Chapter 4
The Main Companies in which the Five
Major Banks Have a Holding

The five major banking groups have many subsidiaries; the extent of their
investment in them ismassive and the subsidiaries’ contribution to the banks
income is substantial. The main areas of activity of the subsidiaries are
mortgages, activities abroad, and holdings in nonfinancial companies.
Investment in subsidiariesyielded an income of someNIS 1.7 billionin 2000,
constituting areturn of 8.0 percent, the sasme astheratein 1999. Thisincome,
which was slightly higher than in 1999, derived primarily from the continued
risein profitability of the mortgage banks, aswell asfrom theincreased local-
currency contribution of the subsidiaries abroad, even though in dollar terms
the profitability of the latter plummeted. By contrast, the contribution of the
nonfinancial and insurance companies to the groups’ profitability declined.

As in previous years, the mortgage banks were very profitable in 2000,
andtheir netincomeroseby 11 percent. Neverthel ess, the business environment
in which the mortgage banks function became more risky because of the
economic slowdown, especially in construction.

In local-currency terms the income of the overseas offices rose in 2000,
(after conversionsand accounting adjustments), but investmentsin subsidiaries
abroad were characterized by arelatively low return. In dollar terms, income
declined by asubstantial 19 percent, because of an event in the Bank Leumi-
Switzerland. Deducting the losses due to that incident, the dollar income of
the oversess offices rose.

In contrast with theincreased contribution to income of the mortgage banks
and oversess offices, that of the nonfinancial companies declined in 2000.
Most of this derived from Hapoalim Bank’s losses on Koor, the result of the
losses incurred by ECI Telecom Ltd.
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1. INTRODUCTION

This chapter focuses on analyzing the main subsidiaries, in I sragl and abroad, of the five
major banks heading the groups. These companies account for 93 percent of the banks
total investmentsin subsidiaries.!

Most of the investment in subsidiaries in Israel isin commercia banks, mortgage
banks, and other specialized banks. The banks also hold companies which operate in
areas similar or supplementary to banking intermediation, such as financial leasing,
credit card companies, and capital-market companies (Figure 4.3).2 The banks have
additional holdingsthat are not usually connected with their financial activities, including
thoseinnonfinancia companies(e.g., Koor and Thelsrad Corporation Ltd.), insurancecompanies
(eg., Kld Insurance), etc. Mogt invesment in companiesheld abroadisinfinancia companiesand
local commercid banks.

Figure4.1
Investment as Shar e of Equity, the Five Major Banking Groups, Aver age
for 1993-2000
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SOURCE: Based on published financial statements.

Thefirg part of the chapter examines the contribution of the subsidiaries to the income of the
fivemgor banks, by main area of activity. The second part contains an extensve analysis of the
performance of the mortgage banks, which are the main source of income of the banking
companies that hold them. The third part of the chapter consists of an anaysis of the
financial activities and results of the overseas offices.

! Main subsidaries are companies which, in the view of the management of a bank, have a substantial
effect on its activity and financia results, or in which at least 1 percent of equity is invested, or whose
contribution to the bank’s net profit or loss from ordinary pre-tax activitiesis morethan 5 percent of its net
profit or loss from these activities. o o ]

2 Managing mutual and provident funds, underwriting, and managing investment portfolios.

110 BANK OF ISRAEL: BANKING SYSTEM 2000



The mortgage banks continued to display ahigh level of profitability in 2000, asthey
had in previousyears, due largely to an increase in both net interest income and net non-
interest income. However, the busi ness environment in which the mortgage banks operate
became more risky in 2000 because of the recession; this was expressed in arise in
balances in arrears, ongoing expenditure on loan-1oss provision vis-a&vis home-buyers,
and in theratio of both of these to credit.

The contribution of the subsidiaries abroad (after adjustments and conversions into
NIS) to theincome of the banks holding them dependsto agreat extent on changesin the
NIS exchangerate against the dollar and the principal European currencies (Figure4.11).
In 2000 the NIS contribution of the subsidiaries abroad increased, but in dollar terms it
declined. Thisisexplained by the extensive provision made by Bank Leumi-Switzerland
dueto the suspicion that one of its employees acted improperly with regard to customers
accounts. When the figures regarding Bank Leumi-Switzerland are deducted, the
subsidiaries’ profitability increased as aresult of the expansion of banking activity.

2. COMPANIES IN WHICH BANKS HAVE A HOLDING: GENERAL?3

The balance of the investment of the five major banks in subsidiaries amounted to some
NIS 23 billion at the end of 2000, up by about NIS 2 billion over 1999. The net income
deriving from this investment was NIS 1.7 billion, up by 10 percent over 1999 (Table
4.1). The averagereturn on thisinvestment was 8.0 percent, similar toitsratein 1999. In
2000 this accounted for 64 percent of the equity of the five major banks, but generated
only 49 percent of their netincome. The main reason for thiswasthe extensiveinvestment
in oversess offices, whose income and return were relatively low (Table 4.2).

The range of holdings in nonbank financial companies enables the large banks to
engage in universal banking, i.e., classic financial intermediation, which incorporates
most financial activities, while utilizing economies of scope: alongside financial
intermediation activities, the banks engage in capital-market activities, brokerage,
securities custodianship (viathe banks), portfolio management, administration of mutual
and provident funds, underwriting, and investment banking via subsidiaries. Within the
framework of advising large customers, they offer them awide range of financial tools.
In addition, they are penetrating more deeply into the insurance market, which they
regard as complementary to commercial banking.5 In order to diversify their sources of

3 Accounting practice makes a distinction between consolidated comPanieﬁ and companies included
under an equity method (unconsolidated subsidiaries and affiliates). The Tirst category is defined as such
because the holding in these companiesis less than the minimum required for consolidation in the financia
statement, or because it is afinancial com anii. ) ) ] ]

4 A consortium, together with foreign banks, for financial and operational |easing, consultancy on the
process of underwriting and issuing securities, etc. ]

5To date, the utilization of economies of scope in these areas has been possible for banks only by means
of their holdings in insurance companies within the framework of nonfinancial holdings, the permissible
rate of holding in which is subject to restrictions. The banks would like to engage in this sphere directly
(primarily selling life-insurance policies) viathe branches.

CHAPTER 4: MAIN COMPANIESHELD BY THE FIVE MAJOR BANKS 111



0°00T L€ET eve TOS'C Lv0T ¢ 8TT— Gee's PWaodul Bu 1o}
‘A1Inbs Jo aoueeg
eTe L9T €T 8. z0e Gle evi— T19'T J(010s) ¥ueq Juered u|
8 0's 9 Tt L €9 514 ¥6€ SIUBWISSAUL UeW Ul 10N
8¢9 67¢CT 90¢ 965'T 7.9 '8 0og T8S'E Solel|ljfe pue
Sslfelpsqns urew ul el
LS 8¢ 1% et '0e g9 90T T29'T peo.qe s iuedwod
feroueul pue Bupiueq uj
€01 WA 144 85¢ %% 00¢ 144 ()44 sSJBU10 pUe ‘SIUSLUISSAUI
‘sbuipjoy ‘ssiedwiod
2oUeINSUl puUe [eIoUeu1juou U|
8Ly 2" 89T S6T'T S/ G'6 8€ (007 SHueq afiebliow u|
00 - 0 0 TS '8 41 ove'T S)ueq [erJswwod u|
yueg IyeJziN jueg unodsiq
€EeTt €qT TL9T 806°0T ¢'S0T 7T 692'T 00S'0T puodul Bu 101
‘Anbs Jo aoueeg
L9 0'sc T0OT 00y 6'Tv g6t 098 TOv'Y ,(010s) Mueq wered u|
70T 61T veT 6¢TT 8'8 (0)°] 14 126 sSJUBWISSAUL Uew Ul 10N
299 7L 9es vee'L SvS €9 €9¢ 9z2.'s sslel|ljfe pue
sslielpsqns urew ul [elol
€L 8¢ 44 161 [AR V4 6'S ceT vez'e peoIge s luedwod
feloueul} pue Bujueq uj
2'sy €L T9¢ 826'Y v'1c 8'G €T 2t sSJBYI0 pUe ‘SIUBLLIISSAUL
‘sBuipjoy ‘saitedwiod
22UeJNsuUl puUe [eoueu juou U|
S/ 0T 141" €18 T6 26 83 096 Syueq abiebliow u|
€9 L'S 6€ 939 8¢ L'6T 85 S6¢ S)ueq [eloewwod u|
Ainba JUSWLISOAUI  SWIODUI 18U 0]  JUSWISSAUI Ainba JUSWISSAUL  BWIOJUI JBU 0] JUBSWUISBAUI
UBWISSAU|  UOPPIA  UONNQLIUOD JOSNRAM00g /IUSWISSAU|  UOPRIA  UONNQLIUOD JOanfeA Yoogd
usdJed uol|[IW SIN usded UoI[[IWSIN
wieodeH ueg wne 7 sueg

0002 ‘syjueg Jofle|n anlq ayl x'awoou] 18N 01 UoIINGILIIUOD A18Y] pue SaleIpIsgns Ul JUsaWISaAU|

Tvalgel

BANK OF ISRAEL: BANKING SYSTEM 2000

112



‘SiusuiRess [eloueul) paus!idnd ‘FI0HN0S
"T'y 9|ge 01 S810U100} 89S “Jeak Jo BuluuIBag T2 UBWISSAUI JO BN[RA ¢

0°20T 60T 6L1'E ¥86'TE 0°00T STl v1e ovLC jWodul U [e10)
{A1nbe Jo aoueeg
§'6E [a4" 66.'T 9'eT .9 GeT (0514 V8'T ,(010S) Mueq wered uj
8'8 g9 99T 218 06 - 0'eG— YA/A sSJUBWISSAUL Ufew Ul ION

L85 T8 ¥es'T €181 9'¢e ¥'8T 6TT 99 solel|ljfe pue
Selrelpisgns ufew ul [eioL

09T A 92 8TT'S (A4} 00 0 €ee peoIge s luedwod
feloueul} pue Bujueq uj

9'€c g8 9 TGS, L'e— 8'09— 29 20T— SSJBU10 pue ‘SluBlISaAUl

‘sBuipjoy ‘saitedwiod
32UeJNsUl puUe [eoueu 1juouU U|

9Tt 6'TT 8ey 969'C oct [x4" ov 8¢e Syueq abiebliow u|
S/ 7’6 92¢ 80v'C (A3 S'6T /T /8 SHjuUeq [eloewwWod uj
Ainbe JUSWIISSAUI  BWOdUI 18U 0]  JUBWISSAUI Ainba JUSWIISSAUI  SWOdU| JBU 01  JUBWISSAUL
JIUBWIISOAU|  UO PPIA  UONNQLIUOD JO3neAXo0g [UBWISSAU|  UOPRIA  uolnguiuo) JoanfeA yoog
JusdJed Uolj[lWSIN Usdked Uuol[IW SIN
felol feuolreu U] 1S4

(penunuod) T'y ajqeL

113

CHAPTER 4: MAIN COMPANIESHELD BY THE FIVE MAJOR BANKS



Figure4.2
Average Yield vis-a-vis Standard Deviation in Main Companies Held by Banks,
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SOURCE: Based on published financial statements.

incomefrom nonfinancia areas, the banks haveinvestedin large nonfinancial companies,
but restrictions have been imposed on such holdings, as regards both the ratio of the
investment to equity and its extent.

