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AEASBALISSEE 10 THE GENERAL MEETING OF THE SHAREHOLDERS | ANNUAL REPORT

The Board of Directors, on March 27, 2007, approved and authorized for publication the consolidated financial
statements of the Bank and its subsidiaries for the year ended December 31, 2006.

GENERAL

The Israeli economy continued to grow in 2006 at an accelerated rate of 5.1%, similarly to the growth rates in
the years 2004 and 2005 (which were 4.8% and 5.2% respectively), this despite the war in the North of Israel,
which caused a significant decline in economic activity, particularly in the third quarter of the year. The business
product increased in 2006 at a rate of 6.4%, compared to an increase of 6.7% in 2005. Increased growth rates

were also recorded in investments in fixed assets (6.4% in 2006 compared to 2.9% in 2005) and in private
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consumption expenditure (4.8% in 2006 compared to 3.4% in 2005). Exports increased at a rate of 4.9%,
compared with 5.1% in 2005, among other things, due to the decline in tourist services exports as a result of the
war in the North of Israel. Import grew at a lower rate of 3.1%, so that the goods and services balance improved
and turned into a positive one. The accelerated growth continued to positively impact the labor market and the
level of unemployment decreased from 8.9% in the last quarter of 2005 to 7.7% in the last quarter of 2006. The
number of employee positions in the economy increased in 2006 at the rate of 2.3%, reaching 2.6 million

positions in the last quarter of the year.

DEVELOPMENTS IN GLOBAL ECONOMY

The growth trend of the global economy and of developed economies continued in 2006. The growth in the US
economy was accelerated and amounted to 3.3% (compared to 3.2% in 2005), this despite a considerable
slowdown in the residential property sector, which caused a decrease of 4.2% in housing construction investments.
The interest rate in the US stabilized itself at a level of 5.25%, compared to 4.25% at the end of 2005. The
economy of the Euro block grew in 2006 by 2.7%, compared to 1.4% in 2005, this due to the increase in private
consumption expenditure and in investments. During the course of 2006, the European Central Bank increased the
interest rate from 2.25% at the end of 2005 to 3.5% at the end of 2006. The Japanese economy continued to

07




ISRAEL
DISCOUNT ISRAEL DISCOUNT BANK LIMITED AND ITS SUBSIDIARIES
SN—

08

grow in 2006 and the GDP increased by 2.2%, compared with 2.6% in 2005. In June 2006, the Central Bank of

Japan increased the interest rate to 0.25%, the first time in six years in which the interest rate stood at 0%.

DEVELOPMENTS IN THE ISRAELI ECONOMIC SECTORS
Industrial production expanded in 2006 at the rate of 10.5% compared with 3.7% in 2005. A particularly sharp

increase at the rate of 23.5% was recorded in the high-technology industries (including the electronics, aircraft and
pharmaceuticals), as compared to 5.4% during 2005. Expansion also continued on the demand side and revenues
of the trading and services sectors increased in 2006 by 9.2%, in continuation to a growth of 7.8% in 2005

The war in the North caused a sharp decrease in the incoming tourist trade, and eliminating seasonality, the
number of incoming tourists (by air) dropped from 149 thousand in the month of June 2006 to 94 thousand in
September 2006. Concurrently, the number of tourist bed/nights dropped from 678 thousand in June 2006 to a
low of 364 thousand bed/nights in September 2006. However, the recovery of this sector was swifter than
expected at first, and the number of incoming tourists in December reached 121 thousand whereas the number of
tourist bed/nights increased to 548 thousand. In total, a decrease of 4.5% was recorded in 2006 in the number
of incoming tourists, which stood at 1.8 million. In contrast, the number of tourist bed/nights recorded an
increase of 1.1% reaching 6.8 million. The said increase in the number of bed/nights derived from the increase
in the first half of 2006 at an annualized rate of 33%, which offset the impact of the war in the North of Israel.
Mixed trends continued to characterize the building trade in 2006. On the demand side, the number of apartments
sold in 2006 increased by 3.6%, compared to 2005, reaching 13,282. In contrast, the number of new apartments,
the construction of which began in 2006, dropped by 4.7% as compared to 2005, reaching 29,679 units. Trends
in the construction industry also varied according to geographical regions. For example, the number of apartments
sold in the reported year, increased by 27.8% in the Tel-Aviv area and by 8.2% in the central region. In contrast,
a decline of 30.3% was recorded in the Jerusalem area, a decline of 261.3% was recorded in the northern region

and a decline of 19.3% was recorded in the Haifa area.

DEVELOPMENTS IN ECONOMIC ACTIVITY VIS-A-VIS FOREIGN MARKETS

According to the balance of payments data, export of goods and services in 2006 amounted to US$62.6 billion,
whereas the import of goods and services amounted to US$61.7 billion. The balance of trade therefore, showed a
surplus of US$944 million, compared with a surplus of only US$25 million in 2005. The growth trend in the income
of Israelis from overseas investments and work continued, amounting to US$6.6 billion, compared to US$5.5
billion in 2005. The overall current account balance showed a surplus of US$6.8 billion, compared with a surplus
of US$4.3 billion in 2005.

The flows of incoming and outgoing investments recorded a dramatic increase in 2006, when foreign investments
in Israel amounted to US$24.5 billion, of which US$14.2 billion of direct investments and US$8.6 billion of
investments in marketable securities. In 2005, foreign investments in Israel amounted to US$9.8 billion. Israeli
investments overseas amounted in 2006 to US$32.1 billion, of which US$13.6 billion of direct investments and
US$8.8 billion in marketable securities. In 2005, Israeli investments abroad amounted to US$18.5 billion.
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DEVELOPMENTS IN FOREIGN EXCHANGE RATES AND INFLATION RATES

The New Israel Shekel (NIS) appreciated as against the US dollar in the course of 2006 at a rate of 8.2%, following
a devaluation of 6.8% in 2005.The NIS also appreciated against the currency basket at the rate of 5.2%, compared
with a devaluation of 1.7% in 2005. The appreciation against the US dollar occurred on the background of the
weakening dollar against the leading currencies in the world, the large surplus on current account attained by
Israel, and the massive inflow of investments into the Israeli economy.

The Consumer Price Index (CPI) decreased during 2006 by 0.1%, compared to an increase of 2.4% recorded during
2005. This level is noticeably lower than the lower limit of inflation as targeted by the Government, being an
annual increase of 1%-3%. In contrast, the CPI excluding housing and excluding fruit and vegetables, increased
in 2006 by 0.9%, compared to 1.8% in 2005. The wholesale price index of industrial output for the local market
decreased at the rate of 2.1%, following an increase of 5.2% in 2005.

The decline in the CPI in 2006 was largely the result of the strengthening NIS as against the US dollar. This

MONETARY DEVELOPMENTS

M INFLATION IN THE LAST 12 MONTHS
~— BANK OF ISRAEL INTEREST RATE

brought about a decrease in prices of products and services linked to the NIS/dollar exchange rate, in particular
property owner services (which declined by 6.3%) and property rent (which declined by 5.7%). These constitute
together some 22% of the CPI. The sharp drop in oil prices in the world recorded in the second half of 2006 also
had its impact, which reduced the price of fuel and transportation services in Israel. However, the price levels at
the end of the year were similar to those at the beginning of the year. A study of the principal consumer groups
shows that the decrease in prices covered the housing item (-6.1%), footwear and apparel (-1.7%) and housing
maintenance (-1.2%). On the other hand marked price increases were recorded in the fruit and vegetable item
(12%), other foodstuff item (3.6%), health services (1.8%), and in the education, culture and entertainment
items (1.2%). The other principal consumer groups remained relatively stable.

The money supply (the M1 total of cash and bank current accounts held by the public), which increased during
2005 by 23.9%, grew during 2006 by only 7.5%, reaching NIS 51.7 billion at the end of December 2006.
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FISCAL AND MONETARY POLICY

Actual performance data of the State’s budget in 2006 indicate a deficit of NIS 5.5 billion (excluding the granting
of credit), an amount comprising 0.9% of the GDP, compared to 1.9% in 2005. The low deficit in 2006 derives
from revenues totaling NIS 211 billion (excluding the collection of debts), exceeding the planned amount by NIS
11.9 billion. Despite the increase in expenditure of the Defense Ministry, resulting from the war in Lebanon, the
original framework of expenditure in the amount of NIS 216 billion (excluding the granting of credit) was
maintained due to across the board cuts and the transfer to the budget of the Ministry of Defense of surplus
resulting from under-performance or amounts kept in reserve.

Nearly all through the first nine months of the year, Bank of Israel maintained a margin of 0.25% over the US
interest rate, and increased the interest rate in Israel in parallel to increases in the US interest rate, from a level
of 4.5% in December 2005 to a level of 5.5% in August 2006. On the background of the strengthening NIS and
the sharp drop in oil prices, the CPI dropped sharply in the months September-November forcing Bank of Israel

DEVELOPMENT OF THE DEFICIT
*  AND THE GOVERNMENT DEBT
3 AS A PERCENTAGE OF THE GDP

2 @ GOVERNMENT DEBT IN FOREIGN CURRENCY (LEFT AXIS)
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to reduce the interest rate by a cumulative rate of 0.5%, to a level of 5% in December 2006. As a result, the

interest margin vis-a-vis the US turned into a negative margin of 0.25%.

THE CAPITAL MARKET

In the course of the first eleven months of 2006, the asset portfolio of the public grew by 11.6% reaching at the
end of this period a total amount of NIS 1,860 billion. Also in this year, out of the total asset portfolio, the growth
trend in the weight of investments in foreign securities (from 3.2% to 3.5%) and in local securities (from 19.8%
to 22.4%) continued. The corporation bonds market presented also this year a marked growth, the total registered
amount of such bonds increasing from NIS 87.5 billion in December 2005 to NIS 122.7 billion in November 2006.
Following sharp increases in 2005, share price increases were more moderate in 2006 and the general share index
increased by 5.8%. The daily average trade turnover amounted to NIS 1.5 billion, compared to an average daily
turnover of NIS 1 billion in 2005. Increases in share prices in 2006 covered all sectors, excluding the industrial
sector, which dropped by 12.9%. Sharp increases were recorded in shares of real-estate companies (62.4%) and
in shares of investment companies (37.7%). In 2006 the “TA 25" Index increased by 12.5%, the “TA 100" Index
increased by 12%, while the “Tel Tech” Index decreased by 2.9%.

The market value of shares and convertible securities reached NIS 681.9 billion at the end of 2006, compared to
NIS 564.3 billion at the end of 2005. Large withdrawals from mutual funds were recorded in the course of 2006,
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amounting to NIS 18.4 billion, compared with deposits of NIS 16.3 billion in 2005. The withdrawals covered all
classes of mutual funds: funds specializing in the stock market recorded withdrawals of NIS 376 million, funds
specializing in the bond market recorded withdrawals of NIS 6.5 billion, funds specializing in NIS investments
recorded withdrawals of NIS 9.4 billion, while funds specializing in foreign investments recorded withdrawals of
NIS 2.1 billion.

Dynamic activity continued in 2006 in the trading in options on the “TA 25” Index and the average daily trade
turnover amounted to some 305 thousand contracts, compared to 258 thousand contracts in 2005.

The general bond index covering all classes of bonds increased during the year by 4.6%, increases in market
quotations being recorded in the non-linked and CPI linked channels while decreases in quotations being recorded
in the foreign currency linked channels. The average daily trade turnover in bonds on the Tel-Aviv Stock Exchange
increased from NIS 1.3 billion in 2005 to NIS 1.7 billion in 2006. A marked increase in trade turnover was recorded
in non-linked Government bonds, which increased from NIS 759 million in 2005 to over NIS 1 billion in 2006. A
fair increase occurred in the fourth quarter of the year when the Government bonds market makers reform was
introduced.

The CPI linked Government bonds index increased in 2006 by 4.1%. Price increases of 2.3% were recorded in the
redemption periods of up to two years and between two and five years, while price increases of 3.4% were recorded
in the redemption periods of between five and seven years and price increases of 3.9% were recorded in the
redemption periods of between seven and ten years.

The non-linked Government bonds index increased in 2006 by 6.4%. A price increase of 7.3% was recorded in the
fixed interest bonds of the “Shachar” class, non-linked bonds of the “Galil’ class recorded a price increase of 4.9%,

while the short term loan (MAKAM) recorded a price increase of 5.7%.

THE BANKING INDUSTRY

On the background of the continued economic growth in Israel and the world over and the expansion in the capital
market activity, improvement in the profitability of the banking industry and the decrease in its risks also
continued in 2006. This to a large extent being due to the decrease in the provisions for loan losses, the increase
in financing income and in gains from the sale of investee companies, as part of the implementation of the capital
market reform following the Bachar Committee recommendations. During the first three quarters of the year
improvements were noticed both on the asset side and on the liabilities side of the five large banking groups. The
volume of assets grew by 1.8% reaching NIS 875 billion. The growth on the asset side derived from a growth in
the volume of securities held by the banks of 3.9% (NIS 5.7 billion), in the volume of credit to the public of 0.8%
(NIS 4.5 billion) and in the volume of cash and deposits with banks of 3.5% (NIS 4.1 billion). In contrast, due
to the implementation of the Bachar Committee recommendation, investments in investee companies decreased
by 10.8% (NIS 3.9 billion). On the liabilities side a growth of 1.9% was recorded in deposits of the public (NIS
11.1 billion and 11.7% in shareholders” equity (NIS 5.6 billion).

A study of credit to the public according to linkage segments at the five large banking groups, in the first three
quarters of 2006, indicates an increase in the non-linked credit from 36.9% to 39.2%, as compared with a decline
in the foreign currency linked segment (from 31.6% to 30.8%) and in the CPI linked segment (from 31.5% to
30.8%). On the deposit side the weight of the foreign currency linked segment increased (from 44.0% to 44.6%).
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A minor growth took place in the non-linked segment (from 40.7% to 41%) and a decrease in the CPI linked
segment (From 15.3% to 11.3%).

The effective average return on the total non-linked NIS use of funds at the seven largest banks increased during
2006 from a rate of 6.32% in December 2005 to a rate of 7.03% in December 2006.

The effective average cost of the total non-linked NIS resources at the seven largest banks increased during 2006
from a rate of 3.21% in December 2005 to a rate of 3.88% in December 2006.

The financial margin, including management fees, in the non-linked NIS segment at the seven largest banks
declined during 2006, from a level of 3.7% in December 2005 to a level of 3.31% in December 2006.

PRINCIPAL ECONOMIC DEVELOPMENTS IN JANUARY - MARCH 2007

The NIS weakened in January 2007 as against the US dollar by 0.8%, following a long period of strength, and the
exchange rate stood at the end of January at NIS 4.26 to one US dollar. In February 2007, despite the continued
decrease in interest rates, the NIS returned to its appreciation course and at the end of the month the exchange
rate was NIS 4.21 to US dollar one.

The continued strengthening of the NIS caused Bank of Israel to reduce the interest rate three additional times
since the beginning of 2007: to a level of 4.5% in January 2007, to a level of 4.25% in February 2007 and to a
level of 4% in March 2007, resulting in the widening of the negative interest gap between Israel and the US to
1.25%.

In January 2007, the CPI dropped by 0.1% and in February 2007 it dropped further by 0.3%. In the 12 months
ended February 2007, the inflation rate amounted to -0.8%, a rate lower by 1.2% than the official inflation rate
targeted by the Government.

A surplus of NIS 4.3 billion (excluding the net granting of credit) was recorded in the Government budget in
January 2007. State revenues reached a record high of NIS 17.4 billion (excluding the net granting of credit).
February 2007 recorded a surplus of NIS 1.1 billion, and the cumulative balance sheet in the first two months of
2007 is positive amounting to NIS 5.4 billion.

FORWARD-LOOKING INFORMATION

Some of the information detailed in the directors’ report, which does not relate to historical facts, comprises
forward-looking information, as defined in the Securities Law, 1968.

Actual results of the Bank might differ materially from those indicated in the forward-looking information due to
a large number of factors, including, among other things, macro-economic changes, changes in the geo-political
situation, regulatory changes and other changes not under the control of the Bank, and which may result in the
non-realization of the estimates and/or in changes in the business plans of the Bank.

Forward-looking information is typified by terms and words like: “believe”, “anticipate”, “estimate”, “intends”,
“prepares to...”, “might” and similar expressions, in addition to nouns such as: “desire”, “anticipation”,
“intention”, “expectation”, “assessment”, “forecast”, etc. Such forward-looking expressions involve risks and
uncertainties as they are based on evaluations by management as to future events, which include, among other
things, evaluations as to the state of the economy, public preferences, domestic and foreign interest rates,

inflation rates, etc. as well as regarding the effects of new legislative and regulatory provisions relating to the
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banking industry and the capital market and to other fields that have an impact on the activity of the Bank and
on the environment in which it operates, and that by the nature of things, their realization is uncertain.

The information presented below relies, among other things, on information in the hands of the Bank, inter-alia,
publications by other entities such as the Central Bureau of Statistics, the Ministry of Finance, the Bank of Israel,
the Ministry of Housing and other entities that publish data and assessments as to the Israeli and global financial
and capital markets.

The above reflects the point of view of the Bank and its subsidiaries at the time of preparation of the financial
statements as to future events, based on evaluations that are uncertain. The evaluations and business plans of
the Bank and its subsidiaries are derived from such data and assessments. As stated above, actual results might

differ materially and impact the realization of the business plans or bring about changes in these plans.

Israel Discount Bank Ltd. (hereinafter - “the Bank”) was incorporated in Palestine in 1935, as a public company
under the Companies Ordinance. The Bank was founded by Mr. Leon Recanati. The Bank is a banking corporation
having a banking license under the provisions of the Banking Law (Licensing), 1981 (hereinafter: “ the Banking
Law (Licensing)”).

During the seventy one years of its operation the Bank has developed a chain of branches and a wide variety of

commercial banking activities in all banking spheres. The Discount Group is the third largest banking group in Israel

DOMESTIC OPERATIONS

The Bank is a universal bank, which grants its customers comprehensive banking services in all areas of financial

activity, through 125 branches in Israel. The Bank also offers its customers a variety of direct banking, on-line

banking and Internet services.

The Bank has two banking subsidiaries in Israel - Mercantile Discount Bank Ltd. - a commercial bank serving

customers in all fields of financial activity through 65 branches, and Discount Mortgage Bank Ltd., serving as the

main arm of the Group in the mortgage loan field. In addition, the Bank has an affiliated company, The First

International Bank of Israel Ltd., also being one of the five major banking groups in Israel.

The activities in Israel include additional areas, mainly:

- Credit cards - The Bank controls Israel Credit Cards Ltd. (“ICC") and Diners Club Israel Ltd. (“Diners”), which
issue and market “VISA”, “Diners” and “MasterCard” credit cards, both for domestic and overseas use.

- Securities portfolio management - The subsidiary, Tachlit Investment House Ltd., which manages securities
investment portfolios for private customers, corporations, not-for-profit organizations and institutional bodies.

- Investments, venture capital funds and underwriting - The subsidiary, Israel Discount Capital Markets and
Investments Ltd., engages in investment banking, as well as investing in venture capital funds together with
foreign institutional bodies and in securities issuance underwriting and management.

- Provident funds - The subsidiary, Discount Management of Provident Fund, manages at present a variety of
provident funds and in the future, following sale of this activity, it will provide operating services to provident
funds and mutual funds.
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- Advanced training funds - Kahal - Management of Study Funds (1996) Ltd. and Kahal - Employees’

Supplementary Training Fund Ltd. are affiliated companies engaged in the field of advanced training savings.
The Bank’s activity in Israel is facing significant changes due to the implementation of the legislation passed in
the wake of the Bachar Committee recommendations. These changes include the sale of shares of Ilanot Discount
Ltd., the sale of the operations of the provident funds, decrease in the holdings in Harel Insurance Investments
Ltd., the sale of holdings in the advanced training funds (Kahal) and the preparations for the entry into the
pension consultancy field. Since these transactions were completed gradually during 2006, and in part will become
effective in 2007, their impact has not yet been fully reflected. For details see hereunder “Operations in the
capital market” under “Further details as to activity in certain products”, “Legislation and supervision” and Notes
6 F and 33 to the financial statements.

OVERSEAS EXTENSIONS OF THE BANK

The major part of the Bank’s operations abroad is conducted by Israel Discount Bank of New York, which is the
largest of all Israeli banks operating abroad. The Bank also holds a commercial bank in Montevideo, Uruguay and
a bank in Switzerland, located in Geneva, which focuses on private banking. The Bank operates a London branch,
which provides commercial and private banking services.

In addition, the Bank has representative offices in Paris, Berlin, Buenos Aires, Santiago and Sdo Paulo.

MARKET SHARE

Based on data relating to the banking industry as of September 30, 2006, published by the Bank of Israel, the Discount Bank
Group's share in the total of the five largest banking groups in Israel was as follows:

September 30, 2006 December 31, 2005 December 31, 2004
In %

fowlassets WS .o s
Credittothe public __________...™3 . v 145
Deposits of the public 84 86 83
Earnings from financing operations 167 v oo A
Provision for doubtful debts WS e oo
Operatingincome . _______... M1 __ .. 87 190
Operating expenses 20.8 22.3 22.3

MAJOR FIGURES FROM THE CONDENSED FINANCIAL STATEMENTS

The Bank reports its operations, in accordance with instructions of the Supervisor of Banks, under six operating

segments, as follows:

- Retail Banking — Household Segment: This segment includes customers of the Bank’s Retail Division who are
private customers, who are defined as customers who are either salaried employees, possess the potential for
growth, or may be viewed as VIP customers (the definition excludes customers of the private banking centers).
The segment also includes the customers of Mercantile Discount Bank in that bank’s household segment -
private customers of Mercantile Discount Bank, whose activities are typical of those of households, including
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credit of a volume not exceeding NIS 200 thousand and deposits of a volume not exceeding NIS 500 thousand.
Retail Banking - Small Business Segment: This segment includes customers of the Bank’s Retail Division
which are defined as small companies and small businesses with borrowings of up to NIS 4 million. The segment
also includes the customers of Mercantile Discount Bank in that bank’s small business segment - that bank’s
small business segment customers (individuals and corporations) whose granted volume of credit does not
generally exceed NIS 1 million.

Corporate banking: The segment in the Bank includes mainly companies with annual turnovers of over NIS
150 million and/or total indebtedness exceeding NIS 40 million. The segment also includes customers of the
business segment of the Mercantile Discount Bank - corporations whose annual business turnover generally
exceeds NIS 100 million and public companies handled by the corporate division of Mercantile Discount Bank.
Middle Market banking: This segment in the Bank includes mainly companies with annual turnovers of NIS
15 - 150 million and/or total indebtedness of NIS 4 - 40 million. The segment also includes customers of the
Middle Market banking of Mercantile Discount Bank - business customers (individuals and corporations) having
a medium level of activity, whose granted volume of credit exceeds NIS 1 million and who do not belong to
the corporate banking segment of Mercantile Discount Bank.

Private banking: This segment includes customers of the Bank’s Retail Division (individuals and corporations)
who maintain their accounts at the private banking centers.

Financial Management Segment. This segment includes activities that are characterized as banking
operations, but do not involve customers of the Group (except for the dealing room). These activities are
mainly comprised of for their own account operations of the Bank and Mercantile Discount Bank involving
securities and other banks, as well as management of market and liquidity risks and dealing room operations,
including those involving derivatives. This segment also includes the Bank’s share in the income of the First
International Bank and its share in the income of its affiliated companies which operate in a supporting
capacity. The segment also includes the non-financial corporations sub-segment, which includes the Discount

Group activity in non-financial investments.

Starting with the year 2006, these segments include also the related part of the international operations of the

Discount Group. This Report includes a chapter describing the international operations of the Discount Group.

These segments include also the related part of the operations of the product segments: credit cards, capital

market activity, mortgages, construction and real estate.

Credit card Operations The activity of the Bank in the credit card field is being conducted both through Israel
Credit Cards Ltd. (hereinafter - “ICC”), a credit card company owned as to 65% by the Bank, and by the issue
as co-issuers of ICC credit cards to customers of the Bank, as part of the services and products basket offered
by the Bank.

The income of the Bank from the credit card operations includes, primarily, various commissions related to the
credit card activity of ICC (both as an issuer of credit cards and as a clearing agent for credit cards), as well
as the financing income from credit granted to transactions effected through off-banking credit cards. In
addition, the bank derives income from payments transferred to it in respect of credit cards issued to its
customers by ICC, at the initiative of the Bank.

Operations in the Capital Market: The operations in the capital market includes securities activity (excluding
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activity for the Bank’s own account), portfolio management, mutual funds, supplementary training funds,
provident funds and severance pay funds. The operations include the activity of the Bank's securities
department, as well as the operations of specialized subsidiaries: Tachlit Investment House, Discount
Management of Provident Fund and Kahal, and the operations in the capital market of Mercantile Discount
Bank. Until June 30, 2006, the activities included those of the specialized subsidiary Ilanot Discount, that has
been sold.

- Mortgage and Housing Loan Activity: his segment includes the mortgage operations of the Discount Group
in Israel (Mercantile Discount Bank and Discount Mortgage Bank). At this stage, housing loans made by the
Bank are excluded. This segment includes the granting of loans for housing purposes (purchase, construction
etc.) and the granting of business loans and loans for any purpose secured by a mortgage on a residential
apartment or other property.

- Construction and Real Estate Activity: This activity includes customers of the Bank’s various divisions whose
industry classification is construction and real estate. This activity also includes customers of the construction
and real estate segment of the Mercantile Discount Bank and the loans for the purchase or building of
commercial property segment at Discount Mortgage Bank and the building project finance segment at Discount
Mortgage Bank.

For additional details, see “Activities of the Group according to principal segments of operations”, “Additional

details regarding activities in certain products” and the “International activity” below.

For details regarding the assumptions, assessments and reporting principles used in the preparations of the data,

see Note 31 to the financial statements.
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PRINCIPAL DATATAKEN FROM THE CONSOLIDATED FINANCIAL STATEMENTS
PROFITABILITY

For the year ended December 31 Rate of change in %

2006 2005 2004 2006 2005
Compared with Compared with
In NIS millions 2005 2004

Income from financing activities
before provision for doubrful debts 379 3697 3473 26 6.4
Provision for doubtful debts 570 691 80 ws 21.5)

Income from financing activities
after provision for doubtful debts 8220 3006 253 . [
Nonfinancing income 2359 2400 2226 o 9
Non-financing expenses 8020 4724 4023 62 74
Operating income before taxes 859 68 76 ts2e) (42
Operating income after taxes 209 39 M4 we 209
Netincome . 86 48 %86 825 (1761
Net income disregarding certain components” 666 693 8% @9 52
Net earnings per share of NIS 0.1 par value 085 = 047 057

The return on shareholders’ equity 12.2 72 9.3

The return on shareholders’ equity
disregarding certain components” 9.7 10.9 1.1

* For details regarding the components that had been eliminated, see “Income and Profitability” hereinafter.

BALANCE SHEET

As at December 31 Rate of

2006 2005 change

In NIS millions in %
Towlassets 162538 188720 24
Creditgranted to the public 0175 1816 27
Seurfies ] |OW 288 78
Deposits from the public 180817 180285 02

Shareholders’ equity including minority interests 8,367 7185 16.5

Shareholders’ equity 7965 6,718 18.6
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FINANCIAL RATIOS

As at December 31

2006 2005
In %

Capital resources in relation to total assets . ________.__ St 45
Ratio of capital torisk assets 104 938
Ratio of the provision for doubtful debts to credit to the public 089 ... 0Am
Ratio of credit to the public to total assets 85 . %83
Ratio of credit to the public to deposits of the public 691 674
Ratio of deposits of the public to total assets 803 ... 8l
Ratio of operating income to operating expenses 40 508
Total income relative to operating expenses. 122.5 129.1

1,050 ¢

1,000 ¥

DEVELOPMENT OF THE PRICE OF
DISCOUNT BANK SHARES AND
THE “TA 100" INDEX IN 2006

—— DISCOUNT BANK
— “TA 100"

In March 2007, the bank adopted a multi-annual strategic plan intended to bring the Bank onto an accelerated
growth route.

BACKGROUND - PREVIOUS STRATEGIC PLANS

The strategic plan for the years 2007-2011 constitutes a direct continuation of the two previous strategic plans:
A recovery plan (2001) that reached most of its targets and which reverted the bank to a route of profitability.
During the period of this plan, 100 thousand new customers were attracted to the bank.

A differentiation and leadership plan (2004) that determined the vision of humane banking and the strategic

backbone of the Bank, which guide the Bank’s operations and forms the basis for its strategic plans:

The mission: Humane banking;

The purpose: Combining humaneness with professionalism;

The assignment: Leading the personal and humane service experience;

Basic values: The love of humanity, professionalism, integrity, initiative and commitment;

Market identity: Discount Bank leading the personal and humane service experience, based on attentiveness and
understanding of the customer’s needs, creating innovative and clear solutions and rated by customer satisfaction;

19




ISRAEL
DISCOUNT ISRAEL DISCOUNT BANK LIMITED AND ITS SUBSIDIARIES
SN—

20

- The strategic pledge: Taking you personally;
- The strategic focus: Satisfying every customer, whether an external or an internal one.

THE STRATEGIC PLAN FORTHE YEARS 2007-2011

The strategic plan for the years 2007-2011 - the accelerated growth plan - determines a strategic framework for
increasing the value of the Bank and is based on growth engines in addition to the growth in current operations
of the Bank. The strategic plan engulfs all areas of operation at the Bank and is measurable and controllable.

Two moves comprising the necessary infrastructure for growth, were completed in 2006: stabilization of the new
computer system (the Ofek Project) and the significant improvement in capital adequacy to a level that allows

the expansion of banking operations.

THETARGETS OF THE STRATEGIC PLAN:

- Double digit annual growth in net operating income;

- Return on equity of at least 13% as from 2010;

- Consistent improvement in operating indices.

It should be noted that the said minimum return assumes a distribution of dividend as from the year 2009, from
the income of 2008, even though the Bank’s Board of Directors has not yet adopted a dividend policy and has not

decided on any dividend distribution.

HUMANE BANKING

The Bank is to continue operating in line with the humane banking vision as regards its customers and staff, with
social responsibility and involvement.

THE RETAIL BANKING SEGMENT

The differentiation and leadership moves in retails banking will continue to be based on the expansion of the
retail service model unique to Discount Bank: tens of branches all over the country opened 10-12 hours per day,
every day, offering new service norms in Israel.

Intensifying the activity with Bank customers is to be achieved by improving the ability to adapt to each customer
the product package preferred by him. This concurrently with the improvement in the management information
systems of the Bank, including the measurement of customer profitability.

