.8

3.5.570 interest, 10070 dollar­linkage 3.6 3.6 6

NOTE: In calculating the yield on dollar­linked bonds the rate of devaluation is assumed
to be equal to the rateof inflation.
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TABLEXIX­ 10

BANK OF ISRAEL OPERATIONS ON THE STOCK EXCHANGE,
1975­78a

1975 1976 1977 1978 (quarterly(

Total I II III IV

Net purchases (1L million) 173 412 415 97 292 186 (­)150 (­)231
Volume of trade

(IL million)15 614 691 720 1,782 437 360 406 579

Weight in total trade
(percent) 9.6 9.7 7.3 13.4 15.2 14.0 13.3 12.0

a Does not include the Short­Term Loan or over­the­counter transactions. Since the data on net
purchases appearing in Table XIX­3 include redemptions and purchases of newly issued bonds
for the Bank of Israel portfolio they differ from the data published here.

^ Until 1977 trade inindex­linked and option type; in 1978 also double­option bonds.
SOURCE: Bankof Israel calculations.

weight of the Bank in total bond turnover on the Exchange rose from 7 percent in 1977
to 13percent. 20

The amount of bonds in the public's portfolio which came due shot up from IL 4
billion in 1977 toIL 15 billion in 1978. In a market where economic units act rationally,
tlxe volume of redemptions has no impact on decisions concerning net purchases, since
an investor can change the composition ofhis portfolio at any time through the secondary
market without regard to redemptions. But when other than rational considerations moti­
vate the public, redemptions can influence the composition of securities portfolios and
ifnancial investments in general. In 1978, when a sizable redemption took place, the pub­
lie became more dependent on investment counsellors, while the Bank of Israel, on the
other hand, launched an information campaign to encourage reinvestment in bonds,
emphasizing their advantage in ensuring a real return.

20 Since a substantial fraction (of unknown and variable dimensions) of the trade in
bonds takes place outside the Stock Exchange, no far­reaching significance should be at­
tached to the change in the share of the Bank of Israel in trade on the Exchange (Table
XIX­ 10). The change in this datum does not necessarily indicate any change in the Bank's
involvement in the trade in government bonds, since their weight in total turnover can
vary. This further diminishes the signiifcance of the growthof the Bank's share in 1977.

422 BANK OF ISRAEL ANNUAL REPORT 1979



TABLE )0^11
AVERAGE REAL NET YIELDS TO MATURITY OFBONDS,MONTHLY, 1978

)percent)

Traded in6W?0470Interest
foreign
currency10090100Index linkage rate (percent)

3.600.282.341.971978 January
3.480.053.042.44February
3.70(­)1.072.562.17March
3.75­(­)l592.411.95April
3.64(­)1.102.841.67May
3.76­Hl362.321.48June
3.66­(­)l502.401.50July
3.73H2.432.341.04August
3.88(­)2­092.470.94September
4.21(~)4.071.320.43October
6.23(~)3.831.850.50November
5.79(­)5.591.620.01December

NOTES:
1 . The yields shown in this table are averages of end­of­week data for government bonds.
2. The yields were calculated using an index of consumer prices estimated by the State
Loans Administration for each month.

3. Bonds traded in foreign currency are represented by Hollis bonds.
4. The yield to maturity of original issue bonds linked 80 percent to the 0­0­1 index

was 1.8 percent until mid­February 1978, and 2.4 percent since then, assuming a 25
percent annual average inflation rate. Assuming an inflation rate of 40 percent, the
yields are 1.5 and 2.1 percent, respectively.

SOURCE: Bankof Israel calculations.

The real fluctuations in bond prices (measured by their standard deviation, and which
reflect the real return risk diminished in 1978 by about 55 percent for index­linked bonds
and by 30 percent for option­type loans, and were even lower than during the period
1972­76 (see Table XIX4). This made it even more worthwhile tohold bonds as liquid
means. The importance of pirmary market trade (redemptions or purchases of new
issues) increased this year with the sharp growth in the amount of bonds reaching matu­
irty, as was noted above.

21 Although the rate of return on shares is much more volatile than that for bonds, the
velocity of Stock Exchange turnover for the former is three and a half times faster than
that for bonds.
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TABLEXIX­12
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MUTUAL FUND ASSETS AND THEIR COMPOSITION, NET ISSUES AND RATES OF RETURN, 1978
)IL million)

weighted
jf­funds

Real rate of return
by market value (

)percent)Net issues0
Assets at market

value (end of year)

Composition of assets
portfolio^ 31.6.1978

)percent)

1978
July­
Dec.

Jan.­
June

Jan.­
Dec.
1978

July­
Dec.

