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ABSTRACT

Although Israel's major banks were bailed out by massive government loans in late 1983,
they passed into the government's hands only a decade later. Even then, ownership but not
control was transfered. Selling the public's stake, which began in late 1993, has proceeded
slowly, despite the government's intense desire to return the banks to private ownership.
This study in political economy argues that the government's reluctance to nationalize as
well as its protracted privatization stems from the historic symbiotic relationship between
the government and the leading banks. The partners' tactics of delay and obfuscation were
designed to preserve the status quo ante. But when such maneuvers failed and reorganiza-
tion became inevitable, minimalist reform was the preferred policy. It appears to have
succeeded despite some internal resistance.

I wish to acknowledge a special debt of gratitude to Marshall Sarnat for pointing me in the right
direction while absolving him of any responsibility for the analysis or its conclusions and to the
C.V. Starr Center for Applied Economics for its financial assistance.
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L Introduction

The present denationalization of the Israeli banking system is unique in the brief annals of
financial institution privatization. Indeed, in the Israeli banking context, the terms
"nationalization" and "privatization" are themselves technically inadequate -- although I shall use

these terms for convenience -- for the banks were never really nationalized in the sense of owned

and operated by the government and hence cannot be privatized. The pseudo-nationalization of
the banks after 1983 is related to the very structure of the Israeli banking system and to the role
the banks play in Israel's capital markets.

Hence, the outline of this paper. After some brief comments on the nature of the
nationalization of the Israel banks and a statement of this paper's major hypothesis in this
introductory section, the second section briefly describes the structure of Israeli banking in both
the banking and capital markets. Bank intervention in the stock market that led to a near panic in
1983 as well as the subsequent nationalization of the five largest bank holding companies is the
subject of the Section III. This section also seeks to answer the obvious question: Why not
outright nationalization rather than the convoluted structure that emerged? Section IV examines
the conflict over restructuring the banking industry, which further highlights the political economy
of privatization during the years between 1983 and 1993, and brings us up to date. The final
section summarizes and offers some general conclusions.

The point of this paper is simple and obvious, but all too often ignored: Privatization is
never merely an economic phenomenon. 1t is always taken in a particular political context as this
case study of nationalization-privatization emphasizes. It also implicitly accentuates the
indispensable role of country-specific knowledge, especially concerning the nodes of political and

economic power and the relative strengths of the parties involved in the privatization process.
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Nationalization and Privatization in Israeli banking. The Israeli government played white
knight, riding to the rescue of the major Israeli banks in October 1983. As public sales of bank
stocks snowballed, the banks discovered themselves insufficiently liquid to persist with an equity
buy-back policy that would prevent drastic stock price plunges. The government's bail-out,
however, did not result in immediate nationalization. Rather, it took a most unusual round-about
route that gave the banks a decade to restore the status quo ante. Only because the banks failed to
act by the latter date did the Israel government take over formal ownership. Efforts to return the
banks to full private ownership have accelerated since the 1993 takeover, but were evident much
earlier.

In de jure terms, then, the banks have been nationalized for only a very brief time. The
same can be said de facto, even though nationalization appears to have begun at the start. The
agreements between the government and the banks contained a proviso that no ownership action
-- such as voting at annual meetings or appointing directors and management -- could be taken
without the explicit agreement of the government. However, the government never
intervened. The fundamental puzzle that motivates this paper concerns the government's obsession
against even the appearance of nationalization right from the start. Indeed, even after obtaining de
Jjure ownership over the banks, the government has refused to control or operate the banks. Why?

My hypothesis posits the collective desire of the political and banking communities to
preserve the mechanism that had evolved over 3 1/2 decades of Israeli statehood. It had worked
sufficiently well in the past and, aside from this temporary lapse, would presumably function well
in the future. Banking privatization in Israel, then, really meant little more than denationalization
and a restoration of the status quo ante.

Two additional points are worth making at the outset. First, policy coordination between
the banks and the government is never made explicit, but must be inferred from their actions.
Second, government policy vis-a-vis banking nationalization remained fundamentally stable

despite the changes in the makeup of the Israeli government over the period under discussion.
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1L. The Israeli Banking System

Israeli banking conglomerates resemble the broad-ranging European universal banks rather
than the narrower Anglo-Saxon banking model.! In addition to providing the typical depository
and credit services, Israeli banks are active in financial markets as brokers, underwriters, managers
of mutual and pension funds, investment advisers, and, not unlike German banks, directly and
through investment funds actively control nonfinancial enterprises. I first briefly survey the
relevant elements of the banking functions and then turn to the role of the banks in the capital
market.