THE CORPORATE AND MIDDLE MARKET BANKING SEGMENT

The merger of the corporate and middle market divisions is to be completed in 2007. This merger will improve the
preparation and focusing on the risk management field, the efficiency of the system and the decision making
process, while reorganizing the business layout of the Bank

Following the improvement in the business results of the Bank and in its capital adequacy it would be also possible

in future years to act towards increasing the income from credit.

FINANCIAL MANAGEMENT SEGMENT

In the coming years, the financial segment is to serve as a profit growth engine with the establishment of the
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global treasury layout (the group asset and liability management and dealing room), which is to act with a view
of realizing the advantages of the international disposition of the Discount group. The dealing rooms, risk
management and the asset and liability management will gradually be converted into group management.

The improvement in the Bank’s capital adequacy brought about an increased ability to take on risks. In view of
this, the bank intends to increase in a controlled manner the risk level of the Bank’s own investments (Nostro

investments) in order to achieve higher rates of return.

NON-FINANCIAL INVESTMENTS

Non-financial investments are to be managed centrally by the subsidiary Israel Discount Capital Markets and
Investments Ltd., which is to be reinforced and will become the non-financial investments arm of the Bank.

SALE OF FINANCIAL PRODUCTS AND PREPARATION FOR PENSION ADVISORY SERVICES

The investments consulting services layout is to be expanded and reinforced in order to provide a professional and
timely response to the changing needs of customers. This expansion is to contribute to the improvement of
professional service to customers and to the increase of the Bank’s income from the sale of capital market products.
A pension advisory service layout is being established, which will enlarge the circle of customers seeking this
service as well as the variety of services to customers, will strengthen relations with customers and will increase
the Bank’s income from the sale of pension products.

CORPORATE OUTLOOK

In the coming years, the Bank will act towards strengthening the corporate outlook and improving the synergy in

the Group by way of intensifying the cooperation between Group companies.

EFFICIENCY AND IMPROVED EFFECTIVENESS

An effort to improve efficiency began in 2006 by improving operating methods and the strategic preference of
assignments and resources. In 2007 the effort would be focused on the development of the information systems
at the Bank with a view of increasing productivity, concurrently with diverting the center of gravity of the

operations from the Ofek Project to the support of the business units and the implementation of the strategy.

EXPANDING THE BANKING ACTIVITY ABROAD

The plan for the expansion of the banking activity abroad will be completed in 2007. In the first stage, the effort
is focused on expanding the private banking activities in Switzerland through the acquisition of a local bank
Concurrently, the Bank plans the expansion of activities and increase in income of IDB New York and of the London
Branch of the Bank.

CORPORATE GOVERNANCE

The Bank is to prepare the adoption of a corporate governance code intended to maintain at group level, a “best
practice” policy regarding corporate governance. Among other things, the code is to be formed in the light of the
rules and regulations applying to the Bank as a banking corporation and in the light of the Goshen Commission
recommendations and of practices adopted in other countries around the world, while modifying it to the
characteristics and the unique requirements of the Discount Group.
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The code is to include a risk management policy (including Basel II), a compliance policy and response to the
requirements stemming from the application of SOX 404.

Forward-looking information. The essence of the strategic plan as discussed above, include evaluations that
constitute forward-looking information, such as the estimate of return to equity, earnings, targets that had been
set, etc. These evaluations are based on the up to date information and assessments in the hands of Bank at date
of issue of the Report.

The strategic plan is based on assumptions regarding the continued growth of the economy, the stability of the
regulatory environment and the stability of the banking industry. Material changes in the state of the economy
and in the position of customers, changes in regulation having a significant effect, or material changes in the
structure of competition may affect the extent of achieving the targets of the strategic plan. An additional
uncertainty factor derives from the limited ability to forecast precisely the implications of certain of the future
processes and their impact on profitability.
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The Group’s net income in 2006 totalled NIS 836 million, compared with NIS 458 million in the preceding year,
an increase of 82.5%.

Net Income disregarding the bonus paid to the employees in respect of the sale of the controlling interest in the
Bank (see Note 32 to the financial statements), early retirement incentives, payments to regulatory authorities in
the U.S. and the cost of implementing the improvements and the examinations in IDB New York (see Note 6D to
the financial statements) the reversal of the provision for impairment in value of the investment in the First
International Bank of Israel (“FIBI") recorded in 2003 (see Note 6F to the financial statements), the profit on the
sale of shares of Ilanot Discount (see Note 6E to the financial statements), the profit on the sale of shares of
Harel Insurance Investments (see Note 6H to the financial statements) (hereinafter: “certain components”) would
have amounted in 2006 to NIS 666 million, compared to NIS 693 million in 2005, a decrease of 3.9% (2005:
disregarding expenses in respect of encouragement of early retirement and payments to regulatory authorities in
the U.S.).

The Bank alone had an income from ordinary operations after taxes amounting to NIS 95 million in 2006,
compared with a loss from ordinary operations after taxes of NIS 228 million in the previous year.

Disregarding the bonus paid to the employees in respect of the sale of the controlling interest in the Bank and

expenses in respect of encouragement of early retirement, the Bank would have recorded in 2006 operating
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earnings after taxes of NIS 355 million, compared with operating loss after taxes of NIS 56 million in 2005.

Disregarding the hedging of the investment of the Bank in overseas extensions, the bonus paid to the employees

in respect of the sale of the controlling interest in the Bank and expenses in respect of encouragement of early

retirement, the Bank would have recorded in 2006 operating income after taxes of NIS 232 million, compared with

income of NIS 29 million in 2005.

Return on shareholders’ equity for 2005 was 12.2%, compared with 7.2% in the preceding year.

The return on shareholders’ equity, disregarding certain components, as detailed above, would have reached in

2006 a rate of 9.7% compared with 10.9% in 2005.

Net earnings per one share of NIS 0.1 par value amounted in 2006 to NIS 0.85, compared with NIS 0.47 in

2005.

Net earnings per one share of NIS 0.1 par value, disregarding certain components, as detailed above, would

have reached in of 2006 NIS 0.68 compared to NIS 0.71 in 2005.

The following are the main factors, having a positive effect on the business results of the Group in 2006, as

compared with 2005:

(a) An increase of 2.5% in income from financing activities before provision for doubtful debts.

(b) A decline of 17.5% in the provision for doubtful debts.

(c) The Bank's share in earnings from ordinary operations of affiliates in 2006 totalled NIS 188 million, compared
with NIS 174 million in 2005, an increase of 8.0 %.

(d) Reversal of a provision for impairment in value of NIS 173 million, recorded in 2003 in respect of the
investment in the FIBI.

(e) Net profit on the sale of shares in Ilanot Discount, which amounted to NIS 256 million.

(f) Net profit on the sale of shares in Harel Insurance Investments, which amounted to NIS 104 million.

On the other hand, the following factors offset the said positive effects:

(a) A decline in operating and other income at the rate of 2%, affected mainly by a decrease in other income (at
a rate of 29.1%), deriving mostly from the decrease in the Bank’s profits from severance pay funds, which was
partly setoff by an increase in income from operating commissions (at a rate of 2.6%) and an increase in gains
on investments in securities.

(b) an increase in the operating and other expenses of 6.2%, affected mostly by an increase of 7.9% in payroll
and related expenses, which in 2006 include a bonus to employees in respect of the sale of the controlling
interest in the Bank and expenses in respect of early retirement incentive as well as an increase of 4.3% in
other expenses.
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Income from financing activities before provision for doubtful debts amounted to NIS 3,790 million in 2006,

compared with NIS 3,697 million in the preceding year, an increase of 2.5%.

Income from financing activities before provision for doubtful debts was influenced by the following factors:

(a) An increase of 6% in the average outstanding balance of financial assets generating financing income.

(b) An increase in the overall financial margin (including the effect of derivative financial instruments), which in
2006 reached a rate of 1.85%, compared with 1.77% in 2005.

(c) A decrease in other financing income in the amount of INS 136 million, derived mainly from net negative
exchange differences recorded in respect to outstanding monetary asset and liability balances of a foreign
consolidated subsidiary, the income in respect of which is recognized as part of other financing income.

(d) Increase in other financing expenses in the amount of NIS 44 million, resulting mainly from increase in
expenses of a foreign consolidated subsidiary, mainly because of activity in derivatives.
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INCOME FROM FINANCING ACTIVITY BY LINKAGE SEGMENTS

Below is the composition of income from financing activity by linkage segments (including the effect of derivative financial
instruments which may be allocated to segments of activity - ALM):

For the year ended December 31
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2006 2005

Contribution to profit Contribution to profit Changes in

Volume of Volume of contribution

activity” in NIS activity” in NIS in NIS

in% millions in % in % millions in % millions

Israeli Currency 31.3 1,692 44.6 29.4 1,508 40.8 184

Unlinked shekels 114 347 92 121 460 124 (113)

CPHinked shekels 573 1456 384 585 1378 3713 78

Foreign Currency 1000 3495 922 1000 3346 905 149

Options 120 ¢ 32 e 04 124

Other derivative financial
instruments (not including hedged

derivatives and ALM) 4 (0.1) - - (4)

Financing commissions 123 ¢ 32 138 37 (15)

Other financing income

(expenses), net 6.8 1.8 6.2 (161) -

Total 3,790 100.0 3,697 100.0 93

* According to the average balance of the assets.
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For further details of earnings from financing operations according to linkage terms, see “Financing income and
expense ratios” in Schedule C in the Management Review hereunder.

Other net financing income totalled NIS 191 million in 2006, compared with NIS 367 million in 2005, a decrease
of 48.0%. The decrease results mostly from the net negative exchange differences recorded in respect of monetary
asset and liability balances in a consolidated subsidiary abroad, the income in respect of which is recorded as a
part of the commission from financing operations and other financing income.

Effect of Non-Performing Debts. One of the factors that considerably affected the income from financing
activities was the volume of non-performing debts. The balance of such debts, as at December 31, 2006, was NIS
2.5 billion, compared with NIS 2.76 billion in the preceding year. (The average rate of return on credit in the
different linkage segments in 2006 was between 0.1% and 8.3%).

BELOW ARE PARTICULARS ON NET INTEREST INCOME ACCORDINGTO
LINKAGE SEGMENTS (INCLUDING ALM):

In the non-linked shekel segment, net interest income totalled NIS 1,692 million in 2006, compared with NIS
1,508 million in the preceding year, an increase of 12.2%. Income from this segment constituted 44.6% of total
net interest income in 2006, compared with 40.8% in the preceding year.

In 2006, assets exceeded liabilities in this segment by NIS 1,890 million, compared with 2005, where assets
exceeded liabilities by NIS 1,210 million, contributing to the increase in earnings from financing operations in
this segment.

The average balance of assets in this segment increased in 2006 by 12.8% compared with the preceding year.

In 2006 the interest margin reached 2.75% compared with 2.80% in the previous year.

In the CPI-linked shekel segment, net interest income totalled NIS 347 million in 2006, compared with NIS 460
million in the preceding year, a decrease of 24.6%. Its proportion of total net interest income in 2006 was 9.2%,
compared with 12.4% in the previous year.

The average asset balance in this segment in 2006, fell by 0.7% compared with the preceding year.

The interest margin in 2006 reached the rate of 1.32%, compared with a rate of 1.51% in the preceding year.

In the foreign currency segment, which includes activities in the foreign currency-linked shekel segment, net
interest income amounted to NIS 1,456 million in 2006, compared with NIS 1,378 million in the preceding year,
an increase of 5.7%. Its proportion of all net interest income was 38.4% in 2006, compared with 37.3% in the
preceding year.

In 2006, the average balance of assets in this segment increased by 4.2% compared with the preceding year.
The interest margin in this segment in 2006 was 1.42%, compared with 1.30% in the preceding year.
Commisions and other net financing income totalled NIS 191 million in 2006, compared with NIS 367 million
in the preceding year.

Total interest margin in 2005 was 2.4%, compared with 2.08% in the preceding year (not including the effect
of hedge transactions).

The interest margin, including the effect of other derivatives (in hedge transactions and ALM), reached a
rate of 1.85% in 2006, compared with a rate of 1.77% in the preceding year.

Provision for doubtful debts totalled NIS 570 million in 2006, compared with a provision of NIS 691 million in

the preceding year, a decrease of 17.5%, of which a decrease of NIS 35 million, derived from the impact of the
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changes in the rates of exchange of the US dollar on the provisions for doubtful debts of a foreign consolidates
subsidiary. In 2006, the provision constituted 15.0% of the income from financing activities before provision for
doubtful debts, compared with 18.7% of this income in the preceding year.

The annual provision for doubtful debts, as a ratio of credit to the public, not including off-balance sheet credit
risk, was 0.59% in 2006 (0.36% - including off-balance sheet credit risk), compared with 0.74% (0.47% -
including off-balance sheet credit risk) in 2005.

The balance of the provision for doubtful debts, which includes the specific provision, the general provision, the
supplemental provision and the special provision, but not including provision for off-balance sheet credit risk,
totalled NIS 5,979 million in 2006 (NIS 6,114 million - including provision for off-balance sheet credit risk). The
balance of this provision constitutes 6.22% of the credit to the public (3.82% - including off-balance sheet credit
risk), compared with a balance of the provision in the amount of NIS 5,770 million, not including provision for
off-balance sheet credit risk (NIS 5,903 million - including provision off-balance sheet credit risk), constituting
6.17% of the credit to the public (4% - including off-balance sheet credit risk) at the end of the preceding year.
The specific provision for doubtful debts amounted to NIS 643 million in 2006, compared with NIS 642 million
in the preceding year, a decrease of 0.16%.

The specific provision was made on a conservative basis, in accordance with management’s assessment of expected
losses in the credit portfolio, based on an examination and monitoring of the condition of debtors and their
business activity, an assessment of the risks related to their financial condition and in relation to the type and
value of the collateral.

The main part of the expense recorded by the Bank (in Israel) for the specific provision for doubtful debts in 2006
relates to the following industries: construction and real estate industries 22.1% in 2006, compared with 29.2%
in 2005; hotel industry 1.4% in 2006, compared with 3.2% in 2005; communications and computer services 2.2%
in 2006, compared with 8.5% in 2005; commercial sector 7.6% in 2006, compared with 19.2% in 2005; various
industrial sectors 29.5% in 2006, compared with 18.9% in 2005.

The Bank'’s specific provision (in Israel) for major sectors. The Bank’s specific provision for the construction
and real estate sector, as a ratio of credit to the public in this sector was 0.5% in 2006, compared with 1.1% in
2005.

The Bank’s specific provision for the hotel sector, as a ratio of credit to the public in this sector, was 0.2% in
2006, compared with 0.5% in 2005.

The Bank’s specific provision for the commercial sectors, was 0.4% in 2006, compared with 1.2% in 2005.

The Bank’s specific provision for the various industrial sectors, was 0.9% in 2006, compared with 0.8% in 2005.
The Bank’s specific provision for the communications and computer services, was 0.3% in 2006, compared with
1.3% in 2005.

The specific provision in the Bank, in respect of all other economic sectors, as a ratio of the credit granted to
such sectors, was 0.6% in 2006, compared with 0.5% in 2005.

The supplemental provision for doubtful debts of the Bank and the banking subsidiaries in Israel, in 2006,
totalled NIS 5.7 million, compared with a supplemental provision of NIS 2.3 million in the previous year. The
supplemental provision for doubtful debts is based on the quality of the credit portfolio in accordance with risk

factors, as determined by the directives for proper banking procedures.
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Income from financing activities after provision for doubtful debts amounted to NIS 3,220 million in 2006,
compared with NIS 3,006 million in the preceding year, an increase of 7.1%.

Non-financing income in 2006 amounted to NIS 2,359 million, compared with NIS 2,406 million in the preceding
year, a decrease increase of 2.0%.

Commissions totalled NIS 1,911 million in 2006, compared with NIS 1,863 million in the preceding year, an
increase of 2.6%. The increase results, mainly, from income from credit cards, income from securities transactions,
handling of credit and drafting of contracts and foreign trade and foreign currency special services activity which
result from the expansion of activity by Bank customers. The increase in income was partly offset by a decrease
in income from ledger fees and a decrease in income from the payments order system services charges.

The Group’s income from credit card activity derives from both operating and financing activities.

Income from credit card operating activities amounted to NIS 640 million in 2006, compared with NIS 570 million
in 2005, an increase of 12.3%. Interest income on credit to customers via credit cards amounted to NIS 82 million
in 2006, compared with NIS 57 million in 2005, an increase of 43.9%.

Gains on investment in shares, net, amounted to NIS 65 million in 2006, compared with NIS 3 million in 2005.
The said earnings include, among other things, a dividend of NIS 39 million received by the Bank and Mercantile
Discount Bank from a company, the shares of which served as security for a loan granted to a certain borrower.
In addition, subsequent to balance sheet date an additional dividend has been received in the amount of NIS 52
million, which shall be recognized in the first quarter of 2007. (For details of the directive of the Supervisor of
Banks, which required that the balance of the loan to the said borrower be classified as a “security” being part
of the “available-for-sale securities portfolio”, see Note 3 C to the financial statements).

Other income in 2006 totalled NIS 383 million, compared with NIS 540 million in the preceding year, a decrease
of 29.1%. This increase derives mainly from a decline in profits of severance pay funds, which amounted to NIS
49 million in 2006, compared with NIS 160 million in 2005.

Following are the main components comprising non-financing income:

2006 2005 2004
% % %
Revenue from managementfees 6 2o 123
Payment order system services Bo 83 189
Revenue from eredit cards 7 ®5 . B3
Revenue from cepital merket activities 286 40 = 268
Profits of the severance pay fund 21 67 13
Computerized services, information and confirmations - L oo 19
Foreign rade acthity 39 34 34
Margins and collection fees on loans out of deposits
refundable according to collection . __ o8 .08 09
Other 1.1 10.4 11.2
Total 100.0 100.0 100.0

Non-financing expenses totalled NIS 5,020 million in 2006, compared with NIS 4,729 million in 2005, an
increase of 6.2%.
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Salaries and related expenses amounted to NIS 3,201 million in 2006, compared with NIS 2,966 in the preceding
year, an increase of 7.9%.

Salaries expenses in 2006 include a bonus paid to employees in respect of sale of the controlling interest of the
Bank in the amount of NIS 232 million.

In 2006, the Bank continued encouraging early retirement of employees, while directing it towards employee
populations with defined characteristics, where focused efforts are being made to encourage early retirement at
beneficial terms. In July 2006, the Board of Directors of IDB New York decided on a plan for the encouragement
of early retirement of employees (see “Discount Bancorp Inc.” under “Main Investee Companies” below). The
financial statements for 2006, include an expense of NIS 164 million in respect of early retirement (2005: NIS 196
million). For additional details, including details on employees retired in 2004-2006, see “Human Resources”
below.

Salaries and related expenses disregarding the bonus paid in respect of the sale of the controlling interest in the
Bank and expenses in respect of encouragement of early retirement (2005 - disregarding expenses in respect of
the sale of the controlling interest in the Bank, expenses in respect of encouragement of early retirement, an
additional grant in respect of 2004, expenses in respect of change in the definition of salary in the Value Added
Tax Law, and a provision in respect of change in mortality tables utilized for actuarial calculations) amounted to
NIS 2,805 million in 2006, compared with NIS 2,697 million in 2005, an increase of 4%, deriving mainly from the
wage agreement for 2006 signed by the Bank, and from the increase in payroll of a foreign subsidiary.

Salaries expenses, excluding related expenses, amounted in 2006 to NIS 2,208 million, compared with NIS 1,919
million in 2005, an increase of 15.1%.

Salaries expenses excluding related expenses disregarding the bonus in respect of the sale of the controlling
interest in the Bank, amounted in 2006 to NIS 2,018 million, compared to NIS 1,919 million in 2005, an increase
of 5.2%.

Salary and related expenses in the Bank alone amounted to NIS 2,082 million in 2006, compared with NIS 2,032
million in the preceding year, an increase of 2.5%.

Salary and related expenses of the Bank, disregarding the bonus in respect of the sale of the controlling interest
in the Bank and expenses in respect of encouragement of early retirement amounted in 2006 to NIS 1,802 million,
compared with NIS 1,763 million in 2005, an increase of 2.2%. The increase derives mainly from the increase is
derived mainly from the salary agreement for 2006.

Salary expenses, excluding related expenses and disregarding the bonus in respect of the sale of the controlling
interest amounted in 2006 to NIS 1,231 million, compared with NIS 1,236 million in 2005, a decrease of 0.4%.

Salary expenses, excluding related expenses, in the Bank alone, amounted to NIS 1,388 million in 2006, compared
with NIS 1,236 million in the preceding year, an increase of 12.3%.

Salary related expenses in the Bank alone, amounted in 2006 to NIS 595 million, compared with NIS 600 million
in 2005, a decrease of 0.8%.

Depreciation and maintenance of building and equipment totalled NIS 679 million in 2006, compared with NIS
670 million in the previous year, an increase of 1.3%.

Other expenses totalled NIS 1,140 million in 2006, compared with NIS 1,093 million in the preceding year, an

increase of 4.3%. This results mainly from an increase in advertising costs, computer costs, and professional
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services. Other expenses in 2005 include a provision of NIS 113 million in respect of the arrangement signed by
IDB New York and the regulatory authorities in the United States. The increase in professional services expenses
results, mainly, from payments to consultants at IDB New York.

The cover rate of non-financing income to non-financing expenses reached 47.0% in 2005, compared with 50.9%
in the preceding year. The increase in professional services expenses derives mainly from payments to advisors of
IDB New York.

The cover rate of non-financing expenses by non-financing income, disregarding the expenses detailed abouve,
would have reached 51.4% in 2006, compared with 55.3% in 2005.

Operating income before taxes totalled NIS 559 million in 2006, compared with NIS 683 million in the preceding
year, a decrease of 18.2%.

Provision for taxes on operating income totalled NIS 350 million in 2006, compared with NIS 324 million in the

preceding year.

60 = 58.4%

® 55.4%

55 4 : ® 5099
S04 495% : ® L

RATIO OF NON-FINANCING INCOME
TO NON-FINANCING EXPENSES
CONSOLIDATED

Final tax assessments have been issued to the Bank for the years up to and including the tax year 2002.

In 2006, the Bank did not record a current tax expense in respect of taxable current income of NIS 191 million
due to the utilization of carry forward tax losses in respect of which no deferred tax assets had been recorded in
the past, compared with 2005 in which the Bank did not record income from deferred tax assets in respect of
current losses for tax purposes and timing differences in the amount of NIS 47 million.

It should be noted that during 2006, the Bank exhausted the tax losses carried forward, in respect of which
deferred tax assets were not recognized in the past.

Operating income after taxes totalled NIS 209 million in 2006, compared with NIS 359 million in the preceding
year, a decrease of 41.8%.

The Bank’s share in operating income of affiliated companies after taxes totalled in NIS 188 million in 2006,
compared with NIS 174 million in the preceding year, an increase of 8.0%.

Net operating income totalled NIS 315 million in 2006, compared with NIS 458 million in the preceding year, a
decrease of 31.2%.

The ratio of operating income before taxes to shareholders’ equity, including minority interest, was 9.6% in
2006, compared with a ratio of 12.4% in the preceding year.

The ratio of operating income after taxes to shareholders” equity, including minority interest, was 3.6% in 2006,
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compared with a ratio of 6.5% in the preceding year.

The ratio of earnings from ordinary operations after taxes on income in relation to shareholders’ equity,
disregarding “certain components”, would have reached 9.9% compared to 10.8% in the previous year.

Net earnings from extraordinary operations, after taxes, amounted, in 2006, to NIS 521 million, due to an
amount of NIS 173 million being the reversal of a provision for impairment in value of the Bank’s investment in
FIBI, which was recorded in 2003 in accordance with the instructions of the Supervisor of Banks (see Note 6F to
the financial statements), net earnings of NIS 256 million from the sale of Ilanot Discount (see Note 6E to the
financial statements) and net earnings of NIS 104 million from the sale pf shares in Harel Insurance Investments
(see note 6H to the financial statements). This compared with earnings of NIS 12 million recorded in 2005,
resulting from the realization of additional building rights in the “Discount Tower”.

Net income in 2006 amounted to NIS 836 million, compared with of NIS 458 million in the preceding year, a
decrease of 82.5%.

Net income disregarding the bonus paid to the employees in respect of the sale of the controlling interest in the
Bank, early retirement incentive, payments to regulatory authorities in the U.S. and the cost of implementing the
improvements and the examinations in IDB New York, the reversal of the provision for impairment in value of the
investment in the FIBI recorded in 2003, the profit from the sale of shares in Ilanot Discount and the profit from
the sale of shares in Harel Insurance Investments (hereinafter: “certain components”), would have amounted to
NIS 666 million in 2006, compared with NIS 693 million in 2005, a decrease of 3.9%.

Return on shareholders’ equity reached a rate of 12.2% in 2006, compared with a rate of 7.2% in the preceding
year.

The return on shareholders’ equity, disregarding certain components as detailed above, would have reached
in 2006 a rate of 9.7% compared with 10.9% in 2005.

Net earnings per one share of NIS 0.1 par value amounted in 2006 to NIS 0.85, compared with a loss of NIS
0.47 in the preceding year.

Net earnings per one share of NIS 0.1 par value, disregarding certain components as detailed above, would
have reached in 2006 NIS 0.68, compared with NIS 0.71 in 2005.

Net income in the fourth quarter of 2006 amounted to NIS 148, compared with NIS 244 in the third quarter of
2006, a decrease of 39.3%, and compared with a loss of NIS 111 million in the corresponding quarter last year.

Net income in the fourth quarter of 2006 disregarding certain components, as detailed above, amounted to NIS
115 million, compared with NIS 221 million in the third quarter of 2006, a decrease of 48.0%, and compared with
a loss of NIS 124 million in the corresponding quarter last year, a decrease of 7.3%.

Return on shareholders’ equity in the fourth quarter of 2006 reached an annualized rate of 8.1%, compared
with a rate of 14.4% in the third quarter of 2006, and compared with a negative rate of 6.2% in the corresponding
quarter last year.

Return on shareholders’ equity in the fourth quarter of 2006 disregarding certain components, as detailed
above reached an annualized rate of 6.2%, compared with a rate of 13.0% in the third quarter of 2006, and

compared with 7.3% in the corresponding quarter last year.
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Total assets as at December 31, 2006 amounted to NIS 162,538 million, compared with NIS 158,720 million at

the end of the preceding year, an increase of 2.4%.

Following are the developments in the principal balance sheet items:

December 31 Rate of
2006 2005 change
In NIS millions in %
Assets
Cash and deposits with banks 25,406 20,586 23.4
Securities 38,914 42,188 (7.8)
Credit granted to the public 90,175 87816 2.7
4,000 s 3/6.97 3,7.90 i;g g sy
3,500 & g L WIZ o, s 190 ‘
3000 48 27 200 wis o @ 3 : i
2 [ ] : : : 130 4 : § :
2,500 - : P [T i :
2000 4 1999 ‘gl 1l INCOME FROM FINANCING ws
' 1,516} e ACTIVITIES BEFORE PROVISION wos : §
150+ @ P FOR DOUBTFUL DEBTS O i i
: P THE BANK/CONSOLIDATED 80 % : : :
1,000 % P 70 4 i § :
500 4 . @ THE BANK 04 § TOTAL ASSETS -
. I CONSOLIDATED 50 § § f CONSOLIDATED
¢ 0'2 0'3 (;4 0'5 (;6 O'Z 0'3 0'4 0'5 06
Liabilities
Deposits from the public 130,517 130,285 0.2
Deposits from banks 8,099 6,518 24.3
Debentures and subordinated capital notes 6,302 5,342 18.0
Shareholders’ equity 7965 6,718 18.6

Credit granted to the public as at December 31, 2006, totalled NIS 90,175 million, compared with NIS 87,816
million on December 31, 2005, an increase of 2.7%. The ratio of credit granted to the public to total assets
reached 55.5% at the end of 2006, compared with 55.3% at the end of 2005.
Following publication of the public reporting format for credit card companies, the definition of “credit to the
public” in the public reporting directive was amended to include also “debit balances of the public resulting from
credit card transactions” (for additional details, see Note 1 Z to the financial statements). The said amendment
resulted in an increase in the balance of “credit to the public” as of December 31, 2006 and 2005 in an amount
of NIS 4,229 million and NIS 3,926 million, respectively, with a concurrent increase in the “other liabilities” item.
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Following are data on the composition of credit granted to the public by linkage segments:

December 31, 2006 December 31, 2005
% of total % of total Rate of
In NIS credit to In NIS credit to changes
millions public millions public in %
Nondinked shekels 050 449 ®T2 07 135
CPHinked shekels 9 197 1919 29 03
Foreign currency and
foreign currency-linked shekels 31,862 35.4 32,908 374 (3.2)
Total 90,175 100.0 87816 100.0 2.7

Following are data as to the overall credit risk at the responsibility the Group as regards problematic borrowers'” net of
provision for doubtful debts (in NIS millions):

December 31

2006 2005
Non-performing debts %% - 2710
Reorganized debts™ ] 286 457 _
Debts dua for reorganization® M3 92
Debts temporarily inarrears 827 556
Debts under special supervision” 3,771 4,063
Total balance sheet credit to borrowers 7,056 7878
Off-balance sheet credit risk regarding
problematic borrowers® ] 98 ... u5
Debentures of problematic borowers ] L 1
Other assets in respect of derivative
instruments of problematic borrowers 10 1
Total overall credit risk concerning
problematic borrowers 7995 8,625

* Reclassified

(1) Not including problem debts for which the collateral received is available for set-off with respect to the limitations on
indebtedness of a single borrower or of a group of borrowers (Proper Banking Management Directive No. 313).

(2) Credit reorganized during the current year as well as credit reorganized in prior years with waiver of income.

(3) Credit to borrowers, which per Management decision is to be reorganized, but which reorganization has not yet been
implemented.

(4) Of which: debts of NIS 1,325 million, presented net of specific provision made thereof, and housing loans of NIS 210
million, in respect of which a provision according to the period of default exists (December 31, 2005: NIS 1,537 million
and NIS 232 million, respectively).

(5) As computed for the purpose of limitations on indebtedness of a single borrower or of a group of borrowers, except for
guarantees granted by a borrower to secure a third party indebtedness.

The major part of the growth in credit risk (including in respect of problematic debts) is in the hotel,
communications, computer services and the industrial sectors, which was partly offset by the decrease in other
economic sectors.

Creditors arrangement regarding the “Tevel” group. During 2005 and in the subsequent months of 2006, the
banks conducted intensive negotiations with the shareholders of the TV cable companies for the merger of these
companies, as part of the creditors arrangement regarding the “Tevel group”. On May 7, 2006, an agreement was
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signed for the merger of the TV cable companies, according to which HOT Cable Communication Systems Ltd.
(Formerly named Matav; hereinafter - “HOT") is to purchase from the other TV cable companies all their operations
in the broadcasting field and in the field of inland cable communications.

