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Bank Leumi le-Israel B.M. 
  
Directors’ Report 
 
Developments in the Economy (*) 
 
The first half of 2004 was characterized by a continuation of the recovery in economic acti
commenced during the second half of 2003. The recovery peaked in the first quarter of the year, slo
somewhat during the second quarter, especially in the business sector. The main reasons for the e
activity were the recovery in the world economy, which contributed to the growth of Israeli exports,
in private consumption and in investments in the various sectors of the economy. Israel’s gro
product expanded in the first half of the year by some 4.1%, on an annualized basis compared with
half of last year. The high rate of increase of 5.9% in the business sector reflects increases in produ
manufacturing and construction sectors and in most of the business services sectors.  In the secon
the year, however, the growth rate was  some 4.3% on an annualized basis, slightly slower than th
the first quarter which reached some 4.9%. The rate of unemployment remained high, reaching 1
second quarter of the year . 
 
The slowdown in the rate of expansion of economic activities in the second quarter of the year w
both in the trade and service sectors and in the industrial sectors. The survey of companies condu
Bank of Israel also revealed a similar trend in the second quarter: an increase in total operations in a
the economy, with the exception of construction, even though by a more moderate rate than  in th
quarter. The relative stability in the security situation was reflected in the fact that in the second
2004, the number of tourists was at its highest level since the beginning of the Intifada, in late
number of overnight stays in hotels (of Israelis and tourists) continued to increase during the secon
the year, and in the first six months of 2004  an increase of some 20% was recorded, compared w
half of 2003. 
 
The expansion in economic activity led to a rapid increase in real terms of some 9.5% in state tax 
the first half of 2004, compared with the first half of 2003. This permitted a reduction in tax rates, su
of value added tax, purchase taxes and customs duties, a reduction in income tax rates for low a
salary earners and a gradual reduction in corporate tax rates this year and over the next few ye
regard, see details on page 14). The deficit in the government budget (excluding the granting of cr
the first half of the year amounted to only some NIS 7.3 billion. The deficit that was planned for t
2004 was some NIS 20.6 billion (4% of GDP). 
 
During the first half of the year, Israel’s trade deficit amounted to some US$ 2.7 billion, an incre
10% compared with the corresponding period in the previous year. Similar rates of expansion we
both in exports (22%) and in the import of goods (21%). The increase in imports encompasse
components, most prominently, the import of raw materials (which is the major component of tot
Apart from the increase in the trade deficit, the first half of the year saw a surplus of overseas inv
Israeli residents  over those of foreign residents in Israel (in the private non-banking sector) totaling
1.6 billion. These factors partly explain the weakening of the shekel in foreign currency trading. Th
shekel against the dollar depreciated during the period January – June by some 2.7%, while, again
the shekel appreciated by some 1.2%. 
 
During the first six months of the year, the consumer price index rose by some 1.4%. (In July, it f
0.2%). A substantial part of the increase in prices was attributable to the effect of the rise in worl
the transportation component, which grew by some 6.2% and contributed almost 1% of the increase
and the electricity, fuel and water component, the prices of which rose by some 4.2% and account
0.2%. The increase in the CPI, which occurred entirely in the second quarter in which  it rose by 

                                             
(*)  Sources for the data: Publications of the Central Bureau of Statistics, the Bank of Israel, the Ministry of  
      Finance and the Tel-Aviv Stock Exchange 
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series of developments, which, in the opinion of the Bank of Israel, were likely to lead to price incr
economy, led to a halt in the process of reducing interest rates during the second quarter. Thus, Ba
interest rates, which, at the end of December 2003, stood at 5.2% and were reduced to 4.1% by
have not been changed since (including the interest rate decision for September). 
 
At the end of June 2004, the value of the monetary asset portfolio held by the public amount
NIS 1.46 trillion. This represents an increase of some NIS 81 billion (5.8%) since the beginning 
most of which is a result of an increase in the market value of the shares held by the public (held i
overseas) against the background of an increase of prices, and also due to issues to the public. Be
aforementioned, the proportion of shares in the mix of the assets in June 2004 increased to some 2
portfolio, the highest level since 2000. 
 
As mentioned above, the index of shares and convertible securities rose by some 15.7% in the perio
June, with the price increases encompassing all the sub-sectors, with the exception of the insurance
Tel Aviv 100 rose by some 11.6% in the same period. This was the result of positive evaluations re
state of the economy and the relatively low rate of interest. Trading volume on the stock exchange o
convertible securities also expanded, mostly in the first quarter of the year, totaling NIS 562 millio
average, compared with NIS 335 million on a daily average in 2003. 
 
On the government debenture market, there was a moderate increase in the price of CPI-linked
during the first six months of 2004, particularly in short and medium term debentures (the debentur
year term increased by some 3.3%), compared with slight price increases of some 1.1% in th
unlinked fixed interest debentures (all of them in the second quarter). In contrast, foreign curr
debentures recorded price increases of some 3.3%, against the background of the weakening of
against the dollar. 
 
Bank credit to the public (data of the banking system, including mortgage banks) expanded sligh
0.4% during January-June, with the second quarter’s total rising  by some 0.6%. The relative sta
level of credit can be explained by the combination of a number of factors: on the one hand, a decr
short-term interest rates and the beginning of a recovery in the state of the economy acted to 
demand for credit. On the other hand, there was a move by companies in the economy toward
through debenture issues (traded and non-traded), mainly to institutional investors (according to Ba
data, this involved some NIS 12.5 billion in the first half of 2004). While in the second quarter it 
the volume of this financing fell from the levels of the first quarter, large volumes of debenture
involved, constituting, at least partially, an alternative to bank credit. 
 
The Credit Rating of Bank Leumi 
 
On 15 July 2004, the credit rating company, Moody’s, announced that it was raising the “Financ
Rating” outlook of Leumi from “negative” to “stable” The explanations for this change, which al
other banks in the Israeli system, were based on an improvement in the environment of the banks
(which, in the opinion of Moody’s, is expected to continue in this direction) and the risk m
procedures. In addition, it was noted that steps had been taken to reduce credit concentration. 
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Below are details of the changes in the consumer price index and in the exchange rates: 
 
  

For three months ended 30 
June 
 

 
For six months ended
June 

 2004 2003 2004 2003 
 (Percentages)   
Rate of increase (decrease) of the “known” CPI  1.41 (0.49)  1.20 (0.20) 
Rate of increase (decrease) of the “actual” CPI  1.51 (1.27)  1.41 (0.49) 
Difference (0.10)  0.78 (0.21)  0.29 
Rate of increase (decrease) in the rate of the U.S. 
dollar - 

    

nominal: (0.68) (8.00)  2.69 (8.97) 
real: (2.16) (6.81)  1.27 (8.52) 
Rate of increase (decrease) in the rate of the 
currency basket - 

    

nominal: (1.28) (6.67)  1.50 (6.90) 
real: (2.75) (5.47)  0.09 (6.43) 
Rate of increase (decrease) in the rate of the euro-     
nominal: (1.26) (3.55)  1.22 (0.85) 
real: (2.73) (2.30) (2.59) (0.36) 
 
 
Legislation Affecting the Banking System  
 
Information regarding legislation affecting the banking system and issues related to such legislation
additional information regarding further special issues, was published in the Annual Financial Sta
2003.  
 
Proposed Legislation in respect of Provident Funds  
 
In May 1993 the government of Israel decided to enact a provident funds law that would r
procedures for approving, managing and supervising provident funds, and would establish provisi
conflicts of interests between the funds and those controlling the corporations managing the fun
would also increase the number of entities managing provident funds and acting on their behalf in
market. 
 
As a result of the above decision, the government presented a proposed law for the Knesset’s ap
discussions were held in the Knesset.  However, the proposed law did not result in legislatio
withdrawn by the government.   
 