The banking market. The Israeli banking system from its inception has been composed of a
small number of relatively large banks and a larger number of relatively small banks. The big 3 --
Bank Leumi Le-Israel (BLL), Bank Hapoalim (BH, the Workers' Bank), and the Israel Discount
Bank (IDB) -- stand at the helm of banking groups, owning either directly or via a holding
company structure some of the smaller banking institutions as well as a host of financial and
nonfinancial affiliates.? Indeed, in 1992, both BH and BLL ranked among the world's 200 largest

banks.’ The international scope of these large banks is not surprising. The big 3 all own branches

and affiliates outside Israel, which come in addition to the international financial correspondent

network common to banks of all countries dependent upon international trade. Figure 1 depicts

! A definitional comment is in order. An Israeli banking conglomerate consists of a banking group
and unconsolidated financial and nonfinancial concerns. The group comprises banking corporations
registered in Israel, banks abroad, and consolidated financial and nonfinancial affiliates. The banking
corporations themselves comprise ordinary banking institutions and specialized banking institutions, with
the former consisting of commercial and merchant banks and the latter such affiliates as mortgage and
investment finance banks. See Bank of Israel, Israel's Banking System: Annual Survey 1984, Appendix |-C,
pp. 27 - 28. This paper uses the term generic term "banks"” in the belief that context will make sufficiently
clear the appropriate form.

2 A brief survey of the activities permitted Israeli banks and the historical reasons for their universal
mode may be found in Heth (1991).

IDB is organizationally less complex than are the others, which are essentially bank holding
companies with extensive financial and nonfinancial affiliates. Prior to 1991, IDB was a fully-controlled
subsidiary of IDB Holdings, a holding company that also controlled IDB Development. The nonbanking
constituents of iDB Holdings were held in IDB Development, so that IDB was strictly a financial corporation.

3 In terms of assets, BH, with $34.1 billion, and BLL, with $28.4 billion, ranked 159 and 193,
respectively, in The Banker's list of the top 1000 international banks. See The Banker (1993).
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the share of total assets held by the 3 and 5 largest banking groups,* the two additional groups
being the much smaller United Mizrachi Bank (UMB) and the First International Bank of Israel
(FIBI) and their subsidiaries. In terms of relative size in 1992, BH held 37.1 percentage of total
Israeli banking group assets; BLL, 30.3 percent; IDB, 14.2 percent; UMB, 9.2 percent; and FIBI,
5.4 percent, leaving the remaining 11 institutions to share the final 3.8 percent. Notwithstanding
the downward trend of Figure 1, the big 3 never controlled less than 80 percent of industry assets.
Despite the oligopolistic structure of the industry, the major banks never enjoyed the full
benefits of market power. The hero or culprit was the intensely regulated environment that sorely
limited the banks' initiative. They were subject to the entire gamut of controls aimed at assuring
banking solvency and stability as well as more general macroeconomic objectives. During much of
the period between 1948 and 1985, regulations dictated the banks' fee structure (including interest

rates) and their credit allocation. Futhermore, the banks were constrained indirectly, a

consequence of the Treasury's stranglehold on the capital market.” For example, bank-operated
pension funds were mandated to invest virtually their entire receipts in government securities. Part
of this savings flow found its way back to the banks as earmarked government deposits, which the
government allocated to favored industries or activities (e.g., exporters, companies locating in
development regions). The banks administered these loans -- which at times played a significant
role in their portfolio® -- essentially serving as contractors for the government. Only in the short-

end of the market did the banks exhibit some of the independence normally associated with

* This may understate banking concentration, since the banking groups include not only banking
institutions in the narrow sense but also other affiliated financial institutions. For 1992, for example, the
share of the big 3 in the narrower concept of banking organizations that excludes nonbank financial
intermediaries came to 86.3 percent as opposed to the 81.6 percent share of the broader concept. [See
Bank of Israel, The Israeli Banking System: Annual Survey, 1992 pp. 18 - 25 {(Hebrew) ]

® All bond and equity issues had to be approved by the Treasury's New Issues Committee, The
authors of a study of the capital market during the 1960s record that this "committee does not permit
industrial and commercial firms to issue bonds, reserving this right almost solely for the Government and
financial institutions. The decisions of the latter are subject to considerable Government control.” Stock
issues are less controlled, but “in most years [viz., to the mid-1960s, the volume of equity issues was] quite
insignificant.” See Ben-Shahar, et al, p. 390. It was not until 1987 that the Treasury granted a general
waiver for all bond and stock offerings, although it maintains the option to revert to a totally constrained
environment.