Jan.­
June19781977

Shares in
Israeli

currency

1

Foreign
currency

Index­
linked anc
option­
type

Classification of funds by
their specialization8

(­)4i7(­)7.83.4(­)441(­)64(­)3771,6472,1923233321 . All types of securities

(­)6.3(­)6.50.2600569318,5604,687113452
2. Index­linked andoption­type

bonds and foreign currency

1.70.11,7701,5901809,2166,51631283(­)י1.6(­)
3. Index­linked and option­type

bonds
(­)14.8!(­)13.2(­)1.84251492761,60662019814. Foreign currency assets

(­)2.9(­)9.0. 6.7(­)68(­)150821,8301,27355439
5. Index­linked and option­type

bonds and shares

2.9(­)14.820.7(­)96(­)25015461144272235
6. Shares or foreign currency

assets and shares
(­)4.7(­)6.31.72,1901,84434623,47015J301727547. Total funds

a The funds were classified according to their actual specialization at the beginning of each quarter (nonspecialized funds are presented in the first
line). Two groups of funds were aggregated in Une 6.

b Does not add up to 100 percent, because of the omission of cash and the rounding of figures.
c Mutual fund shares sold less redemptions, on a cash basis.
SOURCE: Bank of Israel.



The weak demand for linked bonds during the ifrst half of the year was relfected in

relatively high yields to maturity (see TableXIX­ 1 1). In January and February, expec­
tations of an improvement in the terms of new issues increased the return on long­dated
bonds. The surging demand for bonds during the second half of the year (with the inten­
siifcation of inflationary expectations for October and the raising of fuel and electricity
prices), depressed the yields tomaturity, especially of bonds falling due in the near future.
As a result of the upping of the interest rate on new issues in February and the decline
of secondary market yields, the gap between the return on long­dated bonds and that on
new issues shrank. Since the return on new issues was higher than that for long­dated
secondary market bonds at the end of every month in the second half of 1978, the pur­
chaseof bonds in the primary market was preferable to that in the secondary market.

The development of the real overall rate of return on bonds is a mirror image of the
development of the real yield to matuirty. The real yield on index­linked bonds was 8

percent in 1978 (see Table XIX­6): in the ifrst quarter it was ­4.1 percent, but subsequently
it turned up rapidly, particularly in the second and fourth quarters, when it reached 5

percent per quarter. The real yield on option loans was low in 1978 (­7 percent) because
of their approaching redemption date (a substantial portion was redeemed each month
during 1978). Since the redemption value of bonds is determined according to the last
price index published before matuirty date, one holding the bond to the end of its life

sustains some (unknown) loss of linkage increment. This risk, together with the short pe­
riod remaining before redemption, brought the yield on the bond closer to that in the
money markets. The approaching large redemption of option loans may also have de­

pressed their price.

5. Mutual Funds

Net issues of mutual fund shares^ plunged 33 percent in real terms in 1978; this
was a poorer performance than in the previous year, and it occurred despite an increase
in the number of funds and in their areas of specialization. The weight of the mutual
funds in the total market value of secuirties traded in Israeli currency on the Tel Aviv
Exchange stabilizedat 17 percent. The foreign currency component of the portfolios was
responsible for the low real return on mutual fund holdings (­5 percent).

The shrinkage of net sales of shares in 1978 continued the uninterrupted retreat from
the peak level reached in 1975, up to which time sales had grown fourfold in two years

22 Defined as the amount of shares issued at issue price less redemption at redemption
price.
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TABLE X/X­/3

1974­78OPERATIONS,MUTUAL FUND
)percent(

Composition of funds' assets
portfolio at end of yearb

Weight of funds'
assets in secu­
rities portfolio

listed for
trade at end
of year

Net issue
divided by
funds' assets
at end of
previous
year

Real
change
in net
issues

Net issuea
(IL mil­
lion(

Foreign
currency
assets

Shares
traded
inIL

Bonds
traded
inIL

18.27.7' 74.13108c981,0001974
19.68.272.51380341,8691975
22.77.568.51535)­(261,8221976
24.912.762.417 .25)­(H2,1821977
26.015.258.81714)­(332,1901978

a Defined as shares sold at issue price, less redemptions at redemption value.
^ Does not include cash.
c An approximation; calculated by summing the funds' assets at the end of 1973 according to a

series of data which do not exactly correspond to the data for the following years.
SOURCE: Bank of Israel computations.