Subsequently, an inter-ministerial team headed by the Director-General of the Ministry of F
appointed and presented its recommendations on this matter in February 2000. The principal recom
deal with the limitation of provident fund assets managed by management companies controlled by,
5% or more of the means of control is held by a bank or any other body acting in the capital marke
the total assets managed by all provident funds; provisions to prevent conflicts of interest between a
related  provident fund management company; and the possibility of continued marketing and dis
provident funds by banks.   The recommendations have not been adopted by the government at this 
 
In January 2004 a private proposed law was submitted in the Knesset that relates to prohibiti
corporations from holding provident funds. In March 2004, the above proposed law was app
preliminary reading, with the support of the government. The government intends to submit its ow
law on this subject. 
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If a law is in fact formulated on the lines  of the government’s decision or the private proposed law
above, it will have a negative effect on the scope of the Bank’s income from provident funds unde
and management. However, it is difficult to estimate the amount at this stage. The scope of the eff
on the manner and the extent of the separation from the Bank that the said law will impose on th
funds. 
 
Team to Examine Structural Changes in the Capital Market 
 
The Minister of Finance has established a team headed by the Director-General of the Ministry of
examine ways for making structural changes in the capital market, including the issue of the ow
provident funds, mutual funds and other activities in the capital market. 
 
The committee’s recommendations are likely to have implications on the Bank’s activity in these sp
future, although at this stage it is not possible to estimate their effect. 
 
The Banks’ Commissions from Households 
 
For a number of months the Knesset Economics Committee has been conducting joint discussio
banks, the Bank of Israel and the Antitrust General Director with regard to the banks’ commi
households.  
 
On 28th July 2004 the chairman of the Knesset Economics Committee presented a proposal entitle
Package Deal Plan on the Issue of Commissions and the Obstructions to Transfers between Banks
Customers - Households”. The package deal is intended for an interim period until the subject is r
legislation, which may, according to the proposal, take a year and a half to two years. 
 
In the interim period the Bank of Israel will formulate government legislation, the Antitrust Gene
will freeze the legal proceedings he has commenced to declare the banks a concentration gro
legislation on the issue of the banks’ commissions will be precluded until the end of the 16th Kness
office, and the banks will take measures to quickly and at a reasonable cost simplify the transition of
to a competing bank and will agree to a basket of benefits for households, as specified in the propo
said entities were requested to address themselves to the proposal within four weeks. 
 
The Antitrust General Director requested that the Bank respond to his intention to declare the five m
as a concentration group pursuant to the Antitrust Law as regards the provision of banking services
account management on the ground that only minimal competition exists between them. The Ban
the said declaration and filed a detailed response on 8 August 2004.  
 
Since April 2004, the Bank has been offering customers wishing to do so the option of making a dep
15,000 with the Bank, and receiving index-linked interest or fixed interest without linkage, and en
current account management (an exemption from line commission and fixed management fees) thr
period of the deposit (up to one year). 
 
Furthermore, since May the Bank has been granting a sweeping and automatic exemption
commission to all its private customers who execute no more than five operations per month. 
 
Furthermore, for customers wishing to enjoy a “free current account” - an exemption from fixed m
charges and an exemption from line commission without a limit of a quota of operations, the Bank
them to pay a fixed amount of only NIS 22 per month. 
 
Amendment to the Banking (Licensing) Law, 5741-1981; Amendment to the Banking O
- 1941 
 
The Proposed Banking (Licensing) (Amendment No. 13) Law, 5769-2003 was approved by the
August 2004 and will come into effect on 1 September 2004.  
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The Amendment includes provisions the object whereof is to adapt the regulatory, supervisory 
environment relating to banking corporations and the holders of means of control therein to a situati
there is no identified controlling core holding a control permit from the Governor of the Bank of
amendments the object whereof is to extend the supervision and control over all the banking corpora
 
Inter alia, the Amendment provides that a banking corporation’s holdings in another banking corp
be restricted so that a banking corporation shall not be entitled to hold an interest in anoth
corporation unless one of the following exists: the banking corporation holds 1% (or less) of the ot
corporation’s means of control, or if the banking corporation alone controls and holds more than on
other banking corporation’s means of control under a lawful permit. 
 
The Amendment strengthens the restrictions regarding holdings by institutional investors conne
banking corporation in the means of control of another banking corporation. 
 
The Amendment prohibits any person from holding more than 5% (in lieu of 10% today) of th
control of a banking corporation without a permit from the Governor. Furthermore, it is propos
restriction will also apply to a holding of means of control of a banking corporation as security fo
save for negligible holdings. 
 
The Governor will be given powers to cancel a permit to hold the means of control in a banking 
and his powers to act as necessary against anyone who acted without a permit will be expanded. 
 
A mechanism has been determined for the appointment of directors by a committee where the
directors falls under the number determined by the Supervisor for such banking corporation, and
meeting did not act as required to increase the number of directors, or if the Supervisor believes t
appropriate to wait for the appointment of directors by the general meeting. 
 
The reporting requirements regarding a holding of means of control have been expanded. 
 
Furthermore, a number of amendments to the Banking Ordinance, 1941 have been approved, the pr
being: 
 
The Amendment expands the Supervisor’s powers and to enable him to remove a director, chie
officer or authorized signatory from office, in addition to the existing powers with regard to su
restricting the powers of the aforegoing. 
 
In a banking corporation without a controlling core, the appointment of a director, chief execu
internal auditor and up to seven other office holders, as determined by the Supervisor of Ban
conditional on the Supervisor’s consent or his decision not to object to the appointment. With 
banking corporation with a control permit, the appointment of a director, chief executive offic
auditor and up to four other office holders, as determined by the Supervisor of Banks, shall be co
the Supervisor’s consent or his decision not to object to the appointment. 
 
The Supervisor’s consent will also be required for a director to serve as chairman of the board of 
all banking corporations, the information required from the shareholders in the banking corporati
expanded.  
 
A method of appointing directors of a banking corporation that is not controlled by a person who
control permit was determined, including a number of restrictions as to the mode of appointment: vo
appointment of directors at general meetings shall be carried out for each candidate separately; t
directors shall not appoint directors and an officer shall not act to appoint or prevent the appoi
specific director, save for proposing his own candidacy as a director. 
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Budgetary Principles (Amendment No. 31 and Temporary Provision) Law, 5764-2004
 
On 17 June 2004 the Budgetary Principles (Amendment No. 31 and Temporary Provision) Law,
(the “Amendment to the Law”) came into force. The object of the Amendment to the Law, as dec
government, is to enable local authorities in distress to carry out a recovery program under the super
accompanying controller and to this end to enjoy immunity from creditors for a limited period. 
 
The Amendment to the Law inter alia contains a number of provisions relating to local autho
comply with the following terms and conditions: a recovery program has been approved for them
approved for them, provided that the program is approved by 1 July 2007, an accompanying control
appointed for them and they have given notice to the Minister of the Interior of their agreement the
Authorities in Recovery”). For three months from the date of approval of the recovery prog
appointment of the accompanying controller (the “Determining Date”) all the local authority’s incom
certain income specified in the Amendment to the Law) shall be deposited in a special account t
opened for such purpose, and for a further three months, part of the said income shall be depo
special account. During the said six months, the monies in the special account shall only be used 
purposes that are determined in the Amendment to the Law and do not include the repayment of cre
the local authority prior to the Determining Date. During the said six month period it will not be
enforce a charge, assignment or attachment of monies in the special account created prior to the D
Date. If, after making the payments as aforesaid, there are surpluses in the special account, the said
shall not apply thereto. It should be noted that various local authorities, whose accrued deficit is at 
of the income in their current budget, inter alia would be able, upon notice to be given to the Min
Interior by 17 July 2004, to enjoy protection for a period of up to two months under an arrangemen
the one relating to the special account as aforesaid and without their being Local Authorities in Reco
 
In addition, the Amendment to the Law restricts, for the entire recovery program period, the us
classified within the context of the recovery program as “recovery monies”, and the enforcement or
a charge, assignment or attachment of such monies is prevented throughout the recovery program 
definition of “recovery monies” includes inter alia special allocations for such purpose from the St
not current allocations). 
 
The Amendment to the Law impairs the Bank’s right to enforce charges given to it by Local Au
Recovery to secure credit that was made available to them prior to the Determining Date, for a p
months from the Determining Date (insofar as these are monies that will be deposited in the special
throughout the recovery program period (insofar as these are monies that will be classified as recove
In addition, the restriction on use of monies received from the various sources of a Local A
Recovery, at least during the first six months of the recovery program, is likely to impair the abil
Authorities in Recovery to make current repayments of the credit granted to them in the past, on th
fall during the course of the said period. The total balances of the credit that the Bank has made 
local authorities to which the Amendment to the Law is likely to apply amounted to some NIS 2,01
at 30 June 2004. In light of the uncertainty as to the possible effect of the implementation of the p
the Amendment to the Law, the Bank’s management has decided to classify as debts under special 
the liabilities of a number of local authorities, that have a high likelihood of being included in the a
in an amount of NIS 646 million. 
 
