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Bank Leumi le-Israel B.M.

Directors’ Report

Developments in the Economy (*)

In the third quarter of 2003, Gross Domestic Product increased by an annualised 2.7% compared with the
second quarter. In the first nine months of 2003, economic activity in Israel stabilised at a low level following a
significant decline in the years 2001-2002, and GDP was up by 0.9% compared with the corresponding period
in 2002. This resulted from an increase in some of the export and wholesale trade oriented sectors. Since the
beginning of the year, State tax revenues have shrunk, with the budget deficit markedly deviating from the
target specified in the Budget Law (3% of GDP). This being so, the government resolved on an “Economic
Recovery Plan for Israel”, incorporating a series of reforms for the promotion of growth and budgetary
adjustments (see below). The shekel strengthened against the dollar, especially in the second quarter of the
year, following decreased geo-political uncertainties and expectations of an improvement in Israel's economic
position. The Consumer Price Index (CPI), which is affected by the strengthening of the shekel against the
dollar, was down 1.5% in January — September (a rise in the first quarter and a downturn in the second and third
quarters) which, along with the decline in inflation expectations, enabled the Bank of Israel to significantly
reduce the nominal shekel interest rate. Share prices on the capital market posted sharp gains, primarily in the
first half of the year, as the war in Iraq came to an end (without Israel suffering any adverse effects), and
following the approval of the economic plan by the government and the Knesset. Diminishing geopolitical and
economic uncertainties helped to boost both unlinked and CPI-linked shekel-denominated debenture prices,
especially long-term debentures, which led to a significant decline in their yields to maturity. In the third
quarter of the year, as the inflation environment continued to recede and the Bank of Israel reduced its
benchmark rate, this trend persisted, albeit at a more moderate pace.

Growth and Activity by Economic Sectors

The activity level of the business sector stabilised during the reported period, with only a few sectors posting an
expansion of activity. Business sector product expanded in the third quarter of the year by some 2.0% on an
annualized basis, compared with the second quarter of the year. In the first nine months of the year, business
product increased by approximately one percentage point, compared with the corresponding period in 2002.
Industrial output was slightly down in the same period while the proceeds of the commerce and trade sectors
remained stable. Moreover, according to the Corporate Survey conducted by the Bank of Israel, economic
activity appears to have posted a moderate rise in the third quarter of the year, especially in the industrial and
commercial sectors, the hotel industry and aviation. In the construction and business services sectors, by
contrast, the downtrend persisted, with communications sector activity showing no movement.

In the third quarter of the year the upturn in the number of tourists arriving in Israel by air continued, following
the increase in such numbers recorded in the second quarter. In aggregate, the first nine months of 2003 posted
an increase of some 19% in the number of tourists reaching Israel by air, compared with the corresponding
period in 2002.

The Government Budget

In the first nine months of the year, the government’s budget deficit (excluding net credit granted) amounted to
some NIS 20.1 billion, compared with a planned deficit of NIS 15.2 billion for the whole of 2003. This
resulted from a deficit of some NIS 19.3 billion in the domestic budget, plus another NIS 0.8 billion deficit in
the government’s overseas activity. The large deficit in the domestic budget, financed for the most part by loans
raised on the domestic capital market, derived from a contraction of some 5%, in real terms, in tax revenues in
the months of January — September, compared with the corresponding period in 2002.

(*) Source of data: publications of the Central Bureau of Statistics, the Bank of Israel, the Ministry of Finance
and The Tel Aviv Stock Exchange



The decline in tax revenues is, in turn, attributable to the erosion of wages in the Israeli economy and an
increase in tax rebates. The third quarter of the year posted a certain improvement in tax collection, following a
conspicuous downturn at the beginning of the year.

The sharp decrease in tax revenues and the large budget deficit formed the backdrop for the presentation of the
“Recovery Plan for the Economy of Israel” which was approved by the government and the Knesset (see
below). Approval of this plan was a key factor in enabling the government to resume raising capital overseas.
In June the government raised 750 million dollars on the US bond market through the flotation of non-
guaranteed bonds, and in September some 1.6 billion dollars was raised within the framework of the US loan
guarantees.

Exchange Rate and Balance of Payments

In the first nine months of 2003, the shekel appreciated against both the dollar and the basket of currencies. The
shekel exchange rate appreciated in the reported period by a nominal rate of some 6.2% against the dollar,
while shekel appreciation against the currency basket amounted to a more moderate 3.0%. This was due to the
fact that the dollar lost ground against the currencies of which the basket is composed. The strengthening of the
shekel, commencing in the first quarter, continued more markedly in the second quarter of the year, whereupon
it halted, and in the third quarter of the year, the shekel depreciated against the dollar by some 3.0%.

The factors underscoring the appreciation of the shekel included the approval by the government of the
economic plan, and the rapid conclusion of the war in Iraq, with a resulting decline in risk of the economy. In
the third quarter of the year, security events contributed to the weakening of the shekel.

Partly responsible for the transition from the shekel’s depreciation during 2002 to its appreciation in 2003 was
the increase in the capital flows to Israel, mainly in the first half of the year. An examination of net capital
flows in foreign currency, in the non-banking private sector, points to a surplus of some 300 million dollars in
investments in Israel by foreign residents, net of overseas investments made by Israeli residents, in the months
January — September 2003. This compares with a deficit of some 2.2 billion dollars for the whole of 2002.

Israel’s trade deficit posted an improvement which, alongside the increase in capital flows to Israel, is
supportive of the strengthening of the shekel. In January — September, export of goods amounted to some 20.2
billion dollars, and import of goods to some 24.6 billion dollars, while the trade deficit came to some 4.4 billion
dollars. Export of goods grew by some 7%, and import by some 4%, all in comparison with the corresponding
period in 2002. As a result, the trade deficit shrank by some 8%. The increase in the export of goods derived
from upturns in all principal classes of goods: industrial, diamonds and agricultural. Contributing factors were
higher export profitability and the incipient global economic recovery. The upturn in the import of goods
derived from a dollar-denominated increase in the import of energy products (due to the global price hike) and
the import of diamonds, along with a recovery in the import of raw materials that may indicate an improvement
in economic activity.

In the first half of the year (based on the latest known figures), Israel's balance of payment current account
passed from deficit to surplus. The improvement - amounting to some 1.3 billion dollars - derived, in its
entirety, from a decrease in Israel's import surplus.

Inflation and Monetary Policy

The Consumer Price Index was down 1.5% in the first nine months of the year (rising in the first quarter, and
declining in the second and third quarters). The decline in the CPI was largely influenced by the strengthening
of the shekel, whose impact was reflected primarily in the housing item, which was down 5.2%. The CPI
exclusive of housing, on the other hand, posted a decline of only 0.4%.

In the past twelve months (September 2002 to September 2003) the CPI posted a sharp downturn of 1.9%. By
contrast, market-based inflation expectations for the next twelve-month period, according to a Bank of Israel
estimate, reached some 2.2% on average in the reported period, compared with the inflation target of 1%-3%
for the whole of 2003.



Thanks to the relative price stability described above, the nominal interest rate in the economy continued to
decrease: the interest rate, which, in December 2002, stood at 9.1%, reached 6.5% in September. In line with
the monetary plan for October, November and December 2003, the Bank of Israel continued to lower the
interest rate to 5.2%. The real interest rate was down in the third quarter of the year, compared with the first
half of the year, and reached some 5.3%. This interest rate is high in international terms and is characteristic of
a restrictive monetary policy.

The main reason for these interest rate reductions was the downturn in inflation expectations and in the actual
rate of inflation, and the prospect that the inflation target of 1%-3% would be achievable at a lower interest rate.
This resulted from the appreciation of the shekel and the reduction of long-term interest rates.

Credit and Financial Assets of the Public

Bank credit extended to the public by the banking system as a whole (the data is based on monthly averages for
the entire banking system, including mortgage banks) shrank in the first nine months of the year by some 0.9%
in real terms. This downturn is explained primarily by the recession in Israel's economic activity - which
reduced the demand for credit - the real appreciation of the shekel as against the dollar, and the stricter
conditions imposed for the provision of credit, in light of the high risk level in certain types of transactions.

An examination of credit extended, by linkage sectors, points to a real term decrease in CPI-linked credit and
foreign currency credit as compared with an increase in unlinked shekel credit.

The value of the financial assets portfolio of the public rose during January — September by some 8.5%. The
greater part of this increase derived from a rise in the value of traded assets such as shares and debentures,
following a rise in their market prices. Thus, the share component of the assets portfolio of the public was up
from some 15.4% at the end of 2002 to some 18.5% at the end of September 2003. At the same time, the weight
of CPI-linked and foreign currency-linked components decreased, while the weight of non-linked components
in the portfolio remained consistent.

The Capital Market

In the first three quarters of the year, the stock market was characterized by uneven development. The first
quarter posted slight gains, the second quarter saw a trend of sharp advances against a background of the
public’s optimistic expectations — which, in the event, proved correct —that the economic recovery plan would
be approved and that the United States would emerge victorious from its war with lIrag, with the attendant
implications of such success. In the third quarter, share prices declined, primarily due to the exacerbation of
Israel's security situation. The average daily trading turnover of shares on The Tel Aviv Stock Exchange
increased from some NIS 219 million in 2002 to some NIS 282 million in January — September 2003.

The shares and convertible securities index rose in the first nine months of 2003 by some 31.4% in nominal
terms, while the Tel-Aviv 100 Index posted a 30.0% advance. All key trading sectors posted rising prices, and
the most outstanding among them being electricity and electronics shares (46.5%).

The volume of activity in the debenture market (average daily trading turnover on The Tel Aviv Stock
Exchange) for the first nine months of the year resembled that of 2002, amounting to some NIS 656 million.

Unlinked debentures posted sharp gains, both in each of the first three quarters and cumulatively for the first
nine months. This followed a decline in inflation expectations and the lessening of the uncertainty reflected in
debenture yields as expectations grew for an improvement in Israel's geopolitical and economic position. The
unlinked debentures index rose by some 15.3% while the Shachar fixed interest debentures index rose by some
17.9%. Thus, for example, the nominal yield to maturity of 9-10-year Shachar debentures, which in February
reached 11.7%, was down to some 8.3% in September and 7.8% in October.



CPI-linked government bonds posted more moderate advances of 8.9% in January — September 2003, and the
longer the yield to maturity, the higher the gains. The 10 — 15 year debentures were outstanding, posting sharp
gains of 14.3%, mostly in the second quarter of the year. Expectations that realisation of the economic recovery
plan and the receipt of guarantees from the US administration would bring about a reduction of the budget
deficit, while government capital-raising on the local capital market would decline, were key factors operating
to bring about the reduction in yields to maturity.

Foreign currency denominated and linked debentures traded during the reported period on downturns, due to
the strengthening of the shekel against the dollar. These debentures were down by some 4.8%. In the third
quarter of the year, as the shekel depreciated, the debenture prices were some 2.8% higher.

Israel's Economic Recovery Plan

In May 2003 the Knesset approved a bill for the Economic Recovery Plan for Israel (Legislative Amendments
for Achieving Budgetary Targets and Economic Policy for the Financial Years 2003 and 2004), 5763-2003.
This followed approval of the plan by the government. The plan incorporates reforms designed to promote
economic growth. It includes, inter alia, measures for reducing government spending, for the long term
structural rationalization of the public sector, such as rationalization of the wage system, and the reform of
long-standing pension plans. The plan features proposals for privatization and for capital market reform, the
boosting of infrastructure investments, reforms in the labor market and in various branches of the economy, as
well as bringing forward the reform of the tax system and introducing changes in that system. Changes are
also proposed in the budget structure, along with additional structural changes.

Credit Rating

In March 2003, Moody’s credit rating company published its annual report on the Israeli economy, in which it
announced that Israel's credit rating remains unchanged at a level of A2, with Stable Outlook. The Standard &
Poor’s rating company announced in November 2003 that it was confirming the foreign currency credit rating
of Israel at A — and the domestic credit rating at A+. The rating forecast remained “Negative”.

The Bank was awarded a BBB+ rating by the international rating companies Fitch - in April 2003 - and
Standard & Poor’s in September 2002; and an A2 rating by Moody’s in August 2000.

In February 2003, the “Maalot” credit rating company, a strategic partner of Standard & Poor’s, announced that
it was reducing the Bank’s credit rating from AAA- to AA+.

In April 2003, Fitch announced that it was lowering the credit rating of a number of Israeli banks. The Bank’s
rating was lowered from A- to BBB+. The rating forecast was revised from “Negative” to “Stable”. The
lowering of the Bank’s rating was explained by the deterioration in the quality of the assets and the low level of
equity in terms of international comparison (although it is in line with the domestic level).



Below are details of the changes in the consumer price index and in the exchange rates:

For three months ended 30 For nine months ended 30 For

September September the
year
2003 2002 2003 2002 2002
(Percentages)
Rate of increase (decrease) of the “known” (1.08) 1.59 (1.28) 6.49 6.69
CPI
Rate of increase (decrease) of the “actual” CPI ~ (0.99) 0.65 (1.48) 6.99 6.50
Difference (0.09) 0.94 0.20 (0.50) 0.19
Rate of increase (decrease) in the rate of the
U.S. dollar -
nominal: 2.99 2.14 (6.25) 10.30 7.27
real: 4.02 1.48 (4.84) 3.10 0.73
Rate of increase (decrease) in the rate of the
currency basket -
nominal: 4.17 1.98 (3.01) 14.08 13.02
real: 5.21 1.32 (1.56) 6.63 6.12
Rate of increase (decrease) in the rate of the
euro-
nominal: 5.23 1.39 4.34 22.83 27.18
real: 6.28 0.73 5.90 14.81 19.42

Legislation Affecting the Banking System
Proposed Banking (Licensing) (Amendment No. 13) Law, 5763-2003

The said Proposed Law was published on behalf of the government on 14 July 2003 and includes amendments
the object whereof is to adapt the regulatory, supervisory and control environment relating to banking
corporations and the holders of means of control therein to a situation in which there is no identified controlling
core holding a control permit from the Governor of the Bank of Israel, and amendments the object whereof is to
extend the supervision and control over all the banking corporations.

It is inter alia proposed to restrict a banking corporation’s holdings in another banking corporation so that a
banking corporation shall not be entitled to hold an interest in another banking corporation unless one of the
following is fulfilled: the banking corporation holds 1% (or less) of the other banking corporation’s means of
control, or if the banking corporation alone controls and holds more than one half of the other banking
corporation’s means of control, under a lawful permit.

It is proposed to strengthen the restrictions regarding holdings by institutional investors connected with a
banking corporation in the means of control of another banking corporation.

It is proposed to prohibit any person from holding more than 5% (in lieu of 10% today) of the means of control
of a banking corporation without a permit from the Governor. Furthermore, it is proposed that this restriction
will also apply to a holding of means of control of a banking corporation as security for a liability, save for
negligible holdings.

It is proposed to prohibit a shareholder holding more than 1% of the means of control of a banking corporation
that is not controlled by a person who received a control permit, and also a person who, or whose spouse or an
officer in a corporation that is controlled by one of them, has a connection with a shareholder holding more
than one percent of the means of control of a banking corporation as aforesaid, from serving as a director of the
corporation, save with the Supervisor’s permit that shall be given in certain circumstances as set forth in the
relevant section.

The Governor will be given powers to cancel a permit to hold the means of control in a banking corporation
and his powers to act as necessary against anyone who acted without a permit will be expanded.



It is proposed to determine a mechanism for the appointment of directors by a committee where the number of
directors falls under the number determined by the Supervisor for such banking corporation, and the general
meeting did not act as required to increase the number of directors, or if the Supervisor believes that it is not
appropriate to wait for the appointment of directors by the general meeting.

It is proposed to expand the reporting requirements regarding a holding of the means of control.

Furthermore, a number of amendments to the Banking Ordinance, 1941 are being proposed, the principal ones
being: it is proposed to expand the Supervisor’s powers and to enable him to remove a director, chief executive
officer or authorised signatory from office, in addition to the existing powers with regard to suspending or
restricting the powers of the aforegoing.

The appointment of a person as an officer in a banking corporation, or its internal auditor, shall be conditional
upon the Supervisor’s consent or his decision not to object to the appointment. With regard to a banking
corporation that is controlled by a person who received a control permit, the power will be restricted to the
tenure of the directors, the chief executive officer and the internal auditor.

The Supervisor’s consent will also be required for the appointment of a director as chairman of the board of
directors. In all the banking corporations, it is proposed to expand the information required from the
shareholders in the banking corporation.

A method of appointing directors for a banking corporation that is not controlled by a person who received a
control permit is proposed, including a number of restrictions as to the mode of the appointment. The vote on
the appointment of directors at the general meeting shall be carried out for each candidate separately. The board
of directors shall not appoint a director and an officer shall not act to appoint or prevent the appointment of a
specific director, save for a proposal as to his own candidacy as a director.

Engagement in Investment Counseling and Investment Portfolio Management (Regulation) Law, 5755-
1995 - OM 431/01 Association of Banks v. Securities Authority

On 23 October 2002 the said judgment was given by the District Court.