Below we give a brief analysis of the return on investment in the main subsidiaries,
dividing them into consolidated companies and companies included under an equity
method (unconsolidated subsidiaries and affiliates).

a. Main subsidiary and affiliated companies

Investment in main consolidated subsidiaries amounted to NIS 16.6 billion in 2000,6 up
by 7 percent over 1999. Net incomefrom these holdingswasNIS 1.3 billion—arelatively
low return of 8.4 percent, reflecting the banks' consistently low return on their investment
in subsidiaries and financial companies abroad (Table 4.2, Figure 4.2). By contrast,
investment in subsidiariesin I srael, whether commercial or in the mortgage industry, has
yielded consistently high average returns. The high ratio of average return to standard
deviation’ in subsidiaries in Israel indicates a high level of long-term risk-adjusted
profitability. In 2000 there was a general improvement in income due to holdings of
main consolidated companies in al the spheres of the banking industry. The highest

81n the year reviewed the investment in and income from the Tarshish comr)any and Bank Otsar
Hahayal are included under investment in main consolidated subsidiaries (Table 4.2).

"Thisrelation, which is a pure number independent of criterion, is obtained by dividing the average by
the standard deviation. A high ratio denotes a good investment with alow risk level.

114 BANK OF ISRAEL: BANKING SYSTEM 2000



SluBLBIESS [eloueut) paustignd uo pased :304NOS

"JUSLISIEIS eloUeU 1) 3] JO 9 910N Ul pIpN[oUl 10U SIUSLLISIAUI JOYI0 Se |pMSe SJBI0 pue ‘SiusluissAul 'sBUIpjoH , Buipnioul,

‘oljoj1iod palISBAIP-|PME Ul 8ouewload Bulinseaw 1o}

PO1INS 1590 S| XapuISIYL "1 AJIAITe JO PiR1ayl Ul uinieJay) JO UoIeINSp prepuesayls| '0 pue ‘porieday) Jojorel IsaseluISsa s [ealabeloneayls iy ‘1 AIIANTE Ul JUSWISSAUI
-5 :AlIANTe Jo aJeyds e Uo uInieJ paisn [pe-ys 1 snidins ay) se paulep S1 XapulsSiyl q
‘parsanul Aunbe Jo sfieusoede

uo uinp. abesne alayist Y ‘1 AlAnde Jo xopu|adreysayysi § aleym ‘2

14
143

Xepu| adieys
(%) uswisanuj

syueq
[B10IaWWO0 JaYI0

e Xepu| adieys
v'/.9 (%) uawisanu|

-4

sjueq jualed

0.0~ Xapu| adieys
€6 (%) uawisanu|

LSIUBWISAAUL JBYIO

eu

soueInsul
puE [eoUBULUON

610 JXapu| adleys
fx43 (%) uaunsanu|

peoiqe saueIpisqng

0s'e
(k43

Xepu| adieys
(%) uswysanu|

syueq abebuopy

Xapu| adieys
(%) uswisanu|

syueq abebuopy

Xopu| adleys
(%) uswisanu|

syueq abebuopy

Xopu| adeys
(%) uswisenu|

syueq abebuopy

900
€9

JXepu| adleys
(%) uswysanuj

syueq
[e10JaWwWo9 Jayl0

98’} JXepu| adieys
L9¢ (%) Juawysanu|

jueq juased

98°0 JXopu| adieys
0L (%) uswysanul

LSJUBWISAAUL JBYIO

Elx4 JXopu| adieys
zSsy (%) Juawysanu|
soueInsul

PpUE [eloUBULUON

GE'0- Xopu| adieys
€L (%) Juawsanu|

[ R |
o 580 xopu| adieys 610 xopu| adieys ou 820- xopu| adieys 0Lt
ele (%) Jueunseau TSk (%) Juounseul 'S (%) Jueunseu] 8Ly
Siueq SJUBW}SBAUI JB soueinsul
[e1018WWod 1Yo Jueq jualed SSiueun ! 18O pUE [eIUBULUON peoiqe saueIpISqNS
[ 1yeIZIN |
Ly xopu| adieys 150" Xopu| adieys 890 xopu| adieys ou €0 xopu| adieys 8LC
Vs (%) eduawisanu| [4%3 (%) Jueunseau Sl (%) Juaunseul ¥0¢ (%) Jueunseu] S
Siueq SJUBW}SBAUI IO oueinsul
|B10JBWILIOD 18I0 Jueq Juased SSIUOWISIAUL JUI0 pue [efoueUUON peoiqe saueIpIsAng
[ junoosig |
20T Xopu| adieys 06 xopu| adieys 290 xopu| adieys 10} xopu adieys 110 xopu| adieys €€T
8T (%) Juswisanuj 6l (%) uawisanu] 8'8 (%) uawisanu| j454 (%) uawsanu| e (%) uswsaAu| 1'6
Siueq SJUBW)SBAUI I8 oueinsul
[B1018WWOD JOYO AUEq Jusied SSIUBUISEAUL IS0 pUE [eIoUBULUON peoiqe saLeIpISaNS
[ jwna’ |

peolge saueIpisqng

S0'L
GL

Xopu| adeys
(%) uswysenu|

syueq abebuopy

[ wijeodeH yueg |

0002-€66T ‘sdnous Bupjueg JoleN anl4 a8yl Aq pIaH saltuedwo) J0 Sa1IAIDY

€' a4nbi4

115

CHAPTER 4: MAIN COMPANIESHELD BY THE FIVE MAJOR BANKS



A St  GS§ v 62 ve 74 6T 295 889 999 s(Peouce Buipnour) seYI0
puUe ‘sluswiIsanul ‘sBuipjoH
6€ 8z Il 00T 0. €L 9/T G0E 80LT 99LT 26LT sS1uedwoo
9oUeINsUl pue [eloueu lJUON
an L0 08 v8 89 €e 69 €5 08, 128 8L SyUeq RBWIW0D
S9!1ReIpBgNS Pe1epP!|0SUOOUN
0€ 12 6L v8 L9 ZT. 66T ¥IOT Sv9'9T 8PS'ST €0Z'ST S8lfeipsgns perep!|osuod [e10 L
L0 zL TS AT > 82C ¥9¢ YO0z  GEE'S SII'S 9T'S peo.de ssiuedwod
leloUeU 1 pUe SS L IpISaNS
ze 9Z g8 g8  gS§ 0€Z O 182 0LE'S LPT'S 2ET'S SPYI0 pUe SluewissAul ‘sBuipjoH
8. LT 0€T  6TT GTT T.T 8¢ ¥6€  S66'E 969°C 9Zv'E Syjueq afiebuo
g9 €T T8 66 6 €8 /ST ST  Sv6'T [8ST 697'T SyUeq RBWIWOD
S9! RIpSgNS P1ePI|0SUOD U A
¢d's uoneiep SfeAY 000Z 666T 000C  000C 666T 000C 666T 866T
JUBN  plepuers @) unpeyd  (%)uon  (JIIWSIN) (feaf-pue || SIN)
(000Zz—166T) -50dWoD)  SWOooU! BU 0} anfeA oog
(%) ey uonng LoD

0002-766T ‘Wayl Aq pjaH saiuedwo) ul sdnoas Burjueg Jole Al 8yl JO JUSWISSAU| pue uin1ay ayl

¢'volgel

BANK OF ISRAEL: BANKING SYSTEM 2000

116



SiusWRIess feloUeuly PaUs!idnd :304N0S
'sslelpIsqns sl e Jo
3WI0oU| Afeuiplo 3y} Ul afeys 18U S}1 SS9 | aWwodu| Xel-ialfe Areuipio s yueq e Salnisuod Sy | 'Siseq Yued e Uuo ‘Bwiodul Xel-islfe Afeuip.o 18U se palended
S18WO0dUI 18U S yjueq Juafed ayl 01 uonngliuod ayl ‘meT (Bususal) Bupjueg ayl uiesz uondss Buirnoed Jo sssodind ayy Joj A1nbd Jo uoniuiep
3} Wwo.yse1p pue ‘A1nbs [e10} Wouy ‘anfen Jeays-soue eq s} e ‘s9LeIPISHNS Ul JuaLisaAU | Bunonpap Ad paALBp S| Yueq Jusfed U3 U1 JUBWISIAUIBY L
“JUBWIBIESS [210URUL BY) JO 9 JBCLUNU 810U U UTewW S pB141980S 10U SR IPISANS 4
"PRIA8A0de 8} Ul JUNOT. OJU UBXE] 10U ST YDIYM ‘A1iAnde Bunjued adeljoid 1o} pesn aq Aew Wy ul passAul [elided 8y} [[e 8ousy pue ‘ol [elided
winw uw e 811nbsJ JOU SS0P SUOIN}IISUT BupjUequUOU U JUSWISSAU B} 8SMedsq SpPJeMUMOp paseld S| S8 IUeduliod 8saU} Ul SJUSLUISSAUL Uo pRIAaYL p
'S91Uedwoo Buises| pue pled 11p810 Se |pM se ‘(Juswabeuewu
pue Bunmiepun 10y) soitedwod xew [erided pue ‘syueq adueul) JUSLUISIAUI ‘SyUeq JueydJow sas1idwod SeYlo pue ‘suswisanul ‘sPUIpjoH, o
"JUBLLISSAUL UO PPRIA pa1sn [pe-XS 11 81 S2Insesuu uo ke 1Asp plepuess 8yl Aq papinip ppiA sfeeny q
*Jou .12 sBUIP |0y SS30X%0 JO 3 fes By} WoJ) Spsa004d pue SPUSPIAIP S[IUM ‘SLOJUT U| papN|oul S1awodul Arulpio AUQ e

Ts T¢ 80T vl 9l 66LT CI8T S9LTT L¥9TT TLETT ,(0[0s) Yiueq Juerd
€9 91 g8 08 6L 000T 92LT [SST 26E'€C S8S'TC 01961 Sslepsgns elol
S'S TVl 8'ql 9T 99T  /[69€ <C2I8C 9LTT s9lledwod BYIO
Sy 8T €8 ¥'8 S/ 8 0/ST T6ET S69'6T €LL'8T ¥EV'ST SoLepsgns ukew elol
08 1 €6 ¥'8 LTT 0€T T/, L.e 090t Gege TeLe (peo.qe 79 pe S| Ul)

1R IPSYIS Palep1suooUN [ejoL

«ds uoieinep eV 000C 666T  000C 000c 6661 000 6661 8661

UBBIN  plepues @) umey  (@)uon  (WSIN) (;eaA-pue “[IILISIN)
(000Z—66T) -5500WoD  BLIOU! JBU 0} aneA xoog
(%) ey uonNg LoD

(Panunuod) z'v ajqeL

117

CHAPTER 4: MAIN COMPANIESHELD BY THE FIVE MAJOR BANKS



return was yielded by investment in mortgage banks which, despite the slump in the
real -estate market, now initsfifth consecutive year, yielded areturn of 11.9 percent. The
high level of profitability in the mortgage industry caused commercial banksthat do not
have subsidiariesinthe mortgageindustry to enter that sphere.8 The balance of investment
in this industry rose from NIS 3.7 billion in 1999 to some NIS 4 billion in 2000. The
holding in the small commercial banks also yielded a high return, and the balance of
investment in it rose.®

The predominant group of investmentsin bank holdingsisthat in financial companies,
and i sdispersed between companies operating in the capital market, credit card companies,
mutual funds, and provident funds. Theinvestment in these companiesyielded an average
return of 7.2 percent in 2000, similar to that in the last decade. Note that some of these
companies also contribute indirectly to the banks income due to the commissions they
chargefor their activitiesin the capital market and the income on deposits some of them
hold with them.

b. Main companiesincluded on an equity basis

The balance of investment in main companies included on an equity basis amounted to
NIS 3.0 billion in 2000, compared with NIS 3.2 billion in 1999. Some of the declineis
technical (see note 3), while the rest derives from the reduction of investment in
subsidiaries abroad. Net income from these investments amounted to NIS 277 millionin
2000 and the return on them was 8.6 percent, compared with 10.6 percent in 1999. M ost
of thedeclineisexplained by the crisisin the high-tech industry that emerged in 2000:1V,
cutting N1S 250 million from Koor’sincome.’® During 2001:1 thistrend intensified, and
K oor recorded an additional loss of about NIS 1 billion, which deducted NI'S 111 million
from Bank Hapoalim’s income.