The Association of Banks has petitioned the High Court of Justice on the ground that the Amend
Law is not lawful since it impairs the banks’ proprietary rights in collateral that was provided to s
given by them in the past, and the impairment does not comply with the provisions of the Basic L
Dignity and Freedom. The High Court of Justice has not yet ruled on the said petition, although, in
hearing held in the Court, the banks, together with the Association of Banks, are holding talks with t
of Finance in an effort to attempt to find consensual solutions to the banks’ claims in this matter. 
 
Water and Drainage Associations (Amendment) Law, 5761-2001 
 
On 4 August 2004 an amendment to the Water and Drainage Associations Law, 5761-2001 pas
reading. Within the context of this amendment, the right of a water supplier to discontinue the supp
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to a local authority was restricted upon various terms and conditions. Alongside imposing the said r
is provided that local authorities that themselves operate the water and drainage services in their ju
areas, and whose debt for the supply of water for three months exceeds 120% of the average for th
and whose aggregate deficit is 17.5% or more of their income in the preceding year’s budget, sha
separate bank account to be used only for depositing the water charges and fees or payments con
water or drainage that the local authority charges its consumers (save for development levies), and
therein shall be designated for the payment of the current invoices of the water supplier for the supp
The balance remaining in the account of a local authority as aforesaid, after payment of the said inv
be transferred to the authority’s usual bank account in which income from water and drainage were
deposited. 
 
The amendment to the Law expressly provides that it does not impair pledges that were duly registe
the commencement of the amendment, that include various pledges that were given to the banks ov
authorities’ various sources; however, the amendment grants priority to the local authority’s current
water supplier, in respect of the local authorities’ receipts from water charges and fees and payment
with water or drainage to which the said amendment applies, and which shall be deposited in the se
account as aforesaid. 
 
Credit Data Service Law, 5762-2002 
 
This Law was passed by the Knesset in January 2002. The Law provides the statutory infras
operating a credit data service and information service on traders, by those who have received lic
granted by a registrar to be appointed by the Minister of Justice. The said service will include th
management and storage of various data, as specified in the Law, for the purpose of providing it to o
 
A credit data service licensee will be entitled to collate information about a customer, without the
consent, when such data relates to non-payment of debts. Banking corporations and credit c
(hereinafter “banking corporation”) will be among the sources which provide such information. 
 
A credit report on a customer that includes data relating to non-payment of debts, shall also inc
respect of credit granted to the customer (called in the Law - “positive data”), which may also 
without the customer’s consent, from a banking corporation only. In addition, the collation and p
positive data about a customer may also be carried out where no report of non-payment of debts i
only where the customer gives written consent thereto. 
 
The banking corporations will be under a duty to provide the above-mentioned data and the Minist
has been empowered to make regulations also in respect of the payments that the banking corpo
collect for providing the information to a credit data service owner. 
 
The Law came into effect at the beginning of August 2004, after approval of the regulations by v
Law, and the Bank is making preparations to provide the information required pursuant to the L
regulations. 
 
At this stage the effect of the said Law on the Bank cannot be assessed. 
 
Decisions of the Standard Contracts Tribunal with regard to the Bank’s Current Acco
 
On 10 June 2004, the Jerusalem District Court, sitting as the Standards Contracts Tribunal, gave j
an application that was filed by the Attorney-General against the Bank in 1997, asserting that a curr
form that the Bank uses includes clauses that are unduly disadvantageous pursuant to the provi
Standards Contracts Law, 5743-1982, and they should accordingly be annulled. 
 
In its decision the tribunal held that certain clauses and parts of clauses in the form (some 29 subjec
unduly disadvantageous for the customers and accordingly it annulled them or - and in a considera
of the cases - it partially accepted the Bank’s position and directed the clause to be varied an
completely annulled. With regard to a not inconsiderable number of the clauses to which there was 
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that they were unduly disadvantageous, the tribunal accepted the Bank’s position and did not
annulment.  
 
The Bank has filed an appeal against the judgment and an application to stay execution of the judgm
 
Prohibition on Money Laundering Law, 5760-2000  
Proper Banking Management Directive No. 411 
 
In consequence of an audit carried out by the Bank of Israel at the Bank (and also at other banks), 
to implementation of the Prohibition on Money Laundering Law, the Supervisor of Banks gave n
Bank in April 2004 that the Committee for Imposition of Financial Sanctions had determined that th
breached the provisions of the Prohibition on Money Laundering (Banking Corporations’ Obligation
Identification, Reporting and Record-Keeping) Order, 5761-2001. In consequence of these br
Committee decided that a monetary sanction in the sum of NIS 350,000 would be imposed upon the
 
Parliamentary Committee of Enquiry Regarding the Tracing and Return of Pr
Holocaust Victims  
 
The parliamentary committee of enquiry, that acts by virtue of a decision made in February 2000
with the consent of the Bank and additional banks, external examiners (certified public accountan
legal advice is given by attorneys appointed for such purpose - the “examiners”) after a document o
regulating the examination had been signed by the relevant banks and the Knesset. 
 
In the Bank’s opinion, it does not currently hold assets or monies of Holocaust victims. This is in c
of statutory provisions that were in force during the Second World War that obliged the bank
operating in Palestine, including The Anglo-Palestine Bank Ltd, to transfer assets of customer
residents of enemy countries and those that were occupied by the enemy to the Custodian of Enemy
the British Government. Property that was transferred as aforesaid was not subsequently returned t
Assets and monies that were not transferred for some reason to the Custodian of Enemy Property, w
to those entitled thereto, or after the establishment of the State, were transferred to the Administrator
 
In the opinion of the examiners, principally in consequence of revaluation principles that were prop
committee, which the Bank disputes, a debt to Holocaust victims has arisen at the Bank in respect
that were transferred by the Bank to governmental agencies.  The examiners’ draft report (the "draf
for the Bank’s observations. The Bank has many observations on the findings and they were 
examiners. In consequence of the Bank’s observations, the examiners amended many of the f
appeared in the initial draft and the amounts mentioned therein were significantly reduced. The
disputes the findings and the conclusions at the factual level and also the legal level and gave n
effect to the examiners and the committee of enquiry. 
 
The Bank has legal and accounting-economic opinions that support its standpoint, and according t
amounts that may be determined to be assets of Holocaust victims are immaterial. All these amount
revaluation principles, and not from amounts that remained in the Bank’s books. 
 
Income Tax (Amendment No. 140 and Temporary Provision) Law, 5764-2004 
 
This Amendment provides inter alia that the tax rate applicable to corporations will be gradually
from the 2004 tax year until the 2007 tax year to a rate of 30%. See below and also Note 13 to th
Statements for further details. 
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Special Matters 
 
Sale of Shares in the Bank by the State 
 
On 30 June 2004 the State held 36.86% of the issued share capital of the Bank, and assuming that a
7 options issued to the public in November 2002 are exercised, the State will hold 34.78% of the Ba
share capital. 
 
In May 2004 the Minister of Finance announced a plan to distribute options to all the citizens of I
purchase between 2005 and 2007 of the shares in the Bank held by the State. Implementation of
subject to appropriate legislation. 
 
Accounting Policy on Critical Subjects 
 
The preparation of the consolidated financial statements in accordance with generally accepted
principles and the directives of the Supervisor of Banks requires management to make est
assumptions that affect the reported amounts of assets and liabilities and the amounts of income and
 
The actual results relating to these estimates may differ from the estimates and/or the assumptions. 
 
The estimates and assumptions are generally based on economic forecasts, assumptions regarding
markets and considered decisions based on past experience which management believes to be reaso
time of signature of the Financial Statements. 
 
In the first half of 2004 there were no changes in the accounting policy on critical subjects as com
that described in the Annual Report for 2003, other than the transition from financial reporting 
inflation to financial reporting in reported amounts in accordance with Accounting Standard 
Standard No. 17 as described in Note 2 to the Financial Statements, and implementation of Standar
described in Note 14 to the Financial Statements. See also the Annual Financial Statements for 200
details. 
 