The judgment deals with the interpretation of the expression “counseling” in the Engagement in Investment
Counseling and Portfolio Management (Regulation) Law, 5755-1995. The Association of Banks applied to the
Court following a letter and a series of clarifications that were issued in consequence thereof by the Securities
Authority, whereby the Authority clarified its position with regard to the meaning of the expression
“counseling” in the said Law, as follows: “giving information about a security or other financial instrument,
where the choice of the information is made in accordance with the discretion of the person giving the
information or the entity with whom he is employed and the information may lead the recipient thereof to a
conclusion as to the appropriateness of an investment in a specific security or financial instrument, also
constitutes investment counseling, even if an express investment recommendation is not given”.

The meaning of the Authority’s position was that certain types of information could be given only by
investment counselors.

The District Court did not accept the Association of Banks’ application to cancel the Authority’s directive, but
laid down a series of directions and restrictions with regard to the giving of information by bank officials who
are not investment counselors, and directed that the Authority’s directives be adapted in accordance with its
directions.



The Court held that the banks should cooperate with the Securities Authority in formulating the principles and
guidelines for implementing the judgment, and mainly with regard to the following questions:

@ What is information that may lead the recipient thereof to a conclusion about the advisability of the
transaction?

(b) What is negative information that may almost certainly detrimentally affect the advisability of the
transaction?

The Bank has instructed its employees as to the significance of the judgment in respect of the Bank’s activity in
the information and investment counseling sphere and, through the Association of Banks, conducted
discussions on the subject with the Securities Authority, but the parties did not reach agreement.

In April 2003 the parties filed appeals against the judgment with the Supreme Court.
The hearing of the appeal before the Supreme Court has been fixed for February 2004.

Parliamentary Committee of Enquiry Regarding the Tracing and Return of Property of Holocaust
Victims

The parliamentary committee of enquiry, that acts by virtue of a decision made in February 2000, appointed,
with the consent of the Bank and additional banks, external examiners (certified public accountants to whom
legal advice is given by attorneys appointed for such purpose - the “examiners”) after a document of principles
regulating the examination had been signed by the relevant banks and the Knesset.

A preliminary draft of the examiners’ report (the “draft”) was recently sent to the Bank for its observations. The
Bank has many observations on the findings and they were sent to the examiners.

It prima facie emerges from the report that today there are no accounts of Holocaust victims at the Bank in
consequence of statutory provisions that were in force during the Second World War that obliged the banks that
were operating in Palestine, including Anglo-Palestine Bank Ltd, to transfer assets of customers who were
residents of enemy countries and those that were occupied by the enemy to the Custodian of Enemy Property of
the British Government. Property that was transferred as aforesaid was not subsequently returned to the banks.
Assets that were not transferred for some reason to the Custodian of Enemy Property, were returned to those
entitled thereto or after the establishment of the estate were transferred to the Administrator-General.

Notwithstanding these findings, according to the draft presented to the Bank, it is responsible prima facie for
the payment of some NIS 500 million that derive from a revaluation of the amounts that were in accounts at the
Bank during the period until they were transferred to the Custodian of Enemy Property or the Administrator-
General, or until they were paid to those entitled thereto.

In addition to the observations that were sent to the examiners, the Bank disputes the revaluation method and
amount since interest at the prevailing bank interest rate was paid on the said amounts.

The Bank has legal and accounting opinions that support its standpoint, from which it emerges that the relevant
amounts are low and non-material.

Due Disclosure
On 1 July 2003 Amendment No. 2 to the Due Disclosure Rules issued by the Bank of Israel pursuant to the

Banking (Service to the Customer) Law came into effect, the main purpose of which is disclosure of the cost of
the banks’ services to their customers at the time of providing the service.



On 1 July 2003 the Knesset Finance Committee decided to postpone the commencement of the said provisions
to 1 January 2004. It transpires that notwithstanding this, the Bank of Israel intends to determine that the
postponement shall apply to some of the services, while with regard to the others (such as management of a
current account, transfers to or deposits with another bank, payment of a bill over the counter, handling cash,
recovery of information, sale and purchase of foreign currency), it intends to leave the commencement date at 1
July 2003.

On 17 August 2003 the Knesset Finance Committee approved an amendment to the said Amendment No. 2,
whereby the commencement date of the rules will be postponed until 1 January 2004, with the exception of a
number of services, the most important of which having been detailed above, the commencement date of which
was to be 15 September 2003. It was determined that the above amendment would take effect as from 1 July
2003.

In August 2003 prior to the said amendment to Amendment No. 2, an application was filed with the Haifa
District Court to approve a class action on this subject against the five large banks, including the Bank. The
plaintiffs assert that since 1 July 2003, the date on which Amendment No. 2 to the said Due Disclosure Rules
came into effect, the banks are not complying with the duty of publication and disclosure of the cost of the
service as they are obliged to do pursuant to the said Amendment.

The Court granted the Plaintiffs leave to amend their claim and to include an indirect challenge of the August
amendment to the rules and its retroactive imposition. Furthermore, the Plaintiffs assert that some of the banks
are not complying with the provisions that came into force on 1 July 2003 and 15 September 2003. The
plaintiffs are expected to file an amended version of the application to approve a class action. The banks will
have the right to file a reply to such an application and the hearing on the issue has been fixed for 18 February
2004.

In the opinion of the Bank’s management, based on an opinion of the Bank’s legal counsel, having regard to the
amendment of 17 August 2003, the basis for the said claim has fallen away.

Restrictions onthe Obligationsof a Borrower or a Group of Borrowers

On 20 August 2003 the Supervisor of Banks issued an amendment to Proper Banking Management Directive
No. 313 that relates to restrictions on the obligations of a borrower or a group of borrowers. In the introduction
to the directive, the Supervisor states that one of the sources of the credit risk of banking corporations is the
concentration of the credit portfolio, since the level of such concentration affects the scope of the banking
corporation’s exposure to credit risks. It is further stated in the directive that the restrictions determined therein
constitute minimum requirements, and the banking corporation is required to discuss and determine additional
restrictions for itself. The board of directors is required to define parameters for the existence of “material
connections” between borrowers.

The principal aspects of the amendment are expanding the definition of a “group of borrowers”. This expansion
derives from a wider definition given to the expression “control” in the directive, and from the instructions
requiring the following entities to be added to a single group of borrowers: where a borrower corporation is
controlled by more than one entity, “the group of borrowers” shall include the controlling entities for whom the
controlled corporation is material, together with the controlled corporation and all those controlled by the
aforegoing; where a corporation is held by more than one entity, a holder who does not have control but for
whom the held corporation is material must also be included in a single group together with the held
corporation and all those controlled by them; where an impairment to the financial stability of a borrower is
likely to have implications for the financial stability of a connected borrower or where the same factors (save
for macro-economic factors that affect the stability of the entire economy) are likely to have an implication on
the financial stability of both connected borrowers, such connected borrowers must be included in a single
group of borrowers. (There are a number of examples of such connections in the directive).



Furthermore, the section that enabled splitting of the obligations of a borrower jointly controlled by a number
of controlling entities, according to the relative part of each controlling entity, has been cancelled and the
section that enabled attributing to a partner in a partnership only that part of the liability of the partnership for
which he is liable was also cancelled, such that the debt of the borrower or the partnership will be fully
attributed to each of the groups of borrowers in which each of the controllers of the borrower or the partners in
the partnership are included. The cancellation of this section took immediate effect.

The majority of the directive’s provisions come into force on 31 March 2004. After the Banking Supervision
Department had examined the expected consequences of the implementation of the changes, an amendment to
the transitionary provisions was issued, allowing a reduction in the amounts by which the limits on the
obligations of a group of borrowers are exceeded, (to the extent that such arise) by equal quarterly amounts
within two years of the directive’s coming into force. The amendment also allows an increase in the limit on
the total obligations of the six largest borrowers and groups of borrowers from 135% to 150% of the capital of
the banking corporation until 31 December 2004, and a reduction in the limit from 150% to 135% between 31
March 2005 and 30 June 2006.

An additional amendment was made, under which an additional provision need not be made in the financial
statements to 30 September 2003 in respect of any breaches of the limits which may have resulted from the
implementation of the changes to the directive.

It should be noted that the Bank of Israel is considering a further amendment to the directive which would
allow a transfer to alternative limits, under which the limit on the obligations of a group of borrowers would be
reduced from 30% to 25% of the capital of the banking corporation while the limit on the total of the six largest
groups of borrowers would be fixed at 150% of the capital of the banking corporation.

The Bank is prepared to implement the amendments to the directive. The amendments to the directive will
restrict the Bank’s ability to grant credit, but the effect of these amendments on the Bank’s activity cannot yet
be quantified.

Development of Income, Expenses and Tax Provisions®”

The net profitof the Bank Leumi Group in the period January - September 2003 totaled NIS 914 million,
compared with NIS 413 million in the corresponding period in 2002, an increase of 121.3%. The net profit in
the third quarter of the year totaled NIS 418 million, compared with NIS 113 million in the corresponding
period in 2002, an increase of 269.9%.

The increase in the net profit of the Group in the period January - September 2003 as compared with the
corresponding period in 2002 can mainly be explained by the following factors*:

1. An increase in net interest income before provision for doubtful debts of NIS 878 million (23.9%),
before the effect of tax.

The increase primarily derives from an increase in the market value of debentures for trading and of
derivatives and also from a decrease in the inflationary erosion of the surplus financial assets in the
unlinked shekel sector in consequence of the decrease in the inflationary level, which was partially set
off by the appreciation of the shekel against the dollar.

See page 11 for further details of the increase in interest income.

* Before minority interests in consolidated companies.

@' The Financial Statements were prepared on a cost basis adjusted to changes in the general purchasing power of the shekel. The

consumer price index decreased by 1.48% in January-September 2003. During this period, the shekel appreciated nominally: against
the US dollar by 6.25% and depreciated against the euro by 4.34%. The representative exchange rate of the US dollar on 30
September 2003 was NIS 4.441.



4.

An increase in the Group’s share in profits of companies included on the equity basis of
NIS 107 million, net.

An increase in operating and other income of NIS 111 million, before the effect of tax, mainly in
consequence of the increase in the value of the assets of the severance fund, which constitute reserves
for the Bank’s liabilities for severance pay, over and above the increase in the said liability.

A decline in the provision for doubtful debts in the sum of NIS 35 million, before the effect of tax.

The difference between the increase in the actual index and the increase in the known index had positive effects
on the results for the first nine months of 2003 and negative effects in the corresponding period in 2002. See
below for further particulars.

The increase in net profit was partially off-set by:

1.

The effect of net negative exchange rate differences in respect of overseas investments, after off-setting
exchange rate differences from financing the overseas investments, after tax, of NIS 37 million,
compared with positive exchange rate differences in the corresponding period in 2002 of
NIS 71 million, after the effect of tax.

An increase in operating and other expenses, without salaries and voluntary retirement, of
NIS 119 million, before the effect of tax.

An increase in salary costs of NIS 64 million, before the effect of tax, partially from implementing
Accounting Standard 14.

An increase in voluntary retirement expenses of NIS 57 million, before the effect of tax.

An increase in the loss from extraordinary items of NIS 15 million, net.

The increase in the net profit of the Bank Leumi Group in the third quarter of 2003 as compared with the
corresponding period in 2002 is explained by the same factors that affected all of the period January -
September:*

1.

2.

5.

A decrease in provisions for doubtful debts of NIS 228 million, before the effect of tax.

An increase in net interest income before provision for doubtful debts of NIS 150 million, before the
effect of tax, of which the profit from debentures was NIS 30 million.

An increase in the Group’s share in profits of companies included on the equity basis in the amount of
NIS 39 million, net.

The effect of positive net exchange rate differentials in respect of overseas investments, after off-setting
exchange rate differences from financing the overseas investments after tax of NIS 69 million,
compared with positive exchange rate differences in the corresponding period in 2002 of
NIS 19 million, after the effect of tax.

An increase in operating and other income of NIS 17 million.

The increase in the operating and other expenses (including voluntary retirement) in the sum of NIS 31 million,
before the effect of tax, off-set only a small part of the said effect.

For the effect of the differences between the rise in the “actual” index and the rise in the “known” index, see

below.

* Before minority interests in consolidated companies.
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The effect on net profit during the period from the difference between the change in the *“actual” index
and the change in the “known” index

Pursuant to a provisional directive of the Supervisor of Banks and the instructions of the Supervisor in respect
of the manner of calculating the effect on the net profit, the following data explain the effect:

For the nine For the three months ended
months 30 September
ended 30
September
2003 2002 2003 2002
(NIS millions) (NIS millions)
Reported net profit 914 413 418 113
Effect of differences between the “actual” and the “known” indices on
net interest income before provision for doubtful debts (62) 44 9) (88)
Effect of the related tax 28 (20) 4 40
Effect on the provision for taxes deriving from adjustment of capital on
the basis of the “actual” index rather than the “known” index (8) 16 3 (32)
Total effect on net profit (42) 40 2 (80)
Profit after the effect 872 453 416 33

Operating Profit

Net interest income before provision for doubtful debts of the Bank Leumi Group in the period January -
September 2003 amounted to NIS 4,545 million, compared with NIS 3,667 million in the corresponding period
in 2002, an increase of 23.9%.

In the third quarter of the year net interest income before provision for doubtful debts amounted to
NIS 1,553 million, compared with NIS 1,403 million in the corresponding period in 2002, an increase of
10.7%.

The increase in net interest income before provision for doubtful debts in the Group in the period January -
September 2003 as compared with the corresponding period in 2002 stemmed mainly from:

1. Profits realized from the sale of debentures and profits that had not been realized from adjustments to
fair value of debentures held for trading in the sum of NIS 367 million, compared with a profit in the
sum of NIS 10 million in the corresponding period in 2002.

2. An increase in net market value of derivatives in the sum of NIS 148 million, compared with a decrease
in the amount of NIS 184 million in the corresponding period in 2002.

3. The effect deriving from the difference between the increase in the actual index and the increase in the
known index amounted to NIS 106 million.

4. The effect of the decrease in the index by 1.48% in the period January - September 2003, compared
with an increase of 6.99% in the corresponding period of 2002, which caused a smaller erosion in the
surplus of financial assets in the unlinked sector.

On the other hand, the appreciation of the shekel in real terms as compared with the depreciation in real terms
in the corresponding period in 2002 partially offset the said increases.
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The overall interest spread (excluding transactions in derivatives) in the period January - September 2003 was
1.30%, compared with 1.86% in the corresponding period in 2002. The interest spread including transactions in
derivatives was 1.63% in the period January - September 2003, compared with 1.74% in the corresponding
period in 2002.

Pursuant to the Supervisor of Banks’ directives, as from 1 January 2003 the derivatives are presented according
to new rules relating to “accounting for derivatives and hedging activities” as detailed in Note 9 of the
Financial Statements.

In consequence of the said changes, the average balance sheet balances in respect of the activity in the majority
of the derivatives were increased, while in the past the majority of them were presented as offset.

In consequence of such presentation of the increase in activity volumes in 2003, as mentioned above, the
interest spread is lower than in 2002. In the Bank’s assessment, had the interest spread been calculated in 2003
as it was in 2002, the interest spread would have reached 2.07%, compared with 1.74% in 2002, that is to say
an improvement of some 0.33%.

This improvement stems principally from the non-linked shekel sector as a result of profits in lieu of losses in
respect of derivatives, an improvement in profits of part of the activities and also erosion of the surplus
financial assets at a lower rate in consequence of the decline in the inflation rate.

Provision for doubtful debts amounted to NIS 1,267 million in the period January - September 2003,
compared with NIS 1,302 million in the corresponding period in 2002, a decrease of 2.7%.

The scope of the specific provisions for doubtful debts principally reflects the continuing recession in the
economy, and the resulting impairment to the repayment ability and erosion of collateral of some of the
borrowers.

The provision for doubtful debts in the third quarter of 2003 totaled NIS 387 million, compared with
NIS 615 million in the corresponding period in 2002, a decrease of 37.1%.

The additional and general provisions for doubtful debts in respect of unidentified risks in the credit portfolio
and which are based on the risk characteristics as defined by the Supervisor of Banks and also in respect of a
sectoral excess of credit, decreased by NIS 25 million in the period January - September 2003, compared with
an increase of NIS 60 million in the corresponding period in 2002 and an increase of NIS 52 million in all of
2002.

The total rate of the provision for doubtful debts in the period January - September 2003 was 0.99% of total
credit to the public (in annual terms), compared with a rate of 1.01% in the corresponding period in 2002 and
compared with 1.11% in all of 2002. In the third quarter of 2003, the rate of the provision was 0.92%,
compared with 1.43% in the corresponding period in 2002.