The merger transaction of the cable companies was consummated on December 31, 2006. With the completion of
the merger transaction, HOT transferred the infrastructure of the cable network, including end-equipment and
broadcasting centers, to the ownership of HOT Telecom. With the completion of the merger HOT will supply to
customers all over the country multi-channel television services, while HOT Telecom will provide communication
services, Internet connection, telephone and other services to subscribers all over the country.

Upon consummation of the merger, HOT allotted 45,649,567 shares to the shareholders of the cable companies,
which operations and assets had been transferred to HOT. As part of this allotment of shares, the banks (as
shareholders of Tevel) received 28.1% of the shares in HOT (of which the share of the Bank is approximately 2.7%).
The shares are being held separately by each bank.

The merger transaction represents a gross value of NIS 6,277.5 per subscriber.

It should be noted that the HOT shares are listed for trade on the Stock Exchange. The merger agreement includes
provisions limiting the maximum volume of shares that may be disposed of on the market. The agreement provides
also for the right of first refusal upon sale of shares.

Concurrently with the consummation of the merger agreement, a loan agreement came into effect between HOT
and a consortium of banks (including the Bank and Mercantile Discount Bank).

The shares received are presented in “securities” (for additional details see Note 3 D to the financial statements).
Directive regarding a certain loan. The Bank and Mercantile Discount Bank have granted a loan as part of a
consortium of banks. As the borrower did not abide by the terms of the loan and did not settle the periodic interest
payments, the court, at the request of the consortium, appointed a receiver to realize shares of “Bezeq” pledged
as collateral for the loan.

At June 30, 2003, the market value of the proportionate share of the Bank and Mercantile Discount Bank in the
said collateral exceeded the outstanding balance of the loan, net of existing provisions for doubtful debts as of
that date.

On July 10, 2003, the Supervisor of Banks directed that in view of the financial position of the borrower and the
terms of the loan, the outstanding balance thereof should no longer be considered as credit granted.
Accordingly, the Supervisor of Banks issued, on July 15, 2003, a directive stating that the balance of the said
loan as of June 30, 2003, should be treated as an “investment in shares” classified as “available-for-sale
securities”, based on the market value of the proportionate share of the Bank and Mercantile Discount Bank in
the said collateral.

The Bank and Mercantile Bank have made the classification according to the directive, based on the market value
of their share in the collateral as of June 30, 2003, which amounted to NIS 326 million. As from that date, changes
in market value are taken to the capital reserve in respect of the presentation of available-for-sale securities at
fair value. The market value as aforementioned as of December 31, 2006, amounted to NIS 444 million.

It should be noted, that consistent with the said directive, the Bank has also been instructed to classify the said
balance as part of the non-monetary investments of the Bank.

A draft of a directive regarding the “Measurement and disclosure of problematic debts and provision for

doubtful debts in financial statements of banking corporations”. On February 11, 2004, the Supervisor of
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Banks delivered to the banks a preliminary draft of a directive regarding the “Measurement and disclosure of
problematic debts and provision for doubtful debts in financial statements of banking corporations”.

The principal subject of this directive, which is intended to replace the existing directive, is the adjustment of
the set of terms and definitions customary in Israel to those accepted by the banking industry in the world, and
in particular in the United States, as well as to the recommendations of the Basel International Committee on
Supervision of Banks.

Inter-alia, the draft directive addresses the following issues:

- The provision for doubtful debts regarding large debts will be based on the discounted value of future cash
flows expected to be derived from such debts or, under certain circumstances, on the basis of the market value of
the collateral at hand.

- In respect of each delinquent debt (as defined in the draft instruction) the banking corporation would be
entitled to recognize income only in respect of actual cash collected.

- The provision for doubtful debts in respect of consumer debts will be based on group risk coefficients in
accordance with borrower characteristics.

Following receipt of the draft directive the Bank has begun to study and analyze it, including attempts to assess
its effect upon the Bank. In March 2005 a draft of “Questions & Answers” was published regarding this issue.
On June 29, 2006, the Bank of Israel provided the banking corporations with an updated draft on the matter for
their review.

The preliminary draft presents a completely new model for the definition and measurement of problematic debts,
which raises questions of interpretation and implementation, and many more questions will probably emerge in
the process of incorporating the provisions of the new instruction into the process of treatment of problematic
debts at the Bank.

These questions will probably require, on the one hand, clarifications and further guidelines by the Supervisor of
Banks, and on the other hand, internal processes of policy determination, both as to interpretation and
implementation. It should be mentioned that the proposed model assumes the completion of the anticipated
change in the management of credit lines in accordance with the directives of the Supervisor of Banks in this
respect.

In addition, the existing information and measurement systems are based upon the existing model, which, as
stated, is very different from the proposed model, and therefore the Bank is not able, at this stage, to provide the
relevant information necessary to assess the effects of the implementation of the new model.

In view of the above, it is not possible, at this stage, to evaluate the effect of the implementation of the new
model on the volume of problematic debts of the Bank and on the volume of the doubtful debt expense.
Nonetheless, it is already clear that the implementation of the new instruction will increase the volume of debts
in respect of which interest income would not be currently recognized but only upon actual collection, as a result
of their being defined as delinquent debts. This relates, inter-alia, to debts defined at present as partly doubtful

but income bearing, and to debts defined at present as temporarily in arrears.
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THE FOLLOWING IS A REVIEW OF THE DEVELOPMENT OF CREDITTO THE PUBLIC BY ECONOMIC
SECTORS:

Balance sheet credit risk for the construction and real estate sector totalled NIS 16.1 billion as at December 31,
2006, compared with NIS 15.2 billion on December 31, 2005, an increase of 6.4%, which constituted about 17.2%
of the total balance sheet credit risk to the public, compared with 16.4% on December 31, 2005. Off-balance sheet
credit risk for the construction and real estate sector (mostly sales guarantees and non-utilized credit lines)
amounted to NIS 11.9 billion as at December 31, 2006, compared with NIS 9.1 billion on December 31, 2005, and
it constituted 18.8% of the off-balance sheet credit risk, compared with 17.5% as at December 31, 2005.

Total credit risk for the construction and real estate sector constituted 17.8% of the total credit risk to the public
as at December 31, 2006, compared with 16.8% on December 31, 2005.

Total credit risk for the industrial sectors totalled NIS 29.0 billion as at December 31, 2006, compared with NIS
27.2 billion at December 31, 2005, an increase of 6.7%, and it constituted 18.4% of the total credit risk to the
public under the Group’s responsibility, compared with 18.8% as at December 31, 2005. Credit to industry is
extended to a large number of customers in various industrial sectors.

Included within the framework of credit to industry is credit to the diamond industry with a small spread. The
Bank’s total credit risk to the diamond industry as at December 31, 2006 totalled NIS 3.9 billion, simillar to
December 31, 2005.

Total credit risk for the commercial sector amounted to NIS 21.1 billion as at December 31, 2006, compared with
NIS 29.5 billion as at December 31, 2005, an increase of 8.1%, and it constituted 13.4% of the total credit risk
to the public, compared with 13.5% the preceding year.

Total credit risk to individuals was NIS 34.7 billion as at December 31, 2006, compared with NIS 31.4 billion as
at December 31, 2005, an increase of 10.2%, and it constituted 22% of the total credit risk to the public, as
compared with 21.8% as at December 31, 2005.

The following is a review of developments in the average balance of credit to the public, by segments of operations:

December 31, 2006 December 31, 2005

% of % of Rate of

In NIS total credit In NIS total credit change

Million to public million to public in %
Retail - household segment 16140 B 14956 . 86 79
Retail - small business segment 1098 129 oA 184 21
Middle market segment 38230 . sl 36537 . s 46
Corporate market segment . 181 18 14809 85 89
Private banking segment 3,228 3.8 3,224 4 0.1
Total 84,697 100 80,266 100 5.5

THE FOLLOWING IS A REVIEW OF DEVELOPMENTS IN CREDIT TO THE PUBLIC, INCLUDING OFF-BALANCE
SHEET CREDIT RISK BY BORROWER SIZE:

Approximately 99% of borrowers were granted credit of less than NIS 1.2 million. Credit to this group constituted
26.8% of total credit to the public as at December 31, 2006, compared with 26.7% as at December 31, 2005.
The credit bracket between NIS 1.2 million and NIS 200 million constitutes about 55.2% of all credit as at
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December 31, 2006, compared with 58.7% as at December 31, 2005.

The 71 largest borrowers, in the credit bracket between NIS 200 million and NIS 1,200 million, were granted credit
constituting 16.6% of total credit as at December 31, 2006, compared with 70 borrowers that were granted credit
constituting 13.3% of the total credit as at December 31, 2005.

Credit granted to the Government - totalled NIS 18 million as at December 31, 2006, compared with 92 million
as at end of 2005, a decrease of NIS 74 million (80.4).

Securities totalled NIS 38,914 million as at December 31, 2006, compared with NIS 42,188 million at the end of
2005, a decrease of 7.8%.

Following is the composition of the securities portfolio by linkage segments:

December 31 Rate of
2006 2005 change
(in NIS millions) in %
Non-inked shekels 13668 ] 15089 04
CPHinked shekels 1946 . /081749
Foreign currency and foreign
currencydinked shekels . 22092 . F 26328 . (12.8)
Shares - non-monetary items 1,208 1,063 13.6
Total 38,914 42,188 (78)

In accordance with directives of the Supervisor of Banks, securities have been classified into three categories:
held-to-maturity bonds portfolio, available-for-sale securities portfolio, and trading securities portfolio.

Following is the composition of investments in securities according to the above categories:

December 31, 2006 December 31, 2005
Net Net
adjusted Fair Book adjusted Fair Book
cost value value cost value value

In NIS millions

Bonds
Heldtomatrity 4824 4790 4824 5833 5784 . 5833
Avallable-forsale 29809 29832 29832 32,657 32617 . 32,617
Tading 2917 3051 3051 265 2675 2,675
Shares
Avallable-forsale o 1198 1A 94 1060 . 1,060
Trading 13 14 14 4 3 3

Total Securities 38,504 38,880 38,914 42,147 42,139 42,188

For additional details see Note 3 to the financial statements.
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Deposits from the public as at December 31, 2006, totalled NIS 130,517 million, compared with NIS 130,285
million at the end of the preceding year, an increase of 0.2%.

Following is data on the composition of deposits from the public by linkage segments:

December 31, 2006 December 31, 2005

% of total % of total Rate of

In NIS deposits In NIS deposits change

millions from public millions from public in %

Non-linked shekels 49,722 38.1 46,221 35.5 76

CPI-linked shekels 12,095 9.3 12,947 9.9 (6.6)
Foreign currency and

foreign currency-linked shekels 68,700 52.6 71,117 54.6 (3.4)

Total 130,517 100.0 130,285 100.0 0.2

The following is data on the composition of deposits from the public, by segments of operations:

December 31, 2006 December 31, 2005 Rate of

In NIS % of total In NIS % of total change

Million  credit to public million  credit to public in %
Retai - household segment ! 53946 a2 s 8597
Retail - small business segment w2 58 8882 69 (149
Midde market segment 16545 26 mew 93 389
Corporate market segment 032 [C 6891 54 498
Private banking segment a8 86 o814 219 B3

Other 5,188 3.9 16,696 13.0 (68.9)

Total 130,041 100% 128,320 100% 2.1

The ratio of total credit to the public to deposits from the public was 69.1% at the end of 2006, compared with
67.4% at the end of the previous year.

BUILDINGS AND EQUIPMENT

At the end of 2006, the investment in buildings and equipment amounted to NIS 2,614 million, compared with
NIS 2,268 million at he end of 2005, an increase of 15.3%.

Most of the premises on which the business of the Bank is conducted in Israel are owned directly by the Bank or
by its auxiliary corporations.

The total office space at the Bank’s disposal at December 31, 2006, was 163 thousand square meters, compared
with 141 thousand square meters at the end of 2005. Of this area, 104 thousand square meters were freehold
property and 59 thousand square meters leasehold property (2005: 85 thousand square meters were freehold
property and 55 thousand square meters leasehold property). At the end of 2006, some 72 thousand square meters
served the Bank’s branches and the balance served the head office, compared with 71 thousand square meters in
2005.

For details as to the Bank's investments in buildings and equipment, see Note 7 to the financial statements.
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The acquisition of office space in the “Discount Tower” on Yehuda Halevi Street. In July 2005, the Bank
entered into an agreement with Meshulam Levinstein Buildings (1986) Ltd. (hereinafter - “the Company”) for the
purchase from the Company of office space of 12.5 thousand square meters, basement and parking areas with
regard to the “Discount Tower” which is being constructed on Yehuda Halevi Street. Upon the signing of the said
agreement, the commitment of the Bank, pursuant to an agreement dated June 2002, for the lease for a period
of thirteen years of an office space of about 11.6 thousand square meters, basement and parking areas (hereinafter
- “the Lease Agreement”) was cancelled. For additional details as to the Lease Agreement, see Notes 19 C and 22
A to the financial statements.

The Bank has also entered into an agreement with Meshulam Levinstein Contracting Ltd. and Engineering (the
parent company of the Company) to supply construction services in respect of an additional 4 thousand square
meters in the “Discount Tower”.

The total cost of the area, which the Bank received in the Tower, including betterment levy, acquisition tax and
value added tax, amounts to US$67 million.

According to the Lease Agreement, the lease payments would have been translated from US Dollars into Shekels
at the Dollar exchange rate at date of delivery, and would have been linked to the CPI as of that date. In
accordance with the provisions of FAS-133, the Bank has treated the Lease Agreement as a combined agreement
comprised of a Shekel lease agreement (the host agreement) and a forward transaction (embedded derivative
instrument). In view of the said annulment of the Lease Agreement, a loss of NIS 47 million was recognized in
the financial statements for 2005, resulting from writing off the balance of the fair value of the said forward
transaction.

In addition, and further to the said agreement of June 2002, the Bank and the Company have settled the scope
of the building rights attached to the property to be acquired, which would enable the construction of 8.8
thousand square meters in the Discount Tower (deriving from the new Urban Planning Regulations published in
March 2005 for taking effect), and also settled the accounts between them in respect of the adaptation of the
areas.

In respect of the above, the Bank recognized a gain of NIS 11 million in the financial statements for 2005.
Occupation of the “Discount Tower”. The central office building of the Discount Group - “Discount Tower” was
inaugurated at a festive event on August 23, 2006. The Chief Rabbi of the City of Tel-Aviv-Yafo, Rabbi Israel Lau,
was honored with fixing the Mezuzah, with the Chairman of the Board and the President and CEO of the Bank.
Members of the Board of Directors and Management of the Bank also participated in the ceremony, as well as
managements of subsidiaries and employees of the Bank.

Most of the Bank’s Head Office units are now located at the “Discount Tower”, which will facilitate the current
operations of the Discount Group. Occupation of the tower serves as a landmark in the Bank’s history and a clear
sign of regeneration. The previous management building of the Bank was first occupied in 1939. The “Discount
Tower” was built in continuation and adjacent thereto at the corner of Yehuda Halevi street and Herzl street in
Tel-Aviv.
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INFORMATION AND COMPUTER SYSTEMS
GENERAL

The information and control systems stand at the core of the operations of the Bank and comprise the backbone
on which the Bank’s operations are based. The Bank’s data processing system is a central computerized system
composed of main frame computers located at the Bank’s computer center and work stations at the branches and
at the head office units. The central system is currently based on IBM computers integrated with Unisys computers.
Some 6,000 work stations (PC's) and 400 servers are installed at the branches and at head office units, providing
service to both internal and external customers.

Direct banking services are provided by the Bank through a variety of channels: Internet, information stations,
automatic teller machines, computerized vocal response and more. These services are interfaced with the central
computer in order to receive and update data, by way of designated services using advanced data security
technology.

Over 400 information stations are available to customers providing also self service operations and a wide variety
of services - “Discount Information Station”.

Most of the various computer systems serve both the Bank and Mercantile Discount Bank.

Over the years the Bank has developed efficient, stable and effective computer solutions with respect to all
business areas in which the Bank operates. The solutions developed are among the most advanced existing in
banks in Israel. These systems are capable of serving the Bank for many years to come, subject to maintenance

services being provided at an appropriate level.

“OFEK” PROJECT

Background. At the beginning of the 1970’s, the Bank decided to base its business operations on Unisys
computers. With the development of technology and business in Israel and around the world, additional systems
and sub-systems were added over the years to the basic systems, comprising the “core system”, which are
connected to the central system and to one another through data communication. In addition, over the years,
IBM established itself as the principal provider in the world of mega computers that support large organizations.
Because of the Bank’s estimate that it would remain the sole customer of Unisys central computer systems in
Israel, a matter comprising a risk in itself, and in order to avoid dependence on a system provided by a supplier
who has ceased to focus on central systems intended for large organizations, the Bank’s Board of Directors
decided, as early as 1998, to convert the computer systems to IBM.

“0fek” Project. Following an unsatisfactory attempt made at the end of the 1990’s, to effect the change to IBM
computers by converting the existing systems, as they are, to IBM computers, the Bank began forming an
alternative plan named the “Ofek” Project.

The main objective of the “Ofek” Project is the renewal of the Bank’s central computer infrastructure while replacing
the Unisys operating systems with IBM operating systems, converting data and computer software from Unisys
computers to IBM computers as well as replacing most of the software used by the Bank to IBM compatible systems.
After examining several alternatives, the Bank decided to base the change to an IBM environment on the AltaMira
product, which was operational at that time in some 80 banks around the world, while relying on Accenture, a
consulting company specializing in projects of this nature, to carry out the Project itself.
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In 2001, the Bank entered into agreements with two companies of the Global Accenture Group, Accenture Ltd.
and Alnova, Technologies Corporations S.L. for the purchase of core banking software systems, for adapting the
said systems to the requirements of the Bank and for their integration at the Bank. Due to the complexity and
scope of the project, it was initially divided into ten stages of execution called roll out. At each such stage, several
systems have been released for operational use. Due to the gradual release of the systems, the project includes a
material component of co-existence between the old and the new systems. It should be noted that, to the best
knowledge of the Bank, such a large and complex software project has never been undertaken in Israel.

Except for Accenture, which led the project together with the Bank, several leading Israeli software houses
participated in the project, the principal of which are: Matrix, Ness, Teldor, Tescom, Tesnet and IBM.

Several committees have been established by the Bank to currently supervise and monitor the progress of the
project, among other things, by hiring independent experts.

The first roll out was launched in the second half of 2003 and included infrastructure systems and the customer
management system. The second roll out was launched in the second half of 2004, and among other things,
included a system relating to deposits.

In the course of 2006 the Bank successfully launched the third roll out at all the branches of the Bank and of
Mercantile Discount Bank.

The principal modules of the system operating at the Bank after completing the third roll out are: IBM
infrastructure, customers, current accounts, deposits, clearing, taxation, the main ledger, system schedules
including the central commissions schedule, product system, central mailing, branch management, cash inventory

management and more.

STATUS OF THE PROJECT AS OF DATE OF ISSUE OF THE ANNUAL REPORT

With the completion and integration of the third roll out systems, the principal assignments of integrating the
core banking system purchased from Accenture and operating as the central system of the Bank, have been
successfully achieved. These systems, developed as part of the Ofek Project, constitute, as stated, the center of
the core banking operations. Such systems are of the most advanced in Israel, and are based upon state of the
art technology. With the completion of the third roll out, the Bank has exhausted most of the potential embedded
in the core systems purchased from Accenture, while completing about 70% of the project for renewal of the
computer infrastructure. In view of this, the Ofek Project has been to de-facto completed. Completion of the
conversion of systems from the Unisys to the IBM environment, and completion of development of systems that
had begun within the framework of the Ofek Project, would now be carried out within the framework of the current
development work of the Bank, as part of the reqular development budget, while considering their preference
within the general development assignments of the Bank.

Until December 31, 2006, an amount of approximately US$159 million (excluding VAT) was invested in the project.
The Bank capitalized development costs of the Ofek Project, the outstanding balance of which at December 31,
2006, was NIS 603 million (see Note 1 J and Note 7 to the financial statements). Development costs for the core
systems (“Ofek Project) are amortized over a period of seven years. The Bank is considering the amortization
period of the core systems in relation to the economic benefits anticipated from systems of this sort, and it may
extend the period of amortization in the future. Development costs for the core systems (“Ofek Project) are

amortized over a period of seven years. The Bank is considering the amortization period of the core systems in
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relation to the economic benefits anticipated from systems of this sort, and it may extend the period of
amortization in the future. The completion of the Project enables the Bank Group the long-term use of an
advanced computer system, providing an infrastructure for the implementation of modern, integrated, customer
directed banking that provides business and operating flexibility.

The Ofek Project earned the first prize of the “Mega Project” category for 2007, awarded by the Israeli Institute

of Information Analysts.

LOCATIONS OF THE OPERATION

The mainframe systems of the Bank are located at two different locals, the primary system in Tel-Aviv and the
secondary system in Rishon LeTziyon. The fact that the two systems are located at a distance from one another
adds to the survivability of the information systems of the Bank.

The two computer sites of the Bank, in Tel-Aviv and in Rishon LeTziyon, are connected by optical fibers in two
different routes.

These sites also house the disc systems of EMC Company, cassette robots, central printers and additional peripheral
equipment required for the operation of the Bank. Needless to say that this equipment is also backed-up at the
two sites.

The branches and the head office units are connected to the computer center by two communication lines. Both
lines are active at the same time and provide a band width of 3MB. In the event of failure, one line provides back-

up for the active applications on the other line, and vice versa.

BACK-UP AND DISASTER RECOVERY

The Bank operates by the “hot backup” method. This means that the computers in both locations are updated
concurrently as to the transactions conducted at the branches of the Bank, so that incase of failure at the central
computer in Tel-Aviv, the secondary location at Rishon LeTziyon begins operations without losing any entry.

INFORMATION SECURITY

The information technology layout of the Bank constitutes a central component of the current and proper
operation and management of the Bank, and as such dominates all areas of the Bank’s operation. The importance
of this layout increases in view of the technological developments in recent years and its consequences on the
Bank. Therefore, the Bank views the protection of information and its security as a primary interest and invests
vast resources in order to protect the data on hand.

The principal risks involving data protection are: improper use of the information by system users and
unauthorized changes in the data maintained therein; harming the system environment, the operation of the
system and its impact upon the business of the Bank; sensitivity of the information and violation of privacy and
confidentiality of the data and its owners (Bank customers).

The protection of data at the Bank is conducted mostly in accordance with provisions of the Law including the
Computer Law, the Protection of Privacy Law, and the Supervisor of Bank’s Proper Banking Management Directives.
The principal procedure as regards the management of information systems at banking corporations is Proper
Banking Management Directive No. 357, and the Bank’s activity with respect to data protection is conducted in

compliance with the guidelines of this Instruction.
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As regards the links of the Bank to the Internet, in view of the importance of the information and in order to
minimize risks, the system providing information to customers via the Internet is managed separately from the
central banking system providing information to Bank employees, who conducts banking business on an ongoing
basis. Thus, the exposure to the risk of changing the real data at the Bank is minimized.

The Bank operates a data protection center the purpose of which is to identify risks and breach in the data
protection system. In addition, the Bank conducts security reviews and controlled penetration attempts into the
system in order to test its immunity.

Furthermore, as part of the internal audit operates a unit which specializes in the field of information systems,

which conduct a current audit of this matters.

MAIN FUTURE PROJECTS

1. The principal systems that are still in operation on the Unisys computer are: the credit system and the
securities system. In order to complete the conversion of the principal systems to the IBM computers the Bank
began the conversion of the software and data in these fields to the IBM computers.

2. Inview of the regulatory provisions regarding credit and risk management (Basel IT) matters and in the matters
of securities, the Bank expects to be required to enter into additional projects relating to computer systems
in the coming years.

This will involve a complex project requiring investments in the core systems in general and in the credit and
securities systems in particular. The schedules for the execution of these projects depend, among other things, on
guidelines that the Bank of Israel will issue in the matter.
The Bank’s budget for 2007 in respect of projects for the development of information systems amounts to NIS 400
million. In view of existing and expected regulatory demands, business demands and the Bank’s plans for the
future, the Bank believes that its total computer expenditure is not expected to decrease significantly in the
coming years.
The contents of the above section constitutes a forward-looking information based on past experience in
everything related to system development and technological abilities, the investment required for the
development of new systems and adaptation of existing systems in order for them to comply with regulatory
demands and the Bank’s business requirements. The above is also based on regulatory provisions existing at date
of publication of the Annual Report (even though they have not as yet become effective) and provisions expected
by the Bank to apply, based, inter alia, on drafts published by the various Regulators. The above is also based on
development programs of the Bank existing at date of publication of the Annual Report, and on business
intentions, the realization of which would require the development of supportive computer systems.

Legislative and regulatory changes unknown at the above date, including changes in the details of existing

initiatives and drafts, technological developments and/or activities of competitors bringing about changes in

customer demands and expectations, as well as macro developments in Israel and in the world, may bring about

changes in the assessments or in the ability to carryout the Bank’s plans at date of the Annual Report.

MAJOR SUPPLIERS

The Bank has a large number of major suppliers in the field of information systems and their development. The
Bank has no significant dependence on any supplier, with the exception of IBM and Unisys. IBM is engaged to
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the Bank through IBM (Israel) Ltd., while Unisys is engaged to the Bank through Malam Company.

The Bank has a letter of undertaking by Unisys U.K., being an annex to the agreement with Malam, whereby Unisys
England is committed to providing maintenance services for the said systems in the event that Malam would not
honor its obligations.

INTANGIBLE ASSETS

The Bank has exclusive intellectual property rights in the following trademarks that are duly registered with the
Registrar of Trademarks, and in the logo accompanying each of them: “Israel Discount Bank Ltd.”, “Discount
Bank”, and “Discount”. In addition, the Bank registers fro time to time, for the purpose of its business and
marketing operations, names of services and products such as: “Drive, you have the drive to live” and slogans such
as “In Discount we take you personally”, “banking from the heart”, etc.

The Bank also has intellectual property rights in designated software systems and various modules used in its
business, which the Bank develops in the course of its ongoing operations for its own use and/or the use of
subsidiaries and affiliates. The development is conducted either by the staff of the Bank or by software houses

hired by the Bank for this purpose.

GENERAL

The provisions of the Income Tax Law (Adjustments for inflation), 1985, apply to the Bank and its subsidiaries in
Israel.

The Bank and most of its subsidiaries in Israel are considered a financial institution under the Value Added Tax
Law, 1975, and as such are chargeable to payroll tax and to profit tax at the rate of 15.5% of the payroll expense
and of the profit, respectively (until June 30, 2006 - a rate of 17%).

During the last years the Bank did not record current tax expenses in respect of current earnings for tax purposes
and net timing differences, due to the utilization of tax losses, carry forward losses and deductions for tax
purposes and the net timing differences (including in respect of earnings or losses, as the case may be
respectively, that were taken to a capital reserve in respect of available-for-sale securities), in respect of which
no deferred tax assets have been recorded. During 2006 the Bank exhausted the said tax losses, carry forward
losses and deductions for tax purposes and net timing differences, in respect of which no deferred tax assets have
been recorded.

THE VALUE ADDED TAX LAW AMENDMENT - 1975 - AMENDMENT OF

THE DEFINITION OF THETERM “WAGES”

The Economic Policy Law for the fiscal year 2005 (Legislation Amendments) - 2005, passed the second and third
readings by the Knesset on March 29, 2005, in which the definition of wages, in respect of the payment of payroll
tax by financial institutions, was expanded to also include all the benefits that a financial institution pays its
employees, such as: a grant payable upon retirement or death, excluding an award paid by a provident fund, or
paid out of funds that had been deposited with a provident fund and later withdrawn by the employer for the

purpose of payment of the award and any amount paid by an employer to a supplemental education fund or to a
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provident fund on the employee’s behalf even if they are exempt from tax upon transfer to the fund (and where
no employee benefit value has been charged in their respect in accordance with Section 3 of the Ordinance). The
Amendment is effective commencing January 1, 2005.

The said amendment has an effect on the payment of payroll tax in respect of amounts payable by the Bank to
its employees, and on the increase in the payroll expense of the Group. The Bank and its subsidiaries recorded in
2006 an expense of NIS 37 million in respect of the above (2005: NIS 49 million).

REDUCTION IN COMPANY TAX RATES

On June 29, 2004, the Knesset passed the Income Tax Ordinance Amendment Law (No 140 and provisional
instruction), 2004 (hereinafter: “the Amendment”). The Amendment provides for a gradual rate of company tax,
from a rate of 36% to a rate of 30%.

On July 25, 2005, the Knesset passed the Income Tax Ordinance Amendment Law (No.147 and Temporary
Provision) - 2005 (hereinafter - “the Amendment”). The Amendment provides for an additional gradual reduction
in the rate of company tax, as follows: a rate of 31% for 2006, a rate of 29% for 2007, a rate of 27% for 2008,
a rate of 26% in 2009 and a rate of 25% for 2010 and thereafter.

For details regarding the effect of the change on the outstanding balances of deferred taxes as of December 31,
2005, see Note 29 to the financial statements.

REDUCTION INTHE RATE OF “PAYROLLTAX"” AND “PROFITTAX”

On June 27, 2006, the Minister of Finance signed a Value Added Tax Order (The tax rate applying to not for profit
organizations and financial institutions) (Amendment), 2006, whereby the “Profit tax” and “Payroll tax” rates
applying to banking corporations were reduced as from July 1, 2006, from 17% to a rate of 15.5%. Following this
amendment, the statutory tax rate applying to banking corporations had been reduced to 40.65% in 2006. The
statutory tax rate will be reduced to 38.53% in 2007; 36.80% in 2008; 35.93% in 2009 and 35.06% as from 2010
onwards. The effect of the change on the balances of deferred taxes as of January 1, 2006, was not material.
For additional details regarding the Bank’s provision for taxes, final assessments and reconciliation of the Bank’s
applicable statutory tax rate to the effective tax rate, see Note 29 to the financial statements.

COMPONENTS OF CAPITAL

The Bank'’s capital resources as at December 31, 2006, including minority interest, totalled NIS 8,367 million,
compared with NIS 7,185 million at the end of the preceding year, an increase of 16.5%.

Shareholders’ equity as at December 31, 2006, totalled NIS 7,965 million, compared with NIS 6,718 million at
the end of the preceding year, an increase of 18.6%.

The increase in shareholders’ equity in 2006, resulted, inter-alia, from the current income and from an increase of
NIS 231 million in the component representing the net adjustments to fair value of available-for-sale securities,
net of the tax effect.

The ratio of shareholders’ equity, including minority interest, to total assets as at December 31, 2006, stood
at 5.1%, compared with 4.5% at the end of the preceding year.
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Ratio of tier I capital to risk assets as of December 31, 2006, reached a rate of 7.91%, compared with 6.66%
at the end of the preceding year.