® For example, in 1952, 1956, and 1961, the respective percentages of loans to the public coming
from earmarked sources was 26.3, 36.7, and 36.7, respectively. See Heth (1966), Table 62, p. 201.
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banking activities, subject, of course, to the typical central bank management.” Finally, foreign
exchange transactions were extensively controlled, often to the point that banks were merely the
channel through which the central bank captured foreign exchange inflows. In short, even before
the 1983 "takeover" of the banks by the government, Israeli banks had seemingly met their match
through the countervailing power of state institutions.®

Israeli Banks in the Capital Market. The largest banks have long dominated the capital
markets as well, not only through their control over the flow of investible funds but also because
bank stocks constitute a significant portion of the Israel equity market.

In general, the early years of the Israeli capital market were synonymous with the
government bond market, both for financing general government operations and state-owned
enterprises (Table 1). In addition to a captive audience of bond purchasers -- primarily assorted
financial institutions that required long-term assets to match their long-term fiinding needs -- the
Treasury succeeded in selling bonds with principal and interest linked to the domestic price level
and/or foreign currency to inflation-shy private investors. Any successful private sector bond

issuer would not only have to obtain government permission but compete on real yields with

linked government bonds.’
Government regulation of the equity market was less intrusive. Although until 1959

common stock issues were few in number and small in size, between 1959 to 1963 some IL400

7 In Table 63, headed "Partial Estimate of the Share of Banking Institution Credit Controlled by the
Bank of Israel or the Ministry of Finance,” Heth's caiculations range from a fifth to a third for the 1956 - 1961
period. He underestimates. The numerator is larger, as is evident from Heth's "partial estimate” title, while
the denominator is smaller, since this table includes credit cooperatives in the definition of banking
institutions. These intermediaries have been omitted from data used here. Ben-Shahar, Bronfeld, and
Cukierman (1971) found that the government "controlled” 60 - 67 percent of financial system assets during
1960 - 1967. See Table 13-6, p. 378. Plessner (1994), p. 279, cites Bank of Israel data that show
government controlled credit granted by the banking system to be 85 percentin 1985, although the figure
declined to 52 percent in 1991.

® See Plessner for a survey of the overwhelmingly interventionist role of the government in Israel's
economy. But he notes that liberalization is slowly penetrating Israel as it is the rest of the world. Also Razin
and Sadka (1993).

? Linkage risks on government bonds are likely to be smaller than those facing any individual firm.
Government revenues rise with the overall cost of living, while a firm's revenues rise only with the market
success of its product line. Hence, a private corporation offering a linked bond would not only have to
compensate the buyer for the additional credit risk but for the marginal linkage risk as well.
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million of new equities were sold to the Israeli public. Sarnat attributes this sea change to both
government push and pull: new inducements to stimulate firms to issue equity and new measures
to enhance the attractiveness of equity to potential buyers.'® The banks and their subsidiaries were
major beneficiaries, accounting for two-thirds (by volume) of the new issues.

The brief boom burst in 1964 and the market did not recover until the early 1970s. Soon
after, the banks discovered the magic of stock price stabilization. The Beijski Report notes, for
example, that banks were able to sell over IS12 billion in the slump year of 1974, a sum that
constituted 93 percent of all new equity issues.!! Indeed, Table 1 indicates that bank dominance of
the new issue market continued during the rest of the decade and into the next.

By 1977, with inflation intensifying -- see Figure 2 -- the banks found the real value of
their capital base eroding while their capital needs grew.'? The banks' policymakers were
convinced that a financially-astute public would buy bank stocks if only they were offered more
attractive terms than comparable government securities.® And so they embarked on a policy
whose success is visible in Figure 3. In contrast with the 1970 - 1976 period, when bank stocks
outperformed the equity market in general, but yielded slightly less than linked government
securities, the years between 1977 and October 1983 saw dramatic change. While the real return
on linked government securities averaged -2.8 percent and on nonbank equities 6.6 percent, the
return to bank stocks came to 21.9 percent. And, as Figure 3 indicates, the fluctuations around

the mean were considerably smaller than those of alternative assets.'* The public responded to

% Sarnat (1966), pp. 108 - 109.

" Officially, Report of the Commission of Enquiry into the Intervention in the Trading of Bank
Shares (1986), p. 16 and Appendix Table 6, p. lil-11 (12/83 prices).

2 Halperin (1983): 4; Brenner and Ruthenberg (1989).

'3 Beijski Report (1986), p. 22: "The banks' approach viewed the stock market as a permanent
source for obtaining resources and thus it was imperative to assure over the long-term the value of the
{bank] equity and its ability to compete with government bonds.” (Author's translation.)