The aggregate balance of the general provision and the additional provision for doubtful debts (according to
risk characteristics defined by the Supervisor of Banks) at the Bank and its consolidated companies amounted
to NIS 1,064 million on 30 September 2003 (representing 0.63% of total credit to the public), compared with
NIS 1,089 million at the end of 2002. Since the general provision and the additional provision are not
recognized as an expense for tax purposes, having regard to the statutory tax rate, the balance of the said
provision is equivalent to a specific provision of NIS 1,962 million.
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Set forth below is the development of problem loans according to the classifications determined in the
Supervisor of Banks’ directives:

30 September 30 September 31 December
2003 2002 2002
(NIS millions)
Non-accrual 3,911% 4,338 4,014
Restructured 227 543 561
To be restructured 84 144 74
In temporary arrears 1,500 1,353 1,312
Under special supervision® 10,760 10,533 10,698
Total balance sheet credit risk to problem
borrowers 16,482 16,911 16,659
Off-balance sheet credit risk in respect of
problem borrowers 1,817 1,425 1,874
Total overall credit risk 18,299 18,336 18,533
*Of which: debts for which there is a
specific provision 5,456 4,417 5,383
credit for housing for
which there is a provision
according to the extent of
the arrears 542 394 420

(D) After the reclassification of the credit to one customer to the securities item, as detailed in Note 11
below.

2 Classified as ‘under special supervision’ are debts in respect of which, in accordance with Bank of
Israel definitions, the Bank’s management considers it necessary to intensify the monitoring and
control, but does not anticipate losses in respect thereof; and also the balance of a borrower’s liability
another part of which was defined as a problem loan in another classification.

On 11 September 2003 the Tel Aviv District Court approved a creditors’ arrangement for a customer in the
communications sector (multi-channel and satellite television).

The arrangement also provides the manner of apportioning the proceeds of realizing assets and/or distribution
of surpluses from the company’s operations between the various types of creditors in general and between the
secured banks inter se in particular.

The arrangement is contingent on receiving regulatory approvals (Bank of Israel, Antitrust General Director,
Ministry of Communications and Cable and Satellite Broadcasting Council) and at this stage the company
continues to be in a state of suspension of proceedings.

The company will continue to be managed by the trustee even upon the receipt of the requisite approvals,
should such be given, a considerable amount of the company’s shares being held by such trustee in favor of the
secured banks.

Net interest income after provision for doubtful debts of the Bank Leumi Group in the period January -
September 2003 amounted to NIS 3,278 million, compared with NIS 2,365 million in the corresponding period

in 2002, an increase of 38.6%. In the third quarter of 2003 net interest income after provision for doubtful debts
amounted to NIS 1,166 million, compared with NIS 788 million in the corresponding period in 2002, an
increase of 48.0%.

Total operating and other income of the Bank Leumi Group amounted to NIS 2,323 million in the period
January - September 2003, compared with NIS 2,212 million in the corresponding period in 2002, an increase
of 5.0%. In the third quarter of 2003 total operating and other income amounted to NIS 731 million, compared
with NIS 714 million in the corresponding period in 2002, an increase of 2.4%.

13



The increase in operating and other income principally derived from profits from the severance reserves, of
some NIS 142 million, and also from an increase in income from capital market activity, credit cards and
account management charges while on the other hand the decrease in income from computerized services and
refunds of commissions to customers partially offset the said increase.

The Bank of Israel has taken the view that the Bank added customers to the Leumiphone service in an incorrect
manner.

In light thereof, the Bank of Israel requires to the Bank to return the subscription fees to the subscribers who
were incorrectly added with effect from 1995. The Bank clarified its views on the matter to the Supervisor of
Banks and the Supervisor is examining the Bank’s claims on the subject.

See Note 6 to the Financial Statements with regard to legal claims and discussions with the Antitrust General
Director in respect of subjects relating to credit cards.

The proportion of operating and other income to total income (i.e. net interest income before provision for
doubtful debts and operating and other income) was 33.8%, compared with 37.6% in the corresponding period
of 2002.

Operating and other income covered 57.3% of operating and other expenses, compared with 58.0% in the
corresponding period in 2002 and 55.1% in the whole of 2002.

Total operating and other expenses of the Bank Leumi Group in the period January - September 2003
amounted to NIS 4,051 million, compared with NIS 3,811 million in the corresponding period in 2002, an
increase of 6.3%. In the third quarter of 2003 total operating and other expenses amounted to
NIS 1,351 million, compared with NIS 1,320 million in the corresponding period in 2002, an increase of 2.3%.

Salary expenses (including the cost of voluntary retirement) increased by 5.1% in the period January -
September 2003 as compared with the corresponding period in 2002. The increase in salary expenses derived
from an increase in the voluntary retirement costs in the sum of NIS 57 million, and from the effects of
applying Accounting Standard No. 14, in calculating the reserves for severance and pensions, for holidays and
jubilee grant as detailed in Note 10 to the Financial Statements. On the other hand, the increase in the value of
the assets of the severance fund and of the provident fund, which constitute reserves for the Bank’s liabilities
for severance pay and pensions, partially offset the said effects. The major part of the income from the increase
in the value of the assets was recorded in the other operating income item.

In other operating expenses (maintenance of buildings and equipment, depreciation and other expenses) there
was an increase of 8.2% in the period January - September 2003 as compared with the corresponding period in
2002. Part of the increase derived from provisions relating to the reorganization in France, from an increase in
depreciation expenses, an increase in provisions in respect of customers’ claims in Switzerland, an increase in
insurance expenses and also an increase in computer expenses.

Operating expenses constituted 59.0% of total income, compared with 64.8% in the corresponding period in
2002 and 65.8% for the whole of 2002.

Total operating and other expenses (in annual terms) constituted 2.23% of total income, compared with 2.09%
in the corresponding period in 2002 and compared with 2.16% in the whole of 2002.

Operating profit before taxeef the Bank Leumi Group amounted to NIS 1,550 million in the period
January - September 2003, compared with NIS 766 million in the corresponding period in 2002, an increase of
102.3%. In the third quarter of 2003 operating profit before taxes amounted to NIS 546 million, compared with
NIS 182 million in the corresponding period in 2002, an increase of 200.0%.

Provision for taxes on operating profit of the Bank Leumi Group in the period January - September 2003

amounted to NIS 728 million, compared with NIS 301 million in the corresponding period in 2002. The rate of
provision in the said period was some 47.0% of pre-tax profit, compared with 39.3% in the corresponding
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period in 2002. The rate of provision in the third quarter of the year was 28.4%, compared with 30.2% in the
corresponding period in 2002.

The increase in the rate of the provision for taxes in the period January - September 2003 was principally due to
the effect of exchange rate differences in respect of overseas investments that are not included in the basis for
computing taxes and which were negative in this period as compared with positive exchange rate differences in
the corresponding period in 2002.

On the other hand, the exchange rate differences in the third quarter of 2003 and 2002 were positive and
reduced the tax rate in the two quarters.

Operating profit after taxdstaled NIS 822 million in the period January - September 2003, compared with
NIS 465 million in the corresponding period in 2002, an increase of 76.8%. In the third quarter of the year
operating profit after taxes totaled NIS 391 million, compared with NIS 127 million in the corresponding
period in 2002, an increase of 207.9%.

The Group’s share in net operating profit of companies included on the equity basis in the period
January - September 2003 amounted to NIS 111 million, compared with a profit of some NIS 4 million in the
corresponding period in 2002. In the third quarter of the year the Group’s share in net operating profit of
companies included on the equity basis amounted to NIS 37 million, compared with a loss of NIS 2 million in

the corresponding period last year.

Minority interests in the Group’s profits amounted to a profit of NIS 1 million in the period January -
September 2003, compared with a profit of NIS 53 million in the corresponding period of 2002. The decline in
profit in the period January - September 2003 principally derived from the Bank’s acquisition of the minority
interests in Bank Leumi (UK) and also from the minority interests in Switzerland in the light of the negative
exchange rate differentials of the shekel against the Swiss franc in respect of the investment due to the
depreciation of the Swiss franc in real terms at a rate of only 0.16% as compared with 16.36% in the
corresponding period last year.

Loss from extraordinary items after taxes total®llS 18 million in the period January - September 2003,
compared with a loss of NIS 3 million in the corresponding period of 2002. The major part of the loss derived
from the taxation liability in respect of the realization of an investment by an overseas subsidiary in a company
included on the equity basis.

Ratio of operating profit before taxes to net shareholdersjuity®” in annual terms was 17.2% in the
period January - September 2003, compared with 8.6% in the corresponding period in 2002.

Ratio of net operating profit to shareholders’ equityhét return on equity) in annual terms was 9.0% in
the period January - September 2003, compared with 5.2% in the corresponding period in 2002.

Net operating profit per NIS 1 par value of share capitas NIS 0.659 in the period January - September
2003, compared with NIS 0.294 in the corresponding period in 2002,

Net profit per NIS 1 par value of share capitalas NIS 0.646 in the period January - September 2003,
compared with NIS 0.292 in the corresponding period in 2002.

®) Shareholders’ equity together with the rights of minority interests less investments in equity of companies included
on the equity basis. The profit does not include the profit of companies included on the equity basis.
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Return on shareholders’ equity in annual terms (excluding minority interests) of:

Nine Months Ending on 30 September

2003 2002
%
Net profit 9.3 4.2
Net operating profit 9.5 4.3
2003 2002
Third Second First Third Second First
Quarter Quarter Quarter Quarter  Quarter Quarter
%
Net profit 12.6 10.0 5.3 3.5 2.3 7.1
Net operating profit 12.4 10.7 5.4 3.5 2.4 7.1

Status of Capital Resources

Shareholders’ equity increased since the end of 2002 by8.2% and on 30 September 2003 totaled
NIS 14,277 million, compared with NIS 13,200 million at the end of 2002. The growth in shareholders’ equity
derives primarily from the profit for the period and from changes in adjustments in respect of the presentation
of securities available for sale according to fair value.

In the (nostro) securities portfolio there are mainly government debentures, which generally represent the use of
raised sources. The majority of the securities portfolio is classified as securities available for sale and is
included in the balance sheet on a fair value basis.

The income in the profit and loss statement is recorded on an accrual basis and the difference between the value
according to accrual (with regard to debentures and according to cost with regard to shares) and the fair value is
directly recorded in the capital account.

In consequence of an increase in the market value of debentures, primarily in the unlinked and CPI-linked
sectors, an increase in value of NIS 193 million was recorded in the capital account, compared with a decrease
in value of NIS 230 million in the corresponding period in 2002 and a decrease in value of NIS 231 million in
all of 2002 (all the amounts are net after the effect of taxes).

The total net aggregate balance of the adjustment of securities held in the available for sale portfolio as at 30
September 2003 amounted to NIS 57 million (after the effect of taxes).

According to the capital adequacy calculation rules, this increase of the capital does not affect the capital
adequacy calculation.

Shareholders’ equity relative to total assetgs 5.88% on 30 September 2003, compared with 5.40% at the
end of 2002.

Shareholders’ equity relative to risk assets was 1%0on 30 September 2003, compared with 10.24% at the
end of 2002, of which some 7.36% and 6.82% respectively were Tier | capital.

The improvement in the capital adequacy ratios derives from the profits for the period and from a decrease in
the volume of risk assets, mostly credit to the public, such being in consequence of the appreciation of the
shekel in real terms against the majority of the currencies and also as a result of the state of the economy.

In the period January - September 2003 the Group raised some NIS 492 million in Tier Il capital (subordinated
deposits and subordinated capital notes).
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Issue of Capital Notes
In 2003 the Group continued to issue subordinated capital notes, as follows:

1. NIS 352 million subordinated capital notes were issued under the prospectus published by Leumi
Finance Company Ltd. in March 2003.

2. Furthermore, the Bank raised some NIS 163 million in subordinated deposits.
Development of Assets and Liabilitiés

Total assetsof the Bank Leumi Group on 30 September 2003 amounted to NIS 242.9 billion, compared with
NIS 244.5 billion at the end of 2002, a decrease of 0.7% and compared with 30 September 2002, a decrease of
0.4%.

The value of assets in or linked to foreign currency was some NIS 102.6 billion, some 42.3% of total assets. In
the period January - September 2003 the shekel appreciated in real terms against the dollar by 4.84%, it
depreciated in real terms against the euro by 5.90% and appreciated in real terms against the basket of
currencies by 1.56%. The change in the rates of exchange contributed to a decrease of 1.5% in total assets.
This decrease was offset by an increase in activity at the rate of 0.8%.

Deposits of the publictotaled NIS 201.8 billion on 30 September 2003, compared with NIS 205.8 billion on
31 December 2002, a decrease of 2.0%, of which 1.2% arises from changes in exchange rates, and compared
with 30 September 2002, a decrease of 0.7%.

Credit to the publié! totaled NIS 170.1 billion on 30 September 2003, compared with NIS 172.5 billion on 31
December 2002, a decrease of 1.4%, all arising from the changes in exchange rates , and compared with 30
September 2002, a decrease of 1.6%.

Credit to governmentsotaled NIS 1,225 million on 30 September 2003, compared with NIS 1,431 million on
31 December 2002, a decrease of 14.4%, and compared with 30 September 2002, a decrease of 19.1%.

Securities? totaled NIS 38.7 billion on 30 September 2003, compared with NIS 36.3 billion on 31 December
2002, an increase of 6.7%, and compared with 30 September 2002, an increase of 5.2%.

@ Pursuant to a directive of the Supervisor of Banks in July 2003, the classification of the credit to a
certain customer was changed from credit to the public to the securities item. See Note 11 to the
Financial Statements for further particulars.

On 17 November 2003 the Bank gave notice to Shlomo Eliahu Holdings Ltd. (“Eliahu”) of the partial exercise
of a put option for the sale of one third of the Bank’s shares in Union Bank of Israel Ltd. (“Union”) (some 4%
of Union’s share capital), within the context of an agreement signed on 18 November 1999 (the “previous
agreement”) between the Bank, Eliahu, Sherodar Assets Ltd. (“Sherodar”) and Yishayahu Landau Holdings
(1993) Ltd. (“Landau”) and with the consent of all the parties.

Subject to the fulfillment of the terms and conditions prescribed in the previous agreement, namely, receipt of
the permit of the Governor of the Bank of Israel, the sale of the shares to Eliahu is to be effected within 45 days
of the date of giving the exercise notice in consideration of some NIS 43 million.

At the same time, an agreement was signed on 17 November 2003 between the Bank, Sherodar and Landau (the
“extension agreement”) to extend the put option and the call option, that were granted in the previous
agreement with regard to the balance of the Union shares held by the Bank for the period until 17 November
2010 at the price and upon the terms and conditions as determined in the extension agreement.

®) The differences in percentages were calculated according to the balances in NIS millions.
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Assets and Liabilities Classified According to Linkage Basis

Assets and liabilities classified according to linkage basis are presented on pages 54 to 56 and include the
balances of the assets and liabilities and also off balance sheet transactions.

Set forth below is a summary of the net assets and liabilities classified according to linkage basis:

As at 30 September 2003

Israeli currency Foreign currency
Unlinked CPI- incl. foreign Non-monetary Total
linked currency linked items
(in NIS millions)

Assets 71,807 61,724 102,633 6,743 242,907
Liabilities 77,014 52,899 96,958 1,499 228,370
Difference (5,207) 8,825 5,675 5,244 14,537
Net forward
transactions 4,899 (602) (4,297) - -
Net options (in
underlying
asset terms) 234 - (234) - -

As at 31 December 2002

Israeli currency Foreign currency

Unlinked CPI- incl. foreign Non-monetary Total

linked currency linked items
(in NIS millions)

Assets 69,925 61,197 107,800 5,578 244,500
Liabilities 77,241 54,744 98,085 815 230,885
Difference (7,316) 6,453 9,715 4,763 13,615
Net forward
transactions 9,054 (686) (8,368) - -
Net options (in
underlying
asset terms) 512 (4) (508) - -

On 30 September 2003 the surplus of liabilities over assets (including forward transactions and options in
underlying asset terms) in the unlinked shekel sector amounted to NIS 74 million, compared with a surplus of
assets over liabilities of NIS 2,250 million at the end of 2002.

The surplus of assets in the CPI-linked sector amounted to NIS 8,223 million, compared with NIS 5,763 million
at the end of 2002.

The surplus of assets in the foreign currency sector, including the foreign currency-linked shekel sector,
amounted to NIS 1,144 million, compared with a surplus of NIS 839 million at the end of 2002.

The basis exposures reflected in assets and liabilities classified according to linkage basis comply with the
limitations determined by the Board of Directors.

Funding and Liquidity
Liquidity Status (at the Bank)

In the first nine months of 2003 the banking system was typified by a high level of liquidity following the trend
that was recorded in previous years.
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The volume of the banking system’s deposits in term deposits and the swap tenders was stable during the
period and amounted to some NIS 38 billion, slightly lower than the balance at the end of December 2002.

Utilization of the monetary loans that the Bank of Israel makes available to the banks remained low at an
average level of some NIS 0.8 billion.

Since the removal of the ceiling for Makam issues at the beginning of 2002, the Bank of Israel has increased the
net Makam issues each month by some NIS 1 billion, in parallel with a reduction in the banks’ deposits with the
Bank of Israel (deposits and the swap tenders). As at the end of September 2003 the banking system held some
NIS 2.9 billion of Makam, out of its total nostro portfolio of securities traded on The Tel Aviv Stock Exchange
in the sum of some NIS 42.0 billion.