Ratio of original tier I capital to risk assets, i.e., ratio after elimination of hybrid tier I capital (see hereunder),
reached 7.22 % as of December 31, 2006, compared to 6.66 % at the end of the previous year.
It should be noted that the Board of Directors of the Bank resolved, with respect to the issuance of subordinate
capital notes, to adopt a capital adequacy policy according to which the Bank will maintain, at all times, an
original primary capital adequacy ratio (excluding hybrid tier I capital) of at least 6.5%.

The ratio of capital to risk assets stood at 10.45% on December 31, 2006, compared with 9.38% at the end of
2005.

Hybrid tier I capital constitutes capital notes recognized as part of tier I capital (see hereunder). The Bank's
hybrid tier I capital as of December 31, 2006 amounted to NIS 750 million. The amount of the hybrid tier I capital
is limited to 15% of the overall primary capital (the total of the primary capital as defined in Proper Banking
Management Directive No. 311, including the hybrid tier I capital). As of December 31, 2006, the compound
primary capital amounted to 8.7% of the overall primary capital. The balance of the hybrid tier I capital that may
be issued until the limit is reached was NIS 640 million as of December 31, 2006.

Tier II Capital - According to Bank of Israel directives, Tier II Capital serves as a component of total capital for
the purpose of calculating the ratio of capital to risk assets. Tier II Capital is composed of, inter alia, subordinated
capital notes and the general provision for doubtful debts.

The Bank’s Tier II capital totalled NIS 4,036 million as at December 31, 2006, including NIS 3,779 million of
subordinated capital notes and NIS 254 million of general provision for doubtful debts.

The extent of subordinated capital notes is limited to 50% of the tier I capital.

As of December 31, 2006, the said ratio was 43.8%. The balance of the subordinated capital notes, which the
Bank may issue until reaching the limit amounted to approximately NIS 538 million as of December 31, 2006.
Reaching this limit would have increased the capital adequacy ratio to 10.95%.

The said ratio does not include the effect of the expected gain from sale of the provident funds (see Note 6 E 5
to the financial statements) and from the agreement signed for the sale Kahal, on one hand (see Note 19 to the
financial statements), and the effect of the acquisition of the ICC shares owned by Harel, on the other hand (see
Note 34 A 3 to the financial statements). Taking into account these factors and raising additional NIS 250 million
of the hybrid tier I capital and exhausting the limit for the raising of the tier II capital, the capital adequacy
ratio, in terms of December 31, 2006, would have reached 11.4 %. On the other hand, the effect of consummating
the acquisition offer at the price stated in the offer (see Note 6 I to the financial statements) is expected to
reduce the said capital adequacy ratio by 0.4%.

Tier III Capital — According to the directives of the Bank of Israel, the Tier III capital serves as part of the capital
components for the purpose of calculating the ratio of capital to risk assets, but which may be related to market
risk only. As of December 31, 2006, capital notes amounting to NIS 10 million, which were deducted from the Tier
IT capital, were defined as Tier III capital, with the approval of the Bank of Israel, compared with 37 million at
the end of 2005.
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ISSUE OF SUBORDINATED CAPITAL NOTES

Issuance of subordinated capital notes in 2006. During 2006 the Bank issued subordinated capital notes in the
amount of of NIS 672 million, of which NIS 624 million were raised by the issue of marketable capital notes.
Included in the above amount Manpikim issued to institutional investors, in September 2006, NIS 300 million par
value of subordinated capital notes (series “B”) for a total consideration of NIS 333 million. The issuance was an
enlargement of the said series of notes, which was first issued to the public according to a prospectus dated
November 2004.

Issue of subordinated capital notes — Mercantile Issues Ltd. On August 23, 2005, Mercantile Issues Ltd., a
subsidiary of Mercantile Discount Bank, completed issuing NIS 200 million of deferred capital notes (series A),
out of a series of a total of NIS 300 million which were listed for trading on the Tel-Aviv Stock Exchange.
Mercantile Discount Bank received the approval of the Supervisor of Banks to have the said capital notes included
as Mercantile Discount Bank’s second tier capital. (Accordingly, the said capital notes are considered second tier
capital for the purpose of calculating the Bank’s capital ratio).

Up to December 31, 2006, Mercantile Discount Bank raised additional secondary capital, out of the same series,
of NIS 4 million.

Issue of subordinated capital notes — Discount Mortgage Issues Ltd. On November 23, 2005, Discount
Mortgage Issues Ltd., a subsidiary of Discount Mortgage Bank, published a prospectus for issuing of NIS 125
million deferred capital notes (Series “A”), out of a total series of NIS 300 million. Discount Mortgage Bank
received the approval of the Supervisor of Banks for inclusion of the said capital notes as part of Discount
Mortgage Bank’s secondary capital (Accordingly, the said capital notes are considered secondary tier capital for
the purpose of calculating the Bank’s capital ratio).

Up to December 31, 2006, Discount Mortgage Bank raised additional secondary capital, out of the same series, of
NIS 59 million.

The publication of a shelf prospectus. On September 28 2006, Manpikim published a shelf prospectus for the
issuance of up to NIS 4 billion par value, subordinated capital notes (series “C” - “F”), and for the listing for trade
of NIS 300 million par value, capital notes (series “B”).

At this stage, an issue of notes has been approved within the framework of the said shelf prospectus, in an amount
not to exceed NIS 1.2 billion.

At the beginning of March 2007 Manpikim issued NIS 350 million par value subordinate capital notes (series “E”)
in accordance with a shelf offer report dated March 5, 2007.

Issuance of Capital Notes in 2007. An amount of NIS 402 million of capital notes issued in the past will be
deducted in the course of 2007 from the secondary capital of the Bank, used in calculating the ratio of capital to
risk assets. In the estimate of the Bank, maintenance of the capital ratio at its present level would require the

issuance of new capital notes in a similar amount.

RATING THE BANK'S LIABILITIES

Ma’alot - The Israeli Securities Rating Company Ltd., rated the Bank with an “AA-“ rating with respect to deposits
with the Bank and subordinated capital notes issued by the Bank, directly and through Discount Manpikim Ltd.
Midroog Ltd. rated the Bank with an “Aa2” rating with respect to deposits with the Bank and subordinated capital
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notes issued by the Bank, directly and through Discount Manpikim Ltd.

S&P rated the Bank, based on public information, with a “BBpi” long term local currency rating. Moody's rated
the Bank, based on public information, with an “A2” rating with respect to long-term deposits, and with a “P1-"
rating with respect to short-term deposits. Moody's also rated the Bank with a “D+” rating for the financial
stability parameter. In May 2006, Moody's raised the forecasted rating of the Bank as regards to long-term deposits
from “stable” to “positive”.

Ma’'alot ranked as “A” the subordinate capital notes (series “A”), constituting the hybrid tier I capital. Midroog
ranked the said capital notes as “A1”. Ma'alot and Midroog emphasized that this ranking is based, inter alia, on
the decision of the Board of Directors of the Bank regarding the subordinate capital notes, in accordance with
which the Board adopted a capital adequacy policy according to which the Bank will maintain, at all times, an
original tier I capital adequacy ratio (excluding hybrid tier I capital) of at least 6.5%. Midrug also noted that the
determined ranking is based on the Bank’s overall capital adequacy ratio.

“Ma’alot” ranked an “AA-" rating to the subordinated capital notes (Series “A”) issued by Mercantile Discount Bank.
In its most recent update, “Ma’alot” subjected the present rating to the maintenance until December 31, 2007, of
capital adequacy ratio of not less than 11%. As of December 31, 2006, the capital adequacy ratio of Mercantile

Discount Bank was 12.7%.

DIVIDENDS

In recent years, the Bank did not distribute dividends to its shareholders, except on the Cumulative Preference
Shares of the Bank, in an annual amount of £24 thousand (see Note 13 B to the financial statements), which the
Bank distributes regularly.

The main limitation affecting the ability of the Bank to distribute a dividend in the recent years was the capital
base limitation.

For details as to the limitation on the distribution of a dividend out of gains from a possible future sale of IDB
New York, see the Section “Agreement with the employees” under “Control of the Bank” hereunder. As to details
regarding a limitation set by the Governor of the Bank of Israel in the permit issued to the Bronfman-Schron Group
for the acquisition and holding of means of control in the Bank, see “The Governor of the Bank of Israel’s permit
for the control and holding of means of control in the Bank” under “Control of the Bank” hereunder and Note 32

B to the financial statements.

GENERAL

In 2006, the Bank of Israel completed replacement of the monetary instrument for absorption of liquidity surplus
in the economy - interest bearing deposits issued by tender to banks alone - with short-term borrowings (MAKAM)
issued to the public at large under regular tenders. As a result, the volume of monetary deposits raised by the
Bank of Israel from the banking industry decreased significantly. On the other hand, the activity in monetary
borrowing tenders, which the Bank of Israel offers to the banking industry, increased significantly, following recent
years in which this liquidity instrument was not utilized. It should be noted that quota loans, which the banking

industry utilized extensively for liquidity purposes, were cancelled in 2005. The liquidity requirements of the
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banking industry in 2006 were high and the volume of use of monetary loan tenders was larger than the volume
of quota loans in recent years.

Despite the cancellation of the “RIPO” tenders at the end of 2006, the Bank of Israel declared its intention to
implement such transactions in the future in order to match the liquidity requirements of the banking institutions.
This, concurrently with promoting the establishment of a new system for the real-time clearing of large payments
- RTGS - that would require the banking industry to conduct a daily liquidity market.

ASSET PORTFOLIO HELD BY THE PUBLIC
The composition of the asset portfolio held by the public in 2006 reflects the impressive strength of Israel’s

financial markets, despite the instability at political and security levels. Following are the main influencing factors:
- Strength of the shekel reflected in appreciation of 8.9% as against the United States dollar, despite the war
in the North of Israel in the third quarter of 2006, the political instability in Israel as from the general

DISTRIBUTION OF THE PUBLIC
ASSET PORTFOLIO ACCORDING
3% TO CLASSES OF ASSETS

A [ CASH AND DEPOSITS IN ISRAEL
- o I GOVERNMENT BONDS IN ISRAEL
g B PRIVATE BONDS IN ISRAEL
18% ( o

B SHORT-TERM GOVERNMENT BORROWINGS (MAKAM)
B SHARE AND CONVERTIBLES IN ISRAEL

10%\ S

5o

DEPOSITS ABROAD

BONDS ABROAD
B SHARES ABROAD

OTHER ABROAD

22%

December 2006
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elections at the beginning of the year and continuing with accusations with respect to corruption and the
deficient performance of the Government at year-end, and despite the rise to power of the Hamas in the
Palestinian Authority at the beginning of the year and the missile attacks into Israel during the year. The
strength of the shekel was reflected, inter alia, in the appreciation and in the negative inflation rate of 0.1%.
The inflationary environment declined sharply as from the second half of 2006.

- The Bank of Israel interest rate increased during 2006 by 0.50%, following an increase from 4.50% to 5.50%
in the first three quarters of the year and a decrease back to a level of 5.0% in the last quarter. At the
beginning of 2007, the Bank of Israel continued to decrease the interest rate to a level of 4.25%, in an effort
to raise the low inflationary expectations. In contrast, the interest rate of the Federal Reserve Bank in the
United States increased in 2006, to a level of 5.25%. As a result, a negative interest difference of 0.25% was
recorded at the end of the year between the interest rates in the United States and in Israel.

- A continued decline in the volume of fundraising by the Government on the domestic bond market followed
the continued decline in the State’s budget deficit. In contrast, corporate bond issuances continued to surge
in 2006.

- The continued price increase trend in the equity market, in high correlation with world markets, which started
the year weakly but ended the year with price increases. In summary, the Tel Aviv Stock Exchange increased
by approximately 12% during 2006.
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Following the above described developments, and in continuation of the trend in previous years, in 2006 the

public’s preference for marketable securities rather than bank deposits increased. Following are the principal

changes in the composition of the public’s assets’ portfolio in 2006:

- An increase in the weight of shares from 23.0% at the end of 2005 to a level of 26.3% at the end of 2006,
including an increase in investment in foreign shares to a level of 3.9%;

- A decrease in the weight of non-linked assets from 30.2% at the end of 2005 to a level of 29.2% at the end
of 2006.

- A decrease in the weight of CPI linked assets from 31.2% at the end of 2005 to a level of 29.6% at the end
of 2006. In continuation of the trend in recent years, the weight of CPI linked assets, which in the past

constituted a major component of the portfolio, is now equivalent to that of the non-linked assets.

THE BANK

During the entire year, the Bank maintained liquid assets in a volume higher than its liquid liabilities.

The non-linked segment. The volume of non-linked deposits of the public with the Bank reached at the end of
2006 an amount of NIS 40.5 billion, compared with NIS 37.4 billion at the end of 2005, an increase of 8.3%.
The CPI linked segment. The total of CPI linked financial resources amounted to NIS 9.7 billion at the end of
2006, similar to the end of 2005,

The foreign currency and foreign currency linked segment. The volume of non-linked deposits of the public
with the Bank reached US$8.2 billion at the end of 2006, compared to US$7.2 billion at the end of 2005.
Raising of capital. For details regarding the issuance of secondary capital and hybrid tier I capital in 2006 see

“Capital resources” above.

GENERAL

The Bank’s activity as a financial broker involves risk taking, the principal of which are: credit risks, market risks

and liquidity risks. Such risks are accompanied by operational and legal risks.

The risk management policy is intended to increase the profit expectancy as part of the means to attain the Bank’s

business targets, while maintaining an approved and controlled risk level.

In order to address all risks, the Bank adopted a risk management policy that defines the kind of risk exposure to

the Bank, the units responsible for the risk exposure or for hedging against exposure, and their authorization.

Also, tools and mechanisms were defined for the management, measurement and reporting of risk exposure. This

policy addresses, inter alia, Proper Banking Management Directive No. 339 - “Risk Management”, issued by the

Supervisor of Banks, regarding management and control of financial risks.

This policy is based on various forecasts and assessments as to the development of various economic and capital

and money markets indices.

The Bank has a committee of risk managers headed by the risk manager of the Bank. The committee’s members

are the following members of Management:

Ms. Dorit Ben-Simon - Risk Manager of the Bank, Market and Liquidity Risk Manager and Chairperson of the
Committee
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Mr. Giora Offer - President and CEO - Sevres temporarily as Credit risk manager of the Bank; (in place of
Mr. Rony Hizkiyahu who retired from the Bank at the end of 2006);
Mr. Noam Hanegbi -  Operational risk manager;
Ms. Esther Deutsch -  Legal risk manager.

Each risk manager is responsible for risk management in his own sphere of activity.

The committee is engaged in forming the risk management policy of the Bank in the various areas, in identifying
new risk areas and risk centers and in initiating changes required in the risk management policy. The committee
also serves as the supreme steering committee in the matter of the preparations of the Bank for the
implementation of the “Basel II” directives.

The Finance Division, with its risk evaluation department, is responsible for the day to day risk management.

THE ESTABLISHMENT OF A RISK MANAGEMENT DEPARTMENT

Within the framework of the preparations by the Bank with respect to the management of the total risks at the
Bank and the Group, including Basle II, and in view of the strategic importance that the Bank attributes to the
issue of risk management and corporate governance, it has been decided to enlarge the framework involved in risk
management and to define it as a department within the finance division.

The new department will act to absorb the risk management culture, to form a policy and a methodology and to
implement procedures for advanced risk management at the Bank and at all companies in the Group. The
department will engage in managing market risks, credit risks and operational risks, and will also coordinate the
activities required for the implementation of the Basle II guidelines and the requirements of the Supervisor of

Banks in the matter.

DESCRIPTION OF EXPOSURETO AND MANAGEMENT OF MARKET RISKS

General. In accordance with Proper Banking Management Directive No. 339, the Bank is required to manage the
market risk on a Group basis while, at this stage, market risks are managed on the basis of the Bank alone. The
Boards of Directors of the banking subsidiaries have also determined policies regarding the maximum exposure to
market risks, with each subsidiary managing its own market risks. The Bank is adopting the necessary measures
to assess and measure the Group’s overall exposure to market risks. In recent months, the Bank has intensified its
efforts in this respect and results are expected during 2007. This review presents market risks applicable to the
Bank only.

The Bank distinguishes between exposure incurred during the Bank’s asset and liability management process and
exposure incurred by trading. The trading exposure results from the Bank’s activity as a market maker and from
“nostro” investments in financial assets.

The Board of Directors determined different limitations for trading and non-trading activity.

Market risk. Market risk is the risk of impairment of the Bank’s equity deriving from changes in financial markets
which have an effect on the assets or liabilities of the Bank: interest rates, foreign exchange rates, inflation,

prices of securities, product prices, the fluctuations in these parameters and in other economic indices.

(1) BASE RISK EXPOSURE
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The exposure to base risk is reflected in the loss which may incur as a result of changes in exchange rates or in
the consumer price index, due to the difference between the value of assets and liabilities, including the effect
of forward transactions and the effect of options embedded in the base exposure. The base risk exposure is
measured in each of the linkage segments: the CPI linked segment, the foreign currency and shekels linked thereto
segment and the non-linked shekel segment.

The following is a summary of the net linkage balances of the Bank (in NIS millions)":

Non- CPI Non-
linked linked Foreign ~ monetary
shekels shekels @®currency asset Total
As at December 31, 2006
Assets 45955 14804 3013 9383 106955
Liabilities 47947 13,681 37184 178 98,990
Balance sheet difference (1,992) 923 (171) 9,205 7,965
Dervatives 23m o Won oo aeen . T -
Options 586 60 (646) - -
Total Difference 968 576 (2,784) 9,205 7965
As at December 31, 2005
Assets 41,064 14808 34652 8518 98,737
Liabilities 42,916 13,259 35,771 73 92,019
Balance sheet difference (1,852) 1,249 (1,119) 8,440 6,718
Futrescontracts,net 2180 ) nas2 SR g
Options 159 91 (250) - -
Total Difference 487 628 (2,281) 8,440 6,718

Footnotes:

(1) The follow-up of exposure to base risks in the Bank is performed by a daily review of the economic positions of the
various linkage bases (as different from the accounting positions).

(2) Including foreign currency-linked shekels.

(3) Exposure to foreign currencies is permitted within the limitations approved by the Board of Directors of the Bank.

The base exposure is computed in accordance with generally accepted accounting principles, as stated in Note 17
to the financial statements. For current management purposes, certain changes have been implemented, which
take into account the Bank’s economic approach to base exposure.

The exposure to base risk is measured as a percentage of the Bank’s available capital, defined as the Bank’s equity,
net of investments in investee companies, and with the addition of investments in foreign subsidiaries that are
financed from foreign currency deposits and with the addition of adjustments required for the economic
presentation of exposure to base risks. Available capital is defined by the Bank as a non-linked shekel resource.

Following is the actual base risk exposure at the level of the Bank (not consolidated) as compared to the limitations set by
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the Board of Directors (The limitations and exposures are stated in relation to the available capital):

Segment of 2006 2005

operations Limitations Year end Average Maximum Minimum Year End Average Maximum Minimum
Non-linked Shekel 140%-(30%) 106% 113% 159% 61% 9% 83% 110% 43%
CPI linked Shekel 120%-(40%) (6%) (13%) (59%) 0% 1% 17% 49% 0%
Foreign currency 50%-(50%) 0% 0% 4% 0% 0% 0% 9% 0%

As stated, the limits determined by the Board constitute a percentage of the available capital. As from September
2005, the available capital of the Bank decreased, mainly as a result of acquisitions implemented by the Bank
(including acquisition of office space in Discount Tower and acquisition of 45% of the share capital of Ilanot
Discount). These material transactions (including a material transaction for the sale of credit), on the background
of the said decrease in the available capital, resulted in a deviation from the limits determined by the Board; the
deviation which continued for only several days during March and April 2006.

As from the second half of 2006, the volume of the available capital resumed its growth.

The maximum linkage based exposure recorded in the current year reached NIS (815) million in the CPI linked
segment, NIS 2,192 million in the non-linked segment, and US$42 million in the foreign currency segment. This
is in comparison to NIS (799) million in the CPI linked segment, NIS 1,973 million in the non-linked segment,
and US$150 million in the foreign currency segment in 2005.

The Boards of Directors of the banking subsidiaries have each determined their policies with respect to the
subsidiaries” maximum exposure to base risks.

Sensitivity of the Bank to changes in exchange rate. The sensitivity of the Bank to changes in exchange rate is presented
in the following table, which provides details regarding the impact of changes in exchange rates of the major currencies on

the Bank's equity.

i 0% 5% S -10%
usb ... W9 w220 459
EUR On o4 04 07
OB .. a7 24 kA e
CHE e o6 e 02
JPY (0.7) (0.3) 0.3 0.7
Total (41.4) (20.7) 20.7 414
Influence of options” (17.0) (5.0) 15.0 38.0
Total Influence (58.4) (25.7) 35.7 79.4

* Not including embedded options

This impact was calculated on the basis of the expected change in the Bank’s economic positions in respect of
various currencies, in accordance with scenarios determined by the Supervisor of Banks. The calculation is based
on the Bank’s economic position that is based, in turn, on the difference between assets and liabilities, with the

addition of off-balance sheet items and economic adjustments.
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(2) INTEREST RISK EXPOSURE

Interest risk is the risk of impairment of the Bank’s capital and earnings as a result of changes in market interest
rates. The risk derives from the exposure to future changes in interest rates and their effect on the present value
of assets and liabilities of the Bank. Management of interest risk exposure is performed for each of the linkage
segments separately.

Interest risk exposure data take into account early repayments and withdrawals from savings schemes as of “exit
dates”, and the assumed spread of a certain rate of current account balances. For details see “Behavioral
assumptions applied in the assessment of market and liquidity risks” below.

The limitation determined by the Board for interest risk exposure in the various linkage segments relates to the
maximum permitted erosion of economic capital as a result of concurrent movement in the yield curve of 1% in
each segment.

Following is the actual exposure of the Bank alone (not consolidated) to interest risk compared to the limitations determined

by the Board of Directors (not including trading activities; in NIS million):

Segmentof 2000 2000
operations Limitations Year end Average Maximum Minimum Year End Average Maximum Minimum
Non-inked Shekel 180 96 02 2 [ EL L & sl
CPllinkedShekel 180 58 0 8 S st “oo EE !
Foreign currency 100 4 3 7 0 3 5 14 1
Total segments 320 158 121 158 93 115 84 115 b5

During 2006, the Bank complied with the limitations on exposure to interest risk determined by the Board of
Directors.

The analysis of exposure of the Bank (non-consolidated) to economic interest rates, presents the following
findings:

In the CPI linked segment — The exposure in this segment increased as a result of the issue of the hybrid tier I
capital at the end of 2006. The exposure in this segment as of the end of 2006 relates to the decline in the interest
rate.

The non-linked segment - During 2006 the exposure to interest rate risk increased in this segment.

In determining the interest rate exposure, the Bank’s policy is to consider a part of current account deposit
balances in Israeli currency as a liability for a longer period in accordance with a model used by the bank (see
hereunder). In contrast, Schedule “D” reflects the current account balances in accordance with directives of the
Bank of Israel, under “demand deposits and up to one month”.

In the foreign currency segment (including foreign currency linked) - Most of the activity is on the basis of
variable interest rates and the availability of varied financial instruments in international markets enables the
reduction of exposure. The Bank decided to maintain low interest risk exposure in this segment.

The following is a summary of the Bank's and its consolidated subsidiaries’ exposure to fluctuations in interest rates,
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including the internal rate of return (IRR) and the average maturity, as per the various linkage segments (in NIS millions)

Including assumptions regarding early repayments':

As at December 31, 2006 As at December 31, 2005
Non- CPI Non- CPI

linked linked Foreign linked linked Foreign

shekels shekels  currency® shekels shekels currency®
TotalAssets . %88 21008 76900 83367 21345 79.089

Total Liabilities 59,969 19,082 74,856 54,595 19,021 77792
Average maturity (years):
Assets 062 416 126 oer 408 149

Liabilities 0.30 4.03 0.51 0.32 3.64 0.79
Average matuitygap 0s2 013 0/ 029 044 0.70.

IRR gap 2.97 0.93 0.99 2.66 1.13 130

(1) For details see "Behavioral assumption applied in the assessment of market and liquidity risks.
(2) Including foreign currency-linked shekels.

The data in the Bank’s and its consolidated subsidiaries” report on their exposure to fluctuations in interest rates

indicates that:

- In the non-linked shekel segment, a gap existed as at December 31, 2006, between the average maturity of
liabilities and the average maturity of assets, amounting to 0.32 years, compared with an average maturity
gap on December 31, 2005 of 0.29 years.

- In the CPI-linked shekel segment, the average maturity gap between assets and liabilities as at December 31,
2006, was 0.13 years (about 2 months), compared with 0.44 years (about 5 months) on December 31, 2005.
Calculation of the average maturity gap includes the effect of early redemption and withdrawals at exit points
of savings deposits, based on a model which serves the Bank (see hereunder).

- In the foreign currency segment, including activity in shekels linked to foreign currency, the gap between the
average maturity of liabilities and average maturity of assets as at December 31, 2006, was 0.75 years,
compared with a gap of 0.7 years on December 31, 2005. The exposure to interest rates in this segment is
affected also by the manner in which the Bank finances its investments abroad from the foreign currency

sources of the Bank.

(3) MANAGEMENT OF TRADING POSITIONS

The exposure to trading is the result of the Bank’s activity as a market maker and a result of dynamic management
of its liquid financial asset portfolio. The trading policy is intended to create an income channel, concurrently
with enabling exposure within the approved risk range for this activity, and maintaining daily monitoring and
control.

Limitations on trading activity were determined by the Board of Directors of the Bank in terms of scope of activity,
sensitivity to risk factors and theoretical losses incurred, including in extreme scenarios, and in terms of the value
at risk (VAR) in trading.

Compliance with these limitations is examined daily by the entity managing the trading portfolio, and is controlled

on a daily and sub-daily basis by an independent control entity.
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(4) OPTION RISKS

Option risks relate to a possible loss deriving from changes in the parameters affecting the value of options,
including standard deviation.

The Board of Directors of the Bank has set out guidelines regarding the permitted activity in options both as
regards overall volume and as regards the maximum loss in extreme scenarios and in moderate scenarios. The
scenarios relate to simultaneous changes in exchange rates and in the volatility of base assets. In adetiton, the
dealing room procedures include limitations on maximum changes in the value of the opotion portfolio in terms
of sensitivity indices (“GREEKS”).

(5) ACTIVITY IN DERIVATIVE FINANCIAL INSTRUMENTS

The Board of Directors has determined the mode of operation of the Bank in derivative financial instruments,
maximum volume of activity and the range of financial instruments in which the Bank may engage. The
transactions of the Bank in derivative financial instruments are made partly with banking institutions or Tel-Aviv
Stock Exchange members, who are subject to capital adequacy requirements or compliance with the level of
security required by the Tel-Aviv Stock Exchange, and partly with other customers of the Bank, who provide
security in accordance with the Bank’s procedures.

These transactions are implemented both for the Bank’s customers and for the Bank itself, for hedging and for
other purposes. The dealing room implements trading activity and risk hedging activity for customers as part of
its market risk management. Subject to the limitations setout by the Board of Directors, further internal
limitations were fixed for the dealing room with regard to this area of operations.

The Bank is active in a wide range of derivative financial instruments both in shekels and in foreign currency, and
acts also as a “market maker” for some of which including regular options and “exotic” options of various kinds,
approved for by the Board of Directors. A substantial part of the transactions are made “over the counter” (0TC)
in accordance with customer needs. The price determination for these transactions is based on returns and prices
of base assets using accepted pricing models and taking into account market competition.

The exposure created both with regard to linkage base and with regard to interest as a result of this activity, is
included in the limitations set by the board of directors on exposure to linkage base, interest and options.

The exposure is measured and controlled by the Middle Office on a current basis.

Following are data as to the volume of operation in derivative financial instruments of the Bank and its consolidated

subsidiaries (in NIS millions):

As at December 31, 2006 As at December 31, 2005
Hedging derivatives 3409 . 4483
AtMderivatives 48367 40301 .
Otherdervatives aas8r %6824
Credit derivatives and SPOT foreign currency 4,879 3,423

Accounting aspects. The accounting policy with regard to the measurement of the value of derivative financial
instruments and the results thereof is stated in Note 1(m) and 20 to the financial statements.
According to the said directives of the Supervisor of Banks, most of the transactions in derivative financial

instruments made by the Bank for managing market risks resulting from its financial base assets (ALM) are
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classified as “other transactions” and not as “hedging transactions”. In terms of the said directives more stringent
criteria have to be complied with so that transactions in derivative financial instruments could be considered as
“hedging transactions”.

The majority of base assets, the exposure of which to market risk, as stated, was hedged by derivative financial
instruments, are not marketable. Income and expenses generated by such assets are recognized on the accrual
basis while the results of the transactions in derivative financial instruments defined as “other transactions” are
computed, due to the absence of a market, according to “fair value”. Accordingly, no correlation exists between
the recording of the base assets and the results they produce in accordance with generally accepted accounting
principles and the transactions in derivative financial instruments in respect of those base assets, which are
classified as “other transactions”. The effect of the above was an increase in the earnings from financing
operations by NIS 33 million in 2006, compared with a decrease of NIS 15 million in earnings from financing
operations in 2005.

Details of financing income from derivative financial instruments are presented in Note 23 to the financial
statements.

Activity in the Ma'of market. The Bank operates in the Ma’of share index market only on behalf of customers,
while maintaining the security level required by the Tel-Aviv Stock Exchange. The Bank operates in options on the
dollar exchange rates in the Ma’of market both on customers’ behalf and on behalf of the Bank itself. The Bank
permits selected customers to operate on credit in the Ma'of market while monitoring closely, on an ongoing basis,
the risk involved in the portfolio as compared with security received.

Credit risk involved in financial instruments. The Bank’s activity in derivative financial instruments involves
special risk factors including credit risks. The credit risk relating to such transactions is derived from the fact that
the stated value of the transaction does not necessarily reflect the credit risk involved therein. This risk is
measured according to the maximum amount of the loss, which the Bank may incur in case the other party to the
transaction will not honor its obligations, net of the effect of enforceable setoff agreements.

The credit risk during the period of the engagement is assessed according to the cost of engagement in a similar
transaction, had this been entered into at the reporting date with the same customer and for the remaining period
until its expiration.

The Bank’s policy as to the required security for customer activity in derivative financial instruments is similar to
its policy in respect of other credit, except for customer activity in the Ma’of market. The required security may
be of different kinds. Furthermore, the Bank may grant the customer a credit line without security, as the case
may be. Additional risk factors deriving from transactions of the Bank in derivative financial instruments, is the
market liquidity risk resulting from the fact that it is not always possible to eliminate the exposure swiftly,
particularly in low trading markets.