The high growth rates of the nonfinancial companies and the sales of these excess
holdings at high prices yielded large profits; consequently, the nonfinancial companies
still constitute an investment target for the banks, and in the next few yearsthese holdings
are expected to rise.

t8 'Iz'geb ?Ie of the control core of Carmel Bank aroused interest from several commercial banks; see also
note ow.
_ °Mainly dueto the change in the classification of Bank Otsar Hahayal. At the intermediate stage before
it was sold, Bank Hapoalim was allowed to increase its holdingsin it to 69 percent for alimited period, asa
result of which the financial statements of Otsar Hahayal were combined with the consolidated statements
of Bank Hapoalim. Total investment under this rubric amounted to NIS 2 billion in 2000, and yielded a
return of 10 percent. ) ) ) o
10 The contribution of Koor holdings to the net income of Bank Hapoalim amounted to NIS 57 millionin
2000, compared with NIS 128 millionin 1999. Themain reason for thiswasthelossesincurred by ECI Telecom
Ltd. (asubsidiary of Koor). Asaresult of thefall in Koor’scagltal, the Hapoalim group held 21 percent of its
capital. Bank Hapoalim'sinvestment in Koor amounted to NIS 871 million at the end of the year.
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Table 4.3
Characteristics of the Housing Industry, 1996-2000

Real
change (%)

1996 1997 1998 1999 2000 2000

Total area (mill. sg. m.) 21.2 19.4 17.6 16.7 17.2 3.0

of which Residential 14.3 12.8 12.0 115 12.3 7.0

Housing units 106,194 92,702 83,923 76,642 80,989 5.7

of which Government-initiated 39,700 34,050 27,341 20,042 24,166 20.6

Building starts 58,428 52,936 43,911 38,459 46,409 20.7

Total completions 52,548 67,198 53,067 45,423 41,796 -8.0

of which Government-initiated 16,091 22539 17,612 16,616 10,043 -39.6

Sales of new units n.a na 14,827 14,240 13,963 -19
Sale of land for

construction (units)? 36,570 41,370 31,390 33,544 24,447 —27.1

Total cement sales (mill. tons) 5652 5519 5087 4.841 4502 —7.0

Construction investment/GDP (%) 13.4 131 11.7 9.9 8.6 -13.1
Construction employment/

total employment (%) 111 11.3 10.8 10.0 9.1 —9.0
Change in adjusted housing

index® (%) 2.7 0.2 -0.7 -3.2 -100.0
No. of real-estate transactions® 117,780 96,643 88,674 101,452 95,610 5.8
Transactions by eligible

persons/total transactions (%) 47.0 47.0 47.0 40.0 40.0 0.0
Housing loanstaken
Total by eligible persons 54,962 45578 41,062 40,241 38,516 —4.3
of which New immigrants 21,365 14,802 9987 9,772 9,004 —7.9

Young couples 27,015 25455 26,101 23,619 21,936 -7.1

Total no. of new immigrants 70,919 66,221 56,726 76,766 60,130 -21.7

aIntermsof housing units; in al frameworks. The datarefer to land for construction sold by the Ministry
of Construction and Housing, and the Isragl LandsAdministration, at public auctionsand in other frameworks
authorized by the Israel Lands Administration.

b Changein housing price index adjusted by CPI. As of January 1999 the price index of owner-occupied
housingiscalculated by anew method, the owner-occupied housing servicesindex, based on the opportunity
cost of rent.

¢ Number of real-estate transactions implemented, before property tax.

SOURCE: Ministry of Construction and Housing, Monthly Information, March 2001.
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3. MORTGAGE BANKS
a. The activities of the mortgage bankst!

(i) Uses
Total performance: the extent of activity (new credit extended) during the year reviewed,
financial results, and therisk exposure of the mortgage banks are affected by the level of
activity in the construction industry and the real-estate market as well as by the genera
economic situation. In 2000 the slowdown in construction persisted, as expressed in
home-buyers' demand for credit. New credit extended during 2000 was down by 3.2
percent from 1999, amounting to NIS 22.7 billion and affecting most kinds of current
activity (Table 4.5). Nevertheless, it is difficult to compare the data with that from 1999
because that year deviated from the downward trend evident in the industry since 1996:
changes in legidation that were due to go into effect in 2000 led many consumers to
bring transactions forward to 1999.12

Theleve of activity in 2000 was significantly bel ow that of the peak years (1994-96).
This year, too, the long-term trend of the decline in the share of directed credit in the
total credit extended by the mortgage banks persisted. In distribution by uses, there was
asharp risein credit to contractors (61 percent), apparently in the context of theincreased
number of building starts, and developers and contractors expectations that demand
would revive. The rise in the stock of unsold units may have served to increase the
demand for credit. The surge in issues, both on and off the stock market (particularly in
the first half of the year), did not include construction companies. The slump in the
industry (slower sales of unitsand areal drop in their prices) makesit more difficult for
construction companies to raise capital on the primary market, and hence they depend
more on bank finance. On the other hand, the mortgage banks want to supply credit to
contractorsin order to vary their uses, especialy asregardsthetime-frameand indexation
base.l3 Project financing also gives the mortgage banks access to home-purchasers in
order to offer additional mortgages.

In 2000 the declining trend in the share of directed credit and the rise in that of
nondirected credit, which constitutes 80 percent of credit extended during theyear (Table

1 The analysis encompasses the activity and profitability of the eight mortgage banks and the Bank of
Jerusalem, which is a commercial bank but most of its activity is concentrated in the field of mortgages.

2 The main changes were the imposition of sales tax of 0.8 percent on new units, and chan%es in purchase
tax rates, primarily regarding persons buying a second apartment, nonresidents, and buyers of luxury homes.
The changein taxation, despiteitsimplications regarding new units, increased uncertainty in the markét and led
the public to hasten to implement transactions involving second-hand properties too. Apprehensions regarding
possible changesin theland improvement tax worked in'the same direction, especially for persons owning more
than one apartment. [n addition, fears of the repercussions of an inheritance tax and a gift tax led the ownership
of apartments to be transferred from parents to children. The Ministry of Construction and Housing estimated
that the extent of unrequited transfers rose by about 50 percent in the last few months of 1999. )

2 Most of the credit extended to contractors is unindexed and denominated in foreign currency, which
has alarger margin than the indexed segment. The indexed share is extended on average for shorter periods
(threeand ahalf years) and its cost is 1.25 times higher than that of credit to home-buyers. Despite the steep
risein credit to contractors, in most banks the share of the indebtedness of the construction industry in total
indebtedness of the public was significantly below the level requiring additional loan-loss provision.
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4.8), continued. With regard to the part used as credit for housing, it was found that the
averageloan (for all transactions) wasNIS 225,000 in 2000,24 compared with NIS 93,000
in 1996 (the end of the positive cyclein the industry). Thisrise might be due to achange
inthe mix of borrowers. moretransactionsfor the purchase of large apartmentsto improve
living conditions in the center of the country and fewer transactions involving eligible
persons, which are characterized by purchases of smaller apartments.

Therising trend in the share of unindexed credit'> persisted in 2000, too. Nonetheless,
itsshare is still relatively small, and at the end of December current credit extended for
the year amounted to 7 percentl® compared with 4.5 and 4.3 percent in 1999 and 1998
respectively. The mortgage banks want to develop this segment, mainly because of the
high margin (relative to the indexed segment, see Table 4.8). Its development is aso
fostered by the demand side, as wealthier customers seek to diversify their investment
portfolioswith unindexed loans. Part of the demand derivesfrom the slump inthe housing
market, creating a need for bridging credit, which is generally short-term. The benefits
to customersof theseloansas currently offered, in comparison with theindexed aternative,
are the absence of indexation of the outstanding amount and of an early repayment fee.
On the other hand, the monthly payment is higher (the interest ranges from alevel of
Prime less 0.5 percent to Prime plus 1.5 percent). In 2000 credit extended was up by 54
percent over 1999. Severa banks offer long-term mortgages indexed to Prime using
short-term unindexed sources, and the development of this segment could partly solve
the problem of sources in the indexed segment. Despite considerabl e excess unindexed
(short-term) sourcesin the banking system, and the easy access of the mortgage banksto
sources indexed to Prime,’” thereisinterest-rate risk in channeling unindexed credit to
the long term, because of the short duration on the sources side.

In 2001 one of the mortgage banks began offering long-term unindexed credit at fixed
interest,2® which is an innovation in the mortgage market. The development of the
unindexed local-currency segment is made possible by the reduction of local-currency
interest inthelast two years, the government’s borrowing policy—which consists almost
entirely of issuing unindexed long-term bonds—and successful issues of unindexed

4 Over the years it is possible to discern a continuous upward trend in the quality of construction, a
development that increases the cost of averag‘e apartment. Between 1997 and 2000 the average loan (non-
directed credit) rose by areal 33 percent, while apartment prices fell by 4 percent in real terms. i

5 The banks are currently offering two main aternatives regarding unindexed local-currency credit; 1.
‘bullet’ loansfor short termsat primeindexed interest with the option of transferring to any other aternative
without incurring an early r_%ayment fee; 2. Prime-indexed mortgages for long terms. The mortgage banks
also offer mortgagi)es at variableinterest to Libor. i )

!¢ The figures below regarding outstanding unindexed credit are biased downward because not all the
mc_)rtgage banksreport to the Bank of Israel onthisareaof activity. Regulation no. 877 reguires reporting on
unindexed activity only if it is substantial, but a regulation is currently being prepared which will make
reporting obligatory regarding all mortgage activity, irrespective of how substantial it is. )

7 Most of the mortgage banks are entitled to accept local-currency deposits from the public, but only
three banks do so. ) o )

8 The credit is offered for seven years at afixed rate (8.7 percent). The principal isto berepaid at theend
of the period, but the customer is offered the opportunity of repaying it over an additional Cpenod of upto 13

ears (in a brief procedure that converts the [oan into one that is indexed to either the CPI or the dollar).

uring the additional period the loan isrepaid in monthlly payments of principal and interest. The sources
for this credit came from successful issues (NIS 100 million) of unindexed 7-year bonds at a fixed annual
interest rate of 7.75 percent.
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corporate bonds; thisis because adeep secondary market for unindexed bondswill enable
unindexed long-term sourcesto be rai sed and unindexed long-term deposits to be priced
(as in the indexed market). The number of housing loans fell by 7.4 percent in 2000,
continuing the trend apparent since 1995 (with the exception of 1999 which was, as
stated, exceptional due to the fact that transactions were brought forward for tax
considerations). There was a steeper decline in directed loans taken, and thisfinding is
consistent with thefall inthe number of eligible personstaking up loans. Thetotal number
of mortgages repaid rose in 2000, and amounted to NIS 18 billion (up by 7 percent over
1999; the share in them of early repayments remained stable—about 22 percent. Early
repayment as a share of the total balance was 3.15 percent in 2000, similar toitssharein
1999 (3.22 percent). The absence of contraction may be due to the high rate of return on
short-term local-currency channels'® (Table 2.6 and Figure 4.9).