 
Development of Income, Expenses and Tax Provisions(1)  
 
Pursuant to the determination of the Israeli Accounting Standards Board and pursuant to the direc
Supervisor of Banks, the adjustment of the financial statements for the effect of inflation was discon
1 January 2004. Accordingly, profit and loss statements for the first half of 2004 are in nominal va
comparison with the corresponding period in 2003 is on a nominal basis until the ‘operating profit b
line, and after this line the comparison is with figures adjusted as of 31 December 2003. See N
Financial Statements for further details. 
 
The Net Profit of the Bank Leumi Group in the first half of 2004 totaled NIS 992 million, com
NIS 494 million in adjusted data in the corresponding period in 2003, an increase of 100.8% (in n
the profit in the corresponding period in 2003 was NIS 461 million, an increase of 115.2%). 
 
The law to reduce corporation tax gradually from 36% to 30% in 2007 caused a one time tax expens
of revising the deferred taxes. In parallel, the reduction in the tax rate will cause a reduction in the
and an improvement in the net profit, primarily in the coming years. In consequence of the said cha
profit in the first half was reduced by NIS 94 million (including the effect on companies included o

                                             
(1)  The Financial Statements were prepared on the basis of reported values and comparative figures in values adjusted to

2003. The Consumer Price Index increased by 1.41% in January-June 2004. During this period, the shekel deprecia
against the US dollar by 2.69% and appreciated against the euro by 1.22%. The representative exchange rate of the U
June 2004 was NIS 4.497. 
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basis). When neutralizing the said effect, the profit in the first half of the year totaled NIS 1,086
increase of 119.8%. All the said changes were included in the second quarter of the year. 
 
The increase in the net profit of the Group in the first half of 2004 as compared with the correspon
in 2003 can mainly be explained by the following factors*:  
 
1. An increase in net interest income before provision for doubtful debts of NIS 180 million

effect of tax. 
 
2. A decrease in the provisions for doubtful debts of NIS 229 million, before the effect of tax.
 
3. An increase in operating and other income of NIS 78 million, before the effect of tax

consequence of the increase in income from customers’ operations in the capital market and
cards, which was partially offset by a decline in income from the reserve for severance
amount of NIS 144 million that was recorded in the first half of 2003. 

  
4. The effect of net positive exchange rate differences in respect of overseas investments, afte

exchange rate differences from financing the overseas investments, after tax, of NIS
compared with negative exchange rate differences in the corresponding period i
NIS 107 million, after the effect of tax. 

 
5. A decrease in voluntary retirement expenses of NIS 58 million, before the effect of tax. 
 
6. A decrease in salary expenses of NIS 30 million, before the effect of tax. 
 
7. An increase in the Group’s share in profits of companies included on the equit

NIS 109 million, net. 
 
On the other hand, the following factors partially offset the said increase. 
 
1. The gradual reduction of the corporation tax rate from 36% to 30% (see page 14 below) in

tax expenses of the Bank and the consolidated companies by NIS 122 million as a result of 
deferred taxes according to the new tax rates and calculating the current tax according to a lo

 
2. As a result of early implementation of Accounting Standard No. 19, a tax expense of NIS

was recorded as the cumulative effect of change in an accounting method. 
 
3. An increase in operating and other expenses (excluding salaries and voluntary retirem

amount of NIS 18 million before the effect of tax. 
 
In the second quarter of the year net profit amounted to NIS 531 million, compared with NIS 32
adjusted terms in the corresponding period in 2003, an increase of 64.4% (in nominal terms, the p
corresponding period in 2003 was NIS 209 million, an increase of 154.1%). See above with regard 
of the law to reduce the tax rate. 
 
The increase in the net profit of the Group in the second quarter of 2004 as compared with the co
period in 2003 is primarily explained by the following factors:* 
 
1. An increase in net interest income before provision for doubtful debts of NIS 159 million

effect of tax. 
 
2. A decrease in the provisions for doubtful debts of NIS 248 million, before the effect of tax.
 
 
* Before minority interests in consolidated companies. 
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3. An increase in the Group’s share in profits of companies included on the equit
NIS 83 million, net. 

 
4. The effect of net negative exchange rate differences in respect of overseas investments, aft

exchange rate differences from financing the overseas investments, after tax, of NIS
compared with negative exchange rate differences in the corresponding period i
NIS 82 million, after the effect of tax. 

 
On the other hand, the following factors partially offset the said increase: 
 
1. The gradual decrease of the rate of corporation tax from 36% to 30% (see page 14 below) in

tax expenses at the Bank and the consolidated companies by NIS 122 million in cons
revising the deferred taxes according to the new rates and calculating the current tax at a low

 
2. A decrease in operating and other income of NIS 33 million, before the effect of tax, prim

decline in the income from the reserve for severance pay of some NIS 139 million, which w
offset by an increase in operating commissions, primarily income from customers’ opera
capital market. 

 
3. An increase in operating and other expenses, principally in the salary costs of NIS 35 mil

the effect of tax. 
 
4. In respect of early implementation of Accounting Standard No. 19, a tax expense of NIS 20

recorded as the cumulative effect of change in an accounting method. 
 
 
 
Operating Profit 
 
Net Interest Income (Nominal) before Provision for Doubtful Debts of the Bank Leumi Group
half of 2004 amounted to NIS 3,168 million, compared with NIS 2,988 million in the correspondin
2003, an increase of  6.0%. 
 
In the second quarter of the year net interest income before provision for doubtful debts a
NIS 1,623 million, compared with NIS 1,464 million in the corresponding period in 2003, an 
10.9%. 
 
The increase in net interest income before provision for doubtful debts in the Group in the first hal
compared with the corresponding period in 2003 stemmed mainly from:  
 
1. An improvement in the overall spread arising mainly from an improvement in the spread 

linked shekel sector and the foreign currency sector.  
 
2. The effect of the positive known index at a rate of 1.20% as compared with a negative kno

0.20% in the corresponding period in 2003 (nominal effect) on the surplus of monetary a
CPI-linked sector. 

 
3. The decrease in costs deriving from non-accrual accounts. 
 
On the other hand, the following factors partially offset the said increase: 
 
1. A decline in net market value of derivatives in the sum of NIS 7 million, compared with an

market value of NIS 101 million in the corresponding period in 2003. 
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2. A decline in profits realized from the sale of debentures and profits not yet realized from adj
fair value of debentures for trading that totaled NIS 21 million, compared with NIS 326 m
corresponding period in 2003. 

 
Total Interest Margin (excluding transactions in derivatives) in the first half of 2004 was 2.30%
with 0.89% in the corresponding period in 2003. The interest spread including transactions in deri
1.74% in the first half of 2004, compared with 1.70% in the corresponding period in 2003 and com
1.60% in all of 2003.  
 
The ratio of net interest income before provision for doubtful debts to the average balance of mon
was 2.74%, compared with 2.56% (in annual terms) in the corresponding period in 2003. 
 
Provision (Nominal) for Doubtful Debts amounted to NIS 662 million in the first half of 2004
with NIS 891 million in the corresponding period in 2003, a decrease of 25.7%.  
 
The provision for doubtful debts in the second quarter of the year amounted to NIS 261 million, com
NIS 509 million in the corresponding period in 2003, a decrease of 48.7%. 
 
The decrease in the provision for doubtful debts derived from the large provisions in rece
consequence of the continued slowdown experienced by the economy until the first half of 2003, as
a recovery in the economy’s activity in the first half of 2004. 
 
The additional and general provisions for doubtful debts in respect of unidentified risks in the cre
and which are based on the risk characteristics in the credit portfolio and also in respect of a sector
credit, increased by NIS 47 million in the first half of the year, compared with a decrease of NIS 2
the corresponding period in 2003 and a decrease of NIS 39 million in all of 2003. 
 
The total rate of the provision for doubtful debts in the first half of 2004 was 0.78% of total credit t
(in annual terms), compared with a rate of 1.08% in the corresponding period in 2003 and com
1.11% in all of 2003.  
 