)see Table XIX­J2). The volume of saJes is connected with the growing preferenceof the
public for holding assets in which they are accustomed to invest through the funds.

The composition of the mutual fund industry's portfolio is determined by the fund
managements and the investing public combined. The managers offer the public a variety
of funds, whose prospectuses specify the types and range of their investment. The pub­
He's preference is expressed by the purchaseof the certificates of those funds whose asset
structure appeals to them. The role of management is manifested in possible changes in

the composition of the portfolio. This explains the decline in the proportion of linked
bonds in theporfolios during 1978, despite the fact that funds specializing in this type of
investment accounted for tlie bulk of sales during the year. It is evident that shareholders
have a preference for index­linked bonds, as reflected by their high weight in the funds'
Israeli currency assets at the end of 1978: 80 percent, at a time when sucli bonds ac­

counted for only 45 percent of the market value of the public's holdingsof listed IL se­

curities (compare TablesXIX­ 13 and XIX­2).

On the other hand, mutual fund shareholders show little liking for stocks traded in
Israeli currency: their proportion of total fund assets was 20 percent at the end of 1978,
compared to 55 percent in aggregate listed securities traded in Israeli currency. Tlie reason
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for this is not clear, since the advantagesoffund management expertise and diversification
of investments are much greater in share than in index­linked bond investment.

Since the public prefers to invest directly inPatanr and shares, and not through the
funds, the latter were hit by the booming demand for shares in recent years and by the

preference for Patam in 1978. In the second halfof 1978, when bonds became increasingly
attractive, sales of mutual fund shares netted ifve times as much as in the ifrst half of
the year, when this segment of the market was in a slump. The drop in sales for the entire
year may have been connected with their low profitability for banks, who prefer to pro­
mote their own shares and savings schemes. The proiftability of such sales was diminished
even more for banking concerns by the fact that during most of the year they were not
permitted to issue linked bonds, which are not only a proiftable source of income but for
which the mutual funds are a potential customer.^

During the year reviewed 12 new funds were opened, a growthof 40 percent. Seven
new funds were launched by veteran managements in order to diversify their areas of spe­
cialization. Four managements, three of which have no connection whatsoever with the
banks,^ opened ifve new funds. At the same time two existing funds began to issue new
certiifcates, for the ifrst time in many years.

The fund group which had the largest sales in 1978 (accounting, in fact, for nearly all
sales of the industry) was that specializing in index­linked bonds (see TableXIX­ 12). Its
sales increased during the second half of the year, when inlfationary expectations intensi­
ifed, and amounted to IL 1 .8 billion. On the other hand, the group of funds which do not
specialize in any particular type of asset has a net redemption of certiifcates ­ IL 400
million ­ notably during the ifrst quarter of the year when demand for shares and Patam
was booming. Another outstanding development was the heavy sale by funds investing in
linked bonds and foreign currency during the third quarter ­ IL 600 million ­ and by
those specializing in foreign currency ­ IL 400 million.

23 The view that there is an institutional motivation for the decline in issaes by the in­
dustry is strengthened by the large variance in the year­to­year differences in issues by
the funds belonging to the various banking concerns. This development indicates that
when the management so desires, its funds issue shares.
^The funds can be used to circumvent the tax regulations which apply to investments
made by a portfolio manager, as this also permits tax concessions. This avoids the risk of
being defined as a trader who is liable for taxes on capital gains on certain proifts ac­
cruing from foreign currency investments, which otherwise would be subject to the as­
sessee's marginal tax rate. On the other hand, switching from an investment through a
portfolio manager to one in a mutual fund may deprive the investor of the advantage
inherent in the management of a portfolio adapted to his own tastes and needs.
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The overall real rate of return on mutual fund investments was close to ­5 percent,
about what might have been expected in the light of the market returns on the various
components of the ^(/^ portfolio. The low return stemmed principally from the invest­
ment in foreign currency assets. In this connection it should be noted that mutual funds
have tlie advantage of a low variability of yields, due to the greater diversiifcationof in­
vestments than what the individual investor is likely to attain.

The composition of funds portfolio showed a 25 percent rise in the weightof stocks, a
slight increase in foreign currency, and a decline of about 6 percent in index­linked bonds.
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