The Bank continuously monitors the credit risk inherent the derivative financial instrument activity of major customers.
At the end of 2006 the Bank commenced absorption of an advanced system for monitoring credit exposure relating
to the activity of principal customers in derivative financial instruments.

Considering the fact that the risk involved in derivative financial instrument activity is not market risk only, the
Board of Directors approves a monetary framework for each of these instruments in addition to other limitations

(kike stress tests) applying to the activity in specific instruments.
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(6) LIQUIDITY RISK

Liquidity is defined as a situation in which the Bank is able meet its obligations in an acceptable course of

business - to finance an increase in assets or repay liabilities without encountering difficulties and without

sustaining a loss.

A liquidity risk is the risk of the Bank finding it difficult to meet its liabilities due to unforeseen developments,

and being forced to raise funds in a way that would cause it a significant loss.

Whereas this is a situation of uncertainty where a liquidity risk always exists, the Bank has determined the

maximum exposure to liquidity risk that it is ready to accept. The current measurement of the exposure to liquidity

risk is intended to provide decision makers with indicators that forewarn the intensification of this risk, allowing

the Bank a period of time in which it may counteract the risk without having to sustain material losses.

Liquidity is defined as the ability of the Bank to fulfill its obligations as to the repayment of liabilities. The ability

to withstand the liquidity risk involves the uncertainty as to the possibility of raising funds or realizing assets

unexpectedly and in a short time without sustaining a material loss.

The measurement of liquidity risks is intended to provide decision makers with indicators for the identification of

situations in which this risk increases. Management of liquidity risks is intended to ensure that the Bank will have

sufficient sources of funds to enable it to honor in due time all its obligations without having to incur material

costs or losses in the process.

Liquidity risk management. The Bank manages its liquidity risk according to an internal model for assessing

liquidity risk, which examines the impact of various scenarios regarding developments in assets and liabilities on

the liquidity of the Bank, as required in Proper Banking Management Directive No. 342.

The model is based, among other things, on the following principles:

- Separation between short-term and long-term liquidity;

- Separate management of the liquidity risks in the shekel segment (including the CPI linked segment) and in
the foreign currency and foreign currency linked segment;

- Differentiation between depositors according to behavioral pattern;

Limitations on the exposure to liquidity risks. The limitations determined by the Supervisor of Banks prescribe

that the total liquidity resources should not fall below possible liquidity requirements (under an extreme scenario).

During 2006, the Bank complied with the limitations on exposure to liquidity risks.

As part of the preparations with respect to the possibility of an exceptional situation, the Bank formulated an

alternative plan, which defines the strategy for the management of a liquidity crisis, the management team

responsible for handling such a crisis, and the procedures and actions to be implemented by the Bank in handling

the crisis.

It should be noted that in accordance with the Supervisor's directive, the Bank is required to determine a

limitation on the liquidity margin according to repayment periods. The Bank has not yet determined a limitation

on the liquidity margin for a period of one to seven days and is presently in the process of determining the

limitation. Notwithstanding, until the determination of such limitations, the Bank utilizes several additional

indicators, inter alia, that are being used to indicate an extensive increase in liquidity risks.
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(7) THE MAIN CHANGES OCCURRING IN 2006 INTHE BANK'S
RISK MANAGEMENT POLICY AND ITS PROCEDURES:

- Determination of the maximum economic loss in an extreme scenario (in the Bank as a whole);
- Updating certain parameters in the internal model for the liquidity risk;
- Extending restrictions on commercial activity: limitations on foreign currency positions, limitations on interest

risk, limitations on financial instruments and limitations on activity in foreign currency/shekel options.

MEANS OF CONTROL AND APPLICATION OFTHE POLICY
(1) ATTITUDE OF THE BOARD OF DIRECTORS TO MARKET RISK MANAGEMENT ISSUES

The Board of Directors appointed a Risk Management Committee and, in accordance with the directives of the
Supervisor of Banks, the Board's Audit Committee is also involved in the aspects of risk management.

During the year, the board of directors, the risk management committee of the Board and the audit committee of
the Board discussed various issues regarding market risk.

A report on the exposure to market and liquidity risks is included in the reporting document submitted quarterly
to the Bank’s Board of Directors. This document addresses exposure to market and liquidity risks as well as other

risks, of the principal subsidiaries.

(2) BANK MECHANISM RELATING TO MARKET AND LIQUIDITY RISKS MANAGEMENT ISSUES

Authority and responsibility in respect of risk management is designated to specific Bank entities. The highest
forum for risk management in the Bank is the Asset and Liability Management Committee, which meets once a
month, and is headed by the Bank’s President and CEQ. Market and liquidity risk management policy is discussed,
reported and controlled within the framework of this Committee, subject to limitations and guidelines determined
by the Board. The Committee determines a monthly plan regarding risk management.

A financial forum headed by the Head of the Financial Division is responsible for the current risk management.
The Bank’s exposure to market risk is reviewed and discussed at the weekly forum’s meetings. The forum
implements decisions regarding the risk to which the Bank may be exposed in the short term, subject to guidelines

determined by the Asset and Liability Management Committee.

(3) INTERNAL CONTROL MECHANISM REGARDING THE PREVENTION OF DEVIATION FROM
THE POLICY OF EXPOSURE TO MARKET AND LIQUIDITY RISKS AND ITS MANAGEMENT

The Bank operates control mechanisms for the prevention of deviation from the market and liquidity risks
management policy. The Bank’s procedures requires those who accept the risk and the control factors to report to
the Head of the Financial Division in respect of any exceptional events, e.g. loss exceeding the predetermined
limit.

The risk evaluation department in the Financial Division reports weekly to the Risk Manager and to the various
forums for market and liquidity risk management, regarding the Bank’s exposure to market risk and its compliance
with limitations.

The Middle Office unit of the Finance Division performs a general control over the trading activity of the dealing
room, including a measurement and independent reporting of income and compliance with determined risk
limitations.

Any deviation from the limits is reported to the Market and Liquidity Risk Manager.
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The Risk Manager and the Internal Auditor monitor independently the risk management process in order to identify
and draw attention to any failures in risk management and deviations from the determined policy.

In 2006, no significant deviations were ascertained in implementation of the predetermined policy, if any.

(4) MANAGEMENT OF POSITIONS IN THETRADING PORTFOLIO

Limitations on trading activities are defined in the framework of Board procedures. The limitations relate to portfolio
size, types of risks to which the Bank may be exposed, the permitted instruments, factors of management and control.
The trading activity is conducted while measuring, on a daily basis, the compliance with limitations by the person
managing the portfolio and periodic control of compliance with the limitations and of the profitability by an
independent controller.

The activity in the trading portfolios is performed subject to a daily measurement of compliance with the set
limits, made by the portfolio manager, and a daily control of compliance with the limits and of the performance
of the portfolios, made by an independent control factor.

MEASUREMENT OF MARKET AND LIQUIDITY RISKS
(1) THE VALUE AT RISK (VAR)

General. As detailed above, the Bank implements various measures to manage exposure to market risks, in
addition to the probability model - the VAR model. This model is compatible with directives for risk management
issued by the Supervisor of Banks. The Bank is required to manage the exposure to market risk by means of an
information system based on an internal model, which enables a current measurement of the Bank’s overall
exposure to market risk by assessing the VAR. The VAR assesses the maximum damage that might be caused to the
Bank as a result of market risks being materialized in a given time period and at a defined statistical security
level. This damage reflects erosion in the value of the Bank (in fair value terms).

The VAR serves as a central instrument for measuring the extent of exposure of the Bank to market risk. The VAR
computation (at the Bank’s level) is made, on a weekly basis, by the Iris/Riskpro system. This system assembles
the financial data required for risk management and which relates to the variety of financial instruments
transacted by the Bank, including embedded options as well as to market data (such as indices, exchange rates
and interest rates), their extent of volatility and the statistical correlation between them.

The VAR is computed according to a parametric model based on the historical behavior of various market risk
factors in the period preceding the computation (one year), assuming normal distribution of the changes in the
parameters.

The Board of Directors of the Bank determined a limitation according to which the VAR of the Bank’s portfolio (for a range

of ten days and at a precision level of 99%) should not exceed 3% of the Bank's equity.

2006 2005
At year Yearly At year Yearly
end average Maximum Minimum end (1)  average MaximumMinimum
Estimate of VAR amount
(in NIS millions) 44 66 89 34 61 46 79 28

Footnote:

(1) Starting with the computation as of June 30, 2006, the VAR data does not include a certain asset provided as security
for a certain loan and which is not under the Bank’s financial management. Elimination of the said asset from the VAR
computation reduced the results for December” 31, 2006, by an amount of NIS 17 million.
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The results of the VAR measurements indicate that most of the exposure to market risks derive from the interest
rate risk in linked and non-linked shekel segments. The value at risk comprised 0.6% of the Bank’s equity,
compared with 0.9% as of the end of the previous year.

In addition to the weekly parametric measurement, the VAR is also assessed monthly by the historic simulation

method, and the two methods of measurement are compared. The historic simulation enables measurement of the

risk without reliance on a specific probability structure.

The VAR relating to the option portfolio is tested both by the parametric model and by the VAR computed by the

“Monte Carlo” simulation (in order to reflect the non-linear risk components). The resulting difference between

the two methods is immaterial.

Back Testing. The VAR model, as a statistical model, requires concurrent testing of the reliability of its forecasts,

through post factum measurement (Back Testing). This test computes, on a daily basis, the actual change in the

economic value of the Bank. The validity of the model is tested according to quantitative deviation of the loss
amount from the VAR estimate. The tests that have been implemented to date confirm the model’s validity.

Limitations of the VAR model. As stated, the VAR constitutes a statistical tool that bases assessment of the

value at risk on previous market performance and on assumptions regarding future cash flow performance. The

limitations of the model are sourced in:

- The model assumes that the changes in risk factors are divided normally. While this assumption is required for
approximation purposes, it does not necessarily reflect market performance;

- The computation of the VAR for a holding period of ten days assumes that the positions are realizable or could
be terminated within that period. In certain market circumstances such an assumption may not materialize
and the loss would be greater;

- Utilization of a significance level of 99% disregards losses that may be realized beyond this level of
significance (end distribution);

- Utilization of historical data may not include extraordinary events in the sample.

Accordingly, the VAR does not assess a loss that may occur in such circumstances and its results should not be

treated as a real loss barrier, which the Bank might sustain in extreme scenarios. A more appropriate assessment

may be obtained through examination of the potential loss in an extreme scenario (as detailed below).

(2) LOSS ANALYSIS IN EXTREME SCENARIOS (STRESSTESTS)

Global and domestic markets are subject to periodic instability resulting from extraordinary events. Such events
may be related to a general crisis (e.g. war, political upheaval, natural disaster, etc.) or to turbulence in financial
markets, and are reflected in material changes in interest rates exchange rates, and/or in exceptional fluctuations
in these factors, which deviate from general historic behavior. The risk management process is intended, inter alia,
to protect the Bank from an extreme loss that may be incurred as a result of such events. Even though the VAR
is the most suitable measurement tool for assessing the overall exposure to market risk, it does not provide
information as to losses that may occur in “abnormal” market situations, which exceed the clear levels which had
been determined.

Stress tests enable the examination if the possible implications of such extreme events.

The Bank has established a stress test forum that examines extreme scenarios, at least once every quarter. The

Bank’s Market and Liquidity Risk Manager chairs the forum, while its members include the Chief Economist and
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representatives of the ALM, the risk evaluation and the dealing room departments. In the forum meetings, the
results of defined scenarios are reviewed and their effect on the portfolio of the Bank are examined. The forum
also sets additional extreme scenarios which aught to be examined..

In addition to the above detailed limitations regarding base, interest and VAR exposure, the Board of Directors also
determined in 2006 a limitation on the maximum economic loss in the event of an extreme scenario. The limitation
determines that the decrease in the economic value of the equity should not exceed 12.5% of the Bank’s equity.
During 2006, the bank complied with this limitation.

(3) THE NET INTEREST INCOME (NII) MODEL ANDTHE EARNINGS AT RISK (EAR)

In addition to protecting the economic value of its equity, the Bank examines the impact of changes in interest
rates on interest income. This examination is implemented through dynamic simulation of the net interest income
for the coming year, in order to test the impact of various strategies for asset and liability management on the
Bank's future interest income.

The EAR index measures the sensitivity of interest income to changes in market yield.

(4) INTERNAL MODEL - LIQUIDITY RISK

The object of the internal model used for liquidity risk management is to provide decision makers with an
additional indicator to identify situations in which the liquidity risk increases.

In the internal model, the Bank classifies its assets and liabilities in accordance with the maturity period on an
economic basis, while adjusting assets and liabilities, as follows:

- Assets serving as a reliable source of cash inflow are added to the balance of assets in the maturity period.

- Payments that would bring the balance of liabilities to the amount expected to be redeemed, based on
estimate of the Bank, are added or deducted from the balance of liabilities.

The parameters for the classification of assets are based on the assessments of the Bank regarding the quality of
borrowers, on the Bank’s policy and trends in the financial markets, and the classification of liabilities is based
on the rate of recycling according to historical series. In determining the parameters, the Bank takes into account
the possible implications on liquidity of other risks, including credit risks, market risks and operational risks. The
Bank also takes into account the Bank’s goodwill and rating, size of the marketable securities portfolio and its
spread, the size of the market and volatility of prices, the structure and spread of deposits, and the effect of flows
that are not taken into account in computing the liquidity.

(5) BEHAVIORAL ASSUMPTIONS APPLIED INTHE ASSESSMENT OF MARKET AND LIQUIDITY RISKS

Premature redemptions of savings deposits model. In evaluating the exposure to interest rate and liquidity risks,
the Bank addresses the possibility of premature withdrawal of funds from savings deposits (“breaking of a
deposit”). The Bank’s assessment is based upon historical data at its disposal. For the purpose of the model,
savings deposits at the Bank were classified into several groups having similar patterns of behavior, and a forecast
model was established by using a moderating factor that grants a higher weight to the “decay factor”. The rates
of premature withdrawal are computed as from the end of the first two years of the period of the deposit and at
each “exit point” until the end of the deposit period.

Background assumptions on which the model is based:
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- A relationship exists between the age of the savings deposit and the rate of early withdrawals;

- The rate of early withdrawals may be estimated by examining withdrawals in recent years;

- The Bank utilizes a compensating mechanism in cases of early withdrawals not at predetermined “exit points”
(“breaking of a savings deposit”).

The average maturity of total liabilities, taking into account the above assumptions, is 4.21 years, lower than the

average maturity according to the initial cash flow from savings deposits, which is 4.39 years.

The internal rate of return margin, taking into account the above mentioned assumptions, is 0.73 %, compared

with an internal rate of return margin of 0.62 % according to the initial cash flow.

The internal rate of return and average maturing not including the assumption of premature redemption of savings deposits

(the Bank):

December 31, 2006 December 31, 2005
Non- CPI Foreign Non- Foreign CPI
linked linked  currency” linked currency"” linked
Internal rate of return
pssets 506 51 500 520 | 535 39
Liabilities 2.10 4.49 3.48 2.1 4.40 2.34
Average maturity
Assets 068 s& 0’ 070 ] 367 0.24
Liabilities 0.28 4.39 0.23 0.32 4.00 0.26

(1) including foreign currency - linked shekels.

Creditory current accounts spread model. Schedule “D” presents current account balances according to Bank of
Israel directives as deposits on demand and up to one month. However, for purposes of assessing the exposure to
liquidity risks, the Bank assumes that a significant part of current account balances is not expected to be
withdrawn immediately and is distributed over periods of one to seven years, in accordance with behavioral
assumptions that are updated from time to time.

In accordance with these assumptions, the average maturity of liabilities in the non-linked segment is higher and
reaches 0.65 years, compared with 0.28 years for the initial cash flow. The internal rate of return margin is 4.2 %

compared with the internal rate of return margin of 3.0 % according to the initial cash flow.

CREDIT RISKS

The Bank’s policy in granting credit to the public is intended, inter alia, to secure the quality of the credit portfolio
and diversify the risks thereto.

Credit risks are diversified by, inter alia, spreading the credit portfolio over a large number of borrowers, in various
economic sectors, with different segments of linkage and over different geographic regions.

The policy of dispersal of the credit portfolio over a large number of borrowers is focused on the relative weight
of medium and small borrowers, including expanding the credit to non-business customers in the private banking
segment such as households, VIP customers and the international private banking centers.

The Bank grants credit to its customers against various types of collateral, including liquid assets, fixed assets,
and various liens and guarantees. The scope and/or the quality of the collateral is derived from the level of risk

which the Bank is ready to accept when granting the credit, while putting a special emphasis on the repayment
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ability of the borrowers. In certain cases, where circumstances justify, the Bank grants credit without collateral
and/or subject to conditions of various kinds.

The policy of collateral management and determining the value for security purposes of the various types of
collateral, is based on rules and principles determined as part of the Bank’s procedures for granting credit.

The collateral is adapted to the type of credit it is supposed to secure, while relating to the time range, linkage
base the nature of the credit and its purpose.

Determining the value of the security for collateral is derived from their quality and the ability to realize them quickly,
including changes in their value as a result of slowdown or growth situations in the business sector of the borrower.
In granting credit for construction via the “project financing” method, the Bank generally relies for collateral,
inter alia, on the amount of equity and on the ownership rights to the land on which the project is built.

With regard to its exposure to foreign currency credit risks, the Bank has prepared itself to minimize the risks
stemming from possible fluctuations in the shekel exchange rate, inter alia, by testing the sensitivity of foreign
currency borrowers to changes in exchange rates. As to borrowers who have a high exposure to changes in foreign
exchange rates, the Bank takes steps, to the extent possible, to reduce the exposure by strengthening the
collateral, demanding coverage and hedging transactions and by applying stricter criteria for the approval of credit
denominated in foreign currency.

Credit management and the follow-up of the business condition of borrowers are performed at three different
levels of activity, as detailed hereunder:

Preliminary examination and approval procedures prior to making credit decisions — The procedures of the
credit committees and of the board of directors define the authority for approving credit at committee and loan
officer levels, in a manner that will address the need for an effective response to customer needs.

In addition computer programs were developed with a view to improve the decision making process and make it
more efficient and to maintain proper control. Furthermore, training programs at various levels are provided for
the credit department staff, in order to improve the professional level of loan officers at all levels.

The use of control tools, current analysis and reporting for follow-up and identification of credit risk — The
Bank makes current use of analysis and control tools with the aim of identifying quality borrowers and locating
as early as possible, borrowers who may prove problematic.

The Bank operates a system for the rating of borrowers’ debts, which assesses the level of risk in the liability of
various categories of borrowers based on their financial performance, scope and quality of collateral, character of
their business sector, their compliance with the credit terms, and others.

The system provides ratings for most of the business and commercial borrowers, which are used by Management
in the credit decision making process.

Until the end of March 2007, the Bank rated some 93.6% of the total indebtedness, which requires rating
according to proper banking management instructions issued by the Bank of Israel concerning the rating of credit
granted by banks.

The Bank is developing a new indebtedness rating model, as required by the Basel II Principles. This model is
intended to improve the rationalization of pricing the credit from the aspect of the relation between the level of
risk and the return earned thereon.

Loan review procedures — The Bank has a credit control unit reporting to the Chairman of the Board, which

performs follow-up and periodic assessments of the propriety of credit management, the level of credit risk taken,
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including an assessment of the reliability of the debt rating and quality of the collateral.

In addition, either currently or occasionally, the internal auditing department performs an examination as to the
propriety of loan approval processes and their compliance with the various procedures.

Repayment and collection arrangements. In 2006, as in former years, special focus was directed towards the
treatment of repayment arrangements and/or collection of problematic debts, with the view of reducing the

volume of non-performing debts.

CREDIT RISK IN CERTAIN ECONOMIC SECTORS

The Bank controls and monitors on periodic basis developments in the various economic sectors that are typified
by a relatively high sensitivity to the impacts of an economic slowdown in the domestic and in the global markets.
Control procedures are being implemented despite the continued improvement in borrower repayment ability in
most economic sectors.

Note should be made of the strengthening of means of control and follow-up over the activity of borrowers in the
following economic sectors:

The communications and computer services sector: Due to the worldwide crisis in the communications sector
and especially in the high-tech field, the Bank has increased control over this sector, and, where possible, the
increased collateral required and has also tightened demands where new financing applications are concerned. A
consistent and continuous improvement was noticed as from the second half of 2003 in the local and global
communications market, reflecting an increase in the volume of operations in this sector and an improvement in
the repayment ability of most of the borrowers. As a result of the above, a substantial decrease in the weight of
this sector in the provision for doubtful debts was recorded in 2006, in comparison to the corresponding period
last year.

The hotel and related services sector: Due to the security situation in the country, a sharp deterioration has
taken place since the last quarter of 2000, in the number of tourists and in the volume of hotel occupancy, and
a number of hotels have even closed. The crisis in this sector adversely affected the operations of companies
engaged in the sector and in related areas. The Bank has adopted measures to increase supervision, control and
the monitoring of operations of companies belonging to this sector. A consistent and continuous improvement in
the position of this industry was noticed as from the second half of 2003. Among other things, the improvement
was reflected in the low weight of this industry in the provision for doubtful debts in 2005 and in 2006.

The industrial sector: As from the second half of 2003, there was an improvement in the volume of activity of
companies belonging to the industrial sector, which was reflected in increased production, sales and imported
inputs, and in an improved repayment ability of borrowers in this sector. During 2006, the weight of this sector
in the provision for doubtful debts increased, mostly due to a one off provision in respect of two certain borrowers.
The construction and real estate sector: In view of the continuous slowdown in activity in this sector, which is
reflected, inter-alia, in reduced demand on the one hand and in a drop in prices on the other especialy in
peripheral areas, the Bank strengthened control over its customers, increased the collateral where possible and
tightened the demands when examining new applications for finance. Despite the continued slowdown, this
sector’s share in the provision for doubtful debts was significantly reduced in 2006, compared with the
corresponding period last year.

The commercial sector: The trend of growth in the volume of demand and the improvement in profitability of
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various commercial sectors and in particular the food and electrical appliances marketing chains, continued in
2006. In consequence thereof, the volume of the provision for doubtful debts decreased in 2006, in comparison
to the corresponding period last year.

Credit risk involved in derivative financial instruments. The control of credit risk involved in derivative
financial instruments is effected in the Bank by computer systems designed to measure the exposure at transaction
and customer levels. Principles and operating procedures were adopted for determining the required level of
collateral for these transactions, including the procedures required to close off the exposure as regards the
transaction and the customer.

BASEL I
The updated version of the Basel II guidelines was published by the BIS in June 2006, among its targets were:

assuring the stability of the financial system, more comprehensively addressing risks, and the development of
capital requirements that would agree with the risk level of each individual bank.
The innovations in Basel II recommendations focus on improving the risk measurement by banking corporations,
and in particular credit risks and operational risks and the allocation of capital in their respect. In contrast to the
existing situation where capital allocation is required in respect of credit and market risks only, the Basel II
recommendations require the allocation of capital also in respect of exposure to operational risks. The Basel II
recommendations also allow the use of advanced models for the allocation of capital in respect of credit risk.
The recommendation is composed of three tiers:
- Tier I - minimum capital requirements - the aim is to expand and improve the existing framework of
measurement determined in 1988.
- Tier II - expanding the examination process of bank supervisors, including capital adequacy of the financial
institution, its management processes and risk assessment.
- Tier III - fair disclosure - by expanding public information as to the risks to which a bank is exposed.
During the past two years the Supervisor of Banks issued draft guidelines to the banks with respect to several matters
(among which were: credit rating for companies, banks and states, and the management of operational risks) formed
within the framework of the preparations made by the Supervisor of Banks for the application of the Basel II principles.
The Supervisor of Banks clarified recently that it is his intension to adopt the guidelines of Basel II as a Proper
Banking Management Directive and that banks in Israel would be required to implement them in 2009.
Preparations of the Bank for the implementation of the requirements of Basel II. The committee of risk
managers at the Bank is in charge of the Bank's preparations. The Bank utilizes outside consulting services to
advance its preparations. In the course of 2006 the Bank has completed the first stage, which included the
formation of an appropriate risk management strategy, a comprehensive gap analysis and the preparation of a
project program.
The second stage of the preparations commenced at the end of 2006, focusing on the definition of risk governance
issues, including the definition of the appropriate organizational structure for enterprise risk management (ERM),
risk management charter, determination of a framework for policy documentation, regarding risk management.
Other activity implemented at this stage in the credit field includes the planning of computer projects required
for compliance with the requirements of Basel II, and the development of internal models for credit rating, which

correspond to the Basel principles development of new rating questionnaires and updating of procedures.
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According to the Bank’s assessment, the preparation taken as a whole would require the investment of
considerable resources. Changes and adjustments will be required, inter alia in work procedures and infrastructure
systems, and in completion and collection of data, establishment of data bases, development of various models
and internalization of new systems for the implementation of capital requirements.

For further details see “Draft guidelines regarding management of operational risks”, hereunder.

OPERATIONAL RISKS

An operational risk is defined in the directives of the Bank of Israel as a loss risk resulting from faulty data

processing systems, human error and the lack of proper checks and controls.

Following the publication of the “Basel II” guidelines, the Bank accelerated its inner preparations regarding

operational risks. The principle guiding the Bank with respect to operational risks is that readiness to this matter

is essential, even without considering the allocation of capital for this purpose that would be required in the

future. Furthermore, the application of advanced measuring systems, as required by the said guidelines, would

require the assembly of extensive and sufficiently comprehensive information over a number of years.

Operational risk management policy. During 2004, the Bank set the “Operational risk management policy”,

which was approved by the Bank’s Management and Board of Directors. Within this framework, the Bank endeavors

to reach a stage of extensive reporting that would include also failure events that did not result in a financial

loss. This with the view of creating an extensive data base that would enable the future use of advanced models

for risk assessments.

During 2006 the Bank continued the preparation for the implementation of the policy, including:

- Updating and absorption of risk management procedures;

- A computerized process for the reporting of events representing the realization of operational risks;

- The establishment of an information system for the management of operational risks as a derivative of business
activities and processes;

- Expansion of the references to operational risks in the procedures of the Bank.

The operational risks forum, headed by the operational risks manager and with the participation of divisional

risk controllers met reqularly during the year, discusses events representing the realization of operational risks and

deals will furthering and coordination of operations for the absorption of the policy in practice.

The mapping and hedging of risks. During the first half of 2005, the Bank completed the detailed mapping of

operational risks based on the comprehensive review performed in prior years. In the third quarter of 2005, the

divisions of the Bank prepared plans for the treatment and reduction of material identified risks. These plans have

gradually been executed throughout 2006. A revised assessment of the risk map at the Bank was conducted in the

second half of 2006. In 2007, following three years since the carrying out of a risk mapping review, the Bank

plans to carry out, with the assistance of an outside expert in this field, a new extensive mapping of operational

risks based upon business processes. The products of this mapping are to be updated to a new information system

for the management of operational risks, which is to be implemented at the Bank during the year.

DRAFT GUIDELINES REGARDING THE MANAGEMENT OF OPERATIONAL RISKS

On August 28, 2006, the Supervisor of Banks issued draft guidelines for the management of operational risks. The
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draft is intended to outline guidelines for the management of operational risks in the banking industry, the
implementation of which would establish a proper infrastructure for the management of these risks while
complying with international standards. The draft is based mostly on the Basel Commission documents, and in
regards to certain matters, on the document of the U.S. regulation authorities.The draft constitutes an additional
layer in a line of draft guidelines and instructions that have already been passed to the banking corporations, and
which deals with the various aspects of managing the internal control environment at banking corporations.

The Supervisor of Banks is currently conducting discussions with the banking corporations regarding the said draft

guidelines.

LEGAL RISKS

A legal risk is defined in the directives of the Bank of Israel as the risk of a loss resulting from the lack of ability

to enforce the performance of an agreement by legal means.

Among the principal legal risks that may affect the ability of the Bank to enforce an agreement by legal means,

the following may be noted:

- Lack of authority and/or lack of legal competence of a party to the agreement;

- Absence of appropriate documents or improper documentation;

- Illegality;

- Insolvency of a party to an agreement with the Bank (a credit risk that exposes the Bank to a situation of
legal risk);

- Disappearance of the base asset.

The Bank is taking steps towards collecting and assembling information regarding legal risks. The Bank collects

the findings regarding these risks and the handling thereof, the formation of processes, design of procedures and

the creation of routine reporting.

REGULATION RISKS

The Bank and its subsidiaries are exposed to frequent changes in legislation and in various regulatory directives,
under which limitations are imposed on the areas of activity and sources of income, at times even retroactively
(as in the “Gal Law” and in the legislation concerning local authorities). In addition, these directives may impose
various obligations, the implementation of which involves significant costs.

COMPLIANCE RISKS

The activity of the Bank and of its subsidiaries is subject to legislative and regulatory directives both in the field
of banking and in other areas, as detailed in the section “Legislation and supervision” hereunder. Frequent
changes in legislation and the many regulatory directives that apply to the Bank and to its subsidiaries, require
changes in their mode and fields of operation and expose the Bank and its subsidiaries to risks involved in the
frequent changes in work procedures, to costs involved in the preparations for the implementation of the new
directives and to the exposure stemming from the possibility of non-compliance with the provisions of the law
and the various regulatory authorities.

Within the framework of the legislation passed in recent years, and in particular the new legislation passed in the
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wake of the Bachar Committee (see Note 33 to the financial statements), the various regulatory authorities were
granted extensive powers to order instructions and guidelines to the entities regulated by them and even impose
monetary sanctions on them in case of violation. This state of affairs exposes the Bank and its subsidiaries also
to the risk pf monetary sanctions in material amounts.

Procedures and supporting systems. The Bank operates according to a detailed system of procedures, intended
to bring about the enforcement of compliance with the various legal and regulatory demands. The procedures are
updated from time to time according to the legislative and regulatory directives. Concurrently, the systems
supporting the operations are also updated and the employees are trained accordingly.

Control and supervision. Compliance with the provisions of the law and the procedures is enforced on a regular
basis by means of various control and supervision systems. Some other control factors also exist, such as the
internal audit, the compliance officer and the officer in charge in accordance with the Prohibition of Money
Laundering Law.

The internal audit constantly and continuously examines all areas of operation of the Bank. For details of the
activities of the internal audit, see the section “The internal audit in the Group” below.