In contrast with the trend of the last few years, when the share of new adjusted-rate
loansin total loans extended rose, in 2000 this sharefell, to reach only 29 percent (Table
4.3). Part of the explanation for this decline lies in the development of a public debate
regarding the updating of interest during the duration of aloan.

Figure4.4
New and Renewed Adjusted-Rate Loansin Mortgage Banks,
March 1997-December 2000

NIS

million %
1,400 8
1,200
Interest on
new loans 16
1,000 I N .
Interest on
renewed loans 7
800 I N .
-1 4
11 _da13 HNE
400 -
T ik
200 Total, renewed loans ]
II I I I I Il Total, new loans
0 I BN BN NN BN L1 g

1997 1998 1999 2000

SOURCE: Returns to Supervisor of Banks.

! Note that the individual’s considerations in undertaking early repayment 1even in cases where the
customer is exempt from paying an early repayment fee) are not necessarily in line with the structure of
interest rates on the sources and uses available to the banks. Estimating thisflow solely on the basisof aterm
structureisan over-simplification, and it isreasonabl e to assumethat borrowers have additional considerations.
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In 2000 the increase in the share of adjusted-rate loans, which helped the banks to
offer credit at a time when the interest rate was rising, was checked. Starting in 1998:1,
when aclear rising trend of interest began to emerge, adjusted-rate |oans were extended
more easily and at a premium no higher than that on fixed-rate loans (Figure 4.4).
Nevertheless, in 2000 their price rose relative to that of fixed-rate loans, reaching a
spread of 0.4 percent vis-avis an average of 0.1 percent in 199799, so that for new
customers the advantage implicit in adjusted-rate loans narrowed. Note, however, that
renewed variable-interest credit was increasing. During the year some NIS 13.5 billion
was renewed, compared with NIS 9.3 million and NIS 5.3 million in 1999 and 1998
respectively.20 One explanation for these growth rates may be the way the mortgage
banks have dealt with the rising trend of interest rates in the last three years. Sincein
recent years, and especially since 1998:1, the general trend of interest has been upwards,
customerswho had planned to shift to afixed-interest alternative have deferred doing so,
in the expectation that the fixed interest rate will decline. Repaying a variable-interest
loan and shifting to one at a higher rate of fixed interest than prevailed at the time the
loan was originally taken was perceived by some customers as being unwise, and they
refrain from taking that step. The public may also have anticipated that in the next period
(when the loan is renewed) the interest-rate trend will change, so that it will be possible
to shift to an indexed alternative without paying a penalty. As a result of these
developments, there is an upward trend in renewed adjusted-rate loans, while new
adjusted-rate |oans are declining (Figure 4.5).

Outstanding credit: in mortgage banks this amounted to NIS 99 billion, an increase of
8.5 percent. Credit to home-buyersrose by asimilar rate, and amounted to NIS 81 billion.
The outstanding credit of contractors and construction companies, which includes off-
bal ance-sheet credit, soared, largely because of the need for ongoing interim finance, the
difficulty of raising capital in the stock market, and adlight revival in building starts (the
first stage of building is characteristically bank-credit-intensive). In contrast with the
past, at present the mortgage banks are far away from the industry exposure limit,2* and
inthe context of promising projectstheinclination isto make credit availableto contractors
and construction companies. This outstanding credit grew by 20 percent in 2000, and
amounted to NIS 3.5 billion, most of it, as stated, in the unindexed and foreign-currency-
indexed segments, and short term.

Outstanding ‘other credit’ (nonresidential, but with a pledge on the asset), which
expanded rapidly in the last few years, contracted in 2000, and amounted to NIS 14.2
billion, compared with NIS 14.7 in 1999. The devel opment of this credit expresses afall
in the extent of current loans (new credit), as well as repayment of credit taken in the
past. The development of this credit derives from the decline in demand due to the

2 Since ‘current’ loans eventually become ‘renewed’ 1oans. Nonetheless, an answer is needed as to why
the Joubllc does not repay this credit’ (without incurring afine) and switch to afixed-interest alternative.

! Total credit at construction risk plus off-bal ance-sheet lighilities anounted to NIS 10 hillion at the end of

the year. The construction industry’sindebtedness at the individual bank level ranged from 0.2 to 15.6 percent.
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Figure4.5
Housing Credit?in M ortgage Banks; Total Nondirected L oans,
June 1997-December 2000
NIS
million®
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2 As defined in Proper Conduct of Banking Business Regulation no. 451, for housing and/or housing pledge,
in the CPI-indexed segment.

b At December 2000 prices.

SOURCE: Returns to Supervisor of Banks.

emergence of unindexed substitutesin the commercia banks (unindexed credit for periods
of up to ten years), the rise in the price of credit,2 and the weakness of the housing
market, which reduces the motivation to improve the asset. It is also possible that in the
market for other credit the insurance companies have succeeded in infringing on the
territory of the mortgage banks—especialy since March 1999, when the Ministry of
Finance approved secondary legislation permitting them to increase their loan/assets
ratio (LTV) to 60 percent. Note that housing loans at this rate that are extended via the
mortgage banks are weighted at 100 percent (rather than 50 percent) for the purpose of
calculating the capital ratio, which may serve to increase the interest rate on them.

(i) Sources

Onthesourcesside, there hasbeen aclear upward trendin recent yearsin banks' deposits,
mainly from related banks, alongside a decline in deposits of the public. The latter
constituted 33 percent of total sources raised in 2000, compared with 50 percent and 41
percent in 1998 and 1999 respectively. The decline in the share of deposits of the public

2 |n 1996 the interest on other credit averaged 5.1 percent, compared with 5.04 percent for housing
loans; in 2000 these rates were 7.5 and 6.5 percent respectively.
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intotal depositsisexplained by thefall in demand for indexed channelsand the preference
for unindexed investment channels (see Chapter 2 for adiscussion of the public’s asset
portfolio). Savings schemes as anew source constituted only 10 percent of total deposits
at the end of 2000, and the share of long-term, CPI-indexed deposits from institutional
investors accounted for 20 percent. A similar trend was evident among commercial
corporations: during the year there was net negative accrual of NIS 8 hillion in CPI-
indexed savings schemes, compared with a negative NIS 1 billion in 1999.2% Indexed
deposits of institutional investorsin mortgage banks also declined. These investors, who
hold most of the public’s long-term assets, also have to contend with the dip in demand
for indexed assets (see Box 4.1 below), as expressed in the failure to renew deposits that
have reached maturity.2* The negative accrua in the provident funds has also operated
in the same direction, bringing them closer to the ceiling on investment (deposit) in a
single entity (5 percent).%
In the past, many of the public's savings

schemes were renewed at a significantly Figure 4.6

lower interest rate than the going rate, and Iég'g_tz%gﬂoatu”ty on Indexed Bonds,
alarge segment of the public wasnot aware %

of this. Today, asaresult of theregulations 5.5

issued by the Bank of Israel and the L
Ministry of Finance, there is greater Phiig
trangparency of information, and banksare >0 N—
not permitted to invest in follow-on /\

schemes. Consequently, only a small 45/

portion of the money is re-invested, and \/

most of it is transferred to unindexed 4.0
deposits, some of them in mortgage banks.

This development in the composition of N /\’
sources has served to increase the share of 35 —

banks' deposits in the total liabilities of

mortgage banks from 35 percent in 1997 80L 41—t 11111 1
19991 2 3 4 5 6 7 8 91011

10+ years

to 41 and 43 percent in 1999 and 2000 Annual 2000
respectively (Table 4.5). The shortage of average
indexed sourcesis expressed in the cost of SOURCE: Monetary Department, Bank of Israel.

raising money (from the public), which

2 Net accrual in approved savings schemesin all the banking corporations was NIS 12 billion in 2000.
_ #Theproposasor the Ben Bassat Committee on reforming and taxing the capital market, and especially
its implications for long-term sources, led to a steep drop in the openlr&g of new savings schemes by the
public. In our view, the committee’s recommendations accelerated the diversion of sources from indexed
channelsto unindexed ones, including redemptions and net negative accrual in provident fund balances, The
immediate repercussions of these developments were the higher cost of sources and abbreviation of the
period to redemption. o ] o ]

The share of indexed depositsin the provident funds’ asset portfolio dipped from 22 percent in 1996 to
19 aleercmt in 2000. In addition, some large provident funds reached the ceiling that prevents them from
making further depositsin several banks.
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Table 4.6
Assets and Liabilities of the Mortgage Banks, 1998-2000

End-year balances Red Distribution
(NIS million)? change (%) of balances (%)

1998 1999 2000 1999 2000 1998 1999 2000

Cash and depositsin banks 257 418 583 626 395 03 04 06

L oans to government 411 207 5 496 -976 05 02 00
Nondirected credit to

the public 67,273 74,761 82,461 11.1 103 793 804 819
L oansto construction firms

and contractors 3249 2850 3406 -123 195 38 31 34
Other loans and assets 13,636 14,767 14,268 83 34 161 159 142
Total assets 84,826 93,003 100,723 9.6 83 100.0 100.0 100.0
Deposits of the public 43,005 44,956 45,787 45 18 507 483 455
Deposits from banks 31,706 37,634 43476 187 155 374 405 432
Government deposits 797 827 1,837 38 1221 0.9 0.9 1.8
Other ligbilities 4677 4591 4235 -18 -7.8 55 49 42
Total liabilities 80,186 88,009 95,335 9.8 83 945 946 947
Equity 4640 4,994 5,388 7.6 7.9 55 54 53

Total liabilitiesand equity 84,826 93,003 100,723 96 83 100.0 100.0 100.0
Balanceof directed credit 40,201 41,117 41,728 23 15 474 442 414

a At December 2000 prices.
SOURCE: Returns to Supervisor of Banks.

reached an average of 6.5 percent in 2000 for mortgage banks, compared with 4.9 percent
in the commercia banks. In those mortgage banks which do not have a framework for
raising sources from the public this situation pushed up the price of sources taken from
the banks.

Interest rates. the gradual reduction of the Bank of Israel’s key interest rate, alongside
the steep drop in inflation expectations, was expressed inter alia in high real interest
rates, as well as in the negative slope of the yield to maturity curve for most of the
monthsof theyear, indicating that yieldsto maturity on short-term bondswere significantly
higher than long-term ones (Figure 4.6). In general, during the year the yield on bonds
roseto very high levels; for short-term bonds thiswas 6.25 percent, rising to 7.2 percent
towards the end of the year.

