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[ 2002 On the TASELLL IS

The Israeli economy deteriorated further in 2002 due to the continued global
recession and the intensified confrontation with the Palestinians. Rapid devaluation
of the shekel in the first half of the year caused a substantial rise in the inflation
rate. The Bank of Israel responded with a sharp increase of the short-term interest
rate in June 2002 which calmed down the financial markets but had a negative
effect on the business sector. Government debt has increased because of a larger
deficit, pushing long-term interest rates higher.

The impact of these developments on the Tel-Aviv Stock Exchange has been two
fold. On the one hand, share prices and trading volumes as well as activity in the
primary market declined significantly. On the other hand, higher interest rates
combined with increased volatility of exchange rates resulted in record trading
volumes of bonds, T-Bills and Dollar/Shekel options. In addition, and despite the
adverse economic conditions, seven more Israeli corporations dual-listed on the
TASE in the past year.

The event that is likely to have the most significant impact on Israel’s capital
market and the TASE in future years is the tax reform, which was enacted in
August 2002. For the first time, a 15% capital gains tax will be imposed on Israeli
investors as well as a 10%-15% tax on interest payments. The taxation of interest
payments will commence at the beginning of 2003. At the same time, a temporary
transaction tax will be imposed on the sale of shares, as an interim measure until
the banks and brokers are technically ready to deduct the capital gains tax which
will become effective no later than January First, 2004.

It should be emphasized that non-resident investors are totally exempt from these
new taxes. Moreover, the present 35% tax rate on capital gains on securities held
by Israeli residents abroad will continue until the end of 2006. Furthermore, a
variety of other investments abroad that were tax free for Israeli investors would
be taxed from the beginning of 2003.
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At present, it is difficult to predict the impact of the tax reform on the TASE,
especially since many of the specific regulations were issued at the end of the year
and certain changes and adjustments are expected in 2003. No doubt, next year
will be a transition period. The success of the reform will depend, to a large extent,
on the ability of the tax authorities to make the necessary adjustments in time
and properly manage the new and complex system.

There are several reasons why we believe that the tax reform will not have a major
negative effect on the TASE. First, the tax is imposed on all types of financial
instruments (as a matter of fact, T-Bills will be exempt in 2003 which gives them
a clear advantage over bank deposits). Second, the tax advantage over investments

abroad is maintained for four years, giving the Israeli capital market time to adjust. Prof. Yair E. Orgler
Third, the tax authorities have so far been attentive to our arguments and revised

certain regulations in order to avoid unnecessary damages, primarily in the

derivatives market. Fourth, the tax level is such that it is not expected to cause a

massive flight to tax havens.

To conclude, we strongly believe that the TASE will successfully face the challenge
of the tax reform, much in the same way as it handled the severe tests of the last
two years. The fact that the TASE is a one-stop-shop which trades, clears and
settles shares, bonds, T-Bills, and derivatives is a clear advantage which enables
it to function effectively in turbulent periods.
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Saul Bronfeld Prof. Yair E. Orgler

Managing Director Chairman of the
Board of Directors
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Market Watch 2002

During 2002 Israel’s capital market continued to suffer
from the global and domestic economic downturn as well
as from the security situation. This year the gradual shift
of activity from the stock market to the fixed-income and
derivatives markets continued as well.

TA-100 INDEX & NASDAQ COMPOSITE INDEX, 1999-2002

(In US $ terms)
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The Equity Market

The equity market conditions worsened:
Beginning in 2000 and continuing
through 2002, prices and trading
volumes declined sharply, and
companies’ ability to raise capital has
been limited.

The TA-100 Index declined 31% in
2002 in U.S. dollar terms. Since
September 2000, when the Intifada
started, coupled with the Nasdaq selloff,
the TA-100 has dropped 49%. The
negative trend was influenced by several
factors: the global recession and the
decline in the Nasdaq prices (32%); the

inflation in the first half of the year;
the increase of 5.3 percentage points in
the short-term interest rate by the Bank
of Israel and rising long-term rates.

Daily turnover of equities in 2002
averaged $51 million, a 20% decline from
2001 and half the turnover in 2000.

Capital raised from the public through
the TASE grew 30% from 2001,
totaling $330 million. Most companies
that raised money did so via convertible
bonds’ issues.

Privatization stalled for a second year. The
government raised only $75 million, most
of it through the sale of 6% of Bank
Leumi’s shares to the public.

Private placements totaled $840 million,
similar to 2001. This was about three
times the amount that was raised from
the public. The most significant private
placement this year was Teva’s $440
million placement to institutional
investors abroad.

Seven Nasdaqg-traded companies
dual-listed on the TASE, bringing the
number of dual-listed companies at the
end of the year to 20.

Net outflow of portfolio investments
of non-residents totaled $120 million,



compared with a $730 million net
outflow in 2001. The value of
TASE-listed shares held by international
investors by the end of 2002 was 10%
of the total market capitalization.
International investors will not be
subject to the new capital gains tax.

The number of listed companies declined
to 624. Tender offers continued this year,
resulting in 26 delistings. Most of the
delisted companies were small. Six more
companies were delisted this year after
failing to comply with maintenance rules.