The structure of the Bank’s assets and liabilities continued to be liquid. The high liquidity principally derived
from a large percentage of assets that can be realized within a short time and a policy directed at raising stable
and varied sources.

The Bank has a liquid and high quality securities portfolio (in shekels and foreign currency) of NIS 23.4 billion,
that increased during the first nine months of the year by NIS 2.2 billion, an increase in real terms of 10.3%.

In August 2003 the Bank of Israel published a circular relating to proper banking management directives in
respect of the management of liquidity risk. Pursuant to the directive, each bank must determine a
comprehensive policy for managing liquidity risk, including the structure of an internal model for a normal
scenario and for extreme situations. Taken into account in structuring the model will be the bank’s
characteristics, previous experience and with regard to large banks - also the implications of an exceptional
incident on the entire system. The model must ensure with a high level of certainty that the bank has sufficient
liquid means to cover the liquidity requirements in the coming month. The circular comes into force on 31
December 2004.

Leumi monitors its liquidity position on a current basis and also the indicators that reflect a change in the
liquidity risk.

Funding (at the Bank)

In the first nine months of 2003 there was a conspicuous trend of transition from shekel deposits to the capital
market. The principal factors for the public preferring to invest in traded assets were the equalization of the tax
levied on the capital market with that on bank deposits, the continued reduction of the Bank of Israel’s interest
rate, relatively high yields on the debenture market and the boom on the share market.

The Makam holdings of all the banking system’s customers amounted to some NIS 54 billion at the end of
September 2003, an increase of some 25% as compared with the end of 2002.

The accrual in mutual funds during the period under review amounted to some NIS 15 billion.

Against the background of the diversion of monies to the capital market, the public’s deposits with the Bank
decreased by some NIS 3.4 billion, while there was a positive accrual in the mutual funds of some
NIS 4.4 billion. The Leumi Group’s share in mutual funds was some 32% of the banking system as at the end
of September 2003.

Unlinked Shekel Sector

In the first nine months of the year the balance of the public’s unlinked shekel deposits at the Bank declined by
some NIS 0.6 billion, a decline of 0.8%.

Since the beginning of the year some NIS 4.0 billion has been deposited in unlinked savings for long periods of
one year and more.

There was a slight increase of 0.1% in the volume of credit to the public.
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Index-Linked Sector

The balance of linked deposits declined by some NIS 2.0 billion, a real decline of some 5.4%. The decline
derived from a negative accrual in index-linked savings schemes against the background of the forecast of low
and even negative inflation.

The balance of the credit in the index-linked sector rose by some NIS 0.9 billion, and amounted to some
NIS 28.4 billion.

Foreign Currency and Foreign Currency-Linked Sector

There was a moderate decrease in the public’s foreign currency and foreign currency-linked deposits and the
balance thereof at the end of the period was some NIS 65 billion, a real decline of some 1.2%, in consequence
of the appreciation of the shekel exchange rate. In dollar terms there was an increase in the public’s foreign
currency deposits of 475 million dollars, and in addition foreign currency-linked subordinated deposits of some
72 million dollars for a period of seven years with floating interest. These deposits were raised inter alia in
order to expand the Bank’s capital basis.

From July 2002 there was a gradual reduction in secondary liquidity obligations on foreign currency deposits
until their cancellation in May 2003. This move increased the free foreign currency sources that are available to
the Bank in a total volume of some 1.3 billion dollars.

The volume of loans declined sharply by some 5.0 billion dollars, a decrease of some 9.8%, (a decrease of 566
million dollars in dollar terms) following an increase of some 7.1% in 2002, against the background of the
reduction in the volume of economic activity and the use of the low exchange rate for the repayment of foreign
currency loans and also the appreciation of the shekel exchange rate against the dollar.

Against the background of the considerable increase in the foreign currency liquidity level at the Bank, it
increased its foreign securities portfolio in the period under review by some 450 million dollars.

Special Financial Instruments

During the period under review the activity in structured instruments was expanded. The products that were
marketed included deposits and securities linked to various share indices, deposits and securities guaranteeing
high foreign currency interest contingent upon the level of the interest rates on the euro market and deposits
guaranteeing high shekel interest conditional upon the level of the exchange rates.

The balance of the structured deposits was some NIS 2.08 billion at the end of September 2003, an increase of
some 53% as compared with the end of 2002 and the structured securities that were marketed amounted to
some 187 million dollars.

In the first nine months of the year the Bank launched a number of new products, some of them against the
background of the tax reform in the context whereof the Treasury’s regulations to encourage savings were
repealed.

The prominent among them are:

- index-linked savings schemes for a period shorter than two years, such as “index-linked savings for a
year”. With the shortening of the period this product also constitutes an alternative for longer deposits;

- “combined deposit” for a period of 11 months from December 2002 that pays unlinked shekel interest
in the first month (which is tax exempt) and index-linked interest in the 10 subsequent months;

- monthly income for long periods - index-linked savings with monthly income for periods of 8 and 15
years and also unlinked savings for a period of five years paying a monthly income;
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- shekel/index interest option shekel savings scheme for periods of two and a half years or 55 months;
Risk Management Policy
Market risk management

Market risk management policy is intended to assist in achieving business goals, while limiting the losses that
can stem from exposure to changes in the money and capital markets, interest rates, exchange rates and
inflation.

The market risk management policy is formulated and controlled through the market risk management
committee headed by the Manager of Market Risks and with the participation of the Chief Derivatives Officer,
the Head of the Risk Management Control Department and senior staff members from the business divisions
and others connected with asset and liability management (ALM).

For this purpose risks are measured by the accepted methods and measurement of the sensitivity of the
theoretical economic value of the capital, and of the reported profit to the principal parameters (interest rates,
changes in inflation and the currency exchange rates) and also by value at risk (VAR) and by examining the
possible damage to the Group in various scenarios.

VAR measures the maximum expected potential damage (the expected decrease in fair value of the assets less
the liabilities) from the holding of positions for a given future period, at a given assurance level. The VAR
calculations are made daily at the Bank and monthly at the Group.

The expected damage at low probabilities is not measured by VAR, but by extreme scenario analyses. These
analyses are also being carried out systematically at the Bank.

In accordance with the directives of the Bank of Israel, the risk measured by VAR relates the damage from
holding all balance sheet and off-balance sheet positions, from basis risk, interest risk and equity risk and not
only from holding the traded portfolios’ positions. The exposure to embodied options in addition to express
ones is also measured.

The model used to estimate potential damage is still undergoing a process of on-going change and
development, based on the best information and professional evaluations. Changes in VAR in a given period
therefore also represent, in addition to changes in positions of the Bank or in the various risk factors,
methodological changes or changes in model assumptions.

The base currency for calculating VAR is the CPI-linked shekel as derived from the daily behavior of CPI-
linked assets in the capital market.

The VAR calculations, as detailed below, were made using the parametric VAR system, at an assurance level
of 99%, for a holding period of two weeks.

Estimates of the VAR amount:

30 September 2003 31 December 2002
(NIS millions)
The Bank 231 381
Consolidated 276 502

There were no changes in the market risk management policies of the Bank in the period January - September
2003 compared with the description in the Directors’ Report for 2002.

The decrease in the VAR derives primarily from the decline in the interest rates and their volatility.
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Operational Segments

The Group operates in different operational segments through the Bank and its subsidiaries in all spheres of
banking and financial services. Furthermore, the Group invests in non-banking corporations that operate in
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 Israel and the
manner of their measurement is detailed in the Annual Report.
Following is the development of the net profit according to operational segments after tax:

Nine months ending Year

30 September

2003 2002 2002

NIS millions
Corporate and international banking* 24 72 108
Retail banking 333 326 440
Commercial banking* 82 108 90
Global private banking™ 57 79 217
Construction and real estate 119 27 59
Mortgages - housing loans 87 67 113
Credit card operations 3 (8) (5)
Capital market operations 7 (18) (28)
Others 202 (240) (570)
Total 914 413 424

* The profitability in the said segments was adversely affected by the appreciation in real terms of the shekel
against the principal currencies (dollar, Swiss franc and sterling) in 2003 as compared with a depreciation in the
corresponding period last year.

Following is an explanation of the main aspects of the profitability in the period January - September 2003 as
compared with the corresponding period in 2002:

1.

The decrease in the profitability of corporate and international banking derives principally from an
increase in the provisions for doubtful debts and also from the effect of the exchange rate differences in
respect of overseas investments relating to this segment that are not included in the tax calculation basis
and which were negative in the said period as compared with positive exchange rate differences in the
corresponding period in 2002.

There was no material change in the profitability of retail banking and the increase in income was set
off by an increase in operating and other expenses.

The decrease in the profitability of commercial banking derives principally from a decrease in profit
from commercial banking activities in the Bank’s foreign subsidiaries (UK and France) mainly from
the effect of negative exchange rate differences in respect of overseas investments attributed to
commercial banking, that are not included in the tax calculation basis and which were negative in the
said period as compared with positive exchange rate differences in the corresponding period in 2002.
On the other hand, the increase in profit of commercial banking in Israel partly set-off these decreases.
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4. The decrease in the profitability of global private banking derives mainly from a decrease in profit in
the Swiss subsidiary, mainly as a result of the effect of negative exchange rate differences in respect of
the overseas investment that are not included in the tax calculation basis and which were negative in the
said period as compared with positive exchange rate differences in the corresponding period in 2002.
On the other hand, the increase in profit from private banking in Israel partly set-off this decrease.

5. The increase in the profitability of the construction and real estate segment derives principally from an
increase in income and a decrease in the provisions for doubtful debts.

6. The increase in the profitability of the mortgages-housing loans segment derives principally from an
increase in the interest income before provision for doubtful debts, which was partially offset by the
increase in the provisions for doubtful debts, a decrease in operating income and an increase in
operating expenses.

7. The increase in the profitability of the credit cards segment derives from an improvement in the
profitability of Leumi Card.

8. The improvement in the profitability of the capital market segment arises mainly from an increase in
the profitability of Psagot Ofek and Leumi & Co.

9. The profits in the “others” sector as compared with losses in the corresponding period in 2002 derive
principally from an increase in the market value of securities for trading and derivatives, a decrease in
the erosion of the unlinked financial assets surplus in consequence of the lower inflation rate in 2003,
from the difference between the change in the actual index and the change in the known index, from
profits of the severance reserves and an increase in the profits of companies included on the equity
basis. On the other hand, the increase in expenses partially offset these increases.

See pages 57 to 59 for further details.

Activities of Major Subsidiaries and Affiliates by Activity Sector

Consolidated Subsidiaries in Israel

The Bank’s investments in consolidated subsidiaries in Israel amounted to NIS 3,749 million on 30 September
2003, compared with NIS 3,558 million on 31 December 2002. The contribution to net profit in the period
January - September 2003 was NIS 212 million, compared with NIS 131 million in the corresponding period in
2002, an increase of 62.1%. In the third quarter of 2003, the contribution to net profit amounted to NIS 71

million, compared with NIS 83 million in 2002, a decrease of 14.2%.

See Notes 2A, 3, 5 and 6 to the Financial Statements concerning legal claims and other subjects relating to
consolidated subsidiaries and the Bank.

Overseas Consolidated Subsidiaries

The Bank’s investments in overseas consolidated subsidiaries amounted to NIS 3,692 million on 30 September
2003, compared with NIS 3,496 million on 31 December 2002.

The nominal profit of the overseas consolidated subsidiaries, as reported by them, in the period January -
September 2003 amounted to 42 million dollars, compared with 41 million dollars in the corresponding period
in 2002.

The contribution of overseas consolidated subsidiaries to the Group’s net adjusted profit, in shekels, in the
period January - September 2003 amounted to a profit of NIS 81 million, compared with a profit of
NIS 354 million in the corresponding period in 2002.

The decrease in the contribution to profit derives from the effect of the appreciation in the rate of the shekel
against the major currencies and compared with the depreciation in the corresponding period in 2002. The
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effect of the exchange rate differences was a decrease in profit of NIS 94 million in the period January -
September 2003, compared with an increase in profit of NIS 172 million in the corresponding period in 2002.

Net financing income which was generated in the Bank and offset part of these exchange rate differences
amounted to some NIS 56 million in the period January - September 2003, compared with a loss of
NIS 102 million in the corresponding period in 2002.

Banque Leumi France S.A.

The Bank continues with changing and reorganizing the Leumi Group’s operations in France and is acting to
establish a representative office in France. In such context and further to a resolution of Banque Leumi France’s
board of directors on 16 May 2003 to authorize its chief executive officer to conduct discussions with its
employees, Banque Leumi France signed an agreement with the employees with regard to the terms and
conditions of the termination of their employment.

With regard to the investigation being conducted in France with regard to the check laundering affair between
France and Israel, the investigating magistrate did not accept the prosecution’s recommendations and decided to
file indictments inter alia against Banque Leumi France, its chief executive officer and an additional manager.
The prosecution has appealed against this decision and the court is due to decide the issue.

Bank Leumi UK

In the second quarter Bank Leumi UK sold all its holdings in Shore Capital, in which it held 19.9%, for a
consideration of £ 8.3 million.

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 September 2003 was
NIS 20.6 billion, compared with NIS 14.7 billion at the end of 2002. The value of the assets of the mutual funds
managed by the Group at the end of September 2003 constituted 32.04% of the assets of all mutual funds in the
system.

The Group has three mutual fund management companies in Israel:

Leumi-Pia -As at 30 September 2003 Leumi-Pia managed 43 mutual funds with total assets amounting to
some NIS 10.0 billion, compared with some NIS 7.5 billion at the end of 2002. Its share of the sector’s total
assets was 15.52% at the end of September 2003. In the third quarter of 2003 Leumi-Pia issued new funds: “Pia
Patzan Nazil” and “Pia 90/10".

Psagot - As at 30 September 2003 Psagot managed 38 mutual funds with total assets amounting to some
NIS 10.1 billion (without Ofek), compared with some NIS 6.5 billion at the end of 2002. Its share of Israel’s
mutual fund sector was 15.61% at the end of September 2003. During the third quarter of 2003, Psagot issued a
new fund: “Psagot Makam Plus Strategies”.

Ofek Mutual Funds Ltd. — As at 30 September 2003 Ofek managed 10 mutual funds, with total assets
amounting to some NIS 587 million, constituting some 0.91% of the assets of the sector.
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Psagot Ofek Investment House Ltd (formerly Ofek Securities and Investments Ltd.)

On 13 August 2003 the board of directors of Ofek Securities and Investments Ltd. resolved on a reorganization
in Ofek Securities and Investments Ltd. and Psagot Mutual Fund Managers — Leumi Ltd., a fully owned
subsidiary of Ofek, that includes integrating and merging various operations subject to the statutory restrictions
applying to the operations in which these companies engage.

On 11 September 2003 the company’s name was changed to Psagot Ofek Investment House Ltd (“Psagot
Ofek”). The steps to effect the decision on the reorganization mentioned above are continuing.

On 27 October 2003 Psagot Ofek’s board of directors resolved to recommend approving a merger agreement
between Ofek Mutual Funds Ltd (“Ofek”) and Psagot Mutual Fund Managers - Leumi Ltd (“Psagot”), such that
all Ofek’s assets and liabilities will be transferred on the merger date to Psagot, while Ofek will be dissolved
without a winding-up, and all subject to obtaining the necessary legal approvals.

It has been recommended within the context of the agreement that, as from 31 December 2003, all the funds
being managed by Ofek shall be transferred to Psagot’s management, all Ofek’s rights and liabilities in respect
of all the agreements that it signed with third parties whatsoever shall be transferred to Psagot and the latter
shall be deemed a party to the said agreements for all intents and purposes. Ofek’s board of directors has held a
preliminary discussion on the proposed merger agreement.

Provident Funds

The provident funds managed by the Leumi Group include seven funds for the self-employed, four funds for
salaried employees, four central funds for severance pay and a fund for the payment of sick pay. In addition,
funds are also managed for employees of the Bank and Leumi Mortgage Bank. The Group, through Leumi
Gemel Ltd, provides services for specialized funds, including the Electricity Corp’s employee’s supplementary
training fund and the engineers and architects’ provident fund.

The value of the assets of the provident funds managed by the Group amounted to some NIS 29.5 billion on 30
September 2003, compared with some NIS 27.8 billion at the end of 2002.

During the period January - September 2003, the provident funds (not including Ofek Gemel) managed by the
Group produced positive real yields, except for Signon Foreign Currency and the foreign currency path of the
Central Fund for Severance Pay that recorded negative yields in consequence of appreciation of the shekel in
relation to the dollar. The funds that recorded positive yields include the following: Otzma — 12.62%, Taoz —
13.25%, The Central Fund for Severance Pay — 12.77%, Signon shekel path — 19.23% and Signon equity path —
22.78%. In comparison with the above, Signon foreign currency path had a negative yield of 2.67%.

Reorganization Arrangement/Merger between the Provident Funds and Leumi Gemel Ltd.

Pursuant to an arrangement that was approved by the Court in 2002 and 2003, which was made in accordance
with the policy of the Capital Market, Insurance and Savings Department in the Ministry of Finance and with
its approval in principle, the provident funds (apart from Taoz) changed from companies to schemes that are
managed by Leumi Gemel.