* Brenner and Ruthenberg (1989) demonstrate that the banks achieved their objectives, namely,
"to ensure that their shares should be preferred to alternative financial assets, that is, to achieve positive
real yields at minimum cost...." (p. 62)
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these higher-yielding, less-risky assets by treating bank stocks as liquid assets.'* Between 1976
and 1983, the public's portfolio of financial assets shifted from 8 percent money and 3 percent
bank stocks to 8 percent bank stocks and 2 percent money.'¢

The banks' position in the capital markets facilitated their stock price stabilization policy."”
Not only could the banks use internal funds to buy back equities whenever stock prices turned
down, but their holding company affiliated pension, provident, and investment funds could also
indulge. Moreover, bank investment advisers recommended bank stocks to their clients, and in
many cases financed the acquisition.'

Yet, however deep the banking organizations' pockets were, they were not bottomless.
The end approached during the fall of 1983, when fears of sheqel devaluation led the Israeli public
to dump bank stocks in order to hedge in foreign currency markets. The tide swept under the
banks' vain efforts to support their stocks. Their admission of defeat in October 1983 led to the
collapse of bank stock prices, to a temporary market shutdown, and ultimately to the intervention

that saw the government become the predominant owner of Israel's leading banking institutions.

II1. Nationalization: The Bank Shares "Arrangement"”
In late October 1983, five banking organizations'® and the government of Israel initialed

'3 So did official documents. For example, the Beijski Report [1986; appendix Table 5 (p. lll-10)]
lists bank stocks along with money supply as liquid assets. The central bank recognized this even earlier. its
1980 Annual Report (p. 259) mentions that bank shares "have become highly liquid because of the banks'
intervention to stabilize their prices...."

'S Beijski Report (1986), appendix Table 5 (p. ll-10). The State Comptrolier's report (1984) notes
that bank stocks as a proportion of the public's total stocks and bonds rose from 7.6% in 1976 to 33.6% in
September 1983 (Table 1.2, p. 18).

' The State Comptroller clearly distinguished between stabilization that aimed at reducing random
fluctuations around a trend and manipulating the trend itself. The banks were pursuing the latter. See State
Comptroller (1984), p. 22. Brenner and Rothenberg {(1989) show that manipulation better describes the
period between February 1981 and Cctober 1983.

18 Beijski Report (1986), pp. 20 - 21.

' IDB Holdings, the holding company that controlled 1DB, rather than IDB directly, was party to the
Arrangement; both IDB Holdings and IDB stock prices were "stabilized.” To give some impression of the
complexity of the manipuiation, consider that IDB lent its funds to sister affiliates that the latter used to

(continued...)

israbank wea 7




an agreement that bailed out the banks' public stockholders, guaranteed the continued functioning
of the banks, and assured the survival of the Tel Aviv Stock Exchange. The most striking element
of the Arrangement was the absence of overt bank nationalization. A convoluted procedure was
devised instead. A government corporation, M.1. Holdings, was revitalized, and new bank
subsidiaries -- "trust companies” of each bank specifically orchestrated for the Arrangement --
were created. Instead of direct Treasury purchases of the public's approximately $6 billion worth
of bank shares, the trust companies would buy the bank stocks from the public. These equities
would then serve as the collateral for a loan from M.1. Holdings. Only if the trust companies did
not pay off the debt would the government take over bank ownership. Furthermore, the public
could not take advantage of this cash-for-stock exchange for at least 2 years and most holders had
to wait at least 4 years.

The details of the Arrangement are relatively easy to explain. On the one hand, the
government, having agreed to the bail-out, had to provide equivalent assets to the public. And,
though in retrospect many deemed the government's offer benevolent to a fault,?® the united front
provided by the bankers, the government, the central bank, and the legislature averted a potential
financial meltdown and an inevitable political reaction.! On the other hand, the government
feared a massive spending spree and further inflationary pressure -- recall from Figure 2 that the
1983 rate of inflation was approaching 200 percent per annum -- if the public was permitted to
cash in their stocks immediately, and so phased in the exchange over a 6-year period. Indeed, it

designed an incentive structure in terms of guaranteed yields to induce the bulk of the public to

'%(...continued)
intervene in the market for both IDB Holdings and IDB stock. See Beijski Report (1986), pp. 90 - 92.

? "Today, it is evident to all that the Arrangement was generous to bank stockholders. They did not
lose their investment neither absolutely nor relative to other investments. Moreover, those bank
stockholders who had acquired their stocks between 1978 - 82 and continued to hold them until redemption
profited more than investors in most other investments in the Israel economy during that period. The loser
was the Treasury or, in other words, the taxpayer. All agree to this." Author's translation from "Comments
and Replies,” (1987): 3.

2 Bank support of their securities was tacitly agreed to by the authorities, including the central bank
and the Finance Ministry, which included the securities regulators. The Beijski Report of the crash held both
bankers and the authorities responsible.
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