The aggregate balance of the general provision and the additional provision for doubtful debts (a
risk characteristics defined by the Supervisor of Banks) at the Bank and its consolidated companie
to NIS 1,094 million on 30 June 2004 (representing 0.64% of total credit to the public), com
NIS 1,047 million at the end of 2003.  
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Following is the development of problem loans (1)(7) according to the classifications determ
Supervisor of Banks’ directives: 
 

 30 June 2004 30 June 2003 31 December 2003 
 Reported 

Amounts (2) 
Amounts adjusted to the effect of 
inflation according to the December 
2003 CPI 

 (NIS millions) 
    
    
Non-accrual 3,305 3,599 3,845 
Restructured (3) 982 371 525 
To be restructured (4) 94 58 81 
In temporary arrears 850 1,554 931 
Under special supervision* 13,434 10,892 11,120 
Total balance sheet credit (1) 18,665 16,474 16,502 
Off-balance sheet credit risk (1) (6) * 2,177 1,899 1,780 
Total overall credit risk 20,842 18,373 18,282 
Assets received in respect of repaid credit 16 - 6 
*Of which: debts for which there is a 
specific provision (5) 

 
6,104 

 
5,272 

 
5,336 

Credit for housing for which there is a 
provision according to the extent of the 
arrears 

 
 

716 

 
 

682 

 
 

736 
 
(1) Not including problem loans that are covered by collateral that is permitted to be deducted for the purpose of rest

obligations of a borrower and a group of borrowers (Proper Banking Management Directive No. 313). 
(2) Discontinuation of adjustment for the effect of inflation according to the December 2003 CPI. 
(3) Credit that was restructured during the course of the current year and also credit that was restructured in previou

waiver of income. 
(4) Credit to borrowers in respect whereof there is a decision of the banking corporation’s management for a restr

restructure has not yet actually been implemented. 
(5) Save for credit for housing in respect whereof there is a provision in accordance with the extent of the arrears. 
(6) As calculated for the purposes of restrictions on the obligations of a borrower and a group of borrowers, save 

given by a borrower to secure a liability of a third party. 
(7) Credit to problem borrowers as detailed in the disclosure format. 
 
The increase in problem loans under special supervision primarily in the amount derives from c
number of liabilities in the real estate sector and also some local authorities in the amount of NIS 64
this item in consequence of the approval of the Budgetary Principles (Amendment No. 31 and
Provision) Law, 5764-2004 (see page 6 above). 
 
Net Interest Income (Nominal) after Provision for Doubtful Debts of the Bank Leumi Group in 
of 2004 amounted to NIS 2,506 million, compared with NIS 2,097 million in the corresponding per
an increase of 19.5%. In the second quarter of 2004 net interest income after provision for dou
amounted to NIS 1,362 million, compared with NIS 955 million in the corresponding period i
increase of 42.6%. 
 
Total Operating and Other Income (Nominal) of the Bank Leumi Group amounted to NIS 1,69
the first half of 2004, compared with NIS 1,613 million in the corresponding period in 2003, an
4.8%.  In the second quarter of 2004 operating and other income amounted to NIS 846 million, com
NIS 879 million in the corresponding period in 2003, a decrease of 3.8%. 
 
The increase in operating and other income principally derived from an increase in income from
commissions from customers’ operations in the capital market, income from credit cards and in
handling credit which was partially offset by a decrease in the profits from the reserve for severanc
sum of NIS 144 million in the first half of 2003, which were not repeated in 2004. When neutralizin
the operating and other income increased by 15.1%. 
 



 14

The proportion of operating and other income to total income (i.e. net interest income before p
doubtful debts and operating and other income) was 34.8%, compared with 35.1% in the correspon
in 2003 and similar to all of 2003. 
 
Operating and other income covered 63.5% of operating and other expenses, compared with 59
corresponding period in 2003 and 57.2% in the whole of 2003. 
 
Total (Nominal) Operating and Other Expenses of the Bank Leumi Group in the first half of 200
to NIS 2,662 million, compared with NIS 2,732 million in the corresponding period in 2003, a 
2.6%. In the second quarter of 2004 operating and other expenses amounted to NIS 1,302 million
with NIS 1,267 million in the corresponding period in 2003, an increase of 2.8%. 
 
Salary expenses (including the cost of voluntary retirement) decreased by NIS 88 million in the 
2004, a decrease of 5.3% as compared with the corresponding period in 2003. The voluntary retir
decreased by NIS 58 million and salary and ancillary expenses decreased by NIS 30 million. 
 
In other operating expenses (maintenance of buildings and equipment, depreciation and other exp
was an increase of 1.7% in the first half of 2004 as compared with the corresponding period in 2003
 
Operating expenses constituted 54.8% of total income, compared with 59.4% in the correspondin
2003 and 60.9% in all of 2003, a result of the continuing efficiency process in the Group.  
 
Total operating and other expenses (in annual terms) constituted 2.2% of total assets, compared w
the corresponding period in 2003 and compared with 2.3% in all of 2003.  
 
These changes indicate a continued improvement in efficiency in the Group. 
 
Operating Profit (Nominal) before Taxes of the Bank Leumi Group amounted to NIS 1,535 m
first half of 2004, compared with NIS 978 million in the corresponding period in 2003, an increase o
the second quarter of the year operating profit before taxes amounted to NIS 906 million, com
NIS 567 million in the corresponding period in 2003, an increase of 59.8%. 
 
Provision for Taxes on Operating Profit (Reported) of the Bank Leumi Group in the first h
amounted to NIS 697 million, compared with NIS 571 million in the corresponding period in 2003.
provision in the said period was some 45.4% of (reported) pre-tax profit, compared with 58
corresponding period in 2003, or 57.1% of the profit, adjusted as at 31 December 2003, in the co
period in 2003.  
 
The provision for taxes in the first half of the year was principally affected by the following matters
 
1. On 29 June 2004 the law to amend the Income Tax Ordinance with regard to the gradual r

the rate of corporation tax from 36% to 30% in 2007 was approved. In consequence
reduction, the deferred taxes were adjusted on the basis of the new tax rates, according to
the recognition of the amounts for tax purposes in the future, and the tax rate for 200
reduced, in accordance with the said law. The change in the tax rates on the deferred tax
increased the provision for tax at the Bank and the consolidated companies by some NIS 
while the current taxes were reduced by NIS 9 million. 

 
2. The effect of exchange rate differences in respect of overseas investments that are not inc

basis of the tax calculation and which were positive in the said period as compared w
exchange rate differences in the corresponding period in 2003 and the positive inflationary 
known index partially offset the above effects. 

 
3. The effect of the implementation of Accounting Standard No. 19 - see below and Not

Financial Statements.  
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Operating Profit (Reported) after Taxes totaled NIS 838 million in the first half of 2004, com
NIS 429 million in the corresponding period in 2003, an increase of 95.3%. In the second quarter
operating profit after taxes totaled NIS 433 million, compared with NIS 289 million in the co
period in 2003, an increase of  49.8%. 
 
The Group’s Share in Operating Profit (Reported) after Taxes of Companies Included on 
Basis in the first half of 2004 amounted to NIS 183 million, compared with NIS 74 mil
corresponding period in 2003, an increase of 147.3%.  In the second quarter of the year the Grou
operating profit after taxes of companies included on the equity basis amounted to NIS 122 million
with NIS 39 million in the corresponding period in 2003, an increase of 212.8%. Part of the incre
from adjusting the deferred taxes on the basis of the new tax rates, which contributed to a reductio
and an increase in the profit by NIS 28 million. 
 
Minority Interests in the Group’s Profits amounted to a profit of NIS 6 million in the first h
compared with a loss of NIS 15 million in the corresponding period of 2003. The loss in the first h
derived principally from the minority interests in Switzerland in negative exchange rate differe
shekel against the Swiss franc in respect of the investment, as a result of the appreciation of the Sw
a rate of 6.73%, compared with positive exchange rate differences in consequence of a depreciation 
the first half of 2004. 
 
Cumulative effect of change in an accounting method - in July 2004 the Israeli Institute for 
Standards published Accounting Standard No. 19, “Taxes on Income”. The new standard applies i
the periods from January 2005. However, the Bank decided to adopt the standard in the Financial
for the second quarter of 2004 by way of the cumulative effect of change in an accounti
Accordingly, the profit in the second quarter was reduced by NIS 20 million. See also Note 14 to th
Statements. 
 