The said change will not impair the rights of the members of the provident funds.

Supplementary Training Funds

Kahal Employees Supplementary Training Fund Ltd. (“Kahgj&intly managed by the Bank and Israel
Discount Bank) - the value of the assets of Kahal and Kahal Paths Supplementary Training Fund reached some
NIS 8.6 billion on 30 September 2003, compared with some NIS 8.1 billion at the end of 2002. The number of

employers contributing to the fund is some 37.7 thousand and the number of accounts in the fund is some
383.4 thousand.
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Kahal’s real net yield in the period January - September 2003 stood at 9.3%. The yield was positive in all paths
except for the foreign currency path, which recorded a negative yield of 3.6%.

Non-Banking Activities of Companies Included on the Equity Basis

Total investments of the Group in companies included on the equity basis amounted to
NIS 1,321 million on 30 September 2003, compared with NIS 1,355 million on 31 December 2002.

In the period January - September 2003 the contribution to net profit amounted to some NIS 111 million,
compared with some NIS 4 million in the corresponding period in 2002. In the third quarter of the year the
contribution was NIS 37 million, compared with a loss of NIS 2 million in the corresponding period in 2002.
Africa Israel Investments Group

The consolidated assets as at 30 September 2003 totaled some NIS 6.9 billion.

Shareholders’ equity was NIS 1,117 million on 30 September 2003, compared with NIS 1,190 million at the
end of 2002. The net profit in the period January - September 2003 amounted to some NIS 86 million,
compared with NIS 109 million in the corresponding period in 2002. Net return on equity in annual terms was
9.8%, compared with 13.8% in the corresponding period in 2002.

Migdal Insurance and Financial Holdings Group

The group has total assets of some NIS 40.2 billion, of which some NIS 33.1 billion are life insurance reserves
and some NIS 3.2 billion are general insurance reserves. Shareholders’ equity as at 30 September 2003 totaled
some NIS 2,271 million.

The group’s net profit for the period January - September 2003 was NIS 287.8 million, compared with some
NIS 24.7 million in the corresponding period in 2002. The net return on equity in annual terms was 19.7%,
compared with 1.7% in the corresponding period in 2002.

The profit from life insurance amounted to some NIS 456 million, compared with a profit of some
NIS 199 million in the corresponding period in 2002, an increase of 129.5%.

The profit from general insurance amounted to some NIS 94 million, compared with some NIS 19 million in
the corresponding period in 2002, an increase of 404.1%.

See Note 7 to the Financial Statements concerning the pending claims against the Migdal Group and others.
Israel Corporation Ltd.

Israel Corporation Ltd, which is controlled by the Ofer Group, is a holding company whose principal holdings
are in the spheres of chemicals (holding 53% of the shares of Israel Chemicals Ltd.), shipping (holding some
49% of Zim Israel Navigation Co. Ltd.), energy (holding some 26% of Qil Refineries Ltd.), hi-tech and

additional interests.

The consolidated assets of Israel Corporation totaled some NIS 15.5 billion as at 30 September 2003, compared
with NIS 16.3 billion at the end of 2002.

Shareholders’ equity totaled some NIS 2,077 million as at 30 September 2003, compared with some
NIS 1,999 million at the end of 2002.

The net profit in the period January - September 2003 totaled some NIS 251 million, compared with a loss of
some NIS 85 million in the corresponding period in 2002.

See Note 8 to the Financial Statements regarding the pending claims against Israel Corporation Group.
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At the meeting of the Board of Directors held on 30 November 2003, it was decided to approve and publish the
Group’s unaudited consolidated Financial Statements as at 30 September 2003 and for the periods ending on

that date. During the period January - September 2003 the Board of Directors held 17 plenary meetings and 47
committee meetings.

Eitan Raff Galia Maor
Chairman of the Board of Directors President and Chief Executive Officer

30 November 2003
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DIRECTORS’ REPORT

Bank Leumi le-Israel B.M. and its Subsidiaries and Affiliates

Main Financial Data for the Bank Leumi Group

Jan. - Sept Jan. - Sept Year
2003 2002 2002

Income, Expenses and Profit (NIS millions):
Net interest income before provision for doubtful debts 4,545 3,667 5,104
Provision for doubtful debts 1,267 1,302 1,915
Total operating and other income 2,323 2,212 2,906
Total operating and other expenses 4,051 3,811 5,271
Of which: Costs of Voluntary Retirement 83 26 337
Operating profit before taxes 1,550 766 824
Provision for taxes 728 301 263
Net operating profit 932 416 415
After-tax net profit (loss) from extraordinary items (18) 3) 9
Net profit for the period 914 413 424
Net operating profit per NIS 1 par value of share capital (in NIS) 0.659 0.294 0.294
Net profit per NIS 1 par value of share capital (in NIS) 0.646 0.292 0.300
Assets and Liabilities at End of Period (NIS millions):
Total assets 242,907 243,994 244,500
Credit to the public 170,115 172,851 172,452
Securities 38,704 36,775 36,289
Deposits of the public 201,800 203,140 205,826
Shareholders' equity 14,277 13,218 13,200
Major Financial Ratios in Annual Terms (%0):
Credit to the public/Total assets 70.0 70.8 70.5
Securities/Total assets 15.9 15.1 14.8
Deposits of the public/Total assets 83.1 83.3 84.2
Shareholders' equity (excluding minority interest)/Total assets 5.9 5.4 5.4
Shareholders' equity/Risk assets (a) (b) 11.0 10.2 10.3
Tier | capital/Risk assets (a) 7.4 6.8 6.8
Net profit/Shareholders' equity (excluding minority interest) 9.3 4.2 3.3
Net operating profit/Shareholders' equity (excluding minority interest) 9.5 4.3 3.2
Rate of tax provision 47.0 39.3 31.9
Provision for doubtful debts/Credit to the public 0.99 1.01 111
Provision for doubtful debts/Net interest income before provision for doubtful debts 27.9 355 375
Net interest income before provision for doubtful debts/Total assets 25 2.0 2.1
Total income/Total assets (c) 3.79 3.23 3.28
Total operating and other expenses/Total assets 2.23 2.09 2.16
Financial margin including income and expenses from derivatives 1.63 1.74 1.79
Operating expenses (excluding costs of voluntary retirement)/Total income (c) 57.8 64.4 61.6
Operating and other income/Operating and other expenses
(excluding costs of voluntary retirement) 58.5 58.4 58.9
Operating and other income/Total income (c) 33.8 37.6 36.3

(a) Ratio calculated in accordance with Bank of Israel directives.

(b)  Shareholders' equity - plus minority interests and less investments in the capital of companies included on the equity basis

and various adjustments.

(c)  Total income - net interest income before provision for doubtful debts plus operating and other income.
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Rates of Financing Income and Expenses (on a Consolidated Basis) (a)
In terms of NIS of September 2003

MANAGEMENT REVIEW

For the three months ended 30 September

2002

Rate of income (expenses)

Rate of income (expenses)

Financing excluding Financing  including derivatives

Average income the effect of Average income Hedge and
balance (b) (expenses) derivatives balance (b) (expenses) Hedge ALM (j)
(NIS millions) % (NIS millions) % %

Israeli currency - unlinked

Assets (c) (d) 69,731 2,246 13.52 64,734 1,205 7.63

Effect of embedded and ALM

derivatives (e) 9,635 216 9,851 96

Total assets 79,366 2,462 74,585 1,301 7.13

Liabilities (d) 74,288 (1,814) (10.16) 72,141 (869) (4.91)

Effect of embedded and ALM

derivatives (e) 4,955 (46) - -

Total liabilities 79,243 (1,860) 72,141 (869) (4.91)

Interest margin 3.36 2.72 2.22

Israeli currency —

linked to the CPI

Assets (¢) (d) 61,023 978 6.57 61,262 1,406 9.50

Effect of embedded and ALM

derivatives (e) 150 5 (971) 9

Total assets 61,173 983 60,291 1,397 9.60

Liabilities (d) 50,971 (691) (5.53) 51,893 (1,079) (8.58)

Effect of embedded and ALM

derivatives (e) 859 (17) - -

Total liabilities 51,830 (708) 51,893 (1,079) (8.58)

Interest margin 1.04 0.92 1.02

Foreign currency — local

operations (including

Israeli currency linked

to foreign currency)

Assets (c) (d) 63,763 3,404 23.12 70,252 1,459 8.57

Effect of hedging derivatives 7,262 97 - -

Effect of embedded and ALM

derivatives (e) 51,097 387 (8,880) (6)

Total assets 122,122 3,888 61,372 1,453 9.82

Liabilities (d) 60,456 (2,876) (20.42) 61,884 (1,144) (7.61)

Effect of hedging derivatives 7,062 83) - -

Effect of embedded and ALM

derivatives (e) 54,679 (625) - -

Total liabilities 122,197 (3,584) 61,884 (1,144) (7.61)

Interest margin 2.70 0.96 2.21

Foreign currency —

foreign operations

(integrated operations)

Assets (c) (d) 31,650 1,674 22.90 30,789 836 11.31

Effect of embedded and ALM

derivatives (e) 131 (1) - -

Total assets 31,781 1,673 30,789 836 11.31

Liabilities (d) 29,521 (1,400) (20.38) 29,855 (658) (9.11)

Effect of embedded and ALM

derivatives (e) 199 3 - -

Total liabilities 29,720 (1,397) 29,855 (658) (9.11)

Interest margin 2.52 2.20 2.20
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MANAGEMENT REVIEW

Rates of Financing Income and Expenses (on a Consolidated Basis) (a) (cont’d)

In terms of NIS of September 2003

For the three months ended 30 September

2003

2002

Rate of income (expenses)

Rate of income (expenses)

Financing Excluding Including Financing  including derivatives
Average income the effect of the effect of ~ Average income Hedge and
balance (b) (expenses) derivatives derivatives balance (b) (expenses) Hedge ALM (j)
(NIS millions) % % (NIS millions) % %
Total monetary assets generating
interest income (d) (f) 226,167 8,302 15.51 227,037 4,906 8.92
Effect of hedging derivatives 7,262 97 - -
Effect of embedded and ALM
derivatives (e) 61,013 607 - 81
Total assets 294,442 9,006 12.81 227,037 4,987 9.07
Total monetary liabilities generating
interest expenses (d) 215,236 (6,781) (13.21) 215,773 (3,750) (7.14)
Effect of hedging derivatives 7,062 (83) - -
Effect of embedded and ALM
derivatives (e) 60,692 (685) - -
Total liabilities 282,990 (7,549) (11.11) 215,773 (3,750) (7.14)
Interest margin 2.30 1.70 1.78 1.93
In respect of options 32) -
In respect of other derivatives
(excluding options, hedging
derivative instruments, ALM
derivatives and embedded derivatives
which have been separated) (i) 7 24
Financing commissions and other
financing income (g) 249 (k) 173
Other financing expenses (128) (€28
Net interest income before provision
for doubtful debts 1,553 1,403
Provision for doubtful debts
(including general and supplementary
provision) (387) (615)
Net interest income after provision for
doubtful debts 1,166 788
Monetary assets generating interest
income (d) (f) 226,167 227,037
Assets derived from derivative
instruments (h) 2,826 2,731
Other monetary assets (d) 3,532 2,769
General provision and supplementary
provision for doubtful debts (1,063) (1,024)
Total monetary assets 231,462 231,513
Monetary liabilities generating interest
expenses (d) 215,236 215,773
Liabilities derived from derivative
instruments (h) 2,267 2,580
Other monetary liabilities (d) 5,340 5,373
Total monetary liabilities 222,843 223,726
Total monetary assets exceed
monetary liabilities 8,619 7,787
Non-monetary assets 6,854 6,319
Non-monetary liabilities 1,542 1,030
Total capital resources 13,931 13,076
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MANAGEMENT REVIEW

The footnotes are applicable for the three month period listed above as well as the nine month period listed
above:

(@)

(b)

(©)

(d)
(e)

®

(@

(h)

(1)

W)

(k)

The data in this exhibit includes before and after the effect of derivative instruments (including
the effect of off-balance sheet derivative instruments).

Based on monthly opening balances except for the unlinked Israeli currency sector where the
average balance is based on daily figures, and after deduction of the average balance sheet
balance of the specific provision for doubtful debts.

The average balance of unrealized profits (losses) from adjustments to fair value of debentures
has been deducted from (added to) the average balance of the assets in the amount of NIS (54)
million in the CPI linked Israeli currency sector for the nine month period and NIS 37 million
for the three month period, NIS 17 million in the unlinked Israeli currency sector for the nine
month period and NIS 124 million for the three month period, and NIS 134 million in the
foreign currency including foreign currency-linked Israeli currency sector for the nine month
period and NIS 214 million for the three month period.

Excluding derivative instruments.

Including derivatives (ALM) which constitute part of the Bank’s asset and liability management
system.

The average balance of unrealized profits (losses) from adjustments to fair value of debentures
has been deducted from (added to) the average balance of the assets, in the amount of NIS 97
million in the various sectors for the nine month period and NIS 375 million for the three month
period.

This includes profits and losses on sales of investments in debentures and adjustments to fair
value of debentures held for trading.

Includes the average balance for derivative instruments (does not include average of off-balance
sheet derivative instruments).

Comparative figures relate to commission from brokerage transactions with risk.

The Bank implemented beginning January 1, 2003 the instructions of the Supervisor of the
Banks as stated in Note 9 of the financial statements. The figures for 2003 can not be compared
with the figures for 2002.

Reclassified.
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MANAGEMENT REVIEW

Rates of Financing Income and Expenses (on a Consolidated Basis) (a)

Nominal U.S. $

For the three months ended 30 September

2003

2002

Rate of income (expenses)

Rate of income (expenses)

Financing Excluding  Including Financing Including derivatives
Average income the effect of the effect of ~ Average income Hedge and
balance (b) (expenses) derivatives  derivatives balance (b) (expenses) Hedge ALM (f)
($ millions) % % ($ millions) % %
Foreign currency:
local operations (including
Israeli currency linked to
foreign currency)
Assets (c) (d) 14,638 94 2.60 15,252 122 3.25
Effect of hedging derivatives 1,662 5 - -
Effect of embedded and ALM
derivatives (e) 11,698 179 (1,917) (12)
Total assets 27,998 278 4.04 13,335 110 3.37
Liabilities (d) 13,840 27 (0.78) 13,376 (60) (1.81)
Effect of hedging derivatives 1,617 ) - -
Effect of embedded and ALM
derivatives (e) 12,517 12) - -
Total liabilities 27,974 (41) (0.60) 13,376 (60) (1.81)
Interest margin 1.82 3.44 1.44 1.56
Foreign currency —
foreign operations
(integrated operations)
Assets (c) (d) 7,412 60 3.30 6,441 70 4.44
Effect of embedded and ALM
derivatives (e) 31 - - -
Total assets 7,443 60 3.31 6,441 70 4.44
Liabilities (d) 6,911 (28) (1.64) 6,246 (36) (2.34)
Effect of embedded and ALM
derivatives (e) 47 1 - -
Total liabilities 6,958 27) (1.60) 6,246 (36) (2.31)
Interest margin 1.66 1.71 2.10 2.13
Total:
Monetary assets in foreign
currency generating financing
income 22,050 154 2.84 21,693 192 3.60
Effect of hedging derivatives 1,662 5 - -
Effect of embedded and ALM
derivatives (e) 11,729 179 (1.917) (12)
Total assets 35,441 338 3.89 19,776 180 3.71
Monetary liabilities in foreign
currency generating financing
expense 20,751 (55) (1.07) 19,622 (96) (1.98)
Effect of hedging derivatives 1,617 ) - -
Effect of embedded and ALM
derivatives (e) 12,564 an - _
Total liabilities 34,932 (68) (0.80) 19,622 (96) (1.97)
Interest margin 1.77 3.09 1.62 1.74
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MANAGEMENT REVIEW

The footnotes for the nominal US$ are applicable for the three month period listed above as well as the nine
month period listed below:

(a)

(b)

(©)

(d)
(e)

)

The data in this exhibit includes before and after the effect of derivative instruments (including the
effect of off-balance sheet derivative instruments).

Based on monthly opening balances for the Bank and subsidiaries in Israel and on quarterly
opening balances for foreign subsidiaries, and after deduction of the average balance sheet balance
of the specific provision for doubtful debts.

The average balance of unrealized profits and losses from adjustments to fair value of debentures in
the amount of US$ 50 million for the three month and US$ 30 million for the nine month period,
has been deducted from the average balance of the assets.

Excluding derivative instruments.

This includes derivatives (ALM) which constitute part of the Bank’s asset and liability management
system.