In 2000 the preference of the public for the unindexed segment intensified, inter alia
asaresult of the sharp declineininflation and expectationsthat interest rates—primarily
short- and medium-term—would fall. In contrast with the past, these risk-free channels
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Table 4.7

Main Items in the Profit and Loss Statement of the Mortgage Banks,

1998-2000
Average balance Real change from
(NIS million)? previous year (%)
1998 1999 2000 1999 2000
Net interest income before
loan-loss provision 950 1,087 1,142 14.4 51
Loan-loss provision 211 219 196 38 -10.5
Total non-interest income 845 876 887 3.7 13
of which Fee income 815 842 857 3.3 18
Total operating expenses 763 800 791 4.8 -11
of which Salaries and related expenses 396 442 432 11.6 2.3
Ordinary before-tax income 821 944 1,042 15.0 104
Provision for taxes 404 424 466 5.0 9.9
Net income 414 517 575 249 11.2
a At December 2000 prices.
SOURCE: Published financial statements. Figure4.7

yielded high returns with considerable
liquidity, crowding out the demand for
indexed bonds and leading to massive
redemptions from savings schemes. The
yields on bonds (mainly long-term bonds)
affect the level of interest on mortgage
banks' sources, because institutional
investors demand a liquidity premium that
is half a percentage point higher than the
yield on bonds. As a result of the situation
in the bonds market, the prices of banks
sources soared. The average price on all
mortgage banks' sources was 6.48 percent
in 2000, compared with 6 percent, 5.5
percent, and 4.5 percent in 1999-97
respectively. (The prices of these uses also
rose—although by less than those of
sources—dueto competition between banks
and with other entities.) Thus, the average
price of credit at the bank’s responsibility
has risen from 6.4 percent in 1999 to 6.6
percent in 2000.
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Interest on New Fixed-Interest Credit
Extended and on Sources Raised in the
Indexed Segment,®in M ortgage Banks,
19952000

Effect of
accelerated
depreciation

Provident
funds crisis

2 Lo hnnodnnon bl nonmon b

1995 1996 1997 1998 1999 2000

=== |nterest on indexed housing loans
== |nterest on indexed deposits
Yield to maturity on 5-year bonds

2 Credit includes total indexed, variable-interest,
nondirected housing loans; sources include CPI-
indexed deposits of the public and banks.
SOURCE: Returns to Supervisor of Banks.
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Because of fierce competition in the

industry, the banksdid not raisetheinterest rr']?;r;“g e e e e
on fixed-interest indexed loans to the full M or tgage Banks, 1997—2000

extent of theincreasein the price of sources. %

However, theinterest on renewed adjusted- 8

rate loans went up in line with the rise in

the price of sources (for new loans the - A )l

averagepricewas 7 percent, compared with
6.4 percent in 1999, similar to the price of
adjusted-rate loans that were renewed
during the year). This difference between
fixed-interest and adjusted-rate loans 5
derivesfrom thelarge differential between

the yields to maturity on short- and long- a \v,.
term bonds: because the price of short-term

Sources’ WhICh flnance Short_term’ AR NN RN AR R R RN RN
adjusted-rate loans, went up (due to the g 1997 1998 1999 2000
negative slope of their yields) by morethan
that of fixed-rate|oans, theinterest onthese
loans rose.

Towards the end of the period reviewed
differential salso emerged between new and
renewed fixed-rate loans (Figure 4.8). SOURCE: Returns to Supervisor of Banks.

The interest-rate spread on new fixed-
interest housing loans (which constitute one
third of current activity) narrowed dightly in 2000, to stand at 0.22 percent, after 0.24
percent in 1999. This gap does not represent all the activity in new loans, however, as
most of itisat variableinterest. New loansat variableinterest constituted some 15 percent
of al loans—including renewed loans—in 2000, and 51 percent of these were renewed
during theyear (renewed loans bel ow). For the purpose of cal culating the average monthly
interest rate, the renewed loans are regarded as if they were implemented during the
month. Including the renewed loansin the cal culation of theinterest-rate spread increases
the spread, and thisis consistent with therise in the mortgage banks' net interest income
(see Chapter 3, financia results).

In recent yearsthe commercial banks have begunto direct credit extended to househol ds
to long-term channels.?® The desire to diversify activity, and the decline in inflation
expectations may have contributed to this development. In addition, there were severa
successful issues of unindexed long-term bonds, enabling these banks to offer credit

== Variable interest on renewed loans

= Yield to maturity on 5-year bonds
Fixed interest on loans

=== Adjusted interest on new loans

% The mortgage banks accounted for 91 percent of outstanding housi ng_ credit in the entire bankin
system, which amounted to NIS 86 billion at the end of 2000, and the rest was divided among the commerci
banks as follows: Bank of Jerusalem, 3.5 percent; Union Bank, 1 percent; Mercantile Bank, 1 percent;
Leumi Bank, 0.61 percent, Discount Bank, 1 percent; Mizrahi Bank, 0.3 percent.
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Figure4.9
Balance of Mortgage Banks' Assets and Mar gins, 1997—-2000
NIS
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SOURCE: Returns to Supervisor of Banks.

(including mortgages) at fixed interest for periods of up to seven years (mainly ‘balloon
payment’ loans), which are appropriate for households too. The insurance companies
have also become more involved in the mortgage market, and since March 1999 they are
entitled to finance mortgages of up to 60 percent of the value of the asset. Note that
housing loans from mortgage banks where the loan is more than 60 percent of the value
of the asset are weighted at 100 percent for the cal culation of risk-weighted assets (even
if they incorporatealoanto eligible persons). This* penalty’ givestheinsurance companies
an advantage.?’

b. Thefinancial results of the mortgage banks

The mortgage banks' net income rose in 2000, to stand at NIS 576 million, areturn of 11.2
percent. Thisincreaseisdueto animprovement in al the components of income: arisein net
interest income, a decline in loan-loss provision, and a dight increase in net non-interest
income, congtituting a return on equity of 11.6 percent—an 0.4 percent increase over 1999.

2 The outstanding credit (insured in the morti;age) which appears in the insurance companies’ balance
sheets amounted to NIS 3.2 billion at the end of 1999.
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Figure4.10
Return on Equity in Mortgage Banks, 1990-2000
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1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

SOURCE: Returns to Supervisor of Banks.

Net interest income before loan-loss provision grew by 5.1 percent, in the wake of a
risein average outstanding credit in al segments, and amounted to NIS 1.132 billion. In
the indexed segment the expansion of activity contributed additional income of NIS 75
million, despite the slight contraction of the margin from 0.98 percent to 0.96 percent.
The expansion of unindexed activity contributed an additional NIS 9 million to income,
whilethe margin remained stable, and activity in theforeign-currency segment contributed
NIS 17 million (Table 4.8), largely dueto the steep rise in the margin (Figure 4.8). Other
net interest income contracted by NIS 23 million in 2000 and amounted to NIS 127
million, mainly as aresult of the decline in the provision for interest, in income from
collecting problem debts, and in early repayment fees.

Expenditurearising fromloan-loss provision fell by 10 percent in 2000, and amounted
to NIS 196 million, in contrast with the rising trend of this provision since 1997.
Neverthel ess, the share of |oan-loss provision by mortgage banks, which relatesto activity
vis-a-vis home-buyers, and the provision derived therefrom, which is calculated on the
basis of the extent of arrears (using a formula), soared. As stated, arrears grew for all
periods, primarily those of over 15 months, which require ever-increasing provision.
Thus, for example, arrears of between 15 and 18 months require provision of 32 percent
of the outstanding revalued debt, and for every additional 3 months of arrears provision
of another 8 percent has to be made. A rise in the share of arrears, both relative to the
outstanding credit to home-buyers and in absolute terms, islargely due to the economic
slowdown, which impairs borrowers’ ability to repay debts and makes it necessary to
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Table 4.8
Interest-Rate Spreads in the Mortgage Banks, 1997-2000
(cumulative, end-period data, NIS million, December 2000 prices)

1997 1998 1999 2000

CPI-indexed segment

Average assets balance 68,104 75,469 82,628 90,245
Interest income (NISmill.) 4,270 3,660 4571 5,296
Income (percent) 6.27 4.85 5.53 5.87
Expenditure on sources (NISmill.) 3,531 2,931 3,760 4,433
Average spread per unit of credit (percent) 1.08 0.97 0.98 0.96
Foreign-currency segment

Balance 1,533 2,112 2,476 2,626
Net income 17.9 29.2 30.0 46.7
Average spread per unit of credit (percent) 117 1.38 121 1.78
Unindexed segment

Balance 2,030 2,216 2,500 3,021
Net income 74.2 235 44.8 53.9
Average spread per unit of credit (percent) 3.65 1.06 1.79 1.78

SOURCE: Returnsto Supervisor of Banks.

increase the specific loan-loss provision. Thus, for example, the specific loan-loss
provision for housing loans—which is related to the depth of arrears—has risen from
NIS 147 million in 1998 to NIS 257 million in 2000.

Since the beginning of the crisisin the construction and real-estate industry the banks
have not prepared themselves to charge for arrears; no income from debt-collection has
been recorded against |oan-loss provision, so that the collection of theseloansisin arrears.
In 2000 the banksintensified their collection efforts, resulting in amarked rise. Following
this improvement, the amount of loan-loss provision imputed to the profit and loss
statement declined. During the year these activities led to the cancellation of NIS 145
million of this provision, compared with NIS 44 million and NIS 32 million in 1999 and
1998 respectively.

The operationa side of the mortgage banks yielded additional income. Total non-
interest income increased by 1.5 percent in 2000, compared with a 1 percent declinein
operating expenses (Table 4.9).

Operating fees amounted to NIS 853 million in 2000; the main items—commissions
from life insurance and housing transactions—remained unchanged, while fees on
collecting credit extended by the Finance Ministry rose slightly (by 0.6 percent). This
slight increase is due to the combination of the decline in commissions for channeling
new credit contingent on the rate of collection (government credit), as a result of the
Finance Ministry’s auction for this activity, and the extensive accrual of high-fee credit
of thiskind. The short-run effect of the reduction of the commissionswill continueto be
negligible because of this stock.
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Table 4.9
Distribution of Operating Fees, Other Income, and Operating and Other
Expenses of Mortgage Banks, 1998-2000

Year-on-year  Distribution
NIS million? change (%) (%)
1998 1999 2000 1999 2000 2000

Operating fees
Lifeinsurance fees 213 222 221 43 -0.6 252
House insurance fees 143 136 140 —4.6 29 16.0
Government credit commissions 311 316 317 15 0.5 36.3
Rent commissions 45 47 45 39 -38 52
Credit management and

contract preparation fees 52 61 64 174 4.6 7.3
Portfolio management fees 1 1 1 0.1
Other 51 59 62 17.0 42 71
Total feesand commissions 815 842 850 33 10 97.1
Other income
Provident fund management fees 10 9 10 -100 111 11
Related companies management fees 1 1 1 0.0 0.0 0.1
Other 19 18 14 56 -230 16
Total other income 30 28 25 -69 113 29
Total non—interest income 845 870 875 29 0.6 100.0

Operating expenses

Salaries and related expenses 396 442 432 11.6 23 63.9
Marketing and advertising 37 40 39 9.3 -3.0 58
Directors salaries 5 6 6 233 32 1.0
Professional services 29 27 22 -86 -154 33
Communications 17 18 18 7.7 31 2.7
Computers 38 37 43 -05 16.2 6.4
Business services and

insurance 19 20 19 51 =37 2.8
Other 101 93 95 7.7 20 14.1
Total operating and other expenses 641 684 675 6.6 -1.3 100.0

aAt December 2000 prices.

SOURCE: Published financial statements.

Income from fees for managing and preparing portfolios has risen by acumulative 80
percent in the last few years, and amounted to NIS 98 million. The banks, which in the
past would absolve many customers (primarily persons eligible for Ministry of Housing
benefits) from these fees, now take them from all customers (possibly in order to
compensate for the steep drop in fees on Finance Ministry funds). In addition, in recent
yearsthe banks have made apoint of pricing thisfee more precisely, so that the customer
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paysfor itshigher price. Although the competition for mortgagesisamong thefiercest in
the banking industry, it focuses on the level of interest, which is the most important
element in the decision-making process, affecting the borrower throughout the duration
of the loan. The effect on demand of the other parameters, such asthe quality of service
and the level of fees—which are essentially non-recurring and low relative to interest
costs—is minimal.