Loss from Extraordinary Items after Taxes totaled NIS 3 million in the first half of 2004, comp
loss of NIS 24 million in the corresponding period of 2003. The loss in 2003 derived from the tax
respect of the realization of an investment in a company included on the equity basis by an overseas
 
Ratio of Operating Profit (Nominal) before Taxes to Net Shareholders’ Equity(*)  in annua
24.8% in the first half of 2004, compared with 16.3% in the corresponding period in 2003. 
 
Ratio of Net Operating Profit (Reported) to Shareholders’ Equity (net return on equity)(*) in a
was 13.2% in the first half of 2004, compared with 7.2% in the corresponding period in 2003.  
 
Net Operating Profit (Reported) per NIS 1 par value of Share Capital was NIS 0.718 in the 
2004, compared with NIS 0.366 in the corresponding period in 2003. 
 
Net profit (Reported) per NIS 1 par value of Share Capital was NIS 0.702 in the first ha
compared with NIS 0.349 in the corresponding period in 2003. 
 
Return on Shareholders’ Equity in Annual Terms (excluding Minority Interests) of: 
 

 2004 2003* 

  
Half 

Second 
Quarter 

First 
Quarter 

 
Half 

Second 
Quarter 

First 
Quarter 

 %      
Net profit 14.4 15.4 13.6 7.7 10.0 5.3 
Net operating profit 14.8 16.1 13.7 8.0 10.7 5.4 

 
* Adjusted data 
                                             
(*)  Shareholders’ equity together with the rights of minority interests less investments in equity of compa

on the equity basis. The profit does not include the profit of companies included on the equity basis. 
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Status of Capital Resources 
 
Shareholders’ Equity increased since the end of 2003 by 5.2% and on 30 June 20
NIS 14,953 million, compared with NIS 14,213 million at the end of 2003. The growth in sharehol
derives primarily from the profit for the period offset by the changes in adjustments in res
presentation of securities available for sale according to fair value and the dividend paid in respect o
 
In the (nostro) securities portfolio there are mainly government debentures, which generally represen
raised sources. The majority of the securities portfolio is classified as securities available for 
included in the balance sheet on the basis of fair value. The income thereon is charged in the pro
statement on an accrual basis and the difference between the value according to accrual wit
debentures and according to cost with regard to shares and the fair value is directly recorded in a se
in the shareholders’ equity, less the effect of the relevant tax. 
 
In consequence of a change in the fair value of debentures in all the sectors, a net reduction 
NIS 197 million was recorded in the shareholders’ equity, compared with an increase in value 
million in the corresponding period in 2003 and an increase in value of NIS 254 million in all of 2
amounts are net after the effect of taxes). 
 
The total net aggregate balance of the adjustment of securities held in the available for sale portfol
value as at 30 June 2004 amounted to NIS (78) million (after the effect of taxes). 
 
According to the capital adequacy computation rules, the balance arising from adjustment of secu
value does not affect the capital computation for the purpose of the minimum capital ratio,
unrealized losses arising from adjustments to fair value of shares available for sale, net the effect of 
 
Shareholders’ Equity relative to Total Assets was 6.0% on 30 June 2004, compared with 5.8% a
2003. 
 
Shareholders’ Equity relative to Risk Assets was 10.96% on 30 June 2004, compared with 10.79%
of 2003, of which some 7.59% and 7.29% respectively were Tier I capital. 
 
Raising Subordinated Deposits 
 
In the first half of the year the Bank raised Tier II capital (subordinated deposits) in the sum of NIS 
 
Dividend 
 
At its meeting on 31 March 2004 the Board of Directors resolved to recommend to the next Ann
Meeting the distribution of an additional cash dividend in respect of 2003 in the amoun
NIS 82 million, at a rate of 5.8% of the paid-up capital. The dividend was paid on 30 June 200
approval of the Annual General Meeting, to shareholders of record on 16 June 2004 (the record date
 
The shares traded “ex” dividend on 17 June 2004 and the dividend was at the rate of NIS 0.058 p
share of NIS 1.0 par value. 
 
The total dividends in respect of 2003, which were paid in February and June 2004, am
NIS 400 million, such being some 35% of the net profit for 2003, at the rate of NIS 0.283 per ordin
NIS 1.0 par value. 
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Development of Assets and Liabilities(*)  
 
Total Assets of the Bank Leumi Group on 30 June 2004 amounted to NIS 248.1 billion, com
NIS 246.6 billion at the end of 2003, an increase of 0.6%, and compared with 30 June 2003, an
4.7%. 
 
The value of assets in or linked to foreign currency was some NIS 108.9 billion, some 43.9% of tot
the first half of 2004 the shekel depreciated against the dollar by 2.69% and against the basket of cu
1.50 % and appreciated against the euro by 1.22%.  The change in the rates of exchange contri
increase of 1.2% in total assets.  
 
Deposits of the Public totaled NIS 204.5 billion on 30 June 2004, compared with NIS 203.
31 December 2003, an increase of 0.5%, and compared with 30 June 2003, an increase of 3.5%. 
 
Credit to the Public totaled NIS 169.4 billion on 30 June 2004, compared with NIS 169.2 bi
December 2003, an increase of 0.2%, and compared with 30 June 2003, an increase of 2.7%. 
 
Credit to Governments totaled NIS 1,020 million on 30 June 2004, compared with NIS 1,129 m
December 2003, a decrease of 9.7%, and compared with 30 June 2003, a decrease of 9.8%. 
 
Securities totaled NIS 40.9 billion on 30 June 2004, compared with NIS 40.3 billion on 31 Decemb
increase of 1.5%, and compared with 30 June 2003, an increase of 7.9%. 
 
From 1 April 2004 the Maof Clearing House revised its collateral requirements. Until 31 March 20
acted as guarantor in respect of its customers’ Maof operations and pledged a cash deposit in re
nostro operations. With effect from 1 April 2004 the Bank (like all other Clearing House memb
required to pledge securities from the nostro to secure its customers’ operations, the nostro opera
respect of the Clearing House members’ mutual guarantee. 
 
The securities that were pledged as at 1 April 2004 and 30 June 2004 totaled NIS 1.4 billion. 
 
Union Bank 
 
Within the context of an agreement signed on 18 November 1999 between the Bank and Shl
Holdings Ltd. (“Eliahu”), Sherodar Assets Ltd. (“Sherodar”) and Yishayahu Landau Holdings 
(“Landau”) (jointly the “controlling group”), the Bank was given a put option to oblige the controlli
purchase from the Bank all the Bank’s holdings in Union Bank of Israel Ltd. (“Union Bank”).   
 
On 17 November 2003 the Bank partially exercised the put option in respect of Eliahu’s part only,
of one third of its holdings in Union Bank. After Eliahu had received the Supervisor of Bank’s app
May 2004 to purchase 3.85% of Union Bank’s share capital from the Bank,  on 3 June 2004 Eliah
from the Bank 1,901,206 ordinary shares of Union Bank for a total consideration of NIS 41,700,000
 
 
Assets and Liabilities Classified According to Linkage Basis 
 
Assets and liabilities classified according to linkage basis are presented on pages 53 to 55 and 
balances of the assets and liabilities and also off balance sheet transactions. 

                                             
(*) The differences in percentages were calculated according to the balances in NIS millions. 
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Set forth below is a summary of the net assets and liabilities classified according to linkage basis: 
 
 As at 30 June 2004 (reported figures) 
 Israeli 

currency 
 Foreign   

currency 
   

 Unlinked CPI-linked incl. foreign Non-monetary Tot
   currency linked items  
                                                      (in NIS millions) 
Assets 74,745 57,316 108,905 7,178 248
Liabilities 77,055 51,151 102,960 1,762 232
Difference (2,310) 6,165 5,945 5,416 15
Net forward 
transactions 

 
6,447 

 
(1,280) 

 
(5,167) 

 
- 

Net options (in 
underlying 
asset terms) 

 
 

16 

 
 

(1) 

 
 

(15) 

 
 

- 
      
 As at 31 December 2003 (figures adjusted to 31 December 2003) 
 Israeli 

currency 
  Foreign   

currency  
    

 Unlinked CPI-linked incl. foreign Non-monetary Tot
   currency linked items  
                                                      (in NIS millions) 
Assets 77,877 59,389 102,183 7,136 246
Liabilities 80,980 51,370 98,017 1,747 232
Difference (3,103) 8,019 4,166 5,389 14
Net forward 
transactions 

 
3,754 

 
(603) 

 
(3,151) 

 
- 

Net options (in 
underlying 
asset terms) 

 
 

216 

 
 

- 

 
 

(216) 

 
 

- 
 
On 30 June 2004 the surplus of assets over liabilities (including forward transactions and options in
asset terms) in the unlinked shekel sector amounted to NIS 4,153 million, compared with a
NIS 867 million at the end of 2003. 
 