The Bank implemented beginning January 1, 2003 the instructions of the Supervisor of the Banks

as stated in Note 9 of the financial statements. The figures for the three and nine month periods of
2003 can not be compared with the corresponding periods of last year.
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MANAGEMENT REVIEW

Rates of Financing Income and Expenses (on a Consolidated Basis) (a)
In terms of NIS of September 2003

For the nine months ended 30 September

2003 2002

Rate of income (expenses) Rate of income (expenses)

Financing Excluding  Including Financing  Including derivatives
Average income The effect of The effect of ~ Average income Hedge and
balance (b) (expenses) derivatives  derivatives balance (b) (expenses) Hedge ALM (j)
(NIS millions) % % (NIS millions) % %
Israeli currency - unlinked
Assets (c) (d) 68,303 6,014 11.91 65,760 (571) (1.16)
Effect of embedded and ALM
derivatives (e) 9,977 727 10,056 (561)
Total assets 78,280 6,741 11.64 75,816 (1,132) (1.99)
Liabilities (d) 73,814 4,791) (8.75) 73,334 2,248 4.06
Effect of embedded and ALM
derivatives (e) 3,931 (83) - -
Total liabilities 77,745 (4,874) (8.45) 73,334 2,248 4.06
Interest margin 3.16 3.19 2.90 2.07
Israeli currency —
linked to the CPI
Assets (c) (d) 61,386 2,936 6.43 60,415 2,219 4.93
Effect of embedded and ALM
derivatives (e) 247 16 (882) 3
Total assets 61,633 2,952 6.44 59,533 2,222 5.01
Liabilities (d) 51,713 (2,097) (5.44) 50,796 (1,568) (4.14)
Effect of embedded and ALM
derivatives (e) 865 (54) - -
Total liabilities 52,578 (2,151) (5.49) 50,796 (1,568) (4.14)
Interest margin 0.99 0.95 0.79 0.87
Foreign currency — local
operations (including
Israeli currency linked
to foreign currency)
Assets (c) (d) 66,755 (491) (0.98) 71,198 4,930 9.34
Effect of hedging derivatives 7,384 584 - -
Effect of embedded and ALM
derivatives (e) 49,198 1,508 (9,174) 352
Total assets 123,337 1,601 1.73 62,024 5,282 11.51
Liabilities (d) 61,647 504 1.09 62,458 (4,454) (9.62)
Effect of hedging derivatives 7,182 476) - -
Effect of embedded and ALM
derivatives (e) 54,299 (844) - -
Total liabilities 123,128 (816) (0.88) 62,458 (4,454) (9.62)
Interest margin 0.11 0.85 (0.28) 1.89
Foreign currency —
foreign operations
(integrated operations)
Assets (c) (d) 32,589 (423) (1.72) 31,531 2,492 10.67
Effect of embedded and ALM
derivatives (e) 117 8 - -
Total assets 32,706 (415) (1.69) 31,531 2,492 10.67
Liabilities (d) 30,633 840 3.64 31,068 (1,848) (8.01)
Effect of embedded and ALM
derivatives (€) 188 - - 1
Total liabilities 30,821 840 3.62 31,068 (1,847) (8.00)
Interest margin 1.92 1.93 2.66 2.67
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MANAGEMENT REVIEW

Rates of Financing Income and Expenses (on a Consolidated Basis) (a) (cont’d)
In terms of NIS of September 2003

For the nine months ended 30 September

2003

2002

Rate of income (expenses)

Rate of income (expenses)

Financing Excluding Including Financing  including derivatives

Average income the effect of the effect of ~ Average income Hedge and
balance (b) (expenses) derivatives derivatives balance (b) (expenses) Hedge ALM (j)
(NIS millions) % % (NIS millions) % %

Total monetary assets generating

interest income (d) (f) 229,033 8,036 4.71 228,904 9,070 5.32

Effect of hedging derivatives 7,384 584 - -

Effect of embedded and ALM

derivatives (e) 59,539 2,259 - (206)

Total assets 295,956 10,879 4.93 228,904 8,864 5.20

Total monetary liabilities generating

interest expenses (d) 217,807 (5,544) (3.41) 217,656 (5.622) (3.46)

Effect of hedging derivatives 7,182 476) - -

Effect of embedded and ALM

derivatives (e) 59,283 (981) - 1

Total liabilities 284,272 (7,001) (3.30) 217,656 (5,621) (3.46)

Interest margin 1.30 1.63 1.86 1.74

In respect of options 35 -

In respect of other derivatives

(excluding options, hedging

derivative instruments, ALM

derivatives and embedded derivatives

which have been separated) (i) 10 60

Financing commissions and other

financing income (g) 649 (k) 509

Other financing expenses 43 (145)

Net interest income before provision

for doubtful debts 4,545 3,667

Provision for doubtful debts

(including general and supplementary

provision) (1,267) (1,302)

Net interest income after provision for

doubtful debts 3,278 2,365

Monetary assets generating interest

income (d) (f) 229,033 228,904

Assets derived from derivative

instruments (h) 3,054 2,344

Other monetary assets (d) 3,461 3,140

General provision and supplementary

provision for doubtful debts (1,083) (1,029)

Total monetary assets 234,465 233,359

Monetary liabilities generating interest

expenses (d) 217,807 217,656

Liabilities derived from derivative

instruments (h) 2,523 2,362

Other monetary liabilities (d) 5,575 5,535

Total monetary liabilities 225,905 225,553

Total monetary assets exceed

monetary liabilities 8,560 7,806

Non-monetary assets 6,025 6,658

Non-monetary liabilities 1,064 1,396

Total capital resources 13,521 13,068
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MANAGEMENT REVIEW

Rates of Financing Income and Expenses (on a Consolidated Basis) (a)

Nominal U.S. $

For the nine months ended 30 September

2003

2002

Rate of income (expenses)

Rate of income (expenses)

Financing Excluding  Including Financing Including derivatives
Average income the effect of the effect of ~ Average income Hedge and
balance (b) (expenses) derivatives  derivatives balance (b) (expenses) Hedge ALM (f)
($ millions) % % ($ millions) % %
Foreign currency:
local operations (including
Israeli currency linked to
foreign currency)
Assets (c) (d) 14,852 368 3.32 15,011 355 3.16
Effect of hedging derivatives 1,641 102 - -
Effect of embedded and ALM
derivatives (e) 10,953 176 (1,931) 3
Total assets 27,446 646 3.15 13,080 347 3.55
Liabilities (d) 13,698 (191) (1.86) 13,149 (188) (1.91)
Effect of hedging derivatives 1,596 (78) - -
Effect of embedded and ALM
derivatives (e) 12,077 an - -
Total liabilities 27,371 (280) (1.37) 13,149 (188) (1.91)
Interest margin 1.46 1.78 1.25 1.64
Foreign currency —
foreign operations
(integrated operations)
Assets (c) (d) 7,238 181 3.34 6,690 209 4.18
Effect of embedded and ALM
derivatives (e) 26 1 - _
Total assets 7,264 182 3.35 6,690 209 4.18
Liabilities (d) 6,802 (86) (1.68) 6,591 (109) (2.21)
Effect of embedded and ALM
derivatives (e) 42 - - 1
Total liabilities 6,844 (86) (1.67) 6,591 (108) (2.19)
Interest margin 1.66 1.68 1.97 1.99
Total:
Monetary assets in foreign
currency generating financing
income 22,090 549 3.32 21,701 564 3.48
Effect of hedging derivatives 1,641 102 - -
Effect of embedded and ALM
derivatives (e) 10,979 177 (1.931) @)
Total assets 34,710 828 3.19 19,770 556 3.76
Monetary liabilities in foreign
currency generating financing
expense 20,500 277) (1.80) 19,740 (297) (2.01)
Effect of hedging derivatives 1,596 (78) - -
Effect of embedded and ALM
derivatives (e) 12,119 an - 1
Total liabilities 34,215 (366) (1.43) 19,740 (296) (2.00)
Interest margin 1.52 1.76 1.47 1.76
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To the Board of Directors of Bank Leumi le-Israel B.M.

Dear Sirs,

Re: Review of the Unaudited Interim Consolidated Financial Statements for the
Periods Ended 30 September 2003

At your request, we have reviewed the condensed interim consolidated balance sheet of Bank
Leumi le-Israel B.M. and its subsidiaries as at 30 September 2003 and the condensed interim
consolidated statements of profit and loss and changes in shareholders’ equity for the nine
month and three month periods then ended.

Our review was carried out in accordance with the procedures prescribed by the Institute of
Certified Public Accountants in Israel and included, inter alia, reading the said financial
statements, reading the minutes of the Shareholders’ Meetings and the Meetings of the Board
of Directors and its committees, as well as making inquiries of the persons responsible for
financial and accounting matters at the Bank.

We were given reports issued by other auditors regarding their review of the interim financial
statements of the foreign subsidiaries, whose assets constitute some 14% of the total
consolidated assets in the condensed interim consolidated balance sheet as at 30 September
2003, and whose net interest income before provision for doubtful debts constitutes some
12% and some 18% respectively of the total consolidated net interest income before provision
for doubtful debts included in the condensed consolidated statement of profit and loss for the
nine month and three month periods then ended.

Since our review was limited in scope and does not constitute an audit in accordance with
generally accepted auditing standards, we do not express an opinion on the interim
consolidated financial statements.

In carrying out our review, including reading the above mentioned reports of other auditors,
nothing came to our attention to indicate that there is a need for any material modifications in
the said condensed interim financial statements in order for them to be considered as interim
financial statements that are drawn up in conformity with generally accepted accounting
principles and with directives and guidelines of the Supervisor of Banks.

We draw attention to the contents of Note 3 to the financial statements concerning a claim
against the Bank and a subsidiary, to the contents of Note 4 concerning a claim against the
Bank, to the contents of Note 5 concerning uncertainties concerning a subsidiary, to the
contents of Note 6A and B concerning uncertainties arising from claims against the Bank and
Israel Credit Cards Ltd., and to the contents of Notes 7B and 8 concerning uncertainties
concerning companies included on equity basis. The Bank is unable to estimate the effect on
the Bank, if any, on its financial position and on its operating results, of the said matters, and
whether or not they will be of a material nature.

Luboshitz Kasierer Somekh Chaikin
Certified Public Accountants (lsr.) Certified Public Accountants (lsr.)

30 November 2003
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Condensed Consolidated Balance Sheet as
In terms of NIS of September 2003

FINANCIAL STATEMENTS

at 30 September 2003

30 September 2003 30 September 2002 31 December 2002

(Unaudited) (Unaudited) (Audited)
(NIS millions)

Assets
Cash and deposits with banks 21,913 23,136 23,867
Securities 38,704 36,775 36,289
Credit to the public 170,115 172,851 172,452
Credit to governments 1,225 1,514 1,431
Investments in companies included on the equity basis 1,321 1,403 1,355
Buildings and equipment 2,572 2,518 2,562
Other assets 7,057 5,797 6,544
Total assets 242,907 243,994 244,500
Liabilities and equity capital
Deposits of the public 201,800 203,140 205,826
Deposits from banks 4,034 5,078 3,686
Deposits from governments 3,035 3,335 2,944
Debentures, bonds and subordinated notes 10,696 10,836 10,267
Other liabilities 8,805 8,025 8,162
Total liabilities 228,370 230,414 230,885
Minority interest 260 362 415
Shareholders' equity 14,277 13,218 13,200
Total liabilities and equity capital 242,907 243,994 244,500

Eitan Raff Galia Maor
Chairman of the President and Chief
Board of Directors Executive Officer

Zeev Nahari

Deputy Chief Executive Officer

Head of Finance and Accounting Division

The accompanying notes are an integral part of these Financial Statements.

Date of approval of the Financial Statements: 30 November 2003
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Condensed Consolidated Statement of Profit and Loss
For the Periods Ended 30 September 2003
In terms of NIS of September 2003

FINANCIAL STATEMENTS

For the Year

For the Three Months For the nine Months Ended
Ended 30 September Ended 30 September 31 December
2003 2002 2003 2002 2002
(Unaudited) (Unaudited) (Unaudited) (Unaudited) (Audited)
(NIS millions)
Net interest income before provision for doubtful debts 1,553 (a) 1,403 4,545 (a) 3,667 5,104
Provision for doubtful debts 387 615 1,267 1,302 1,915
Net interest income after provision for doubtful debts 1,166 788 3,278 2,365 3,189
Operating and other income
Operating commissions 601 604 1,828 1,837 2,441
Profits (losses) from investments in shares, net 16 @ (3 35 (@ 9 @)
Other income 114 113 460 366 472
Total operating and other income 731 714 2,323 2,212 2,906
Operating and other expenses
Salaries and related expenses 846 821 2,501 2,380 3,489
Building and equipment maintenance and depreciation 256 261 774 726 992
Other expenses 249 238 776 705 790
Total operating and other expenses 1,351 1,320 4,051 3,811 5,271
Operating profit before taxes 546 182 1,550 766 824
Provision for taxes on operating profit 155 55 728 301 263
Operating profit after taxes 391 127 822 465 561
Equity in after-tax operating profits (losses) of
companies included on the equity basis 37 2) 111 4 33)
Minority interest in after-tax operating profits
of subsidiaries (16) (11) 1) (53) (113)
Net operating profit 412 114 932 416 415
After-tax profit (loss) from extraordinary items 6 (1) (18) (3) 9
Net profit for the period 418 113 914 413 424
(NIS)
Profit per NIS 1 par value of share capital
Net operating profit 0.291 0.081 0.659 0.294 0.294
After-tax profit (loss) from extraordinary items 0.004 (0.001) (0.013) (0.002) 0.006
Total 0.295 0.080 0.646 0.292 0.300
(NIS thousands)
Par value of share capital used in the above computation 1,414,233 1,414,233 1,414,233 1,414,233 1,414,233

(a) Reclassified.

The accompanying notes are an integral part of these Financial Statements.

39



FINANCIAL STATEMENTS

Condensed Consolidated Statement of Changes in Shareholders' Equity

For the Periods Ended 30 September 2003
In terms of NIS of September 2003

For the Three Months Ended 30 September (Unaudited)

2003 2002
Total Total
Capital and Retained  sharcholders' Capital and Retained  shareholders'
capital reserves earnings equity capital reserves earnings equity
(NIS millions) (NIS millions)
Balance at the beginning of the period 7,040 6,892 13,932 7,040 6,032 13,072
Net profit for the period - 418 418 - 113 113
Adjustments in respect of presentation of
securities available for sale at fair value - 95) 95) - 38 38
Related tax effect - 42 42 - ) )
Translation adjustment for companies included
on the equity basis - (20) (20) - 4 4
Balance at the end of the period 7,040 (a) 7,237 14,277 7,040 (a) 6,178 13,218
For the nine Months Ended 30 September (Unaudited)
2003 2002
Total Total
Capital and Retained  shareholders' Capital and Retained  shareholders'
capital reserves earnings equity capital reserves earnings equity
(NIS millions) (NIS millions)
Balance at the beginning of the period 7,040 6,160 13,200 7,040 5,985 13,025
Net profit for the period - 914 914 - 413 413
Adjustments in respect of presentation of
securities available for sale at fair value - 352 352 - (432) (432)
Related tax effect - 1s9) (159) - 202 202
Translation adjustment for companies included
on the equity basis - 30) (30) - 10 10
Balance at the end of the period 7,040 (a) 7,237 14,277 7,040 (a) 6,178 13,218

For the Year Ended 31 December 2002 (Audited)
Capital and capital Retained Total shareholders'

reserves earnings equity
(NIS millions)

Balance as at 1 January 2002 7,040 5,985 13,025
Net profit for the year - 424 424
Adjustments in respect of presentation of securities available for sale at fair value - (425) (425)
Related tax effect - 194 194
Translation adjustment for companies included on the equity basis - 14 14
Loan to employees for purchase of Bank's shares - (32) (32)
Balance as at 31 December 2002 7,040 (a) 6,160 13,200

(a)  The retained earnings at the end of the period include:

1. Adjustments from translation of the financial statements of autonomous foreign investees in the amount of NIS (400) million, (NIS (374)
million as at 30 September 2002 and NIS (370) million as at 31 December 2002).

2. Adjustments in respect of presentation of securities available for sale at fair value, less related taxation, in the amount of NIS 57 million
(NIS (135) million as at 30 September 2002 and NIS (136) million as at 31 December 2002).

The accompanying notes are an integral part of these Financial Statements.
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FINANCIAL STATEMENTS

NOTES

1.

2. A

The Financial Statements as at 30 September 2003 and for the period then ended have been
prepared in accordance with accounting principles consistent with those applied in the audited
annual Financial Statements for 2002, save for the subjects detailed in Note 9 below.

Various legal actions by third parties are pending against the Bank and certain of its consolidated
subsidiaries, mainly claims of customers alleging, inter alia, interest charges at rates inconsistent
with the law and/or inconsistent with agreements, the conditioning of one service on another
service, particularly in respect of the purchase of savings schemes, untimely debiting and crediting
of accounts, the manner in which interest and value dates are calculated, the non-execution of
instructions for purchase and sale of securities on behalf of customers, and also claims in respect
of labor relations.

Furthermore, applications to file class actions are pending against the Bank and certain of its
consolidated subsidiaries in respect of various matters primarily relating to bank-customer
relations, the amount of none of which is material, or where the actions are not material or where
the amount being claimed by the plaintiff filing the application for the class action is of itself
material, but is, in the Bank’s opinion, without foundation. The Bank previously also gave details
of such actions in the notes to its financial statements.