Operating and other costs dipped slightly in 2000 and amounted to NIS 791 million.
Thismay be dueto measuresintroduced in some banksto increase operating efficiency,?
expressed in the closure of branches and encouragement of early retirement by employees.
Most of the decline in the operating coverage ratio (ratio of operating expenses to non-
interest income) was due to the cost-cutting measures and organizational changes
introduced by the independent banks (which act separately, not in the branches of the
major banks). Payroll costs, which constitute the largest component of expenses, fell by
2.3 percent in 2000, thetotal number of employee posts plunged by 7.3 percent, primarily
among employees who are more easily shed. In addition, the share of low-salaried
employee posts (temporary workers) rose in 2000, while the proportion of tenured
employee posts dropped, and the need for overtime—which is more expensive—fell.

As stated, developments in operating expenses and non-interest income attest to an
improvement in the mortgage banks' operating efficiency. Operating expenses per dollar
assetsfell from 0.86 percent in 1999 to 0.78 percent in 2000. Value added per employee
post rose by a steep 14 percent, and amounted to NIS 764,000. The efficiency ratio,
which also embodies net interest income, reached its highest level for ten yearsin 2000
and stood at 2.57 (Table 4.4). Theratio of feeincometo operating expensesrosein 2000,
as did that of total operating expensesto total non-interest income.

c. Risksand capital in the mortgage banks

The economic environment in which the mortgage banks functioned in 2000, and
assessmentsregarding the next few years, appear to indicateariseinthelevel of business
risk. Thisisbecause the recession, and especially the higher unemployment rate, impairs
borrowers’ repayment ability. The shortage of long-term sources and uncertainty asregards
income from insurance transactions may also have an adverse effect on mortgage banks
profitability. The entry of additional entitiesinto the mortgage market, and the possibility
that insurance companies will enter the directed credit market will have asimilar effect.

The ongoing rise in the share of credit at the bank’s responsibility in total loans and
total assets increases a bank’s quantitative exposure to credit risk. With regard to the
quality of credit, several indices point to arisein therisk level of the mortgage banks:
outstanding arrears extended to home-buyers rose by 13 percent to stand at NIS 744
million; most of this increase is attributed to arrears of over 180 days, in which credit
risk is particularly high. The ratio of arrears to outstanding credit to home-buyers also

2 During the last eighteen months 14 branches were closed, and this will affect the operating coverage
ratio in the future.
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grew, and reached 0.91 in 2000. Although this ratio is low and less than 1 percent of
outstanding credit in arrears, it has been rising constantly since 1996, when it was 0.74.

Another ratio that attests to a deterioration in the quality of credit extended to home-
buyersisthe specificloan-loss provision by depth of arrearsrelative to outstanding credit
to home-buyers. Despite the decline in the provision ascribed to the profit and loss
statement in 2000, the share of the provision relating to transactions with home-buyers
rose, and amounted to NIS 236 million, compared with NIS 138 million in 1999. The
ratio between the specific provision by depth of arrears and outstanding credit (to home-
buyers) rose from 0.19 to 0.28. These levels are till low, but the trend indicatesadipin
the quality of credit. A further indicator of a decline in the quality of credit to home-
buyersis the amount outstanding (less provision for interest on arrears and loan |0sses)
in loans in arrears for which loan-loss provision has been made. This balance grew in
2000 and amounted to NIS 2.2 billion, compared with NIS 2.0 billion in 1999. Current
expenditure on specific loan-loss provision for transactions with home-buyers, whichis
calculated, as stated, on the basis of the depth of arrears, rose by a notable 23 percent.
There were conflicting trendsin the activity of the mortgage banks vis-a-vis contractors,
but the share of this outstanding credit in total assetswas only 3 percent at the end of the
year. The ratio of arrears to outstanding credit extended to contractors declined to 16.3
percent in 2000, compared with 17.7 percent in 1999. The ratio of specific loan-loss
provision to credit also improved.

After several years in which adjusted-rate loans increased, their share in total loans
declined in 2000 and amounted to 29 percent, compared with 39 percent in 1999. The
reduction in the proportion of adjusted-rate credit extended served to increase duration,
and the total duration gap rose from 1.2 to 1.3 years.

Therate of exposure of net worth to interest-rate risk (assuming early repayment of 3
percent of the portfolio) was 9.1 percent in 2000, compared with 7 percent in 1999. In
mortgage banksthe duration of assetsis higher than that of liabilities, so that these banks
are exposed to the risk of arisein interest rates. When early repayment of 3 percent of
credit is assumed,® adifferent picture emerges for some banks, and some of them are
even exposed to adeclineintheinterest rate. In thisrespect thereisconsiderable variance
between the mortgage banks, their exposure to interest-rate changes varying from 1.2
percent to 27.5 percent.

The risk-based capital ratio in mortgage banks declined in 2000 and stood at 10.2
percent (Table 4.4). Total equity (for calculating the primary, secondary, and tertiary
capital ratios) rose by 5.9 percent in 2000, mainly dueto anincreasein equity (of NIS 400
million), compared with aslight dip in approved secondary capital. This capital amounted
to NIS 7.6 billion at the end of 2000, compared with NIS 7.2 billion at the end of 1999.

The balance of weighted assets for the purpose of calculating the capital ratio rose by
an average of 11 percent, primarily due to the sharp increase in 100 percent weighted
credit (mainly to contractors), compared with a moderate rise in 50 percent weighted

2The ratio of the extent of early repayment to the assets in the housing portfolio was 3.22 percent in
1999 and 3.15 percent in 2000.
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assets (largely housing credit, in which the ratio of the loan to the value of the asset is
less than 50 percent).

The trend of off-balance-sheet activity was the opposite; all the categories of off-
balance-sheet balances declined, and on averagethey fell by 17.4 percent. Risk-weighted
assets amounted to NIS 74.3 billion in 2000, compared with NIS 68 billion in 1999.

Box 4.1
The Background to the Development of Unindexed, Fixed-Rate M ortgages

In recent years the share of adjusted-rate loans in the indexed segment has risen.
Theseloans enabled the banksto sell credit more successfully, especially at times
when the interest rate was shrouded in opaqueness. The range of loans makes it
possible to divide the market between the various kinds of consumer, such as
between those who are planning early repayment, those who foresee adeclinein
interest rates in the future, and those who prefer fixed-rate loans so as to reduce
uncertainty. In order to bring the adjusted-rate loans to the notice of the public, the
banks set theinitial interest on them at relatively low rates. These loans partially
solved the problem of the mortgage banks' long-term sources in the indexed
segment, but exposed them to liquidity risks and also ex post to credit risks. The
long-term adjusted-rate |oans were financed from short-term sources; hence, even
when theinterest rateswerein line with one another in theinitial period (reducing
interest-rate risk), financing long-term mortgages from short-term sources was
likely to cause the bank to lose when the sources were renewed. However, since
the indexed segment could contract in the next few years, it is expected that an
unindexed, long-term segment which will also provide the mortgage banks with
sources will develop. The reduction of local-currency interest in 2000, within a
low-inflation environment, brings the market closer to a situation in which
unindexed mortgages could constitute a good substitute for adjusted rate ones as
far asborrowers are concerned. All thistakes place in the context of anincreasein
the interest on indexed loans in general, and on adjusted-rate loans in particul ar
(Figure 4.8).

After along period, starting in the mid-1970s, when indexation to the CPI was
considered to be an essential way of inoculating against the erosion of the value of
money, the indexed segment is now becoming less attractive to investors. The
share of indexed channels in the public’s asset portfolio has been declining for
several years, and today stands at 35 percent, compared with 65 percent in the
early 1990s. On the other hand, the share of unindexed assets (including shares)
was 55 percent at the end of 2000.

Another factor serving to reduce the demand for indexed assets is the low
tradability of indexed bonds; many of these assets are not tradable, and much of
the tradable part isheld till maturity and does not reach the trading floor. Thus, for
example, a total of NIS 90 billion of indexed government capital (bonds) is
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registered for trading, while the average daily turnover is only NIS 150 million.
By contrast, NIS 40 billion of unindexed government capital (mainly Treasury
bills, but also Shahar and Gilon) is registered for trading, and the average daily
turnover is NIS 150 million.

Asinflation stabilized and medium-term unindexed channels became avail able,
money was increasingly diverted from the indexed to the unindexed segment.
Savings schemes and provident funds became less popular than they had beenin
the past, when they constituted a solid investment channel bearing guaranteed
high yields, so that the potential sources of mortgage banks declined. The
connection between wages and the CPI beganto loosen in parts of the labor market.

Macroeconomic conditions, including the slowing of the inflation rate and
expectations that interest rates would come down, increased potential demand for
long-term unindexed loans. M ortgage-takersinclude consumerswho wish to detach
themselves from indexation to the CPI, as some of them do not expect their wages
to rise in line with changes in the CPI. On the other hand, taking a long-term,
unindexed, fixed-interest loan, even if it is higher than the indexed substitute,
could be a good economic decision if the inflation rate rises, as the outstanding
debt is eroded in real terms and the monthly payments are fixed. All these factors
work to create basic conditions, on both the demand and the supply sides, for the
emergence of a market for mortgage credit.

In the wake of the deceleration of inflation and the revival of the market for
issues of unindexed bonds from both the public sector (7- and 10-year Shahar
bonds) and the corporate sector, a long-term unindexed segment has begun to
emerge in the capital markets. Its development is a necessary condition for the
creation of a parallel market, i.e., unindexed deposits vis-a-vis long-term credit.
This is viewed favorably by the mortgage banks, which have begun to raise an
increasing share of their sources in other indexed segments, mainly short-term
Prime. The deepening and expansion of an unindexed market (by a gradual shift
of all capital raised via unindexed bonds to medium and long terms) will increase
liquidity and help institutional and other investors to price unindexed long-term
deposits in mortgage markets.

Itispossibleto discern thefirst green shoots of the devel opment of an unindexed
market for the medium term in 2001. Thus, for example, between January and
May 2001 there were 14 auctionsfor issues of 5- to 10-year Shahar bonds, and the
amount offered was NIS 8.5 billion, with considerable excess demand (seven times
more on average). In addition, the banks have begun for the first time to offer
fixed-interest depositsfor periods of 3 and 5 years. Another important devel opment
has been the issue of along-term (7-year) unindexed bond, which was also sold
successfully to thetax-paying public. Inthe wake of theseissues one of the mortgage
banks is offering a fixed-interest 7-year unindexed mortgage for the first time
since the 1970s.
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4. OVERSEAS OFFICES
a. Introduction

The activity of the overseas offices of Isragli banks is conducted via 79 offices, 17 of
them subsidiaries, 22 of them branches and agencies, and 40 of them representative
offices,® distributed throughout 21 countries: the subsidiaries and branches, in which
most of the activity isimplemented, are found mainly in the US and western Europe—
Switzerland and the UK. The representative offices complete a wider distribution in
South America, Germany, Canada, and Australia.

This wide distribution is utilized to deepen and expand private banking activity, as
well asto extend financial servicesto Isragli customers operating abroad, to international
elements operating in Israel, and to the Jewish community in the countries in which the
overseas offices operate. The overseas offices focus largely on capital-intensive private
customers and business firms.