The surplus of assets in the CPI-linked sector amounted to NIS 4,884 million, compared with NIS 7
at the end of 2003. 
 
The surplus of assets in the foreign currency sector, including the foreign currency-linked sh
amounted to NIS 763 million, compared with surplus assets of NIS 799 million at the end of 2003. 
 
The basis exposures reflected in assets and liabilities classified according to linkage basis comp
limitations determined by the Board of Directors. 
 
 
Funding and Liquidity  
 
Liquidity Status (at the Bank) 
 
In the first half of 2004 there was a high level of liquidity in the banking system in Israel followin
recorded in previous years, and also against the background of the activity on the capital mar
increase in the monetary assets held by the public. 
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Further to the trend that started with the removal of the ceiling for Makam issues by the Bank of 
beginning of 2002, the banking system’s Makam holdings increased sharply, in parallel with a redu
banks’ deposits with the Bank of Israel (deposits and the swap tenders).  
 
As at the end of June 2004 the average holdings of the system in Makam was some NIS 11.3 b
NIS 5 billion more than the average holdings at the end of December 2003. 
 
In parallel, the volume of the system’s deposits in the fixed term deposit and swap tenders declined
first half of 2004, to a level of some NIS 25 billion, and the average deposits in June were low
NIS 7 billion than the average deposits in December 2003. 
 
Since March 2004 the Bank of Israel has introduced a Makam ‘repo’ type tender (re-sale agree
volume of the tenders is still low at this stage and amounts to only NIS 200 million. 
 
Utilization of the monetary loans that the Bank of Israel makes available to the banks remaine
average level of some NIS 0.8 billion. 
 
The structure of the Bank’s assets and liabilities indicates high liquidity in shekels and foreign 
consequence of an intentional policy of raising stable and diverse sources, with emphasis on rais
from a large number of customers for different periods including long-term periods. 
 
The rate of the Bank’s liquid assets - cash and deposits with banks, for a three month period, and sec
including shares) was 23.4% of the Bank’s total assets as at 30 June 2004, compared with 22
December 2003. 
 
In August 2003 the Bank of Israel published a circular relating to proper banking management d
respect of the management of liquidity risk. Pursuant to this directive, each bank must d
comprehensive policy for managing liquidity, including procedures, quantative targets, restrictions 
deficiencies and a system for dealing with deviations. The measurement of the liquidity position w
on an internal model that will also cover the possibility of a liquidity crisis. At the end of the first h
a report was sent to the Bank of Israel, for the second time, of the progress made in the develop
model, which is due to be completed at the end of this year. 
 
The balance of deposits of the public at the Bank declined in the first half of 2004 by NIS 1.5 bi
against the background of the low interest rates prevailing in the economy, and the continuing
transfer of monies from shekel deposits to the capital market. 
 
The balance of loans to the public declined by some NIS 2.1 billion, 1.8%, against the backgroun
business activity and also the raising of sources by business companies on the capital market. 
 
Total deposits of the public in the unlinked shekel sector at the Bank declined by NIS 3.1 billion, b
at the end of June reached NIS 72.6 billion. 
 
From the beginning of the year some NIS 2.9 billion were deposited in unlinked shekel savings 
periods of one year or more. 
 
In the reviewed period the Bank launched a number of new products, including:  
 
- a 120 day deposit with fixed shekel interest or floating interest on the basis of the prime rate
 
- “Leumi Deposit - Free Current Account” - a form of interest-bearing unlinked shekel s

period of half a year and an interest-bearing CPI-linked shekel deposit for a period of one ye
 
- “Pakam 200 Deposit” - a 200 day deposit with floating interest on the basis of the prime rate
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Total deposits of the public in foreign currency and foreign currency-linked increased by some NIS
an increase of 4.6% that partially derived from the deprecation in the rate of exchange of the shek
terms the balance of deposits of the public rose by some NIS 0.3 billion. 
 
Total deposits of the public in the CPI-linked sector declined by some NIS 1.4 billion, a decrea
4.2%. 
 
In the reviewed period some NIS 2.2 billion were deposited in CPI-linked shekel savings schemes
of one year or more. 
 
Among the new products that were launched in the reviewed period: 
 
- “Hisahon Bikurim” - for a two and a half year period that accrues CPI-linked interest in th

and shekel interest in the remaining period. 
 
In addition, CPI-linked subordinated deposits for a period of five years of NIS 122.5 million were ra
 
In the first half of the year the activity in structured instruments continued. The balance of th
deposits amounted to some NIS 2.8 billion at the end of June 2004 and the volume of sales 
structured securities sold to customers amounted to some US$ 96 million. 
 
 
Risk Management Policy 
 
Market risk management 
 
Market risk management policy is intended to assist in achieving business goals, while limiting the
can stem from exposure to changes in the money and capital markets, interest rates, exchang
inflation.  
 
The market risk management policy is formulated and controlled through the market risk m
committee headed by the Manager of Market Risks and with the participation of the Chief Derivati
the Head of the Risk Management Control Department and senior staff members from the busine
and other staff members connected with asset and liability management (ALM). 
 
For this purpose risks are measured by the accepted methods, such as Value at Risk (VAR), and m
of the sensitivity of the theoretical economic value of the capital and of the reported profit to th
parameters (interest rates, changes in inflation and the currency exchange rates) and by examining 
damage to the Group in various scenarios. 
 
VAR measures the maximum expected potential damage (the expected decrease in fair value of th
the liabilities) from the holding of positions for a given future period, at a given assurance level, in c
of possible changes in the market prices of debentures, foreign currency, inflation, shares and intere
direction that causes damage to the Bank.  The VAR calculations are made monthly at the Group lev
greater frequency for certain portfolios. 
 
In order to examine the validity of the VAR model, the Bank conducts daily backtesting by com
actual difference in the fair value of the Bank with the VAR measure calculated. The examination c
validity of the model. 
 
The model is based on the historical behavior of the various market parameters in the preceding 
year). The calculation of the adopted parametric method is based on an assumption regarding the 
structure of changes in the parameters (multi-variate normal distribution). 
 
The global and domestic markets are subject to occasional shocks, which find expression in sharp 
the parameters, which deviate from the normal historical distribution. Thus, in addition to
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measurement, there is also a measurement of sensitivity and results in stress scenarios, which are 
from short-term historical observation. Risk control management in the Bank and the Group relates
value at risk and the effect of stress scenarios. 
 
In accordance with Bank of Israel directives, the amount measured by VAR relates to the potentia
holding all balance sheet and off-balance sheet positions exposed to basis risks, interest risks and s
present only in the “available for sale” portfolio) and not only the positions in the trading portfolios.
 
The model used to estimate the said losses is still undergoing an on-going process of change and d
based on the best information and evaluations.  Changes in the VAR in a given period therefore r
addition to changes in the Bank’s positions or in the various risk factors, changes in the model’s assu
 
In 2004, in consequence of the transition to nominal financial statements, the base currency for cal
market risk, including the VAR calculation, is the unlinked shekel. 
 
The VAR calculations, as detailed below, and also the limits in VAR terms were made using the
VAR system, at an assurance level of 99%, for a holding period of two weeks.  
 
Estimates of the VAR amount: 
 
 30 June 2004 31 December 2003 
 (NIS millions) 
The Bank 106          205 
   
Consolidated 
 

172          245 

MTM revalued portfolios   54            70 
 
At the end of 2003, and in the light of the experience that had been gained, the Board of Directo
actual VAR limits of NIS 600 million at the Group level and a VAR limit of NIS 200 million 
Market revalued portfolios. 
  
 
Operational Segments  
 
The Group operates in different operational segments through the Bank and its subsidiaries in al
banking and financial services. Furthermore, the Group invests in non-banking corporations tha
various spheres, such as insurance, real estate, hotels, shipping, energy, industry and more. 
 