“TABLE 1: MAIN INDICATORS OF

Year Daily Turnover

(US $ millions)
1993 123 3.1
1994 104 1.8
1995 37 0.7
1996 33 0.8
1997 59 2.2
1998 62 2.1
1999 86 15
2000 115 3.3
2001 64 1.3
2002

(1) At a year end.
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BREAKDOWN OF SHARES’ OWNERSHIP ON TASE, 2002
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DAILY TOURNOVER OF EQUITIES, 1996-2002

(US $ millions)

96 97

Number of
Listed .
Companies®

558
638
654
655
659
662
654
665
649

51 1.2 624
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TA-100 Index
% Change
(US $ terms)

17.0
(30.7)
15.7
(2.4)
26.8
(12.4)
62.7
3.2
(16.4)
(30.6)

Including issues abroad of the dual-listed companies, tender offers, private placements and exercised
warrants. As of 1994, including private placements of non listed conveitibles. Excluding exercise of warrants

by subsidiaries.
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The Fixed-Income Market

Macroeconomic events boosted trading volumes in the bond market and prompted
noticeable price fluctuations. Government and corporate bond issues increased
significantly. The devaluation of the Shekel caused an increase in the inflation
rate during the first six months of the year, forcing the Bank of Israel to raise
short-term interest rates, causing substantial volatility in the financial markets.

Bond prices fluctuated in 2002. By the end of the year the general bond index
declined 7% in dollar terms.

After a seven-year rise, 2002 saw a decline of 9% in the non-linked bond index. In
the course of the year, yields on non-linked long-term bonds’ reached 12%.

The CPI linked bond index declined this year by 6%, and the dollar-linked bonds
index raised 1%.

Daily trading volume in 2002 rose to an all-time high of $160 million, from
$130 million in 2001. Net government bond issues rose significantly to $4.9
billion from $3.1 billion in 2001.

Listed companies raised $1 billion by issuing bonds, 50% above 2001. Half of
this amount was raised through private placements to institutional investors, and
most of those bonds were CPI-linked. Israel Electric Co. raised a total of $370
million in private placements and public offerings of linked bonds.

DAILY TURNOVER OF BONDS, 1996-2002
(US $ millions)
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The Derivatives Market

The trading volume of TA-25 Index
options averaged 118,000 contracts a
day, similar to the previous two years.
In January an average of 147,000
contracts were traded per day; for the
rest of the year trading volumes gradually
declined, in line with the decline in the
equities market.

The strong fluctuation in the dollar
exchange rate throughout 2002 boosted
the trading volume of shekel-dollar
options, which averaged 46,000 options
daily, twice the daily volume of the
previous year. On February 12, a peak
volume of 119,000 options was recorded.

Dollar options trading on Sundays was
particularly active and served as an
indication of the dollar exchange rate
on the following trading day.
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DAILY TRADING VOLUME OF TA-25 INDEX OPTIONS, 1996-2002

(thousands of contracts)
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DAILY TRADING VOLUME OF DOLLAR OPTIONS, 1996-2002

(thousands of contracts)
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Total Trading Volume

Year  Daily Trading

Volume

(No. of contracts) US $ millions
1996 23,537 37,626
1997 23,930 44,008
1998 30,956 62,058
1999 44,815 104,242
2000 108,785 343,991
2001 110,248 270,823
2002 118,015 242,159
1996 2,299 5,680
1997 2,123 5,090
1998 6,458 15,900
1999 9,124 22,540
2000 12,793 31,446
2001 24,914 60,592
2002 46,357 115,503

In Underlying Asset Value Terms

Derivatives
Liquidity
Ratio®
476%
340%
338%
417%
855%
1,000%
1,059%

Maximum
No. of Open
Interest
Contracts
(Thousands)
322

329

345

505

659

570

605

168
159
238
345
331
532
746

(1) The ratio between the trading volume of the TA-25 options, in underlying asset terms, (delta-weighted,

talking into account the probability that the options will be exercised) and the total turnover of the

TA-25 shares.




TASE Increases Financial Stability Requirements and
Upgrades Its Business Continuity Plan

In 2002, the TASE increased the financial
stability requirements from its members
and strengthened its Clearing House
stability. It raised the members’ minimum
capital requirement and required the
establishment of real-time margin controls
for highly active traders. This year, the
members’ boards became more actively
involved in risk management.

At the Derivatives Clearing House, a series
of steps to reduce risks are in process,
including intra-day collateral requirements.

The TASE also initiated law amendments
that will increase the Clearing House stability.
As part of upgrading the TASE Business
Continuity Plan, the two backup facilities
for trading and clearing were consolidated
into one unit. Furthermore, the TASE
conducted a series of tests during which
trading and clearing were executed under
conditions simulating a closure of the
TASE building. A wireless communications
network is being installed to back up the
fixed-line network.

TASE Appoints Citibank as Global Custodian

From right to left: the TASE’s Yoni Shemesh, Saul Bronfeld, and Ester Levanon with
Eli Yones (CEO, Bank Hapoalim), Hana Pri-Zan (Manager of Securities and Financial Assets
Division at Bank Hapoalim), and the TASE’s Dror Shalit.
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In November, the TASE appointed
Citibank Worldwide Securities Services
(WWSS) as global custodian for U.S.-
traded securities. Employing advanced
technology, the new service provides
back-office support to TASE members,
which have increased their activity in
international markets in recent years.
The first member to use the system is
Bank Hapoalim and two other banks
have recently decided to join as well.
The primary services provided by
Citibank to TASE members are securities
settlement and transfers, processing of
corporate actions (dividends, bonuses,
spinoffs, mergers and more), general
meetings, including proxy services,
ADRs, and more.

TASE to Introduce Market Makers

In October, a task force of the Israel Securities Authority, the Ministry of Finance, the
Bank of Israel and the TASE recommended introducing market makers to the TASE
trading system. The task force recommended that market makers will be integrated into
the fixed-income markets. On the equities markets, TASE-traded companies will be
allowed to appoint market makers in order to increase their shares' liquidity. The TASE
introduced a new block trading facility. This new service for institutional investors allows
execution of large transactions through the TASE trading system. Block trading was
implemented in the fixed-income markets in December. During 2003 the service will be

expanded to derivatives and equities.