Figure4.11
Net Dollar Income of Over seas Subsidiaries, and their Contribution to
Groups' NIS Income, 1994-2000
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2 After accounting adjustments and conversion into NIS.
SOURCE: Published financial reports and returns to Supervisor of Banks.

% The kinds of offices are distinguished from one another as regards the activities they are permitted to
undertake: thus, for example, the representative offices are restricted to establishing contact with customers
and transferring information, while the branches are also entitled to implement banking business. The kind
of office established in agiven country depends on two main factors: the object of the activity in that country
and the institutional restrictions in effect there.
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Thetotal dollar balance sheet of the overseas offices rose by 15.6 percent, whiletheir
net incomefell by 18.8 percent and amounted to $ 149 million, representing a 7.3 percent
return on equity.3! This decline derives mainly from the extensive provision made by
Bank Leumi-Switzerland to cover possible future expenses due to activitieswhich, it is
alleged, werenot authorized.®? Thisincident, which cameto light in January 2001, points
up theimportance of the monitoring, control, and supervision of the activity of overseas
officesby the parent-company in I sragl. Deducting thefiguresfor the Bank Leumi overseas
office in Switzerland, the profits of the overseas offices were up by 10.6 percent over
1999, while their ROE rose to 11 percent.

At the end of 2000 the share of the overseas officesin thetotal |ocal-currency balance
sheet of the five major banking groups rose by 0.5 percent, despite the appreciation of
the NIS vis-avis the dollar and the principal European currencies,?® and reached 14.4
percent.* Thisratiois characterized by considerable variance between the banking groups:
the lowest ratio, 6.8 percent, was found in the First International Bank, and the highest,
20.5 percent, in the Discount Bank. The increase is explained by the expansion of the
international activity of thelsragli banksin the framework of the process of globalization
and the deregulation of Israel’s money and capital markets, especially as regards
investment abroad by residents and in Israel by nonresidents. Another reason for the
expansion is expectations of increased competition in Israel’ s banking system, primarily
with the entry into Israel of foreign banks and representative offices.

The performance of the overseas offices is affected by the economic situation and
legidlative developments in the countries in which they are situated.3> 1n 2000 the ‘ new
economy’ contracted, and its repercussions were felt by financial markets worldwide.
The US capital market was very volatile: in the first half of the year share prices rose,
mainly those traded on the Nasdaqg, continuing the trend evident in 1999, while in the
second half of the year they plunged. During the course of the year the Nasdaq plummeted
by 37 percent, and the Dow Jones, which consists mainly of ‘old economy’ shares, fell
by 5 percent. Developments in the US capital markets caused share prices to fall in
major stock markets worldwide, including those of the UK and Germany, while the
Swiss stock market index rose.

The drop in share prices in the second half of 2000 is explained by the slowing of
economic growth in the US and Europe. The slowdown is explained by the rise in the
price of crude oil and of interest rates in the wake of these countries’ tight monetary
policy. The economic changesin theindustrial countrieswere also reflected inthe currency
markets: the US benefited from capital inflow in 2000 which financed massive investment,

31 Since some of the activities of the overseas offices are conducted via branches whose equity depends
on that of the parent-company, the calculation of their ROE is based solelP/ on data for the subsidiaries.

2This incident is currently being investigated by the management of Bank Leumi, as well as by the
supervisory authorities in Switzerland and Israel. i

33During 2000 the NI'S appreciated by 2.7 percent against the dollar and by 10.1 percent and 4.9 percent
against the pound and the Swiss frank respectively.

% Calcul ated bh/ multiplying the dollar balance sheet by the end-year dollar exchange rate.

% Because of the low share (less than 1 percent) of the South American officesin the total assets of the
oversess offices, the analysis below focuses on the officesin North America and western Europe.
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primarily in thefirst half of the year, but as aresult the US balance-of -payments deficit
grew, and the dollar strengthened vis-a-vis the other major currencies.

Thedevelopmentsin thefinancial markets contributed to shiftsinthe businessenvironment
of thebanking system. Thesewereexpressed inthe continued surgein mergersand acquisitions
all over the world, and the increasingly global orientation on the part of investors, aided by
advanced technol ogies, which are becoming more readily available.

Asregards legidlation and regulation, during the period reviewed there were several
devel opments which could have an effect on both the business environment in which the
overseas offices operate and their financial results: in the framework of banking reform
intheUSalaw wasintroduced in March 2000%¢ enabling a BHC (bank holding company)
to be defined as an FHC (financial holding company) and to offer customers a wide
range of financial services (in the fields of securities, insurance, and financing). Under
the new law, the banks themselves are limited primarily to activitiesin the area of pure
banking, while additional activities may be undertaken by means of subsidiaries and
affiliates. The process of recognizing a BHC as FHC depends on obtaining approval
from the US supervisory authorities and adeclaration from the supervisory authoritiesin
the home country (if thisconcernsaforeign BHC) regarding the quality of its management
and its ability to meet the capital adequacy requirements.

On January 1, 2001 new tax regulations (issued by the IRS) went into effect inthe US
imposing a reporting requirement on all non-American banking corporations whose
customers have income from an American source, and the obligation to deduct tax at
source from this income (even if the corporation is situated outside the US). These
regulations have implications for transactions with customers who invest in the US
securities markets via the banking corporations, including Israeli banking corporations
that operate in the US. According to the new regulations, any non-American financial
intermediary must meet the criteria set by the IRS and be accredited as a qualified
intermediary (QIl). Thisstatus enablesit inter alia to avoid submitting specific particulars
about customerswho are not residents of the US and who operate in the American market.
Thelsraeli banks have submitted arequest to the IRSto obtain QI status. The request has
not yet been granted, but the IRS has given the I sraeli banks an interim QI accreditation.

b. The extent of activitiesin the over seas offices

The activities of the overseas offices grew in 2000 by a steep 15.6 percent (Table 4.10),
similar totheir expansion in 1999 (15.8 percent). Therisein the balance sheet of the overseas
officeswas due mainly to increased investment in securities and credit to the public, on the
assets Sde, and in deposits of the public, on the ligbilities side. In spite of the weakening of
the European currencies against the dollar and the (relatively) high growth ratesin America
in 2000, the balance sheet of the western European offices rose more sharply than that of the
North American ones.

%Thislaw is known as GLBA (Gramm Leach Bliley Act).
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Credit extended to the public by all the overseas offices rose by 11.6 percent in 2000
(Table 4.10); in North Americait increased by 12.4 percent, continuing the trend of the
last few years of the expansion of transactions vis-a-vis firms and participation in
international loan syndicates at the expense of retail banking. This policy iscommon in
most international banks, which concentrate on wholesale banking in their activities
abroad. Another factor contributing to the expansion of the credit portfolio is the
acceleration of economic activity that characterized the US, especially in thefirst half of
the year.

Figure4.12
Net | ncome of Over seas Offices, 1991-2000
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SOURCE: Returns to Supervisor of Banks.

The growth rates of credit in western Europe were dlightly lower, because of the
difference in the composition of credit: in the North American offices some 45 percent
of credit is extended to manufacturing and commerce, and only 4 percent to individuals.
In the western European offices, however, 29 percent of credit is extended to
manufacturing and commerce and some 16 percent to individuals. Similarly, the average
credit (including off-balance-sheet) extended per borrower in North American officesin
2000 was $ 1.4 million, compared with $ 650,000 in western Europe. These differences
express the relatively large share of commercial and business banking in the North
American offices, compared with the larger share of private banking in the western
European ones.

Cash and deposits with banks grew by about 6 percent in al the overseas offices, in
the wake of the 21.8 percent rise in the western European offices (Table 4.10). Thisisa
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marked increase compared with the more

moderate rise in credit to the public, and o et Rate Soread on Activities
derivesfrom the narrowing of interest-rate vis-a-visthe Public in Over seas Offices,
spreads (between the borrowing and Spread1992—2000

lending rates) on transactions with the (%)

public, due to increased competition in 49

private banking, aswell asfrom the notable I

increase in deposits of the public—some 3 '

of which were channeled to banks. Interest- N Ny
rate spreadsin thewestern European offices 30 N\
have been contracting for severa years, in I X

contrast with their relatively expansionary 25 ’
trend in the North American ones (Figure

4.13). In addition, in 2000 there was a 20 7
notable decline in the deposits of the Western Europe
\

western European offices in related banks 15

and a rise in deposits in other banks, 10 L
especially foreign ones. Thelatter category 1992 93 94 95 96 97 98 99 2000
increased by 50 pefcent becausetheinterest SOURCE: Returns to Supervisor of Banks.

paid by foreign banks in Europe on the
deposits of the overseas offices was higher than that paid by the related banks.

The securities portfolio held by the overseas offices continued to expand by amarked
27.5 percent in 2000 (Table 4.10), after agrowth rate of 25.2 percent in 1999. During the
year therisk that characterizes the portfolio of securities held for investment increased,
in the wake of the declinein the sharein it of government bonds (which are regarded as
alow-risk asset), whilethe share of the securities of other entitieswhich are not affiliated
with or related to the parent-company rose.

The expansion of the more risky activities (credit to the public and the securities
portfolio) indicates atrend of increased return alongside greater risk exposure.

Therise in total uses was financed by an increase in the balance of deposits of the
public and from banks. Deposits of the public in all the overseas offices grew by 18.5
percent (Table4.10), asexpressed in the greater extent of depositsraised from the business
sector vis-a-vis a decline in the share of those raised from households. Because of this
development, the size of the average deposit rose from $ 102,500 in 1999 to about
$ 108,000 in 2000. These developments are explained by strategic changes made in the
overseas officesin the last few years, in the framework of which private and commercial
banking activity expanded at the expense of expenditure-intensive retail banking.

The trend regarding deposits from banks continued to be mixed in 2000, as expressed
in the rise in the balance of depositsin the western European offices and the fall in the
balance of those in the North American ones. The latter decline can be explained by the
increase in deposits of the public (which are a cheaper supplementary source than those
from banks), which rose by an annual average of 18.3 percent in the last three years,
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alongside amore moderate increasein this _

item in the western European offices. The fgureddd el R e A
main contribution to therisein the balance Assets? in Over seas Offices, 19922000
of deposits from banks in western Europe Mg;gi”

came from banksthat are not related to the 3.0
overseasoffice, in spiteof thedipininterest

rates on deposits from related banks and A

theincreased cost of depositsfrom foreign 25

banks. This development is reflected by a / North America
decline in interest-rate spreads (between

depositsin banks and depositsfrom banks) 2.0

on activities vis-avis banks in the same \
group and the widening of spreads on Westem Europe
activities with other banks. 15

Off-balance-sheet activity and the use of
derivatives continued to expand markedly
in 2000, especialy in the first half of the 10 -

. Lo .. 1992 93 94 95 96 97 98 99 2000
year. This activity has been rising for
several years and reflects inter alia the SOURCE, Retum to Supenvisor of Banks.
expansion of business and private banking
a the expense of traditional retail banking. The balance of collateral and contingent
liabilities (off-balance-sheet activities, in which the stated bal ance represents credit risk)
of the overseasofficesstood at $ 7.9 billion at the end of 2000, after rising by 1.7 percent,
compared with an increase of 15.7 percent in 1999. The moderation of the demand for
collateral and contingent liabilitiesis consistent with the slowing of economic activity in
North America and western Europe in the second half of the year. Total derivatives
transactions grew by 35.2 percent in 2000, amounting to $ 11.3 billion (at face value).
Theriseinthe extent of instruments used for hedging against interest-rate and exchange-
rate risks was particularly notable, and arose from the frequent fluctuations in interest
and exchange rates in Europe and North America during the year.