The compliance officer is appointed according to Proper Banking Management Directive No. 308 with the object
of assisting the board of directors and management in managing the responsibility for compliance with the
instructions of the law and requlations in the consumer area. A compliance officer who reports directly to the
President and CEO operates at the Bank under the Chief Legal Advisor. The compliance officer monitors the Bank’s
preparations for compliance with the law and regulations in the area of bank-customer relations (“consumer
instructions”), including consumer instructions relating to the new activities of the Bank, as well as follows the
correction of various deficiencies in the matter of compliance to consumer instructions. For the purpose of her
work, the compliance officer is assisted by the coordination committee that meets once in every quarter. The
compliance officer serves also as compliance officer of several subsidiaries of the Bank. The compliance officer
submits periodic reports to the President and CEO, as well as an annual report to the board of directors. The
banking subsidiaries in Israel have also appointed compliance officers in accordance with the said instruction.
The officer in charge of money laundering prohibition was appointed in accordance with the Prohibition of Money
Laundering Law and related regulations, and coordinates the activity of the Bank in this respect and in respect of
the prohibition of the financing of terror. The relevant subsidiaries in Israel have also appointed officers in charge
of this issue as required by law. See “Prohibition of Money Laundering Law and Prohibition of the Financing of

Terror Law” in the section “Legislation and supervision” below.

RISK FACTORS TABLE

As from the Annual Report for 2006, banking corporations in Israel are required to include in their report a table
indicating risk factors, classified as follows, according to their impact on the business of the banking corporation:
high impact, medium or low impact. Considerable difficulties exist in evaluating the risks and their impact.
Evaluation of the effect of a risk requires assumptions regarding the intensity of the future event and the
probability that such an event will in fact occur. Reliable implementation of such evaluation requires utilization
of advanced mathematical models, which are usually not available at this stage. Evaluation of risks and their

impact, as presented in the following table, constitutes a subjective process implemented by the Bank's
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Management. In view with the above, care should be taken in examination of risk factors and evaluation of their

impact, and in comparison between banks.

This table relates to the risks at the level of the Bank (on a stand alone basis).

RISK FACTORS TABLE

The risk

Risk factor Impact

Risk description

1. Overall impact of credit risk

Medium

A risk of the impairment in the value of the Bank and its
profitability as a result of a decline in the ability of borrowers to
honor their obligations. The Bank reduces the risk by determining
a credit policy and exposure limitations relating, among other
things, to the type of borrowers, market sectors, segments of

operation, collateral, credit control, etc.

1.1. Quality of borrowers

and collateral risk

Medium

A risk of the impairment in the value of the Bank and its profitability
as a result of the quality of borrowers being in effect poorer than
previously estimated and/or the collateral provided by the
borrowers having a lower value than previously assessed.

Work procedures and means of control have been improved and
the present level of the provision for doubtful debts is similar to

that of the banking industry in general.

1.2 Industry concentration risk

Low

A risk of the impairment in the value of the Bank and its
profitability as a result of a decline in the business activity of a
particular sector of the economy. The highest rate of credit at the
Bank according to industry segment, is 16.55 %, lower than the
limit of the "“industry credit concentration” determined by the
Bank of Israel and the Board of Directors. Ongoing control is

maintained over compliance with these limits.

1.3. Borrower/groups of

borrowers concentration risk

Low

A risk of the impairment in the value of the Bank and its
profitability as a result of a decline in the business activity of a
borrower/large group of borrowers. Directives of Bank of Israel
determine limits for the concentration of indebtedness of
borrowers and groups of borrowers. The Bank has not deviated

from these limits and maintains ongoing control in this regard.

2. Overall impact of market risks

Low

A risk of the impairment in the value of the Bank and its
profitability as a result of changes in various economic
parameters that affect the value of the Bank’'s assets or its
liabilities. The overall exposure to market risks, as assessed by
the VAR model and various stress tests, is low in relation to the
equity of the Bank, does not deviate from the exposure limits

determined by the Board of Directors and is being controlled on
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RISK FACTORS TABLE (CONTINUED)

The risk

Risk factor Impact

Risk description

a current basis.

2.1. Interest rate risk

Low

A risk of the impairment in the value of the Bank and its
profitability as a result of future changes in interest rates and their
possible impact on the present value of assets and liabilities of
the Bank. The exposure to interest risk, which is assessed by
means of accepted tools, is relatively low, does not deviate from

the exposure limits and is controlled on a current basis.

2.2.Inflation rate risk

Low

A risk of the impairment in the value of the Bank and its
profitability as a result of changes in inflation rates due to the
difference between assets and liabilities, including the impact of
future transactions. The Bank’'s exposure to inflation risk is not
material in relation to its volume of operations and its
shareholders’ equity, does not deviate from the limits and is

controlled on a current basis.

2.3 Exchange rate risk

Low

A risk of the impairment in the value of the Bank and its
profitability as a result of exchange changes due to the difference
between assets and liabilities, including the effect of future
ransactions. The Bank's exposure to exchange rate risk is not
material in relation to its volume of operations and its
shareholders’ equity, does not deviate from the limits and is

controlled on a current basis.

2.4.Share price risk

Low

A risk of the impairment in the Bank's value of the Bank and its
profitability as a result of changes in the market price of securities
held by the Bank. The Bank owns a considerable amount of
securities held as an investment and not for trading. However, a
decline in the value of such securities might impair the value of

the Bank's equity.

3. Liquidity risk

Low

A risk of the income and equity of the Bank resulting from the
inability to provide for its liquidity requirements. This risk derives
from the uncertainty existing as to the availability financial
resources, as to the possible need to raise funds unexpectedly
and in a short time, as well as the difficulty that might arise in a
situation where a significant realization of assets is required at a
given date and a reasonable price. The exposure, as measured by
a model and additional indicators, is low, does not deviate from

the limits and is controlled on a current basis.

4. Operating risk

Low

A risk of a loss deriving from deficient data processing systems,
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RISK FACTORS TABLE (CONTINUED)

The risk Risk factor Impact

Risk description

human error and the absence of proper control and examination
procedures. Past experience shows that the realization of
operational risks exposed the Bank to low to medium losses. The
Bank monitors on an ongoing basis both the exposure to
operational risks and the events of realization of such risks, and is
applying controls regarding the various procedures. At the same
time the Bank acts to promote issues that would secure its
business continuity. On the other hand, there are many risk
factors that are included in this risk category, and it is not certain
that the Bank has a complete mapping and measure of all

operational risks.

5. Legal risk

Low

A risk of loss as a result of the inability to enforce compliance
with an agreement by legal means. The Bank has not suffered
material losses as a result of this risk and believes that the legal

controls applied by it are appropriate.

6. Goodwill risk

Low

A risk for impairment in the business position of the Bank as a
result of impairment in the Bank’s image, resulting from various
publications, whether correct or incorrect, in the eyes of
customers, correspondent  banks, investors, regulatory

authorities and others.

Additional risks relevant to the Bank:

7. Legislation risk

Low

Changes in legislation and regulatory developments which
impose, among other things, restrictions on the activity of the
Bank, which may affect its operating results, including the risk of
retroactive legislation, e.g. the Gal Law and legislation relating to

local authorities.

8. Compliance risks

Low

Risks deriving from the non-compliance with legislative
provisions, including regulatory provisions binding on a banking
institution. The Bank operates ongoing monitoring and control

tools, which are believed to reduce this risk.

9. A political/security risks

Medium

A risk of the impairment in the value of the Bank and its
profitability as a result of instability of the financial markets or
impairment in the position of borrowers as a result of the political
or security situations. The conservative policy of the Bank, the
limits that have been determined and the ongoing control which

it maintains, reduce this risk.
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GENERAL

In December 2001, the Supervisor of Banks in Israel issued directives concerning segment information reporting

in a banking corporation, which followed the approval of Accounting Standard No. 11 regarding segment reporting

by the Israeli Accounting Standard Board and in view of the application abroad of accounting standards

concerning segment information, and in particular the application of the US Accounting Standard FAS 131

(Disclosure about segments of an enterprise and related information), implementing certain modifications

concerning the special characteristics of banking corporations, mostly on the basis of the disclosure prevalent in

the US banking system.

According to the directives, a segment of operations is a component of a banking corporation having the following

three characteristics:

(a) Engaged in business activities that may produce income and bear expenses (including income and expenses
deriving from transactions with other components of the same banking corporation);

(b) The results of its operations are reviewed on a current basis by Management and the Board of Directors in
order to make decisions as to the allocation of resources to the segment and evaluate its performance;

(c) Separate financial information exists with regard to the segment.

In addition, the directives determine the disclosure requirements and the manner of presenting the financial

results of segments in the financial statements.

The Supervisor of Banks clarified in January 2002, that he expects that a banking corporation heading a banking

group would include disclosure as to the following segments: corporate banking, retail banking, middle market

banking, private banking, real estate and construction, mortgages, credit card operations, capital market

operations, non-financial companies.

In July 2005, the Supervisor of Banks published a “Questions and Answers” file in the matter of the disclosure of

segment information. The issued circular clarified that the answers appearing in the said file were to be regarded

as a Statement of Opinion (SOP) of the Supervisor of Banks’ staff regarding guidelines for implementation so long

as the Supervisor of Banks has not issued Directives in the matter.

In the said file the number of segments that would require disclosure in the relevant note to the financial

statements were, among other things, reduced to the following: Households, Private Banking, Small Businesses,

Middle Market Banking, Corporate Banking, Financial Management and Other (if relevant, on a specific basis in

the reporting banking corporation). The segments relating to banking products (such as: credit cards, capital

market activity and mortgage loans) are to be reflected in the relevant customer segments. Notwithstanding, it is

required to include in the Directors’” Report, in respect of each segment in a separate column, a disclosure as to

the banking product.

In accordance with the above, beginning with the financial statements as of December 31, 2005, the product

segments, which were reported in the past as separate segments (credit cards, capital market operations,

construction and real-estate activity, and mortgage loans), are reflected now in the relevant customer segments,

and in addition disclosure is given in their respect in the Section “Additional details regarding activity in certain
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products” hereunder. Activity of the “Non financial companies” which had also been presented in the past as a
separate segment is presented as a sub-segment of the “Financial management segment”.

The said file clarified that the data for the international operations segment is to be presented similarly to the
segment data presentation of the operations of the Discount group in Israel. In view of the fact that the subsidiary
in New York was until recently not organized to provide the necessary details, the Supervisor of banks agreed that
the Bank would continue to present the international operations in one column.

IDB New York completed it preparations for presenting the data according to the required segmentation, so that
beginning with the financial statements as of December 31, 2006, the data for the international operations
segment is presented in the form that the operations of the Group in Israel are presented. In addition a disclosure
in included regarding the said operations in the item “International operations”.

Whereas the data cannot be produced retroactively in the required form, the comparative figures for 2005 are
presented in the form that was presented by the Bank in the past, with the approval of the Supervisor of Banks.
The Bank is installing a management information system to manage profit centers according to customers,
products and additional profiles (the cost and profit centers). Preparation of the segment data is based on the
data supplied by the cost and profit centers system. It should be noted that due to the short time that has elapsed
since the system was put into operation, and since the system as a whole has not yet been completed and
implemented, the use of it as a management tool has begun, though at this stage only partially. Furthermore, as
the organizational structure of the Bank does not fully coincide with the reported segments of operations, the
model used for providing the data is based on various assumptions and estimates. In addition, in view of the
frequent changes in the definition of segments, as discussed above, together with the fact that the system is not
able to provide retroactive data, a periodic series of data segmentized according to operating segments has not
yet been created, which are essential for basing the assumptions and estimates. In the future, once the
information produced by the system is studied and analyzed over a period of time, and concurrently with the
process of implementation of the system, certain changes in the said assumptions and estimates may be required.
It should be noted that in the said questions and answers file, the Supervisor of Banks requires banking
corporations to consolidate the data of their subsidiaries according to quantitative characteristics determined by
the parent company. Providing such data requires the maintenance of a double database for earnings and segments
of subsidiaries. This involves great difficulties and at this stage the Bank is not prepared for its implementation.
At this stage the consolidation of the segments of operations of the banking subsidiaries has been made based
on the segments of operation reported by them, without adjustment for the differences, if any, that exist between
the characteristics of operation of customers of the Bank and those of customers of the subsidiaries in the same
segment. Whereas, as stated, the system is in its development stage, and has not as yet been fully integrated at
the Bank as a management control tool, certain changes are being made from time to time in the manner of
determining assessments and in the way of allocating expenses, so that comparison between periods might be

flawed.

ADMINISTRATIVE STRUCTURE

The Discount Group operates in Israel and overseas by way of the Bank, subsidiaries, branches and representative

offices, in all areas of banking and financial services.
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The business operations of the Bank are conducted by four divisions: Retail Division, Corporate Banking Division,
Finance Division, and Asset Management Division.

The Retail Division conducts business with households, VIP customers, small companies and businesses, foreign
residents, private banking customers and customers of direct banking.

The Corporate Banking Division conducts business with large and medium size companies and provides services
to specific customer sectors: diamond industry, construction companies (real estate project financing) and
“approved enterprises”. In addition, that division conducts business with middle market business customers and
coordinates the operations of the business centers, foreign trade department, and the Tel-Aviv main branch.

The Finance Division is responsible for the Bank’s financial investments and for management of the Bank’s own
account and liquidity and for the management of market and liquidity risks.

The Asset Management Division is responsible, itself and through subsidiaries, for the providing of a variety of
capital market services to all segments of customers, including: securities and financial assets advisory services,
securities purchase and sale services, portfolio management, services to portfolio managers who manage customer
portfolios at the Bank, forward contracts activities, basket certificates and structured products. The division is
also responsible for the management of the Bank’s non-financial investments.

For details regarding the change in the organizational structure, within the framework of which the Commercial

Banking Division was merged into the Corporate Banking Division, see hereunder under “Miscellaneous”.

RETAIL SEGMENT - GENERAL

The Bank presents two retail segments: the household segment and the small business segment. These segments
include customers of the Bank’s retail division, excluding customers of the international private banking centers.

This general section includes several subjects that relate jointly to the two said segments.

THE BRANCHES ASTHE CENTER OF RETAIL OPERATIONS

The branches are the central link in the relations between the Bank and the retail customer, the retail experience
taking place at the meeting point of the retail customer with the Bank - in the branch.

A customer visiting a branch should undergo a retail experience as a result of a combination of four major
components: A pleasant appearance of the branch and its staff, quality service throughout his stay at the branch,
clarity and simplicity of the products offered and messages given to him and the availability and timeliness of
consumption - simple processes and efficient performance.

The Retail Division is in the midst of an advanced process of modifying the branches to a customer-focused

structure, where against each group of customers the Bank provides a separate and different arrangement.

BANK BRANCHES

At the end of 2006, the Bank operated 125 branches across the country, organized within the framework of five
areas. For details regarding the modification of the branch network, complementary services and the consultation
layout, see “The household segment” hereunder.

Opening of New Branches. During 2006, an additional branch of the “Discount your way” series and an additional
branch of the “Household Discount” series were opened. For further details of the adjustment of the branch layout,
see “Household Segment” hereunder.
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TARGETS AND BUSINESS STRATEGY

In order to create for the Bank a relative advantage in retail banking, the Retail Division of the Bank has

conducted since 2002 several moves, which included:

- Establishing customer focused departments at the Retail Division - private customers department, business
customers department (small businesses), and affluent foreign residents department;

- Allocating the business management at the regional offices and at the branches according to segments —
private (households) and commercial (small businesses);

- Adjustment of the branch layout - merger of branches and establishment of unique concept branches (see
hereunder - “Adjustment of the branch layout” under “Household Segment”;

- Establishing indices and targets supporting the retail components - service and sales;

- Developing the consumer credit field as a growth ongine in the operation of the segment;

- Recruiting new customers, by the “Circles” activity;

- Commercializing - Modifying the appearance of branches to retail banking;

- A project intended to remove operational work from the branches in order to provide more time for new
initiatives and marketing (see a more extensive discussion in “The Bank portal project” hereunder).

THE SEGMENT STRATEGY

A strategy that outlines a way according to which a distinct differentiation is to be made between customers in

order to succeed in maintaining the customers and exhaust the potential inherent in them.

The way of applying the strategy of differentiation between segments:

- A correct segmentation of customers;

- Differentiation in service - organizational attachment to a certain team and modification of complementing
channels;

- Development of customer relations with customers of the segment;

- Marketing.

CUSTOMER SEGMENTION

Private Sector. Four principal segments of customers have been identified in the private sector: VIP customers;
preferred private customers; private customers (households); the growing segment. The segments are defined in
relations to parameters of the amount of salary and/or financial wealth, measured according to the assets held
with the Bank. The growing segment is defined as a customer population having a potential growth: students,
servicemen and young persons.

In recent years emphasis was put on the private sector and all its segments. Based on the segmentation of the
private sector, different strategic emphasizes have been determined as regards the activity with respect of each
segment in accordance with its characteristics, requirements and order of preference of the Bank.

Based on the segmentation of the private sector, account channels have been established allowing the granting
of structured credit facilities while offering unique channels to customers having financial wealth and/or salaried
customers. These customers were offered a credit line of 30% of their net available financial wealth and/or up to
five times the amount of their salary, respectively.

Modifying the credit facilities to the said population segments is achieved by initiating approach to the customer
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and accordingly adjusting the credit facility to the requirement of the customer, his repayment ability, and the
acquaintance with him over the years as regards structured credit lines, in which the interest rate decreases
gradually in line with the increasing utilization of the credit facility. This activity supports the development of
the consumer credit field at the Bank, allows full compatibility with the needs of the customer and leads to a
significant decline in overdrawn current accounts.

The business sector includes three principal kinds of customers: business, business plus and extended business.
The segments are defined in relation to parameters of volume of operations vis-a-vis the Bank, as measured mainly
in the credit field.

SERVICE CONCEPT

The service concept has been formed with the view of providing comprehensive services to the customer, deriving

from the understanding that the customer is interested in receiving service from a banker who is aware of all his

financial needs, and will modify the services and products in accordance with his unique characteristics.

Accordingly, the overall service concept has been formed, the principles of which are:

- One stop shop - A comprehensive service to the customer at one service point;

- Team service - provides a response for a more comprehensive service at one address at the branch;

- Deployment according to spheres - teams that specialize in the customer sphere (rather than in the product
sphere);

- Humane banking - familiarity and warm and humane relations on the part of the service providers;

- Service initiative - anticipating the customer’s needs and customizing products or services to such needs;

- The allocation of resources based on the customer needs and the Bank’s priorities.

- Expert banking - provision of various professional services in the credit and investment sectors, including

customizing the product to customers’ needs and requirements.

CUSTOMER RELATIONS WITHTHE SEGMENT AND SALES

Following the segmentation of branch customers and separating the service in their respect, the implementation
of the segment strategy focuses on the manner of conducting operations in respect of each arena - specialization
in the arena.

The service team is required to intensify its activity with its customers: to develop customer relations with the
segment served by it and conduct initiated activity.

For this purpose the following is required:

- Familiarizaion with customer characteristics (banking activity, needs and preferences);

- Customization of the professional level and the required qualifications to the needs of the customer - for this
purpose the Bank has devised courses, seminars and instruction classes on various subjects for the staff of the
branches. Studies are conducted both by way of self study and at the Discount college. Among other things, the
subjects studied are: consumer credit, advanced business credit, deposits, foreign currency, provident funds, sales,
securities, etc.

- Customizing products focused on customer needs in the investments and credit fields;

- Broadening the personal acquaintance with customers;

- Customizing the manner of approach and sales to the various customers.
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INCORPORATING THE RETAIL CULTURE

Within the strategic framework of advancing retail banking, the Bank inaugurated, at the beginning of July 2005,
a retail banking school, the first of its kind in the banking industry - a retail banking school.

The retail banking school will train managers and employees of the Bank’s branches and will focus on attaining
the following goals: to incorporate retailing culture into the Bank’s branches, to provide management teams of
the Bank’s branches with tools for the implementation of the retail concept, and to train staff in a wide variety
of courses.

The retail banking school operates within the framework of the Discount College and its lecturers are drawn from
the field of retail activity in Israel and abroad.

RETAIL BANKING SECTOR - HOUSEHOLD SEGMENT
SEGMENT CUSTOMERS

This segment includes customers of the Bank’s Retail Division who are private customers, who are defined as
customers who are either salaried employees, possess the potential for growth, or may be viewed as VIP customers
(the definition excludes customers of the private banking centers). The segment also includes the household
segment customers of the Mercantile Discount Bank - private customers of Mercantile Discount Bank, whose
activities are typical of those of households, including credit of a volume not exceeding NIS 200 thousand and
deposits of a volume not exceeding NIS 500 thousand. As from 2006, the segment also includes the international

operation data in the household segments.

SERVICE

Customers of the household segment receive services through 125 branches of the Bank located throughout Israel,
from Kiryat Shmoneh to Eilat, organized geographically under five regional managements. Mercantile Discount
Bank’s household segment customers receive service through 65 branches located throughout Israel.

The principal banking products available to customers of this segment include current account management,
credit, deposits, capital market activity and credit card services, as well as loans for the purchase, lease,
enlargement, renovation or construction of residential units, and the granting of loans for any purpose, secured

by a mortgage on a residential unit.

ADJUSTMENT OF BRANCH LAYOUT

Unique concept branches were established in recent years intended to provide an appropriate response to the
various needs of retail customers. Such concept branches were integrated into the process that started at the end
of 2006, to provide nationally deployed banking services at innovative business hours for the banking industry in
Israel.

“Discount Rapid”. Discount Rapid is located at the front of the branch and provides rapid response to daily
banking services. Rapid banking centers include several information desks, ATM machine, Telebank machine and
Internet stations. Most importantly, Discount Rapid is manned by professional bank personnel and is open during
special hours, from 8:00 - 20:00.

“Discount Your Way”. Three “Discount your way” branches were opened during 2005: at the “Avnat” shopping
mall in Petach Tigva. at the “Negev” Shopping Mall, Beer-Sheva, at the “Across the Park” shopping mall in Ra’anana
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and at the “Giva'tayim shopping mall” in Giva'tayim. These branches, located in shopping malls, serve as service
and sales points to customers of these malls, and are tailored to the retail environment of the malls. Opening
hours are adapted to customers’ needs and convenience: 10:00 - 22:00.

“Household Discount”. These branches are located in large neighborhoods in cities and serve private customers
until late hours. Business hours are adapted to the needs of customers living in the vicinity. The personnel in
these branches are specially trained in providing services and in professional banking matters.

Program for 2007. The plan is to open 20 “Discount Rapid” branches in the front of existing branches, one
“Discount Your Way” branch and five “Household Discount” branches.

COMPLEMENTING SERVICES

Direct and complementary service layouts that serve as an alternative to the services provided in the branches:
The “Bank gateway” project. Customer telephone answering service - automatic direction to direct banking for
customers calling the branch switchboard (and not the direct lines of the staff). This project enables improvement
of the quality of telephone reply on the one hand, and gives the branch staff more free time for developing
initiative, sales and the improvement of service to the customer on the other hand.

Telebank Internet. Development and improvement of the service channel via the Internet. Encouraging customers
to use this channel results in significantly lower costs as compared with the cost of identical services provided at

the branches.

CONSULTING SERVICES LAYOUT

Investment centers. Customers having deposits of over NIS 400,000 or customers active in the capital market are
entitled to receive comprehensive consultancy services regarding their funds at eleven investment centers. The
account of the customer is managed at the branch, however the service is provided at the investment centers by
expert investment consultants.

Consulting services in Bank branches. Intended to intensify branch investment consulting services in that began
in 2006. Customers benefit from personal and innovative consulting services in a variety of capital market
channels. The service is provided in the branches by authorized investment consultants designated only for the
capital market. Receipt of this service requires liquid deposits in the range of NIS 250-750 thousand. This activity
will be continued and extended to additional branches in 2007.

Portfolio management. Directing customers to outside and inhouse portfolio managers.

NEW PRODUCTS AND SERVICES

Extended business hours. In accordance with directives of the Supervisor of Banks, business hours were extended
as from February 21, 2006, to 18:30 on weekdays and to 14:00 on Fridays and holiday eves. As part of the
preparations for the transition to the extended business hours, operational changes have been made, notices were
sent to customers and new signs were prepared for branches of the Bank.

Following this change, Bank customers benefit from increased congruence between the calendar day and business
hours, enabling customers to conduct business during afternoon hours without losing a value day and to conduct
capital market transactions on the stock exchange during all trading hours.

“Discount MAXGRADE” benefit card. “Discount MAXGRADE” benefit card is the first and a one of its kind in
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Israel. It is intended for customers aged 25-35 who deposit their monthly salary with the Bank as well as VIP
customers depositing their salaries. The card was sent to these customers by direct marketing. This is a
rechargeable electronic card, which includes a variety of high value off-banking benefits relating to vacation,
culture and leisure fields in Israel.

“Discount MAXGRADE" card is innovative by granting significant value to the customer, with no underlying
conditions and at full transparency. The card’s benefits are offered for repeated use during the year and include:
significant discounts of at least 50%, numerous gifts and a variety of surprises throughout the year.

A designated call center has been established, which operates twelve hours a day, five days a week as well as a

designated web site, for benefit updates and additional data.

MARKETING AND DISTRIBUTION

Marketing and distribution are conducted by way of advertising campaigns on the printed media, television, radio

and billboards. In addition, this activity is conducted through the following channels:

- At the branches - frontal activity through plasma screens located in areas where customers await service, and
through the telephone either by way of an initiated approach to the customer or in response to an approach
by the customer;

- By Discount TeleBank - either by way of an initiated approach to the customer or in response to an approach
by the customer;

- At the Discount website on the Internet, which provides marketing messages and marketing offers;

- Direct mailing to customers (to which is attached a statement of account) and through the automatic service

machines (ATM and Information Desk).

TARGETS AND BUSINESS STRATEGY

As from 2002, the Bank has been engaged in a marketing effort to attract private customers - “Circles campaing”.
This marketing decision is rooted in the Bank’s strategy, which is to lead retail banking in Israel while focusing
on the retail segment as a major source of growth and profitability.

Since the beginning of the “Circles” campaign, the Bank has attracted approximately 300 thousand new customers,
mainly from the household sector.

POINTS OF EMPHASIS FORTHE COMING YEAR

- Continued realization of the Bank’s vision - leadership in personal and professional service;

- Continued development and adaptation of unique products for customers;

- Continued country-wide distribution of “Discount Rapid” stations open to the public until 20:00 hours, in order
to ensure the Bank’s adaptation to customers’ needs and requirements. Furthermore, efforts will be
implemented to increase customer satisfaction by upgrading the experience of visiting the branch and

benefiting from optimal service.

COMPETITION

As of today, the Bank’s principal competitors are the four other major banks in Israel - Bank Hapoalim, Bank Leumi,
the First International Bank and Mizrachi-Tefahot Bank. Israel Discount Bank is third in size amongst the five banks.

The Bank may be differentiated from its competitors from the point of view of both quality of service and by way
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of obtaining attractive products adapted to the needs of customers of this.
“0ff banking” financial entities, e.g. credit card companies, have entered the competitive market in recent years with

respect to consumer credit, investment and insurance companies - inter alia with respect to capital market transactions.

DEVELOPMENT IN MARKETS OF THE SEGMENT OR CHANGES IN CUSTOMER CHARACTERISTICS

No material changes occurred in 2006 in the characteristics of customers in this segment. Notwithstanding, a
continuous trend exists in respect of direct banking activity (ATM, Telebank, Discount on the Internet).

TECHNOLOGICAL CHANGES THAT MAY AFFECT THE SEGMENT

The principal components of the Ofek system were launched in 2006 (for details see “Information and computer
systems” hereunder).

The Bank’s Internet website was updated, including the addition of payment options to Government and Municipal
agencies, and online access of copies of paid checks. The Bank’s securities” website was also updated, enabling
customers to receive information and to conduct banking transactions.

The telephone answering service for customers was improved, enabling referral of part of the calls to “Discount
Telebank”.

CRITICAL SUCCESS FACTORS INTHE SEGMENT

- Distribution of service stations and adaptation of business hours to the region and to the characteristics of
the local population;

- Expansion of exposure and access to direct technological channels;

- Development of customer adapted products in various banking activities;

- Timely response to customers’ needs and requirements;

- Flexibility and sensitivity to market changes, including regulatory requirements.

PRINCIPAL SEGMENT ENTRY AND EXIT BARRIERS

- Investment in branches layout all over the country;
- Investment in the establishment of advanced technological means, and in their maintenance and upgrading;
- Training of skilled service personnel engaged in providing a variety of banking products and activity;

- Reputation of level of service, leadership, professionalism and reliability established over many years.

SCALE OF OPERATIONS AND NET INCOME OF THE SEGMENT

Net income of the segment in 2006 amounted to NIS 251 million, of which NIS 250 million domestic operations,
compared with NIS 197 million in 2005, an increase of 26.9%. Disregarding certain components (see hereunder),
net income from domestic operations would have amounted to NIS 148 million in 2006, compared with NIS 240
million in 2005, a decrease of 38.3%.

The return on equity, calculated on the capital allocated to the sector on the basis of the average balance of
segment risk assets, was 24.1% in 2006, compared with 19.9% in 2005. Disregarding certain components (see
hereunder), the return on equity would have been 14.3% in 2006, compared with 24.2% in 2005.

Provision for doubtful debts in this segment amounted in 2006 to NIS 109 million, compared with NIS 85 million
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2006

in 2005, an increase of 28.2 %.

Following are the principal data relating to the operations of the household segment (in NIS millions):

Banking Total
and Credit Capital Domestic International
financing cards market Mortgage Operations ~ Operations  Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2005 2006 2006
Income (loss) from financing activities
before provision for doubtful debts
From externals - 217 (1,157) 108 1M 1 2 159 219 485  (825) 486
Intersegmental - 613 1,947 (6)  (36) 3 - 43 (80) 568 1,831 569
Total income from financing activities 830 790 103 75 4 2 116 130 1,063 1,006 2 1,055
Operating and other income 370 457 629 555 392 369 48 55 1,439 1,436 1 1,440
Total income 1,200 1,247 732 630 396 371 164 194 2,492 2,442 3 2,495
Provision for doubtful debts 60 39 31 14 - - 18 32 109 85 - 109
Income from ordinary
operations before taxes 1,356 1,121 481 427 264 201 86 81 2,187 1,830 2 2,189
Provision for taxes (216) 87 220 189 132 170 60 81 196 527 1 197
on ordinary activities (78) 62 79 81 58 77 26 30 85 250 - 85
Net income (loss) (138) 25 78 b5 288 82 22 35 250 197 1 251
Net income (loss) disregarding
certain components'” (45) 62 8 56 8 8 24 35 148 240 1 149
Return on equity (rate) (38.9) 80 367 318 446.0 5.1 72 247 19.9 2.7 241
Return on equity disregarding
certain components'” (rate) (12.0) 200 381 326 - 4712 53 72 143 242 2.7 14.3
Average balance of assets 5,511 4,842 2,387 1,846 8 10 9,704 9,365 17610 16,063 59 17669
Average balance of liabilitites 50,086 45888 1,373 613 - - 2,418 2,293 53,876 48,794 70 53,956
Average balance of risk assets 5,911 5158 3573 2,872 289 306 7525 8,174 17298 16,510 59 17357
Average balance of provident funds
and mutual funds assets” - - - - 25,381 29,384 - - 25,381 29,384 - 25381
Average balance of securities”” - - - - 22,593 12,624 - - 22,543 12,624 - 22543

Average balance of other assets
under management - - - - 1,283 964 2,269 2,282 3,552 3,246 - 3,652

Components of income from
financing activities:

Margin on credit 255 215 103 78 - - 74 139 432 432 1 433
Margin on deposits 540 544 - (3) - - 1 - 541 541 1 542
Other 35 31 - - 4 2 41 - 80 33 - 80
Total income from financing activities 830 790 103 75 4 2 116 139 1,063 1,006 2 1,055

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive
and the profit on the sale of llanot Discount.