The operational segments are according to characteristics that were determined by the Bank of Is
manner of their measurement is detailed in the Annual Report. 
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Following is the development of the net profit according to operational segments after tax*: 
 
 Three months ending 30 June Six months ending 30 June
 2004 2003 2004 2003 
 NIS millions    
     
Corporate and international banking 109       (38) 115 (51) 
Retail banking 88          90   225 185 
Commercial banking 56           1  148 (12) 
Global private banking 11          (4) 31 21 
Construction and real estate 55          36 91 64 
Mortgages - housing loans 32          48 57 65 
Credit card operations 2          (2) 9 - 
Capital market operations 7            6 12 3 
Others  171        186 304 219 
Total 531          323 992 494 
 
* The figures for 2004 are in reported amounts and the figures for 2003 are in amounts adj
December 2003. 
 
Following is an explanation of the changes in profitability in the first half of 2004 compare
corresponding period in 2003: 
 
1. The profit of corporate and international banking totaled NIS 115 million, compared wi

NIS 51 million in the corresponding period in 2003. The change in the profit principally der
decrease in the provisions for doubtful debts, an increase in net interest income before p
doubtful debts and the positive effect of tax in respect of exchange rate differences that are 
this segment with regard to overseas investments (mainly in the US), that were partially 
increase in operating expenses. 

 
2. The profit of retail banking totaled NIS 225 million, compared with NIS 185 mill

corresponding period in 2003. The increase in the profit principally derived from an 
operating and other income, principally from activity in the capital market and a decrease in
for doubtful debts, that were partially offset by an increase in operating and other expenses.

 
3. The profit of commercial banking totaled NIS 148 million, compared with a loss of NIS 1

the corresponding period in 2003. The increase in the profit principally derived from a dec
provision for doubtful debts, an increase in interest income before provision for doubtfu
increase in operating and other income and a decrease in operating and other expen
corresponding period in 2003 provisions were made in respect of the reorganization in 
from the positive effect of tax in respect of exchange rate differences that are attributed to t
with regard to overseas investments (mainly Bank Leumi (UK)). 

 
4. The profit of global private banking totaled NIS 31 million, compared with NIS 21 mi

corresponding period in 2003. The increase in the profit derived from an increase in the 
income before provision for doubtful debts, an increase in operating and other income, a
positive effect of tax in respect of exchange rate differences that are attributed to this 
respect of overseas investments (primarily in Switzerland), that were partially offset by an
operating and other expenses. 

 
5. The profit of construction and real estate totaled NIS 91 million, compared with NIS 64 m

corresponding period in 2003. The increase in the profit derived from an increase in inte
before provision for doubtful debts, that was partially offset by an increase in the provision 
debts. 
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6. The profit of mortgages totaled NIS 57 million, compared with NIS 65 million in the co
period in 2003. The decrease in the profit derived from an increase in the provision for do
and a decrease in operating and other income (principally with regard to insurance for 
which were partially offset by an increase in the profit from net interest income before the p
doubtful debts. 

 
7. The profit of credit cards totaled NIS 9 million, compared with close to zero in the co

period in 2003. The increase derived from an increase in income, that was partially o
increase in operating expenses. 

 
8. The profit of capital market operations totaled NIS 12 million, compared with a loss of NIS

the corresponding period in 2003. The change in the profit derived principally from an inc
income of Leumi & Co. 

 
9. The profit of others (unallocated amounts) totaled NIS 304 million, compared with NIS 21

the corresponding period in 2003. The increase in the profit principally derived from an inc
profit of the companies included on the equity basis and a decrease in operating expenses
salaries and related expenses that are not attributed to the various operational segmen
voluntary retirement costs, that was partially offset by the tax expenses in consequence of a
deferred taxes due to the reduction in the tax rates. 

  
See pages 56 to 58 for further details. 
 
 
Activities of Major Subsidiaries and Affiliates  
 
Consolidated Subsidiaries in Israel 
 
The Bank’s investments in consolidated subsidiaries in Israel amounted to some NIS 3,876 million
2004, compared with NIS 3,704 million on 31 December 2003. The contribution to net profit in the
2004 was NIS 157 million, compared with NIS 140 million in the corresponding period in 2003, an
11.6%.  In the second quarter of 2004 the contribution to profit was NIS 87 million, compared w
million in the corresponding period last year, a decrease of 3.8%. 
 
See Notes 4 to 8 to the Financial Statements concerning legal claims and other subjects relating to c
subsidiaries and the Bank. 
 
Overseas Consolidated Subsidiaries 
 
The Bank’s investments in overseas consolidated subsidiaries amounted to NIS 3,788 million on 30
compared with NIS 3,752 million on 31 December 2003. 
 
The nominal profit of the overseas consolidated subsidiaries, as reported by them, in the first h
amounted to 30.2 million dollars, compared with 27.9 million dollars in the corresponding period 
increase of 8.3%. 
 
The contribution of the overseas consolidated subsidiaries to the Group’s net reported profit, in sh
first half of 2004 amounted to a profit of NIS 233 million, compared with a loss of NIS 142 m
corresponding period in 2003. In the second quarter of 2004 the contribution to profit was NIS 
compared with a loss of NIS 131 million in the corresponding period in 2003. 
 
The increase in the contribution to profit derives from the effect of the depreciation in the rate o
against the dollar and the majority of the European currencies that was partially offset by the apprec
shekel against the euro. The effect of the exchange rate differences was an increase in the profit in
NIS 92 million for the first half of this year, compared with a reduction in the profit in the sum 
million in the corresponding period last year. The net interest expenses incurred by the Bank, and w
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some of these exchange rate differences, amounted to some NIS 52 million for the first half o
compared with income of NIS 147 million in the corresponding period in 2003. 
 
Leumi France S.A. 
 
On 31 March 2004, Banque Leumi France returned its banking license,  further to the decision of
Management to change the Leumi Group’s activity in France. Subsequently, the name of the co
changed to Leumi France. In April 2004, the Bank opened a representative office in Paris. 
 
 
Activities of Subsidiaries in the Capital Market 
 
Mutual Funds 
 
The value of the assets of the mutual funds managed by the Group in Israel on 30 June
NIS 28.6 billion, compared with NIS 26.6 billion at the end of 2003. The value of the assets of the m
managed by the Group at the end of June 2004 constituted 29.69% of the assets of all mutual f
system. 
 
In consequence of the issue of the “Psagot Madadit Ad 120” fund and the issue of the “Pia Gilon
the Israel Securities Authority conducted an examination in connection with investment counseling 
Bank’s branches in respect of Leumi Group mutual funds. 
 
Within the context of the examination, the Israel Securities Authority sent the Bank a number 
which it requested information on various subjects relating to counseling given by the Bank regar
funds. The Bank furnished the Authority with detailed information. 
 
Furthermore, examiners on behalf of the Israel Securities Authority carried out examinations at man
questioned investment counselors and customers and gathered written material. Some of the 
counselors were called to the offices of the Israel Securities Authority to give statements in connect
investigation.  
 
According to press reports, the Authority has completed the investigation and has sent the file 
Attorney’s Office, without any recommendation, for the latter to consider whether to close the cas
to a disciplinary hearing. 
 
The Group has two mutual fund management companies in Israel: 
 
Leumi-Pia - As at 30 June 2004 Leumi-Pia managed 46 mutual funds with total assets amounti
NIS 14.3 billion, compared with some NIS 13.2 billion at the end of 2003.  Its share of the sector’s
was 14.86% at the of June 2004. In the second quarter of 2004 Leumi-Pia issued a new fund:
Patzam. 
 
Psagot-Ofek - As at 30 June 2004 Psagot-Ofek managed 51 mutual funds with total assets amount
NIS 14.3 billion, compared with some NIS 13.4 billion at the end of 2003. Its share of Israel’s m
sector was 14.84% at the end of June 2004. 
 
Provident Funds  
 
The provident funds managed by the Leumi Group include nine funds for the self-employed, fiv
salaried employees, four central funds for severance pay and a fund for the payment of sick pay. 
provident funds are also managed for employees of the Bank and Leumi Mortgage Bank. The Gro
Leumi Gemel Ltd, provides services for the funds of various entities. 
 
The value of the assets of the provident funds managed by the Leumi Group amounted to some NIS
on 30 June 2004, compared with some NIS 30.9 billion at the end of 2003. 
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