In the opinion of the Bank’s management and the consolidated subsidiaries’ managements, based
on legal opinions with regard to the chances of the claims and the chances of the applications to
file class actions as mentioned above, adequate provision has been made in the Financial
Statements to cover any damages from claims which, in the opinion of the Bank and the
subsidiaries, will not be rejected or dismissed, and this notwithstanding the fact that the Bank
denies the said claims.

The Bank has undertaken to indemnify the officers of the Bank who are not directors of the Bank
(the “said officers”) in consequence of their carrying out their duties at the Bank and subsidiaries
and other companies on behalf of the Bank, and also in respect of a list of events as is the norm in
the banking system in Israel, which inter alia include the Bank’s routine banking activity, offering
securities to the public pursuant to a prospectus and reports to the public and the supervisory
authorities. The aggregate indemnity ceiling for all the Bank’s officers, including a similar
indemnity that may be given, if and when, to the Bank’s directors, and including the indemnity
granted to the officers of Banque Leumi France, is one quarter of the Bank’s shareholders’ equity.
The indemnity undertaking shall only apply after the said officers’ rights against third parties
(such as an insurer) have been exhausted. The wording of the indemnity is in accordance with the
provisions of the Companies Law. The Bank has further undertaken to indemnify the legal adviser
to the Bank’s Board of Directors in respect of providing legal services to the Board of Directors,
the Bank and to the directors as legal adviser to the Board of Directors, in similar form.

The Bank simultaneously has also begun taking steps to grant an indemnity to directors of the
Bank with the same terms and conditions and restrictions as given to the said officers. As part of
the said steps a request was made to the Bank’s shares committee that sought consultation with the
Ministry of Finance, the Bank of Israel and the Ministry of Justice. The committee’s chairman has
sent the Bank the Ministry of Finance’s position according to which the indemnity to the directors
should be limited as to scope and also applicability and that in the Ministry of Finance’s opinion
there is a doubt as to the legal validity of the prior indemnity in its present form.

The Bank has granted an exemption to the officers of the Bank, who are not directors of the Bank,
from liability in respect of damage due to breach of those officers’ duty of care to the Bank. The
Bank granted a similar exemption to the legal adviser to the Board of Directors in connection with
providing the legal services mentioned in paragraph B above.
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In September 1997 a foreign company in the process of liquidation filed a claim against the Bank,
its consolidated subsidiary and certain of their employees in the amount of some NIS 153 million
as at the date of filing concerning the transfer of 43.4 million dollars by the foreign company to an
account at the Bank in the name of a manager of the foreign company. The company’s liquidator
inter alia asserts that the defendants acted in a manner that enabled the foreign company’s
manager to steal the said amount from it.

The Bank, the consolidated subsidiary and the other defendants totally reject all of the plaintiff’s
assertions and maintain that they acted lawfully and as required. In the opinion of the Bank’s
management, based on an opinion of the Bank’s legal counsel, in accordance with what is known
to them and to the Bank at this stage, the defendants have good legal defenses against the claim. It
is not possible at this stage to assess the outcome of the claim and no provision has been made for
it.

On 19 June 2002 the Ramle Municipality filed an application to approve a class action against the
Bank, Bank Clearing Center Ltd. and additional banks. The applicant asserts that the defendant
banks made a restrictive arrangement with regard to the commission that they charge their
customers receiving standing order clearing services and that in consequence of restrictive
arrangements to which the defendants are parties, the applicant - and all the public requiring
standing order clearing services - are paying unfair and unreasonable amounts for standing order
clearing services. The amount of the class action is asserted to be NIS 967.5 million.

In the opinion of the Bank’s management, based on an opinion of the Bank’s legal counsel, it is
not possible at this stage to assess the outcome of the claim and the application for approval. A
provision has not been made.

Leumi Mortgage Bank Ltd.

Proceedings are pending against Leumi Mortgage Bank Ltd. (“Leumi Mortgage Bank”) as
follows:

A. A class action, the proceedings in which are being delayed in consequence of appeal
proceedings, in connection with charging borrowers’ life insurance commissions and
building insurances, that relates to a petition for declaratory relief “with regard to the
restrictive trade arrangement and the issue of the various insurances”.

B. A petition to the High Court of Justice asserting that the mortgage banks must cease
engaging in insurance brokerage.

C. Applications to approve class actions in respect of various matters: asserted overpayment
of premiums for building insurances made through Leumi Mortgage Bank; asserted
overcharging of interest on loans with floating interest; fixing high and excessive interest
rates on loans that are made available in instalments; asserted overcharging of stamp duty.

In the opinion of Leumi Mortgage Bank’s management, based on opinions of its legal counsel, it
is not possible at this stage to assess the outcome of the claims and the prospects of the claims
being approved as class actions. Accordingly, no provisions have been included in respect of such
proceedings.

See Leumi Mortgage Bank’s financial statements for further details on these proceedings.
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FINANCIAL STATEMENTS

Credit Cards

A.

In the Israel Credit Cards Ltd. (“ICC”) ownership separation agreement between Leumi
Financial Holdings Ltd. (a company wholly owned by the Bank) (“Leumi Holdings”) and
Israel Discount Bank Ltd. (“Discount Bank™) that was signed on 3 January 2000, Leumi
Holdings agreed to indemnify Discount Bank for various amounts that ICC and/or Diners
Club Israel Ltd. (“Diners”) might be obligated to pay for defined events, including for
legal claims according to a defined list (including class actions).

The indemnity is limited in amount to the consideration paid within the context of the
transaction, together with the Leumi Holdings’ share of a dividend that was distributed on
4 January 2000, adjusted for certain deductions that were determined (with the said
amount being linked and bearing interest as provided in the ownership separation
agreement), and payment thereof is subject to various terms and conditions that were
determined, as provided in the ownership separation agreement.

On 17 August 1998 a statement of claim and an application to approve a class action were
filed in the Tel Aviv District Court against the Bank, ICC and others concerning the
charging of excessive commissions from businesses that honored credit cards. The
amount claimed from all the respondents, jointly and severally, was NIS 1.025 billion as
at the date of filing of the action.

On 29 January 2003 the Court approved the claim as a class action. The said decision was
based, inter alia, on the view of the District Court that “there is a reasonable possibility
that material questions of fact and law which are common to the group will be decided
upon in a class action in favor of the group”.

The cause of action in respect of which the Court approved the claim as a class action
against the Bank (and against Discount Bank) is the existence of a restrictive arrangement,
based on the plaintiff’s assertion that “according to an agreement between them with
respect to matters related to the defendants no. 1 (ICC) and no. 2 (Diners), competition
between the banks will be prevented” and with respect to “the conduct of the two banks in
all matters related to Visa and Diners credit cards that were issued by the first two
defendants”.

The Court also approved the filing of a class action against ICC, Diners, Isracard Ltd and
Poalim American Express Ltd with respect to the plaintiff’s assertion that in the period
relevant to the claim, they had a monopoly in the clearing markets (asserted) of Visa,
Diners, Isracard and American Express credit cards, respectively, and that they abused
their asserted monopolistic status in order to charge the group’s members with excessive
clearing commissions. On this matter it should be noted that the Bank has made an
indemnification commitment towards Discount Bank, as described in 6.A. above.

On 10 February 2003 the District Court allowed the application to stay the hearing of the
claim and to postpone the time for filing the defendants’ statement of defense and the date
for publishing the announcement of the approval of the class action, in consequence of the
defendants’ intention to file applications with the Supreme Court for leave to appeal
against the decision of 29 January 2003, and in light of the plaintiff’s intention to appeal
against the decision with respect to those matters in his application that had been rejected.
The decision to stay the hearing of the actions was approved by the Supreme Court.

The Bank and the other defendants against whom a class action was approved filed
applications for leave to appeal against the decision with the Supreme Court. The plaintiff
filed an appeal against the decision with respect to those matters in his application that
had been rejected, including matters that were rejected in his application relating to the
Bank.
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In the opinion of the Bank’s legal counsel, in light of the complexity and innovative
nature of the matters being deliberated, it is not possible at this stage to evaluate the
outcome of the class action or the outcome of the applications for leave to appeal against
the decision to approve the claim as a class action or the outcome of the appeal filed by
the plaintiff. No provision was made.

On 18 May 2000 the Bank, Leumi Card, ICC, Discount Bank, Alpha Card, The First
International Bank and Aureq Gold Investments Ltd. reached an agreement regarding the
principles that would prevail in respect of the issue and acquiring of Visa credit cards in
Israel within the context of a local agreement (the “agreement”).

The agreement, which applied to the parties thereto the provisions of the local agreement
dated 7 July 1998, subject to certain changes, was signed following Leumi Card’s
acquisition of assets, equipment and operating systems from Alpha Card.

The Antitrust General Director granted an exemption to the agreement, subject to certain
conditions, pursuant to the provisions of section 14 of the Restrictive Trade Practices
Law, 5748-1988, in exemption file 3728, for a period of four years. The validity of
exemption 3728 was extended by the General Director from time to time and it will
remain in force for one and a half years from 11 August 2002 or until the end of the
litigation in the application filed with the Antitrust Tribunal on 6 September 2001, as
detailed below, whichever is the earlier. The terms and conditions of the agreement
between the parties and the exemption granted thereto by the General Director inter alia
established a mechanism for determining the interchange fee to be paid by those who use
the acquiring services to the issuers and the breakdown and rates thereof and the rates of
the interchange fee and their breakdown were also determined up to 1 March 2001.

On 8 March 2001 the General Director granted an exemption in file 4428, in which rates
and breakdown were determined for the interchange fee (the “General Director’s
approval”). The General Director ’s approval provided that the parties to the exemption
commit themselves to certain reductions in the interchange fee rates. Furthermore, the
General Director required the parties to the exemption to commence issuing and acquiring
for MasterCard credit cards in accordance with the timetable set with the approval of the
General Director. The termination date of the General Director ’s approval was extended
by him to 9 September 2001.

The Bank and Leumi Card have begun issuing MasterCard credit cards. The Bank and
Leumi Card applied to the General Director to postpone the commencement of acquiring
for MasterCard credit cards via a joint technical interface. The talks with the General
Director on this issue are continuing in order to settle the question of acquiring for
MasterCard by the Bank Leumi Group. On 7 August 2002 the Director-General filed an
application with the Tribunal for it to approve an agreed order that was formulated
between him and the Hapoalim group. According to the General Director, the order is
intended to regulate the opening of the MasterCard system in Israel to competition and to
impose restrictions on the Hapoalim group, primarily in connection with issuing and
acquiring for Isracard and MasterCard cards. In the opinion of the Bank and Leumi Card,
the order, assuming it is approved, will not provide a full answer to resolving the
competitive advantages that will be afforded to the Hapoalim group for so long as
acquiring for the Isracard cards is not opened up to Leumi Card, and in such regard the
Bank is continuing contacts with the Antitrust Authority inter alia.
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On 6 September 2001, the Bank and Leumi Card filed an application with the Antitrust
Tribunal to approve a restrictive arrangement with regard to interchange fees that would
be paid by those using the acquiring services to the issuers of Visa cards at rates and upon
terms and conditions that were agreed upon in a new agreement executed between the
Bank, Leumi Card, Discount Bank, ICC and The First International Bank of Israel (the
“new agreement”) and also an application for the grant of a temporary permit to operate
pursuant to the new agreement.

After receiving the General Director’s recommendation dated 7 September 2001, the
Antitrust Tribunal granted a provisional temporary permit as aforesaid on 9 September
2001. Superpharm (Israel) Ltd., Ace Marketing Chains - Consumer Products Ltd., Kitan
Consolidated Ltd, the Golf A.K. Ltd. group and Supersol Ltd (together the “objectors™)
filed objections to the approval of the restrictive arrangement with the Antitrust Tribunal
and they also filed objections to the grant of the temporary permit and applications to set
aside the provisional temporary permit.

On 22 December 2002 the Antitrust Tribunal granted a temporary permit for the new
agreement. In accordance with the Tribunal’s ruling, the temporary permit shall remain in
force until a ruling is handed down on the request to approve the new agreement in the
principal proceeding.

The average rate of the interchange fees, as determined in the new agreement, was
reduced as compared with the average interchange fee rate that was determined in the
General Director’s approval and the differences in the interchange fee rates between the
various business categories were also reduced.

The hearing of the application to approve the new agreement has not yet been concluded.

On 7 October 2003 the Antitrust Authority filed an application with the Tribunal for the
grant of an order to ensure compliance with the terms and conditions of the temporary
arrangement, according to which there would be a temporary reduction of the interchange
fee rates and also the chief executive officers of Leumi Card and 1CC would be obliged to
sign periodic affidavits in which they would confirm that the terms and conditions of the
temporary arrangement were being fully complied with. It is asserted in the application
that at certain times ICC and Leumi Card deviated from the terms and conditions of the
temporary permit with regard to the amount of the average interchange fee. ICC and
Leumi Card have filed their reply according to which, inter alia, there was no breach as
aforesaid and the application is not appropriate.

Reduction of the rate of the interchange fee will detrimentally affect the Bank’s income as
an issuer. The total interchange fees received by the Bank in the first nine months of 2003
amounted to NIS 41 million, similar to the corresponding period in 2002.

In consequence of Leumi Card’s notification with regard to charging cardholders with
new commissions, a representative of the Antitrust General Director wrote to Leumi Card
on 28 January 2002 with a detailed demand to receive documents, data and information
with regard to the charging of these commissions. Everything required by the General
Director was submitted by Leumi Card as requested.

In the context of the Bank’s marketing campaigns for Diners cards, primarily in 1998 and
1999, cases were discovered in which customers were debited with commissions in
respect of cards that had been issued to them as aforesaid, but which they had not
requested.
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The Bank acted and is acting through various means in order to prevent reoccurrence of
such cases. In addition, the Bank acted and is acting to refund the commissions that were
charged as aforesaid to those customers together with appropriate interest.

In March 2002 the Supervisor of Banks informed the Bank that the material in his
possession regarding Diners cards together with the Bank’s reply had been sent to the
State Attorney’s Office for it to consider whether it was necessary to instigate a police
investigation into the matter.

In the context of issuing Leumi Visa credit cards to customers of the Bank, the Bank
offered some of its customers membership in the “Faithful Traveler” club, a joint club of
Leumi Card and EI Al, without payment of a club membership fee. Due to a technical
fault that occurred, some 3,500 of these customers were erroneously charged with
membership fees.

On becoming aware of the error, the Bank took action to locate all the said customers and
to credit their accounts with the debited amount plus an appropriate supplement. In March
2002 the Supervisor of Banks informed the Bank that the material in his possession on
this issue had been to sent the State Attorney’s Office for it to consider whether it was
necessary to instigate a police investigation into the matter.

7. Migdal Insurance and Financial Holdings Ltd. (“Migdal Holdings™)

A.

Migdal Holdings’ investment in securities item includes “a permanent investment” in
listed shares of the Bank. The investment, that is presented on the basis of cost, amounts
to NIS 989 million.

In November 2002 a valuation was made of the Bank as at 30 September 2002. According
to the valuation that was received by Migdal Holdings, the value of the block of shares it
holds ranged between NIS 864 million and NIS 939 million.

Following a discussion on the valuation and all the assumptions that formed the basis
thereof, Migdal Holdings’ board of directors decided to put the book value of the
investment in the said shares in the upper range of the valuation and to record the
investment on the basis of a value of the Bank of some NIS 11.7 billion. The implication
of the said recording was a reduction of the value of the investment recorded in Migdal
Holdings’ books in 2002 by an amount of some NIS 50 million. The market value of the
shares as at the date of the financial statements was NIS 719 million.

There are claims and applications for filing class actions against the Migdal group, that
are primarily connected with the Migdal group’s insurance business, on subjects of
premium calculations, drawing management fees and payment of commissions in
connection with group life insurance.

With regard to the majority of the said claims and applications, in the assessment of
Migdal’s management and based upon legal advice it has received, it is not possible to
estimate the extent of the exposure nor the outcome of the actions and accordingly
provisions in respect of such proceedings were not included.

See Migdal Holdings’ financial statements for further details of these proceedings.
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Israel Corporation Ltd.

Israel Corporation’s major investments include Oil Refineries Ltd. and Israel Chemicals Ltd., in
respect whereof the following principal uncertainties exist:

A.

The government has decided on a reform in the refining sector, in the context whereof
there is a decision to spin off Oil Refineries into two separate oil refineries with separate
ownership.

In December 2002 an arrangement was signed between the Government of Israel, Oil
Refineries and Israel Corporation with regard to the period following the end of the
licence (18 October 2003) pursuant whereto Qil Refineries operates. The principal aspect
of the arrangement is Oil Refineries’ continued holding of the assets that it held on the eve
of the end of the licence for 25 years with an option to extend the term for a further 25
years.