(2) Until the exclusion of llanot Discount from consolidation, securities of mutual funds managed by llanot Discount were
included in the average balance assets of provident funds and mutual funds, and following that in the average balance of
securities.
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HUMAN CAPITAL

In 2006, the average number of positions in the segment amounted to 4,304 including positions of employees
directly related to the segment and positions of staff members at various levels whose employment costs are

charged to the segment, compared with 3,925 positions in 2005, an increase of 9.6%.

LEGISLATIVE RESTRICTIONS, REGULATIONS AND SPECIAL CONSTRAINTS APPLICABLETO THE SEGMENT

The Bank operates within the framework of laws regulations and regulatory directives applicable to the banking

sector in Israel as promulgated by various supervisory bodies, viz., the Supervisor of Banks, the Commissioner of

the Capital Market, Insurance and Savings of the Ministry of Finance, the Commissioner of Restrictive Trade

Practices, the Securities Authority, Supervisor of Prices at the Ministry of Industry, Trade and Labor etc. The

principal restrictions applicable to this segment are briefly described hereunder.

A directive concerning the treatment of credit facilities in current accounts. On February 8, 2005, the

Supervisor of Banks issued a directive with regards to credit facilities granted within the framework of creditory

and debitory current accounts. The directive was amended on August 17, 2005. The directive is intended to stop

the practice, prevalent in Israel, of having current accounts that often, and for long periods, show overdrawn
balances over and above the approved credit facilities.

The directive provides, inter alia, that:

- Banks have to determine credit facilities in accordance with the needs of the customer, his repayment ability
and the collateral provided by him, based on a documented analysis performed for the purpose of approving
the credit facility by the authorized credit officer at the bank;

- Determination of the credit facility in an educated manner can be achieved also according to characteristics
of groups of customers, and the bank may fix different threshold amounts for groups of customers in respect
of which general criteria are to be defined for the documented analysis of credit requirements;

- The credit facility would be established in a written agreement specifying both parties’ obligations - the
customer and the Bank - to transact business within the limits of the credit facility, only, without any
deviation therefrom;

- The bank may grant to a customer having an approved credit facility (that has been determined in a written
agreement with him) or to a group of such customers, an additional unilateral credit line, for a limited time,
provided that the bank informs the customer accordingly. Such unilateral credit line shall not carry a
commission charge, and the rate of interest in respect thereof shall not be in excess of the interest rate in
respect of the most recent credit line agreed in writing with the customer and signed by him;

- In cases where the customer asks the bank to honor a charge to his account that would result in him exceeding
the approved credit facility, and the bank consents to such request, an appropriate credit facility, even though
temporary, shall be agreed in advance and in writing, in line with the requested additional credit;

- Charging the customer with an excessive interest rate and with special commissions in respect of an account
that has exceeded the credit limits, shall be permitted only in cases where the bank had been unable to
prevent the account from being overdrawn, and, even in this case, only with respect to accounts classified by
the bank as problematic debts (in default);

- Nointerest income is to be recognized in respect of overdrawn amounts in accounts classified as problematic, until
such income is in fact collected (and the overdraft settled). (This item will come into effect on July 1, 2006);
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- A credit facility agreement may be signed at a branch of the bank, at the customer’s home or via the Internet.
The new directive became effective on January 1, 2006; however, the Bank is entitled to grant a customer a
unilateral credit facility, even without a written agreement, at an interest rate charged by the Bank to similar
customers, until July 1, 2007. Until July 1, 2006, the Bank was permitted to allow an overdraft on current
accounts and to charge exceptional interest in respect thereto. In respect of current account credit facilities in
foreign currency the directive came into effect on January 1, 2007. An amendment of December 2006 enables
banks not to apply the directive with respect to short-term overdrafts not exceeding NIS 1,000.
It should be noted that prior to the issue of the directive the Bank had already taken steps regarding conversion
of overdrafts to loans and requlating credit facilities in order to reduce the level of overdrawn client accounts.
Following publication of the directive, the Bank is preparing and has taken intensive action for its
implementation., among other things, by converting the overdrafts into loans, adjusting the credit facilities to
the needs of the customer and its activity, offering loans at attractive prices, the establishing of unilateral credit
facilities in accordance with the directive, conducting seminars for customers on the subject of managing the
family budget, etc. As part of the above, already in September 2005, the bank sent a letter to its customers
concerning the directive of the Bank of Israel. The letter explained the principles of the directive, and its meaning
and implications on managing the customer’s account. Customers were requested to stop in at the Bank’s branches
in order to adjust their credit facilities to their activities and needs as well as to receive from branch officers
advice and solutions as to compliance with the approved credit facilities (loans, “The family as a business”
seminar).
It should be noted that since December 2005, the volume of current accounts exceeding their approved credit
limit decreased from a rate of 13.0% at the end of 2005 to a rate of 4.59% at the end of December 2006.
Commissions. During the years 2004-2005, various issues relating to commissions charged by the banks were
put on the public’s agenda. Following prolonged discussions in the matter by the Economic Committee of the
Knesset, with a view of reaching some sort of a “package deal” between the banks and the various regulatory
bodies. The Supervisor of Banks and the banks reached an arrangement in July 2005, with respect to commissions
charged to household customers. On July 14, 2005, the Supervisor of Bank issued to the banking corporations a
letter detailing the principles for the implementation of the “package deal” in the matter of commissions
pertaining to current accounts of private customers.
As from October 1, 2005, the Bank offers its customers three tracks:
- A basic track - NIS 10 basket (the Bank of Israel basket);
- An extended track - NIS 18 Basket (the Knesset Economics Committee basket);
“Discount Fix” track - a basket which costs NIS 30.
During September 2005, the Bank sent to its private customers letters describing:
- The Bank’s decision as to the implementation of the package deal;
- The three tracks offered by the Bank, details of commissions included therein and the cost of each track;
- Dates for transition from one track to another based on the customer’s notice and the date of the automatic
transition to the basic track in the event of no response from the customer.
A form to be completed by the customer was appended to the letter, in which the choice between the tracks was
given to the customer. Customers not responding to the letter had been automatically transferred to the basic
track starting on December 1, 2005.
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At the beginning of November 2005, the Bank sent additional letters to customers reminding them that they must
decide upon the track according to which their account would be managed and to inform the Bank accordingly,
as well as informing them that no response to the letter would mean consent to the transition to the basic track.
The application of the “commission baskets” adversely affected the Bank’s income from service fees charged to
private customers, at an amount of NIS 38 million (per year).

The application of “commission baskets” also impaired Mercantile Discount Bank’s income from ledger fees, which
declined in the first nine months of 2006 by NIS 5 million.

The Bank updated on June 21, 2006, its fees price list, while taking care not to increase basic charges and
prevalent ledger fees, including basket charges.

Towards the end of November 2006, the Bank announced the updating of several commission rates on its price
list, while continuing the observance not to increase the rate of basic and prevalent commissions relating to ledger
fees of private customers, including the commission basket. This update came into effect during the months of
December 2006 and January 2007. Among other things, a commission on the purchase and sale of mutual fund
units has been determined at a minimum rate of 0.1%.

During 2006, the matter of banking commissions was discussed from time to time, and a parliamentary commission
of inquiry was appointed recently to examine all aspects thereof.

At the beginning of 2007, the Bank of Israel announced its formulation of a proposal for the regulation of prices
for banking services. The proposal included, inter alia, legal authorization of the Supervisor of Banks to supervise
prices of banking services, subject to certain conditions to be defined.

According to this proposal, the Supervisor of Banks would be authorized to determine the structure of the full
price tariffs of banks, the services to be included therein, and the description, kind and method of calculation of
the charges payable in respect of these services.

The Bank believes that if the proposed legislation is enacted, income from operating commissions will be affected
adversely; however, at this stage the Bank is unable to assess the scope or extent of such effect.

Removal of obstacles with respect to the transfer of accounts between banks. Another issue examined by the
Economics Committee of the Knesset to the easing of procedures for the transfer of accounts between banks.

In light of the Bank’s efforts to attract new customers, the Bank has indicated its consent to this initiative. The
Bank sees itself as a leader in the process of easing the procedures for the transfer of accounts between banks
and even employs the services of external companies for this purpose.

The Supervisor of Banks issued, on July 14, 2005, a Proper Banking Management Directive that reqularizes this
issue, effective as from December 1, 2005. The Directive is intended to facilitate the transition process for
customers wishing to close their accounts with one bank and transfer their business to another bank. According
to the Directive, banks are required to do everything necessary in order to enable the customer to close his
account or to transfer his business, while taking all possible measures to avoid unnecessary inconvenience to the
customer. The banks are required to provide the customer with full information regarding his assets and liabilities
at the bank so as to enable him to examine the possibilities and weigh the advisability of transferring his business
from the account or closing the account, and to receive from the customer distinct instructions as to the steps
to be taken regarding the assets and liabilities pertaining to his account. The Directive also includes technical

relief to facilitate the transfer from one bank to another. Alongside this, the Supervisor also included in his said
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letter regarding the “package deal” instructions as to commissions, which, in his opinion, constitute obstruction
or impediment with regards to the transfer from one bank to another, and therefore has directed the banks to
reduce such commissions or change the manner of their collection. The Bank is preparing to implement the said
Directive and the contents of the Supervisor's letter.

For additional details in these matters, see “Legislation proposals and arrangements regarding banking
commissions” under “Legislation and Supervision” hereunder.

For details as to the consequences of the capital market Reform, see “Capital market activity” hereunder in the

Section “Additional details regarding activity in additional products” and Note 33 to the financial statements.

THE RETAIL SEGMENT AT THE MERCANTILE DISCOUNT BANK

Most of the customers of Mercantile Discount Bank (some 59%) belonging to the household segment of this bank,
receive banking services by means of the Mercantile Discount Bank branches organizationally belonging to the
Acco and Nazareth regions (24 branches). Such branches are located in areas where the population has an absolute
“non-Jewish” majority. Mercantile Discount Bank management believes that most of the customers belonging to
such populations receive services from Bank Leumi and Bank Hapoalim, while the balance of the activity is divided

among the remaining banks.

RETAIL BANKING SECTOR - SMALL BUSINESSES SEGMENT
SEGMENT CUSTOMERS

This segment includes customers of the Bank’s Retail Division which are defined as small companies and small
businesses with borrowings of up to NIS 4 million. The segment also includes the customers of Mercantile Discount
Bank in that bank’s small business and commercial banking segments - that bank’s small business segment

customers (individuals and corporations) whose granted volume of credit does not generally exceed NIS 1 million.

SCALE OF OPERATIONS AND NET INCOME OF SEGMENT

Net income of the segment in 2006 amounted to NIS 52 million, all from domestic operations, compared with 17
million in 2005, an increase of 205.9%. Disregarding certain components (see hereunder), net income would have
amounted to NIS 78 million in 2006, compared with NIS 38 million in 2005, an increase of 105.3 %.

The return on equity in 2006, calculated on the capital allocated to the sector on the basis of the average
balance of segment risk assets, was 9.1%, compared with 3.4% in 2005. Disregarding certain components (see
hereunder), the return on equity would have been 13.4% in 2006, compared with 7.2% in 2005.

Provision for doubtful debts in this segment amounted in 2006 to NIS 183 million, compared with NIS 182
million in 2005, an increase of 0.5%.
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Following are the principal data relating to the operations of the small business segment (in NIS millions):

Banking and  Construction
and Credit Capital and real
financing cards market estate Mortgage Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2005 2006 2005

Income from financing activities
before provision for doubtful debts

From externals - 622 393 7 - 16 1 77 143 25 37 747 574
Intersegmental - (167) 91 1 4 - - 27y (97 (6  (16) 200 (18)
Total income from

financing activities 455 484 7 4 16 1 50 46 19 21 547 556
Operating and other income 252 242 " 14 47 12 19 12 2 3 331 383
Total income 707 726 18 18 63 113 69 58 21 24 878 939
Provision for doubtful debts 158 157 - - - - 25 18 - 7 183 182
Operating and other expenses 573 562 10 1" 28 100 1" 15 12 9 634 697
Income (loss) from ordinary

operations before taxes (24) 7 8 7 35 13 33 25 9 8 61 60
Provision for taxes

on ordinary activities (4) 15 3 3 14 8 14 12 4 2 31 40
Net income (loss) (20) (8) 5 4 45 4 19 14 3 3 52 17
Net income disregarding

certain components"”’ 25 9 5 4 24 7 21 15 3 3 78 38
Return on equity (rate) (4.6) (2.3) - 1231 1405 227 13 47 39 9.1 3.4
Return on equity disregarding

certain components (rate) 6.0 29 - 136.9 238 1.7 47 39 134 72
Average balance of assets 8,601 7982 - 60 4 3 2320 2,244 1,182 1,288 12,007 11,577
Average balance of liabilitites 6,767 7404 - - - - 519 494 276 291 7562 8,189
Average balance of risk assets 7118 5,343 - 52 4 50 1,480 2,083 1,185 1,306 9,787 8,834
Average balance of provident

funds and mutual funds assets®? - - - - 3,499 5,060 - - - - 3,499 5,060
Average balance of securities'” - - - - 4,347 3,315 - - - - 4,347 3,315

Average balance of other
assets under management - - - - 283 244 - - - - 283 244

Components of income from
financing activities:

Margin on credit 335 325 6 4 - - 36 36 12 21 389 386
Margin on deposits 83 82 1 - - - 6 7 - - 96 89
Other 31 77 - - 16 1 8 3 7 - 62 81

Total income from
financing activities 455 484 7 4 16 1 50 46 19 21 547 556

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive
and the profit on the sale of llanot Discount.

(2) Until the exclusion of llanot Discount from consolidation, securities of mutual funds managed by llanot Discount were
included in the average balance assets of provident funds and mutual funds, and following that in the average balance of
securities.
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HUMAN CAPITAL

In 2006, the average number of positions in the segment amounted to 1,252 including positions of employees
directly related to the segment and positions of staff members at various levels whose employment costs are
charged to the segment, compared with 1,495 poisitions in 2005, a decrease of 16.3%.

SERVICETO SEGMENT CUSTOMERS

The small business segment provides a variety of services to small and medium size business customers. Customers
entitled to a credit facility of up to NIS 500 thousand receive these services through personnel in branches
specializing in the needs of this segment, and through direct banking channels (Internet and Discount Telebank).
Customers entitled to a credit facility exceeding NIS 500 million receive services through regional credit centers.
The foreign trade department serves customers engaged in international trade. Every customer benefits from the
entire range of the Bank’s foreign trade services in specialist industry units that deal with all aspects of foreign
trade, viz., exports, imports, financing, future financial instruments, electronic communication and relevant
information on customers and suppliers. Activities of business clubs are also provided to customers of this

segment. (For further information, see below, ‘Corporate Banking Segment’).

CREDIT CENTERS

As part of the innovative and breakthrough concept of the Retail Banking Division for dealing with small business
customers, the handling of the business activity of customers having a credit facility exceeding NIS 500 thousand,
has been transferred to the area credit centers.

The handling of these customers at the credit centers, which are manned by teams which specialize in the credit
field, enables the providing of a focused response suitable to the characteristic need of this sector that constitute
a central target arena for the Retail Division at the Bank.

The professional service provided and the operational efficiency contributes to the improvement of service and
supports the leading values of retail business and humanity engraved on the flag of the Bank.

The following credit centers were opened in 2006: Tel-Aviv (in April), Haifa and the North, including a northern
extension in Upper Nazareth (in May) and the Plains (in October). These centers join the Sharon credit center that
was opened in 2005.

An additional credit center in Jerusalem, with a southern extension in Beer Sheva is expected to be opened in 2007.
The credit centers serve as professional service bureaus, while the account of the customer and its current activity

remain in the related branch office.

MARKETING AND DISTRIBUTION

Marketing and distribution are conducted by way of advertising campaigns on the printed media, television, radio

and billboards. In addition, this activity is conducted through the following channels:

- At the branches - frontal activity through plasma screens located in areas where customers await service, and
through the telephone either by way of an initiated approach to the customer or in response to an approach
by the customer;

- By Discount TeleBank - either by way of an initiated approach to the customer or in response to an approach

by the customer;
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- At the Discount website on the Internet, which provides marketing messages and marketing offers;
- Direct mailing to customers (to which is attached a statement of account) and through the automatic service

machines (ATM and Information Desk).

THE SMALL BUSINESS SEGMENT ATTHE MERCANTILE DISCOUNT BANK

The small business segment at the Mercantile Discount Bank is one of the outstanding segments of this bank and
accordingly is a central target in its business development.

One half of the customers of Mercantile Discount Bank who belong to this segment live in areas where the
population has an absolute “non-Jewish” majority and receive banking services by means of 24 branches of this
the bank belonging organizationally to the Acco and Nazareth regions. Mercantile Discount Bank management
believes that most of the customers belonging to such populations receive their services from Bank Leumi and

Bank Hapoalim, while the balance of the activity is divided among the remaining banks.

CORPORATE BANKING SEGMENT
SEGMENT CUSTOMERS

This segment in the Bank includes mainly companies with annual turnovers of over NIS 150 million and/or total
indebtedness exceeding NIS 40 million. The segment also includes customers of the business segment of the
Mercantile Discount Bank - corporations whose annual business turnover generally exceeds NIS 100 million and
public companies handled by the corporate division of Mercantile Discount Bank. As from 2006, the segment also

includes the international operations data in the corporate banking segment.

REVIEW OF DEVELOPMENTS IN THE BUSINESS SECTOR IN 2006

The increase in the volume activity in the business sector continued in 2006. The business product increased by
6.3%, compared to 6.6% in 2005. Growth was recorded in all sectors of the economy, including a moderate
increase in the housing construction segment.

The growth was reflected in the expansion of the volume of activity of domestic companies as a result of the
increase in private consumption and in the levels of domestic demand. In addition, investments in fixed assets
also increased by 6.1%.

Compared to 2005, the growth rate of export-oriented sectors moderated in 2006. Exports of goods and services
increased by 5.1%, compared to an increase of 5.6% in 2005. The increase in exports was balanced and was
reflected in the increased contribution of traditional sectors to overall growth.

The increase in the volume of domestic activity contributed to improved profitability, cash flows and the debt
repayment capability of most of the Bank’s customers in the business sector.

The growth rate of the business product, levels of demand in the Israeli and foreign economies, volume of
investments in the various economic sectors including the construction industry, all impacted materially on the

development, volume of operations and business results in the Bank’s corporate segment.

THREATS AND OPPORTUNITIES IN THE CORPORATE BANKING SEGMENT
Threats:

- Strengthening of alternative sources of banking credit outside the banking industry - as from institutions,
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insurance companies, share and debenture issuances etc. It should be noted that, as of 2002, the rate of
utilization of alternative sources of credit exceeded the rate of utilization of banking credit;

- Intensification of competition within the banking industry, as a result of the desire to increase the business
and consumer credit portfolio. Competition between the banks has led to a decrease in credit margins;

- Exposure to groups of borrowers - implementation of related Bank of Israel directives (Proper Banking
Management Directive No. 313), and in particular, the tightening of the provisions of the directive in the
August 2003 amendment, has led to the creation of restrictions on the financing of the country’s large
companies.

Opportunities:

- The trend towards economic expansion that has characterized Israel’'s economy since the second half of 2003.
The rise in economic activity has encompassed all of the country’s principal industries, with the exception of
the construction and transportation industries. It is felt that, in most industries, the trend towards increased
economic activity in the domestic market will continue, especially in the field of exports;

- A decrease in the credit to the GDP ratio in tandem with an improvement in companies’ cash flows. The
significance of these trends lies in the improved repayment capacity of the corporate sector.

The assessment provided in this paragraph constitutes forward-looking information, which is based on the Bank's

evaluations as of the date on which these financial statements were prepared. External events or errors in the

evaluations (as described in the next paragraph hereunder) may adversely affect the realization of these forecasts.

DEVELOPMENTS INTHE SEGMENT'S MARKETS

The significant increase in the scope of activity of the business sector in 2006, positively affected the expansion
of activity by customers of the business segment of the Bank.

The said growth occurred despite repayments of credit in material amounts by large borrowers, mostly as a result
of the acceleration in the raising of credit substitutes on the off-banking market.

A grouth in the credit granted to the business sector at the Bank is anticipated for 2007, mainly on the
background of forecasts for the continued growth in the business product, the growth in private consumption, in
the export of goods and services and the investments in the physical capital inventory of the various sectors of
the economy.

Notwithstanding, a slight moderation in the growth rate as compared with 2006 is expected in certain indicators.
The above information constitutes forward-looking information. This information might not materialize if a decline
occurs in the level of domestic demand due to a deterioration of the political-security situation, moderation in
the growth rate in the domestic and global markets, including the American market, a significant increase in the
interest rates both in Israel and overseas and other developments in the macro-economic conditions, which are

out of the Bank’s control.

LEGISLATIVE RESTRICTIONS, REGULATIONS AND SPECIAL CONSTRAINTS APPLICABLETO THE SEGMENT

The Bank operates within the framework of laws, regulations and regulatory directives applicable to the banking
sector in Israel as promulgated by various supervisory bodies, viz., the Supervisor of Banks, the Commissioner of the
Capital Market, Insurance and Savings of the Ministry of Finance, the Commissioner of Restrictive Trade Practices, the
Israel Securities Authority etc. The principal restrictions applicable to this segment are briefly described hereunder.
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Limitations on indebtedness of a single borrower, a group of borrowers and all the six large borrower groups.
The Proper Bank Management directives contain restrictions with respect to the extent of the indebtedness
allowed to any single borrower or group of borrowers, and the extent of the total indebtedness allowed to the
bank’s six largest borrower groups and to certain customers defined as ‘related persons’ These restrictions may
have adverse implications on the manner and scope of the Bank’s business segment operations insofar as they
relate to these customers.

The directive provides that the total exposure to a group of borrower should not exceed 30% of the capital of the
Bank, while the total exposure to the six largest borrower groups should not exceed 135% of the Bank's capital.
The Bank determined an internal policy according to which the total debt of the borrower group will not exceed
25% of the Bank’s equity. Deviation from this internal limit exists in the case of one borrower group, which was
approved by the Bank’s Board of Directors.

The limitation on “related parties”. The permit granted by the Governor of Bank of Israel to the Bronfman-
Schron Group determined that the members of the Bronfman Group and Mr. Schron are to reduce their indebtedness
to the Bank, in order to comply with the provisions of Proper Banking Management Directive No. 312, regarding
the business of a banking corporation with related parties. During January 2006, proximately prior to the receipt
of the permit, the members of the Bronfman-Schron Group reduced their indebtedness. As of December 31, 2006,
there were no deviations from the said limitations.

Ratio of capital to risk assets restricion. The Proper Bank Management directives contain restrictions with
respect to the extent of a bank’s risk assets in relation to any given level of capital (as defined in the directive).
In recent years (until 2003), this directive affected the Bank’s activities and led to the introduction of a restrained
credit policy.

As from 2004, the capital adequacy ratio continues to improve, enabling the Bank to increase its credit portfolio
and to finance new transactions.

Basel II. The Basel Commission has published new guidelines, commonly known as Basel II, which are due to
enter into force in certain countries towards the end of 2006. As part of its preparations for meeting the
requirements of Basel II, the Bank of Israel has, for the present, provided guidance in relation to the grading of
customers (for further information on this matter, and for more general information on the Bank’s plans for
implementing Basel II, see ‘Exposure to risks and risk management’).

SCALE OF OPERATIONS AND NET INCOME OF THE SEGMENT

Net income of the segment in 2006 amounted to NIS 228 million, of which NIS 198 million from domestic
operations, compared with NIS 55 million in 2005, an increase of 260%. Disregarding certain components (see
hereunder), net income would have amounted to NIS 286 million in 2006, of which NIS 236 million from domestic
operations, compared with NIS 80 million in 2005, an increase of 195 %

The return on equity, calculated on the capital allocated to the sector on the basis of the average balance of
segment risk assets, was 9.3% in 2006 (from domestic operations - 10.1%), compared with 3% in 2005.
Disregarding certain components (see hereunder), the return on equity would have been 11.6% in 2006 (from
domestic operations - 12.0%), compared with 4.3% in 2005.

Provision for doubtful debts in this segment amounted in 2006 to NIS 159 million (from domestic operations -
NIS 148 million), compared with NIS 303 million in 2005, a decrease of 51.2%.
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Following are the principal data relating to the operations of the corporate banking segment (in NIS million):

Banking Construction Total
and Capital and Domestic International
financing market real estate Operations  Operations Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2006
Income from financing activities
before provision for doubtful debts
From externals - 736 984 3 1 512 561 1,251 1,546 106 1,357
Intersegmental - (27)  (489) - - (183)  (295)  (4B5)  (784) 165 (290)
Total income from financing activities 464 495 3 1 329 266 796 762 271 1,067
Operating and other income 118 67 18 20 15 16 151 103 30 181
Total income 582 562 21 21 344 282 947 865 301 1,248
Provision for doubtful debts 97 138 - - 51 165 148 303 I 159
Operating and other expenses 383 389 1 17 72 53 466 459 235 701
Income from ordinary
operations before taxes 102 35 10 4 221 64 333 103 55 388
Provision for taxes 42 23 4 2 91 31 137 56 25 162
Net income 60 12 8 2 130 41 198 55 30 228
Net income disregarding
certain components'”’ 92 36 5 2 139 42 236 80 50 286
Return on equity (rate) 4.6 1.1 4886 2252 18.8 59 10.1 3.0 6.2 9.3
Return on equity disregarding
certain components (rate) 74 3.1 3699 2384 195 6.0 120 43 10.1 11.6
Average balance of assets 21,642 17749 29 11 10,752 11,263 32,323 29,023 9,627 41,850
Average balance of liabilitites 9,208 11,068 3 3 1,369 1,299 10,5670 12,370 5975 16,545
Average balance of risk assets 20,835 19,549 21 18 12,794 11,822 33,650 31,389 7236 40,886
Average balance of provident funds
and mutual funds assets" - - 207 432 3 3 210 435 - 210
Average balance of securities” - 36 25,427 20,504 34 - 25,461 20,540 - 25,461
Average balance of other assets
under management - - 130 101 - - 130 101 - 130
Components of income from
financing activities:
Margin on credit 358 375 1 - 204 226 563 601 166 729
Margin on deposits 42 88 - - 5 14 47 102 103 150
Other 64 32 2 1 120 26 186 59 2 188
Total income from financing activities 464 495 3 1 329 266 796 762 271 1,067

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive,
payments to the US regulatory authorities and the costs of improvements and examinations at IDB New York and the
profit on the sale of llanot Discount.

(2) Until the exclusion of llanot Discount from consolidation, securities of mutual funds managed by llanot Discount were
included in the average balance assets of provident funds and mutual funds, and following that in the average balance of
securities.

91




ISRAEL
DISCOUNT ISRAEL DISCOUNT BANK LIMITED AND ITS SUBSIDIARIES
SN—

92

HUMAN CAPITAL

In 2006, the average number of positions in the segment amounted to 1,247, of which 834 in domestic operations,
including positions of employees directly related to the segment and positions of staff members at various levels
whose employment costs are charged to the segment, compared with 916 positions in 2005, a decrease of 9.0%.
A relatively high percentage of this segment’s personnel has an academic education. Currently, within the Bank
framework, these personnel undergo professional training in various banking sectors and in management services.
The personnel are required to analyze complex credit requests and to provide high level service.

ORGANIZATIONAL CHANGES

A decision was taken in October 2006 regarding the reorganization of the business layout at the Bank. In this
context, the Commercial Banking Division was merged into the Corporate Banking Division, under a member of
Management, the head of the Corporate Division.

The merger of these two divisions will enable focus and deployment in the risk management area, enabling the

system and decision making process more effective, and a renewed deployment of the Bank’s business formation

layout.

The Bank’s Corporate Banking Division is responsible for the activity with the large and medium size corporations

and for the service provided to specific customer sectors, such as: the diamond industry, construction companies

and “approved enterprises”. As part of the renewed deployment the division will also include the activity with
middle market customers and the operations of the business centers, the foreign trade department and the Tel-

Aviv Main Branch.

This decision is intended to achieve several principal goals:

- A “one stop shop” business service system - The new deployment will enable business customers of the Bank
to receive an all inclusive service, while setting professional standards, which will provide full response to their
needs, both in the active and passive fields

- Risk management - The new deployment will enable centralized risk management while adopting the Basel II
guidelines, from the stage of determining the credit policy, namely: deciding which sectors and industries
would be granted credit, the process of approving credit and the ongoing monitoring of its utilization, while
following the credit portfolio over time.

- Efficiency - The new deployment will enable the unification of the two divisions creating one unit and
accordingly, more efficient procedures.

SERVICETO SEGMENT CUSTOMERS

The business segment enjoys professional banking services provided by the Corporate Division. In 2006, the
division intensified its expertise in the comprehensive financial guidance (One Stop Shop), i.e., an in-depth
examination of the company’s needs and the adoption of creative financial solutions. Customers are provided with
personal, professional and quality service that relates to all their financial needs by offering customized various
banking products in the credit, exchange-rate hedging, international trade, settlement through the use of credit
cards, financing, specialist capital market investments, etc.

Concurrently, solutions are also devised for meeting the financial needs of the owners of companies, and their
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executives and staff, who thus benefit from arrangements that afford them the status of preferred customers.
The rolling finance arrangements for the big companies are implemented through business managers in the
corporate company department of the Corporate Division. The teams are allocated to customers by reference to
the field of business activity in which the companies are engaged. The teams include a business manager, a
business banker, economists and credit officers. Such a team provides the banking support for all the financial
needs of the business customer.

The various banking services are provided through the branch layout.

The Diamond Exchange Branch serves diamond industry customers. The branch specializes in accounts of
diamond merchants as well as in all the special services required by the diamond industry.

The Bank’s Project Finanacing Department works with those customers entitled to benefits from the State by
providing finance for the acquisition or construction of equipment and buildings, and for the establishment or
expansion of tourist and industrial projects, by virtue of the provisions of the Law for the Encouragement of Capital
Investments.

The foreign trade department serves customers engaged in international trade (for further information, see
below).

Discount Leasing Ltd., a company wholly owned by the Discount Bank, implements financing transactions for
customers, in a variety of areas.