The financial spread on total earning assets®” (including off-balance-sheet assets) of
the overseas officesin 2000 remained at the same level asin 1999—1.73 percent (Table
4.10), in contrast with the declining trend of the last few years (Figure 4.14); this spread
is considerable lower, however, than the spread that characterizes the peer group (3.69
percent ).38 The stability of the spread is the result of opposing developments which
cancelled oneanother out: the changein the mix of overseasoffices uses, intheframework
of which the share of more profitable uses, including credit to the public and investment
in securities, rose at the expense of less profitable ones, such as cash and deposits in

% Earning assets are total assets yielding net interest income; they do not include other assets, such as
buildings and equipment. ) o )

% The peer group comprises 313 commercial banks operating in the US; the average extent of their assets
was about $ 3 billionin 2000. Consequently, the comparison is appropriate primarily Tor the officesin North
America (data from FDIC, Quarterly Banking Profile).
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banks, served to widen the spread; on the other hand, the expansion of off-balance-sheet
activity (including the use of off-balance-sheet instruments), which in recent years has
displayed lower profitability per dollar assets, served to narrow it. The narrow spread,
which characterizes this activity of the overseas offices, is explained by the relatively
low risk level of their off-balance-sheet activity.

c. Thefinancial results of the over seas offices

The net income of the overseas offices fell from about $ 183 million in 1999 to some
$ 149 million in 2000, a decline of 19 percent, continuing the 15 percent drop in 1999
(Figure 4.12). In 2000 there were significant differences between the various areas of
activity: inthe North American officesincome rose by 5 percent, whereasin the western
European officesit plunged by 70 percent (Table 4.11).

The sharp drop in the western European offices derives from losses of $ 31.4 million
incurred in 2000 by Bank Leumi-Switzerland, due to suspicions that one of its senior
employees (the head of the private banking department) undertook unauthorized activities
in customers accounts. In the wake of this incident the bank made (net)3* provision of
about $ 60.7 million from its income to cover future expenses and expected |osses.

The increase in net income in the North American offices was affected positively by
the expansion of banking activity. However, income was affected negatively by the
increase in loan-loss provision and the growth of operating expenses and provision for
taxes. The steep decline in the profitability of the western European offices was due
primarily to the sharp rise in other operating expenses aswell asto the narrowing of the
interest-rate spread on credit. These were offset to a slight extent by the rise in non-
interest and other income and the expansion of activity.

Net interest income before loan-l1oss provision rose by 18 percent in all the overseas
offices (Table 4.11), mainly due to the expansion of banking activity both on and off the
balance sheet. The financial spread on total earning assets remained stable in 2000, so
that the negative effect of price, which had acted in previousyearsto reduce the overseas
offices’ net interest income, was averted.

Expenditure on loan-loss provision soared by 166 percent in 2000, and it amounted to
0.25 percent of credit at the bank’s cognizance (Table 4.12). The rise in this provision
was evident in both regions and resulted from a steep increase in the specific provision,
which was partly offset by the reduction of the general provision. The increase in the
provision attributed to specific borrowers indicates a deterioration in the quality of the
credit portfolio, in the context of the economic slowdown in the US and Europe in the
second half of the year. This slowdown is also reflected by expenditure on loan-loss
provision over the year: in the second half the expenditure was up by 160 percent over
the first half.

% Although the Prowson in Switzerland amounted to $ 85.6 million, because of the incident the bank
€leased reserves of $24.8 million.
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Table 4.12
Credit Risks in Overseas Offices, 1999-2000
(percent)

North Western
America Europe Total

1999 2000 1999 2000 1999 2000

Quantity of credit
Credit to public/total assets 404 404 50.8 45.2 435 420

Quality of credit

Annual loan-loss provision/total credit  0.13  0.31 005 o011 011 025
Problem debts/total credit 190 325 285 2.06 221 284
Charge-offs/total credit 032 0.05 026 0.63 029 023

Concentration of credit
Share of credit to single borrowers

($ 8 mill. or more) 62.2 631 431 426 56.3 57.0
H-Index of by-industry
credit concentration 0.164 0.166 0.153 0141 0.152 0.151

SOURCE: Returnsto Supervisor of Banks.

Income from operating fees remained relatively stable in 2000, against the backdrop
of the rise in non-interest income in the western European offices and decline in this
income in the North American offices (Table 4.11). The differences in the devel opment
of non-interest income between the regions derive from the differences between them as
regards the kind of activity: the western European offices are characterized by private
banking, which isfee-intensive, whereasthe North American officesfocus on commercial
and business banking activity, which produce less fee income. Income from fees and
commissions associated with securities transactions rose in both regions in 2000, in the
context of the expansion of capital-market activity, whilein the North American offices
income from payment services and account management fees fell.

Expenditure on salaries and associated expenses rose by some 10 percent in 2000,
alongside a5 percent increasein the number of employee posts (including overtime) and
employees. The increase in payroll expenses in 2000 reflects inter alia changes in the
mix of employees in the overseas offices—a sharp drop in the number of part-time and
temporary employees, whose salary costs are lower, and an increase in the number of
permanent, full-time employees, whose salaries are higher. One of the possible
explanationsfor thisdevelopment liesin the policy of improving the quality of personnel
in the world banking system, expressed in employing better-qualified individuals and
shedding less qualified ones, in view of technological changes requiring more skilled
employees. Therisein costs per employee post also derived from the increased need to
reward highly-skilled professionals because of the fierce competition for employeesin
the global financial servicesindustry: in order to keep high-quality employees, smaller
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Table 4.13
Operating and Yield Indices in Overseas Offices, 1999-2000

North Western
America Europe Total

1999 2000 1999 2000 1999 2000
Annual wage per employee post ($'000s) 72 77 81 82 74 78
Financing coverage ratio? 165 172 116 0.70 147 125
of which Excl. Leumi Switzerland 123 146 152 164
Operating coverage ratia® 029 0.27 0.63 0.48 041 037
of which Excl. Leumi Switzerland 044 044 034 032
Efficiency ratio® 195 2.00 179 117 188 161
of which Excl. Leumi Switzerland 167 190 186 196
Percent
Return on assets’ (ROA) 096 0.85 108 029 099 0.69
of which Excl. Leumi Switzerland 0.78 0.93 091 0.87
Return on equity® (ROE) 9.63 11.24 8.07 1.65 892 7.30
of which Excl. Leumi Switzerland 6.10 1054 8.37 10.95

aRatio of net interest income before loan-1oss provision to operating and other expenses.

b Ratio of non-interest and other income to operating and other expenses.

¢ Ratio of al non-interest and net interest income to operating and other expenses.

4 Net income (incl. imputed tax and extraordinary income) divided by capital/assets at beginning of year;
ROE refersto subsidaries only.

SOURCE: Returnsto Supervisor of Banks.

banks—including Isragli banks operating abroad—haveto raisetheir salariesand improve
their working conditions. The average annual wage in the overseas officeswas $ 78,000
in 2000, compared with $ 74,000 in 1999 (Table 4.13). The average salary per post was
higher in the western European offices than in the North American ones; this gap reflects
the differences between the regions as regards the cost of living and salaries, on the one
hand, and the nature of banking activity, on the other. The western European offices
speciaize in wholesale and private banking, which require more highly-specialized—
and hence more costly—empl oyees.

Tax provision in the North American offices rose by some 37 percent in 2000 (Table
4.11), asaresult of the increase in pre-tax income. Due to the effect of the lossincurred
by Bank Leumi-Switzerland, the provision was reduced in the western European offices.
Adjusting for that event, there was a 32 percent rise, reflecting theincreasein netincome
in the other overseas offices.

The above developments in net interest income, non-interest income, and operating
expenses led to a decline in the efficiency ratio,*° from an average of 188 percent to
about 161 percent in all the overseas offices (Table 4.13), below the level in the peer

4 Calculated astotal (non-interest and net interest) income divided by total operating and other expenses.

150 BANK OF ISRAEL: BANKING SYSTEM 2000



group (about 179 percent). If the Bank Leumi-Switzerland data are neutralized, the
efficiency ratio amounted to 196 percent.

Asaresult of accrued profit, the equity of the North American officesrose by 9 percent,
while due to the losses incurred by the Bank Leumi office in Switzerland, the equity of
the western Europoean offices dipped dlightly (Table 4.11). The dollar return on equity
(ROE) roseto 11.2 percent in the subsidiaries operating in North American—lessthanin
the peer group (14.6 percent) and more than in western Europe (Table 4.13). The dollar
return on assets (ROA) declined in all the overseas officesin 2000 to about 0.69 percent,
compared with about 1.29 percent in the peer group, the fall in the western European
officesbeing particul arly marked. When the Bank Leumi-Switzerland dataare neutralized,
the ROE of all the banking groups rose to 11 percent, and the ROA of all the overseas
offices amounted to 0.87 percent (Table 4.13).4

d. Risksin the over seas offices

During 2000 therisk exposure of the overseas officesrose. Thischaracterized both regions,
with the realization of operating risk in Bank Leumi-Switzerland—which had been one
of the most profitable overseas offices (until the discovery of the aforesaid incident)—
being especialy notable.

The various indices of credit risk—its extent, quality, and concentration—indicate a
rising trend in risk exposure. The extent of credit grew in both regions, but the share of
outstanding credit in total assets declined as a result of the steep rise in the overseas
offices' securities portfolio. This portfolio grew in 2000, especially as regards the non-
government channels, whose risk exposure is relatively high. Consequently, these
devel opments contributed to the rise in risk associated with overseas offices’ assets.

Most of the indices of the quality of credit attest to its deterioration during 2000, so
that the rate of loan-loss provision and the share of problem loans in total credit at the
bank’s cognizance rosein the overseas offices (Table 4.12). On the other hand, the share
of charge-offs in total credit declined, athough this index was influenced by debts
classified in the past as problematic, and does not reflect the quality of the credit extended
during the year.

The expansion of business activity in the North American offices caused increased
concentration of credit in those offices, compared with adight dip in thewestern European
offices (Table 4.12); thus, the Herfindahl-Hirschmann index (H-Index), reflecting the
by-industry distribution (including individuals), declined from 0.153 to 0.141 in the
western European offices, compared with relative stability in the North American ones.
The share of credit extended to borrowers with loans of over $8 million, expressing
single-borrower concentration, amounted to 57 percent in 2000, arise of about 0.5 percent.
This increase was the outcome of a one percent rise in the share of single borrowersin
the North American offices and relative stability in the western European ones.

41 See note 31.
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Asdtated, the operating risk implicitinthe activity of the overseasoffices, and especially
that deriving from failures in the control and monitoring process, was realized in the
Bank Leumi-Switzerland in 2000.

In order to overcomethe difficultiesimposed by geographical distance and the problems
of directly controlling the activities of the overseas offices, as well as to reduce the
operating and administrative risks inherent in their activity, the managements of the
banks must invest ongoing efforts in improving procedures, methods, and internal
monitoring.

In view of the processes of globalization and consolidation that have characterized
world banking in the last few years, and as aresult of the difficulties encountered by the
overseas offices in previous years as well asin 2000, it is incumbent on the overseas
offices of Israeli banks to introduce programs for increasing efficiency, as well as to
formulate along-term strategy for their activities. The object of these must betoimprove
the banks’ ability to cope with the challenges confronting them and to uphold the good
name of |srael’sbanking system at atimewhen informationisincreasingly available and
globa financial markets are more accessible.
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