On 5 August 2003 Israel Corporation gave notice to the government that in view of the
fact that the negotiations with the government as to Israel Corporation’s participation in
the spin-off had not been productive and in view of the times determined in an appendix
to the arrangement, it had decided not to exercise the option granted to it in appendix “C”
to the arrangement to participate in the spin off of Oil Refineries into two separate oil
refineries. Accordingly the provisions of clause 4 of the said appendix would apply in
such regard, pursuant whereto Israel Corporation would sell all the Oil Refineries shares
owned by Israel Corporation to the government or to such party as the government would
instruct within 30 days, at a price representing the average between the two overall
valuations of Oil Refineries and subject to certain monetary adjustments.

Nonetheless, Israel Corporation would be prepared to continue the negotiations with the
government as to Israel Corporation’s participation in the spin-off.

The government is entitled to order the postponement of the implementation of the sale
agreement for a further period not exceeding two years from 6 June 2003. Israel
Corporation has clarified that at this stage it is not known whether the transaction will be
implemented having regard, inter alia, to the following subjects:

1. the outcome of the legal decision in a petition been filed by the Movement for
Quality Government in Israel;

2. the need for approvals that, according to the government’s position (which Israel
Corporation disputes), are required at law, including an exemption from a tender;

3. the outcome of the negotiations (if and insofar as they shall take place) with the
government in all matters connected with Israel Corporation’s participation in the
spin-off of Qil Refineries into two separate oil refineries, one in the Haifa Bay
and the other in Ashdod.

On 15 September 2003 the government made the following decision: “Further to the
government’s decisions dated 22 August 1999 and 25 November 2002, to the Ministerial
Privatization Committee’s decision dated 20 October 2001, and to the agreement signed
between the State and Israel Corporation dated 2 December 2002, which has not received
all the requisite approvals, it was decided to advance the spin-off of Oil Refineries and
their privatization.”

In Oil Refineries’ assessment, in light of the matters stated in this Note with regard to the
arrangement, if it is decided to implement it and it is in fact implemented, it will have a
material effect on Oil Refineries, but at this stage Oil Refineries is unable to assess and
quantify its effect on Qil Refineries’ financial position.
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Israel Corporation’s management adopts Qil Refineries’ assessments.

C. There are claims against consolidated companies of Israel Chemicals Ltd. relating to
personal injuries, ecological damage, restrictive practices, and patent and copyright
infringement. In addition, investigations are being conducted overseas against companies
as aforesaid with regard to restrictive practices.

The aforegoing may have a material effect on Israel Corporation’s financial position, which it is
not possible to assess.

See Israel Corporation Ltd’s financial statements for further details of these proceedings.

Implementation of the Supervisor’s Directives with Regard to Derivatives and Hedging
Activities

A. On 17 January 2000, the Supervisor of Banks published in Circular No. H-06-1992 his
directives with regard to “accounting for derivatives and hedging activities” (the
“Circular”) that applied to the banking corporations’ financial statements from those of
the quarter ending 31 March 2002. The directives prescribed in the Circular were based on
the rules prescribed in the USA in FASB Statement No. 133. The Circular prescribes the
accounting and reporting rules in respect of derivatives, including certain derivatives that
are embedded in other contracts (together “derivatives”), and in respect of hedging
activities.

B. In June 2002 the FASB published FASB Statement No. 138, that amended the rules
prescribed in Statement No. 133 for measurement and disclosure of derivatives and
hedging activities. In order to adapt the provisions of the Circular to the accounting rules,
as amended in the USA in Statement No. 138, the Supervisor of Banks published Circular
No. H-06-2018 on 1 January 2001.

C. The date of the commencement of the derivatives directive was postponed by one year
pursuant to the Supervisor of Banks’ Circular No. H-06-2070 that was published on 18
February 2002.

D. Since 1 January 2003 the Bank Leumi Group has implemented the Supervisor’s directives

with regard to derivatives and hedging activities. As a result of implementing the
directives, transitional adjustments were recorded that affect the Bank’s financial position
as at 1 January 2003, as set forth below:

Decrease in the Bank’s net profit for 2003: NIS 9 million
Decrease in the profit component including other profit in the
Bank’s shareholders’ equity NIS 3 million
Increase in assets deriving from derivatives: NIS 374 million
Increase in liabilities deriving from derivatives: NIS 386 million

E. The Bank Leumi Group is exposed to changes in the fair value that may be attributed to

changes in an interest rate established in foreign currency (the Libor rate). As part of the
Bank’s overall strategy for managing the level of the exposure to interest risk, the Bank
uses foreign currency derivatives to replace fixed interest with floating interest. The Bank
has derivatives that are designated and qualify for fair value hedging.
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If a derivative is not designated for a qualifying hedging relationship, the derivative is
recorded according to fair value and the changes in its fair value are recorded on a current
basis in the profit and loss statement.

The Bank Leumi Group carries out operations in the following types of derivatives:
futures transactions and options on underlying assets of interest, currency, shares,
commodities and others.

The activity in derivatives that is carried out:
@ Derivatives designated for hedging relationships.

2 As part of the Bank’s management of assets and liabilities that were not attributed
to hedging relationships - ALM management.

3) Brokerage transactions with responsibility between the banks/brokers and the
customers.

The Bank Leumi Group may enter into a contract that is not of itself a derivative per se
but contains an embedded derivative. In respect of each contract, the Bank assesses
whether the economic characteristics of the embedded derivative are clearly and closely
connected to those of the host contract and determines whether a separate instrument with
the same terms and conditions as those of the embedded derivative would meet the
definition of a derivative instrument.

Where it is determined that the embedded derivative has economic characteristics that are
not clearly and closely connected to those of the host contract and also that a separate
instrument with the same terms and conditions would have been qualified as a derivative
instrument, the embedded derivative is separated from the host contract and is treated as a
derivative per se.

An embedded derivative that has been separated is presented in the balance sheet together
with the host contract and the embedded derivative is measured according to fair value
and changes in its fair value are reported on a current basis in the profit and loss account.

The Bank Leumi Group documents all the hedging relationships between hedging
instruments and hedged items, and the object and strategy of the risk management through
the creation of the various hedging transactions.

The documentation includes specific identification of the asset, the liability, the firm
commitment that were designated as a hedged item and a notation of the manner in which
the hedging instrument is anticipated to hedge the risks connected with the hedged item.
The Bank assesses the effectiveness of the hedging relationships both at the
commencement of the hedging and also on a continuing basis in accordance with its risk
management policy.

The Bank Leumi Group discontinues hedging accounting when:

@ it is determined that the derivative is no longer effective in offsetting the changes
in fair value;

(b) a derivative expires, is sold, cancelled or exercised;

(c) the derivative ceases to be designated as a hedging instrument, since it is almost
certain that the anticipated transaction will not be executed:;

(d) a hedged firm commitment no longer meets the definition of a firm commitment;
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(e) management cancels the derivative’s designation as a hedging instrument.

Where hedging accounting is discontinued because it has been determined that the
derivative no longer qualifies as effective fair value hedging, the derivative will continue
to be recorded in the balance sheet according to its fair value, but the hedged asset or
liability will no longer be adjusted for changes in fair value. Where hedging accounting is
discontinued because the hedged item no longer meets the definition of a firm
commitment, the derivative will continue to be recorded in the balance sheet according to
its fair value, and any asset or liability that was recorded in accordance with the
recognition of the firm commitment will be removed from the balance sheet and be
recognised as a profit or loss in the profit and loss statement for the current period.

J. The Bank Leumi Group designates certain derivatives for fair value hedging. The change
in the fair value of derivatives, that hedge exposure to a change in the fair value of an
asset, liability or firm commitment, is recognised on a current basis in the profit and loss
statement, as is the change in the fair value of the hedged item that can be attributed to the
hedged risk.

In the period January - September 2003 the Bank recorded a profit of NIS 18 million
(some NIS 7 million accrued effect as at 31 December 2002) in respect of lack of
effectiveness relating to fair value hedging in section C of the table of “Net Interest
Income before Provision for Doubtful Debts” below, in the “ineffective portion of hedge
relationships” item.

From 1 January 2003 the Bank Leumi Group has applied Accounting Standard No. 14 —
“Financial Reporting for Interim Statements”. The Standard prescribes the accounting rules for
recognition and measurement in interim financial statements in a manner that will be identical to
those that were applied in the annual financial statements.

In consequence of applying the Standard as aforesaid, the Bank does not spread various
components of salary costs as it did in the interim financial statements in the past.

The effect on the period January - September 2002, had Standard No. 14 been applied for the said
period, would have been an increase of some NIS 39 million in the salaries and related expenses
item and a reduction of some NIS 21 million in the net profit. The effect on the third quarter of
2002 was a decline in expenses of NIS 21 million and an increase in the net profit of NIS 11
million.

Pursuant to a directive of the Supervisor of Banks in July 2003, credit to a certain customer that
had been classified in the communication sector was classified in the balance sheet as an
investment in shares in the available for sale portfolio, in lieu of credit to the public.

Future Application of Accounting Standards

In June 2000 the Israeli Accounting Standards Board published Accounting Standard No. 6 which
requires “disclosure of the effect of new accounting standards in the period prior to their
application”.

A. In October 2001 Accounting Standard No. 12 - Discontinuation of Adjustment of
Financial Statements from 1 January 2003 - was published. Pursuant to Standard No. 17
of the Accounting Standards Board, adjustment of the financial statements to inflation will
be discontinued as from 1 January 2004. Accordingly, until 31 December 2003 the Bank
will continue drawing up adjusted statements in accordance with the Supervisor of Banks’
directives on the basis of the rules of the existing opinions of the Institute of Certified
Public Accountants in Israel.
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The extent of the Standard’s effect on the Bank’s financial statements depends on the rate
of inflation, the asset composition and the financing sources of the Bank.

B. In October 2001 Accounting Standard No. 13, which deals with the effect of changes in
foreign currency exchange rates, was published. The Standard prescribes the accounting
treatment for foreign currency transactions and translating financial statements of
subsidiary and associated companies with foreign activities. Furthermore, the Standard
prescribes rules to determine whether the company is an “integrated entity” or an
autonomous unit and how the said companies’ financial statements must be translated.
According to the Israeli Accounting Standards Board’s Standard No. 17, the new Standard
will apply to financial statements for periods after 31 December 2003. In view of the
Supervisor’s directive that the overseas banking offices will continue to be classified as
“integrated entities” and the classification of a new overseas office as an autonomous unit
will be conditional upon obtaining the Supervisor of Banks’ approval, in the Bank’s
assessment, the potential effect of applying the new Standard on the financial position and
on the financial results is not material.

Post Balance-Sheet Event

In November 2003 the Board of Directors approved a further opportunity of voluntary retirement
until 15 December 2003 for employees whom the Bank had approached in the past on the basis of
the principles of the voluntary retirement program of 2003. The voluntary retirement offer is to
employees with 28 years’ work seniority and above and to women over the age of 60 years. The
offer includes increased severance, retirement grants and increased pension.
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Assets and Liabilities Classified According to Linkage Basis (on a Consolidated Basis) (a) (cont’d)
as at 31 December 2002 (Audited)
In terms of NIS of September 2003

Israeli currency Foreign currency (b)
Linkedto InU.S. In other Non-mone-

Unlinked the CPI dollars In Euro currencies  tary items Total

(NIS millions)
Assets
Cash and deposits with banks 10,367 673 7,736 3,365 1,726 - 23,867
Securities 6,938 4,974 21,835 909 635 998 36,289
Credit to the public (c) 50,335 55,256 52,958 3,604 10,299 - 172,452
Credit to governments - 202 1,200 29 - - 1,431
Investments in affiliated companies - 11 - - - 1,344 1,355
Buildings and equipment - - - - - 2,562 2,562
Other assets 2,285 81 2,017 917 570 674 6,544
Total assets 69,925 61,197 85,746 8,824 13,230 5,578 244,500
Including: Hedge transactions - - 198 (80) (118) - -
Liabilities
Deposits of the public 74,514 43,193 66,909 14,235 6,975 - 205,826
Deposits from banks 508 1,102 1,024 327 725 - 3,686
Deposits from governments 537 1,638 745 19 5 - 2,944
Debentures, bonds and subordinated
notes 118 6,595 3,554 - - - 10,267
Other liabilities 1,564 2,216 2,156 634 777 815 8,162
Total liabilities 77,241 54,744 74,388 15,215 8,482 815 230,885
Difference (7,316) 6,453 11,358 (6,391) 4,748 4,763 13,615
Other transactions:
Forward contracts, net 9,054 (686) (10,343) 6,500 (4,525) - -
Options in the money, net
(in terms of underlying assets) 486 (1) (441) (136) 92 - -
Options out of the money, net
(in terms of underlying assets) 26 (3) (50) (11) 38 - -
Total 2,250 5,763 524 (38) 353 4,763 13,615
Options in the money, net
(discounted par value) 487 2) (459) (104) 78 - -
Options out of the money, net
(discounted par value) (98) (29) 23 (85) 189 - -

(a) Includes the effect of hedge transactions.

(b) Including linked to foreign currency.

(c) The general and supplementary provisions for doubtful debts have been deducted proportionately
from the different linkage bases.
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Information on activity by banking sectors
In terms of NIS of September 2003

Main financial data from statement of profit and loss for the three months ended 30 September 2003 (Unaudited)

Corporate
and inter- Global Construction Unallocated
national Retail Commercial  private and real Capital amounts and Total
banking banking banking banking estate Mortgages Credit cards market adjustments (a) consolidated
(NIS millions)
Net interest income before
provision for doubtful debts 307 561 229 88 110 86 [€9)] 10 163 1,553
Operating and other income:
From outside entities 42 228 58 73 13 33 128 243 (87) 731
Intercompany operations 12 130 23 23 2 4) (24) (161) 1) -
Total 54 358 81 96 15 29 104 82 (88) 731
Total income 361 919 310 184 125 115 103 92 75 2,284
Net profit 68 134 73 36 42 20 2 3 40 418
Main financial data from statement of profit and loss for the three months ended 30 September 2002 (Unaudited) (b)
Corporate
and inter- Global Construction Unallocated
national Retail Commercial  private and real Credit Capital amounts and Total
banking banking banking banking estate Mortgages cards market adjustments (a) consolidated
(NIS millions)
Net interest income before
provision for doubtful debts 301 535 228 74 88 78 2 3 98 1,403
Operating and other income:
From outside entities 48 223 63 53 8 44 114 178 17) 714
Intercompany operations 7 104 21 14 1 3 (25) (119) - -
Total 55 327 84 67 9 41 89 59 (17) 714
Total income 356 862 312 141 97 119 87 62 81 2,117
Net profit (loss) 43 123 33 13 (21) 44 5 (14) (113) 113
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Information on activity by banking sectors (cont’d)
In terms of NIS of September 2003

Main financial data from statement of profit and loss for the nine months ended 30 September 2003 (Unaudited)

Corporate
and inter- Global Construction Unallocated
national Retail Commercial  private and real Capital amounts and Total
banking banking banking banking estate Mortgages Credit cards market adjustments (a) consolidated
(NIS millions)
Net interest income before
provision for doubtful debts 833 1,642 651 192 299 259 3 20 646 4,545
Operating and other income:
From outside entities 130 673 180 192 29 117 358 651 (@) 2,323
Intercompany operations 30 369 66 61 5 (11) (84) (432) 4 -
Total 160 1,042 246 253 34 106 274 219 (11) 2,323
Total income 993 2,684 897 445 333 365 277 239 635 6,868
Net profit (loss) 24 333 82 57 119 87 3 7 202 914
Main financial data from statement of profit and loss for the nine months ended 30 September 2002 (Unaudited)
(b)
Corporate
and inter- Global Construction Unallocated
national Retail Commercial  private and real Capital amounts and Total
banking banking banking banking estate Mortgages Credit cards market adjustments (a) consolidated
(NIS millions)
Net interest income before
provision for doubtful debts 834 1,526 675 216 237 157 13 - 9 3,667
Operating and other income:
From outside entities 135 658 184 163 25 135 322 667 (77) 2,212
Intercompany operations 24 368 80 46 4 (13) (85) (430) 6 -
Total 159 1,026 264 209 29 122 237 237 (71) 2,212
Total income 993 2,552 939 425 266 279 250 237 (62) 5,879
Net profit (loss) 72 326 108 79 27 67 (8) (18) (240) 413
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Information on activity by banking sectors (cont’d)
In terms of NIS of September 2003

Main financial data from statement of profit and loss for the year ended 31 December 2002 (Audited) (b)

Corporate
and inter- Global Construction Unallocated
national Retail Commercial  private and real Capital amounts and Total
banking banking banking banking estate Mortgages Credit cards market adjustments (a) consolidated
(NIS millions)
Net interest income before
provision for doubtful debts 1,100 2,082 880 287 314 254 10 8 169 5,104
Operating and other income:
From outside entities 184 892 244 224 35 177 424 839 (113) 2,906
Intercompany operations 36 466 105 64 3 (13) (108) (551) (2 -
Total 220 1,358 349 288 38 164 316 288 (115) 2,906
Total income 1,320 3,440 1,229 575 352 418 326 296 54 8,010
Net profit (loss) 108 440 90 217 59 113 (5) (28) (570) 424
@) Included in this segment are all the Bank’s nostro operations and also the operations of other units, such as the Special Credit Department and dealing rooms, and adjusted amounts for
inflation.

(b) Reclassified.
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