Some of the segment’s customers utilize the services of the Bank’s trading desk (see below, ‘Finance management
segment’) and the overseas offices of the Bank (see below, ‘International operations segment’).

The services of the Tel Aviv Main Branch are also at the disposal of the customers. This branch is unique due to
the large amount of assets and liabilities managed there. This branch attends to five main areas: businesses,
including foreign currency transactions for companies, guarantees and development; loans and development -
designated for local authorities; foreign banks - dealing with banks in the Palestinian Autonomous Territories and
providing custodian services for foreign entities, private customers attending to prime private customers and a
business unit attending to the medium-large corporations.

The support units for the Commercial Banking unit in the Corporate Banking Division include the division’s
headquarter units, and banking business mangers for the asset and liability sides.

Segment customers are invited to join the ‘business club, a feature unique to the Discount Bank. Within the
framework of this seminars are being offered to business people for the acquisition of proficiency in financial
matters, such as the capital market, financial instruments and foreign trade and areas interfacing business activity
such as: taxation, management, leadership, advertising, marketing, human resource management, etc.

Segment customers, who are interested in broadening their knowledge of the capital market, are invited to
participate in the capital market business club, which includes a theoretical study of a wide range of subjects in
the capital market field as well as practical experience in the framework of investment simulations.

Deepening the current communication with segment customers is carried out by providing them with “Discount
Business” magazine several times a year, which includes up-to-date banking information as well as an attractive
offers, tailored to the needs of business people and companies in the framework of the said magazine cooperation
“Business to Business” is being offered - business customers offering their services to the business sector. An

additional communication channel for customers is available through the new business website inaugurated in 2006.

93




ISRAEL
DISCOUNT ISRAEL DISCOUNT BANK LIMITED AND ITS SUBSIDIARIES
SN—

94

FOREIGN TRADE OPERATIONS

General. The foreign trade department operates within the framework of the Bank’s Corporate Banking Division,
and offers a range of services to customers from the various business segments engaged in international trade.
Scale of operations. 2006 was characterized by the continued acceleration of the import and export activities in
the market, in continuation to the growth recorded in 2005. According to the data published by the Central
Statistical Bureau.

Imports increased by 9.4% while exports increased by 14.1% as compared with 2005.

Import transactions at Discount Bank increased by 12.1% as compared with 2005 (an increase of 8.6% in the
activity of the business segment, an increase of 11.1% in the commercial banking segment and an increase of
28.1% in the small business segment). The Bank’s share in the total activity of the banking industry reached
11.1% in 2006, compared with 10.8% in 2005 and 10.5% in 2004.

An increase of 14.7% was recorded in export transaction at the Bank in 2006 compared with 2005 (an increase
of 15.5% in the activity of the business segment, an increase of 13% in the commercial banking segment and an
increase of 10% in the small business segment). According to the Bank of Israel data, the Bank's share in the
total activity of the banking industry stood at 8.6% in 2006, compared with 7.8% in 2005 and 2004.

The business activity of the foreign trade department coordinates in each department all the services in the
foreign trade field that the customer requires (import, export, finance, future financial instruments, etc.). The
personal and direct relations with the customer are particularly emphasized alongside the current communication
of the customer with his business manager at the Bank, with the view of intensifying the activity with customers.
The foreign trade department, which is responsible for the management operation of the product, provides foreign
trade services by means of about 32 independent branches (including the Haifa and Jerusalem main branches.
The business development activity expanded in 2006, and according to the formed plan, an initiated activity for
the identification of potential customers was carried out. Concurrently, activity with existing customers was
intensified, while providing customers with a professional and personal service.

Improvement of service. Within the framework of the continued effort for improving customer service, the
operating hours of the Division were extended on Mondays and Thursdays until 18:30 hours.

These operating hours are in addition to the “green route” introduced in 2005, whereby quick service is provided
also beyond regular operating hours at the branches at times of heavy work load.

In 2006 the Bank began to concentrate the foreign trade operations at the three centers- Tel Aviv, Haifa and
Jerusalem and to reduce the number of branches dealing independently with foreign trade operations. Out of the
50 branches providing foreign trade services, the activities of 18 branches were moved to the centers, and this

process is to continue until the end of 2008.

TECHNOLOGICAL CHANGES THAT MAY HAVE A MATERIAL IMPACT ONTHE SEGMENT

The corporate banking segment is engaged currently in updating and upgrading its information systems that are
utilized to analyze and to measure various risks (mainly credit risks) and to monitor and to control customer
activity in “real time”.

The segment focuses on improving the systems for measuring customer profitability and for reliable assessment of
the customer’s contribution to the Bank’s profitability.
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CRITICAL SUCCESS FACTORS INTHE SEGMENT

The critical success factors in this segment include committed and long-term customer relationships, quality
service, prompt response to credit requests and to the overall related services (foreign trade operations, security
investment, derivative financial instruments, banking services to corporate executives and owners, etc.).
Additional success factors are: efficient management of the credit portfolio from the aspects of measurement,
costing and sophisticated risk management “in real time”, focusing on credit risks, professional training of staff
and improvement of the technological capabilities of the information systems.

Furthermore, participation in the syndication transactions being leaded by the large banks. (For details regarding
the Commissioner of Restrictive Trade Practices’ instruction in this issue, see “Principles of conduct” under

“Legislation and supervision”).

PRINCIPLE ENTRY AND EXIT BARRIERS OF THE SEGMENT

Customers of the segment transact business concurrently with several other banks, so that the relative advantage
of the segment is based on the long-term relationship with the customers, including continued satisfaction with
the quality of service and providing prompt and suitable solutions to complex financing needs.

A large number of large corporations have adopted a balanced leverage policy, reflected in the use of bank
financing sources together with use of off-banking means of finance, on the background of the improvement in
opportunities of raising finance on the capital market and the reduction in financing costs.

Entry and exit barriers may arise as a result of the need for the appropriate allocation of capital and compliance
with regulatory limitations of the Bank of Israel, which impact the manner and volume of activity vis-a-vis
borrowers and groups of borrowers.

Expanding financing operations and related services to Israeli corporations operating abroad, and/or to Israeli-
owned foreign corporations, requires expansion of infrastructure through establishment of foreign extensions

and/or branches.

SUBSTITUTES FOR PRODUCTS AND SERVICES OF THE SEGMENT AND CHANGES THEREIN

As a substitute for bank credit to customers of the business segment, alternative financing products offered by
off-banking financial institutions in general and institutional entities in particular have been developed.

These bank credit substitutes include the raising of finance by way of the issue of shares, bonds and other
securities on the capital markets in Israel and abroad, including direct credit offered by such entities.

The off-banking finance constitutes an alternative financing source, mainly for long and medium term credit
products, which contributes to the reduction in volume of such credit in the credit portfolio reflecting the activity

of the segment.

COMPETITION IN THE SEGMENT AND CHANGES THEREIN

The business segment is exposed to ever-increasing competition from the other four large banking groups as well
as from foreign banks (HSBC, Citigroup) that intensify their activity in the local market.

The level of competition on the part of institutional bodies also increased in recent years, mainly insurance
companies and pension funds, which established off-banking credit departments.

The increased competition among the banks is derived mostly from improvement in capital adequacy ratios and
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the increase in the supply of sources on the part of the off-banking system.

The accelerated competition has contributed, as from the second half of 2004, to a continuous process of
reduction in financial margins and in operating commissions that typify this segment. During the second half of
2006, the process of diminishing credit margins was curbed as a result of increasing awareness among the various

players in the market of the necessity to maintain a risk adjusted policy.

MARKETING AND DISTRIBUTION

Activity of the corporate banking segment in marketing credit and related services to existing and new customers
is implemented principally by business managers engaged in the identification and analysis of comprehensive
banking needs of customers and in appropriate adaptation of the Bank’s products of the Bank to these customers’
needs and requirements, as well as in the “real-time” provision of such services.

The bank’s products are also marketed and distributed relative to owners, executives and employees of the

corporations.

DEALING WITH COMPETITION

The high level of competition in the segment is reflected in the quality of service, prompt reaction and the cost
of credit and commissions

The principal means of the segment for dealing with competition include providing personal, professional and
quality service and the establishment of a comprehensive system of communication with the customer, moving to
an overall view of the customer’s financial needs.

PRODUCTS AND SERVICES

The services offered include current financing according to customer needs, including among other things, foreign
trade activity and the trading desk, financing of investments for maintaining and expanding activity, financing
acquisitions of controlling interests in corporations, granting credit to capital market operators, participating in
credit and/or risk offered by the large local banks or foreign financial institutions extending credit to Israeli
corporations operating abroad.

In addition, these include related services such as deposit accepting and investment activities, derivative financial
instrument activities, granting financial guarantees, advances, execution and so forth.

The year 2006 saw an increase in applications for credit to finance the acquisition of controlling interests in

corporations, on the background of the many transactions in the market involving mergers and acquisitions.

TARGETS AND BUSINESS STRATEGY

- Recruitment of new customers and intensifying activity with existing customers.

- Improving the quality of the Bank’s credit portfolio, and increasing debt and collection activity.

- Improving the quality of service, while moving to an overall view of customer need and providing overall
solutions.

- Preparation for the implementation of the “Basel II” provisions.

- Continued improvement of the technological infrastructure supporting the identification, measurement,

analysis and control of various risks, focusing on credit and operational risks.
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MIDDLE MARKET BANKING SEGMENT
SEGMENT CUSTOMERS

This segment in the Bank includes mainly companies with annual turnovers of NIS 15 - 150 million and/or total
indebtedness of NIS 4 - 40 million. The segment also includes Mercantile Discount Banks commercial banking
customers - business customers (individuals and corporations) having a medium level of activity, whose granted
volume of credit exceeds NIS 1 million and who do not belong to the corporate banking segment of Mercantile
Discount bank. As from 2006 the segment also includes the international operators data in the middle market

banking segment.

SCALE OF OPERATIONS AND NET INCOME OF THE SEGMENT

Net loss of the segment in 2006 amounted to NIS 18 million, of which NIS 35 million from domestic operations,
compared with net income NIS 22 million in 2005. Disregarding certain components (see hereunder), net income
would have amounted to NIS 30 million in 2006, all from international operations, compared with NIS 36 million
in 2005.

The return on equity in 2006, calculated on the capital allocated to the sector on the basis of the average
balance of segment risk assets, was (1.9%) in 2006, of which (5.7%) from domestic operations, compared with
3.2% in 2005. Disregarding certain components (see hereunder), the return on equity would have been 3.2% in
2006, of which (0.2%) from domestic operations, compared with 5.4% in 2005.

Provision for doubtful debts in this segment amounted in 2006 to NIS 117 million, compared with NIS 83 million
in 2005, an increase of 41.0%.
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Following are the principal data relating to the operations of the middle market banking segment (in NIS millions):

Banking Construction Total
and Credit Capital and Domestic International
financing cards market  real estate  Mortgage Operations  Operations  Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2005 2006 2005 2006 2006

Income (loss) from financing activities
before provision for doubtful debts

From externals - 931  (298) 1 4 2 - 77 520 23 44 1,034 270 67 1,101

Inter-segmental - (642) 654 - - - - (43) (487) (15) (38) (700) 129 110 (590)

Total income from financing activities 289 356 1 4 2 - 34 33 8 6 334 399 177 511

Operating and other income 120 n7 1 - 27 35 7 6 - 1 165 159 20 175
Total income 409 473 2 4 29 3B 41 39 8 7 489 558 197 686
Provision for doubtful debts ¢ o 8 - - - - W 0 T 8 T8 oo
Operating and other expenses 410 401 1 - 18 21 6 9 1 1 436 432 157 593

Income (loss) from ordinary

operations before taxes L S ML N S LA N (LN 2 A S 33 4
Provision for taxes

from ordinary operations (34) 9 - 1 4 6 7 9 3 (4) (20) 21 16 (4)

Net income (loss) (58) 3 1 3 9 8 0 N 3 Q) (35) 22 17 (18)

Net income (loss) disregarding

certain components'"’ (23 16 - 4 8 8 m M 40 -2 30 30
Return on equity (rate) (10.9) 05 9.9599.7 3126 133 164 99 (9.6) (6.7 833 59 (19

Return on equity disregarding

certain components'"(ate) 43 28 -6027 316 197 158 99 08 02 54 100 32
Average balance of assets 9,644 8,100 16 i 1 - 2,639 1,198 629 535 12,829 9,844 4,829 17658
Average balance of liabilitites 7940 5,797 - - - - 300 265 - - 8240 6,062 2,082 10,322

Average balance of provident

funds and mutual funds assets” - : - - 1525 233 - - . - 1,625 2,335 - 1,525
Average balance of securities - - - -11,000 11,250 - - - - 11,000 11,250 - 11,000
Average balance of other assets

under management 1,030 1,000 - - bb4  B07 - - - - 1,684 1,507 - 1,684

Components of income from
financing activities:

Margin on credit 216 243 1 4 - - 26 27 6 6 249 280 107 356
Megnondeposts 46 % - - -2 2 - - 4 % & e
Other 28 21 - - 2 - 6 4 2 - 38 25 1 39
Total income from financing activities 289 356 1 4 2 - 34 33 8 6 334 399 177 511

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive,
payments to the US regulatory authorities and the costs of improvements and examinations at IDB New York and the
profit on the sale of llanot Discount.

(2) Until the exclusion of llanot Discount from consolidation, securities of mutual funds managed by llanot Discount were
included in the average balance assets of provident funds and mutual funds, and following that in the average balance of
securities.
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HUMAN CAPITAL

In 2006, the average number of positions in the segment amounted to 1,182, including positions of employees
directly related to the segment and positions of staff members at various levels whose employment costs are
charged to the segment, of which 920 in domestic operations, compared with 1,049 positions in 2005, a decrease
of 12.3%.

SERVICETO SEGMENT CUSTOMERS

The commercial banking segment enjoys professional banking services provided through the Commercial Banking
unit of the Corporate Banking Division. Customers are provided with personal, professional and quality service that
relates to all their financial needs by offering customized various banking products in credit, exchange-rate
hedging, international trade, settlement through the use of credit cards, financing, specialist capital market
investments, etc. Concurrently, solutions are also provided for meeting the financial needs of the owners of
companies, and their executives and staff, who thus benefit from arrangements that afford them the status of
preferred customers.

Customer service is provided at business centers situated in the Dan, Sharon, Tel Aviv, Southern, Jerusalem and
Haifa. The service provided by the centers is most professional and integrative, provided by teams that include
business bankers, economists and credit officers. In order to adapt the service to the business customer, the
customer is referred to a business-oriented branch of the Bank at which unique service teams are set up to meet
customer requirements as and when they arise.

The foreign trade department serves customers engaged in international trade. Every customer benefits from the
entire range of the Bank’s foreign trade services in specialist industry units that deal with all aspects of foreign
trade, viz., exports, imports, financing, future financial instruments, and relevant information on customers and

suppliers. For further information, see above, ‘Corporate Market Banking Segment.

ACCUMULATING INVESTMENTS AND SAVINGS AT BUSINESS CENTERS

In 2006, the liabilities side of the medium corporation segment at the business centers increased by 20%. This
growth is reflected in all investment channels having a widespread selection of customers, both corporations and
executives of customer corporations. These fine results, derive, among other things, from the positioning of

investment consultants at the business centers.

COMPETITION

2005 was characterized by the decline in the business risk in the market, the continued improvement in the
condition of corporations, the increase in trade and foreign trade turnovers and the growth in business activity.
As a result of these changes, a continued erosion in financial margins and increased competition on the part of

the two largest banks in the market was witnessed.

PRIVATE BANKING SEGMENT
SEGMENT CUSTOMERS

This segment includes customers of the Bank’s Retails Division (individuals and corporations), who maintain their
accounts at private banking centers. The segment includes the relating activities of these customers in certain
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products: credit cards, capital market operations and mortgages.

As from 2006, the segment also includes the international operation data in the private banking segments.

STRUCTURE OF SEGMENT

The International Private Banking Division was set up at the beginning of 1999, and has since grown in the extent
of its assets. At the end of 2001, the Bank embarked on a program intensifying its efforts to recruit and retain
private customers. This program extended also to the domestic private banking segment, responsibility for which
had been assigned to the division.

The International Private Banking Division provides services to customers foreign residents and Israeli citizens
permanently residing abroad and to Israelis of considerable financial means.

In addition the Division’s Global Center supports operations of the Bank’s overseas extensions, working in full
cooperation with them. These activities include assistance in attracting new customers, providing information
regarding the overseas extensions and enhancing the awareness of branches and Head Office employees to the
services of the Group.

In 2006 the Private Banking in Discount continued to strengthen its position as a leading factor in this field and

as an appropriate service layout for customers of the segment at the Bank’s branches.

STRATEGIC EMPHASES

As mentioned above, as part of the reorganization of the retail division towards the implementation of the Bank's
segment strategy, various strategic emphases have been determined. In the field of International Private Banking,
emphasis has been placed on professional and specialized service, combined with a commitment to discretion and
prompt response to customer requirements.

SCALE OF OPERATIONS AND NET INCOME OF THE SEGMENT

Net income of the segment in 2006 amounted to NIS 31 million, of which NIS 19 million from domestic
operations, compared with NIS 35 million 2005, a decrease of 45.7%. Disregarding certain components (see
hereunder), net income would have amounted to NIS 56 million in 2006, of which NIS 27 million from domestic
operations, compared with NIS 43 million in 2005, a decrease of 37.2 %.

The return on equity in 2006, calculated on the capital allocated to the sector on the basis of the average
balance of segment risk assets, was 21.1% in 2006, of which 71.3% from domestic operations, compared with
125.5% in 2005. Disregarding certain components (see hereunder), the return on equity would have been 38.8%
in 2006, of which 97.6% from domestic operations, compared with 152.6% in 2005.
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2006

Following are the principal data relating to the operations of the private banking segment (in NIS millions):

Banking Total
and Credit Capital Domestic International
financing cards market Operations  Operations Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2006
Income(loss) from financing activities
before provision for doubtfuldebts |~~~ -0 0.
fromexternals - ©9) 22 - -] L -~ B8 22 872 814
Intersegmental - 146 843 - - - - 146 843 (658) (512)
Total income from financing acitivites 87 121 - - 1 - 88 121 214 302
Operating and other income 28 31 - 1 48 43 76 75 54 130
Totalincome M5 182 -1 49 43 64 19 263 432
b R T 2. 2
Operating and other expenses 104 100 1 - 33 29 138 129 237 375
Income from ordinary operations
beforetaxes no s .1 % 4 2% & 29 55
Provision for taxes 6 24 - - 9 8 15 32 17 32
Net income (loss) 5 28 (1) 1 15 6 19 35 12 31
Net income disregarding
certain components'” 18 35 - 1 9 6 27 43 29 56
Return on equity rate) 158 1036 617 1278 718 1285 94 A1
Return on equity disregarding
certain components'” (rate) 637 1304 617 18122 976 1826 251 388
Average balance of assets 1221 1067 121 7.6 1228 1094 2304 3,533
Average balance of liabilitites 1814 16576 - - . T - 17814 16575 19664 37478
Average balance of risk assets 630 444 T 8 A R A 1759 2397
Average balance of provident funds
and mutual funds assets o7 71262 1069 1262 1089 - - 1262
Average balance of securities T T S /489 7718 7489 778 9,901 17390
Average balance of other assets
under menagement To.T....T....7.. %9 502 499 602 127 626
Components of income from
finaneing activities: ...
Margin on credit . 6 L S T P .87
Other 68 106 - - - - 68 106 163 231
Total income from financing activities 87 121 - - 1 - 88 121 214 302

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive,
payments to the US regulatory authorities and the costs of improvements and examinations at IDB New York and the
profit on the sale of llanot Discount.

(2) Until the exclusion of llanot Discount from consolidation, securities of mutual funds managed by llanot Discount were
included in the average balance assets of provident funds and mutual funds, and following that in the average balance of
securities.
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HUMAN CAPITAL

In 2006, the average number of positions in the segment amounted to 475, including positions of employees
directly related to the segment and positions of staff members whose salaries are attributed to the segment. of
which 338 in domestic operations, compared with 281 positions in 2005, an increase of 20.2%. Personnel in the
private banking segment undergo training, including professional and administrative courses and studies for the
position of investment consultant, leading to receipt of a consultant’s license from the Securities Authority.

SERVICETO CUSTOMERS

Segment customers enjoy the highest level of banking services in four private banking centers, while focusing on
comprehensive service adapted to customer needs. Professional bankers with extensive experience in financial
investments in Israel and abroad, most of whom have a command of those foreign languages spoken by the
customer, provide service to these customers. In addition, customers benefit from direct access to dealing rooms,
direct banking via the Internet, and customized trustee and investment banking services.

The private banking center, located in the Diamond Exchange area in Ramat-Gan, offers overall banking
solutions, tailored to the needs of its high net worth customers, both Israelis and foreign residents, while focusing
on in investment products as well as credit and finance facilities.

At the International Private Banking centers in Tel Aviv, Jerusalem and Netanya, specialized services are
provided to foreign residents, individuals and overseas corporations including Israelis residing overseas. These
centers provide both investment and service.

In 2006, the activity of providing loans for the purchase of real estate in Israel continued to increase, concurrently
with the increase of investments in this field by foreign investors.

The Business Promotion Department operates “Global Centers”, that enable private customers and corporations
to enjoy the maximum benefit from the international network of the Bank. The segment also supports the business
development of the Bank’s branches, especially relative to foreign residents, and reinforces the Bank’s head office
activity with respect to this unique customer segment.

DEVELOPMENT INTHE SEGMENT'S MARKETS AND COMPETITION

Customers of the private banking segment are exposed to a variety of financial investment products, focusing more
and more on global financial instruments.

The year 2006 was characterized by the continued gradual increase in the activity of Israeli customers in foreign
markets, following the equalization of taxes on domestic and foreign investments by Israeli residents. In addition,
a significant increase was recorded in activity of Israel and foreign customers in real (non-financial) investments.
In both sectors, consistent penetration into emerging markets was evident, especially in Eastern Europe and in Asia.
Extensive competition exists in the private banking segment, reflected in the tendency of customers to maintain
accounts at several banks, in Israel and abroad. Most Israeli banks have expanded service and marketing efforts
in respect of private banking customers, in accordance with the composition of this segment at each bank.
Competition exists also with respect to branches and local representative offices of foreign banks, including Israeli
banks operating overseas, and with respect to insurance companies and investment houses, which offer services

to the same target group.
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FINANCIAL MANAGEMENT SEGMENT
SEGMENT DEFINITION

This segment includes activities that are characterized as banking operations, but do not involve customers of the
Group (except for the dealing room). These activities are mainly comprised of for their own account operations of
the Bank and Mercantile Discount Bank involving securities and other banks, as well as management of market
and liquidity risks and dealing room operations, including those involving derivatives. This segment also includes
the Bank’s share in the income of the First International Bank and its share in the income of its affiliated
companies which operate in a supporting capacity.

The segment also includes the non-financial corporations sub-segment, which includes the Discount Group activity
in non-financial investments. This sub-segment’s main activity is the Bank’s investment in Harel (most of which
was sold during 2006) and investments made by the subsidiary Israel Discount Capital Markets and Investments
(“DCMI”) and by the Bank directly.

SCALE OF OPERATIONS AND NET INCOME OF THE SEGMENT

Net loss of the segment, excluding operations in the non financial companies sub-segement, in 2006 amounted

to NIS 137 million, of which NIS 198 million from domestic operations, compared with a loss of NIS 140 million

in 2005. Disregarding certain components (see hereunder), net income would have amounted to NIS 16 million in

2006, of which NIS 65 million from domestic operations, compared with a loss of 82 million in 2005.

Total revenues amounted in 2006 to NIS 415 million, of which NIS 233 million from domestic operations, compared

with NIS 45 million in 2005, and they include two major components:

1. Earnings from operations in the “Nostro” portfolio in the amount of NIS 331 million, of which NIS 52 million
from gains on sale of securities and from adjustments to fair value of trading securities, compared with NIS
39 million “Nostro” earnings in 2005, of which NIS 32 million from gains on sale of securities and from
adjustments to the fair value of trading securities.

2. Net loss from the management of positions taken and from currency and financial derivatives brokerage in the
amount of NIS 98 million in 2006, compared with net earnings of NIS 6 million in 2005.

The return on equity in 2006, calculated on the capital allocated to the sector on the basis of the average

balance of segment risk assets, was a rate of 8.4% in 2006, compared with a negative rate of 16.7% in 2005.

Disregarding certain components (see hereunder), the return on equity would have been 1% in 2006, compared

with a negative rate of 9.7% in 2005.
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Following are the principal data relating to the operations of the financial management segment (in NIS millions):

Domestic International
Operations Operations Total
2006 2005 2006 2006
Loss from financing actvites 4 ®) 62 326
Operating and other income 69 125 20 89
Tolincome 283 “ 182 415
Operating and other expenses 368 410 156 524
Income (loss) from ordinary operations before taxes (135) (365) 26 (109)
Income (loss) 198 (140) 61) 137
Income (loss) disregarding certain components(1) 63 (82) (47) 16
Rewmonequiylate) 199 nen 02 84
Return on equity disregarding
certain components® (ate) | 83 .. I ) 0
Average balance of liabilities 8366 . 919% ] 12489 20885
Average balance of assets 36793 . 85800 25517 61310
Average balance of risk assets 8,599 8,761 10,972 19,671

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive,
the impact of canceling the provision in respect of the investment in the First International Bank and the profit on the
sale of shares of Harel Insurance Investments.

HUMAN CAPITAL

In 2006, the average number of positions in the segment amounted to 702, including positions of employees
directly related to the segment and positions of staff members at various levels whose employment costs are
charged to the segment, of which 614 position in domestic operations, compared with 386 positions as
aforementioned in 2005.

TRADING DESK

General. The expanded dealing room is engaged in three principal areas of activity: trade in foreign currency and
interest rates, trade in foreign securities and management of liquidity in Israeli currency and in foreign currency.
The dealing room is available to customers and to the Bank’s branches and provides personal and professional
service in the global money and capital markets with respect to financial instruments and implementation of
special transactions in foreign exchange, interest rates and the capital market.

Dealing room customers include local and foreign banks, corporations, investors and institutional entities.
Advanced technology and a computer system, which is one of the most advanced systems utilized by dealing
rooms in Israel, enable the dealing room to provide customers with timely professional service.

Trading in foreign currency and in interest rates. The dealing room is a principal focus for customers engaged
in financial instruments, whether for investment or hedging purposes. The principal transactions provided by the
dealing room include foreign currency, interest rate and index future contracts and options (including exotic
options)., swap transactions and fixed and variable interest rate swap transactions.

Market maker in shekel interest rate trading. A reform was implemented in the Government bond/debenture
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market in September 2006, converting this market into the largest and most liquid financial market in Israel.
Discount Bank is one of the principal market makers out of 19 domestic and foreign institutions. As a market
maker, the Bank is entitled to participate in the principal bond tenders issued by the Treasury, and to engage in
lending bonds out of the central lending pool operated by the stock exchange. The dutiess of the Bank as a market
maker are to provide the market with purchase and sale margin quotations. Since the market reform, the Bank
leads the market maker activity and off-market transactions activity.

Trading in foreign securities. The foreign securities desk is active in a large variety of financial markets
worldwide, utilizing complex financial instruments and offering a wide range of instruments: trading in shares on
foreign markets, trading in options, in Government bonds and in corporate bonds and debentures, mutual funds
and hedge funds, and in arbitration activity.

The dealing room develops and “constructs” the various transactions in accordance with customer needs and, inter

alia, develops structured products based on currencies, interest rates and share quotations.

COMPETITION

The financial management segment includes, as stated, the customer activity of the dealing room. Activity of
dealing rooms in Israel and worldwide is highly competitive. The principal competitors in Israel are the four large
local banking groups. Involvement of foreign banks and other financial corporations in the foreign currency and

interest rate markets has recently increased significantly.

BUSINESS STRATEGY

The strategic plan of the financial division for the coming years includes the establishment of a Global Treasury
network to coordinate activity in assets and liabilities and activity of dealing rooms of the comprehensive Group
in Israel, New York and Switzerland.

The above forward-looking statement is based on the Bank’s plans as of publication of the financial report. The
plan may not materialize, inter alia, as a result of implementation, technological and regulatory difficulties.
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NON-FINANCIAL COMPANIES SUB-SEGMENT
SUB-SEGMENT DEFINITION

This sub-segment includes the Group’s operations with respect to non-financial investments. The greater part of
the sub-segment’s operations relate to investments of the Bank in Harel Ltd., and investments undertaken by a
subsidiary, Israel Discount Capital Markets and Investments Ltd. (hereinafter: “DCMI”), as well as direct
investments by the Bank itself. Until the sale of the holdings in Harel Insurance Investments, the investment
therein constituted an important component in the activity of the sub-segment (for details regarding the sale of
the holdings in Harel, see below and Note 6 H to the financial statements).

LEGISLATIVE RESTRICTIONS, REGULATIONS AND SPECIAL CONSTRAINTS
APPLICABLETO THE SUB SEGMENT

The Bank operates within the framework of laws, regulations and regulatory directives applicable to the banking

sector in Israel as promulgated by various supervisory bodies, viz., the Supervisor of Banks, the Commissioner of

the Capital Market, Insurance and Savings, the Commissioner of Restrictive Trade Practices, the Securities

Authority etc. The principal restrictions applicable to this sub segment are briefly described hereunder.

Section 23 A of the Banking (Licensing) Law, specifies that the amount of any means of control held by a banking

corporation in non-financial corporations shall not exceed the following proportions of the capital of the banking

corporation, as shall be determined for this purpose in rules prescribed by the Governor, after consultation with

the Advisory Committee and with the approval of the Minister of Finance -

(1) Up to fifteen per cent of its capital - in any non-financial corporation;

(2) Up to a further five per cent of its capital - provided that it does not hold in corporation more than five per
cent of a certain class of means of control and it is not entitled to appoint a director;

(3) Up to a further five per cent of its capital - in non-financial corporations which are foreign corporations that
do not conduct any material and continuing business operations in Israel.

As of December 31, 2005, the amount of the Bank’s investment in non-financial corporations was considerably

less than the amount of the above restriction.

The legislation passed in the wake of the Bachar Committee recommendations included limitations on the holdings

of controlling interests in non-financial corporations being an insurer or a corporation controlling an insurer or

whoever holds over 25% of the equity of an insurer. For additional details, including details regarding the

necessity for the Bank to reduce its holdings in Harel Insurance Investments Ltd., in view of the decision taken

by the Bank to engage in pension consultation, see Note 33 to the financial statements.

SCALE OF OPERATIONS AND NET INCOME OF THE SUB SEGMENT

Net income of the sub segment in 2006 amounted to NIS 155 million, compared with NIS 45 million in 2005, a
decrease of 244.4%. Disregarding certain components (see hereunder), net income would have amounted to NIS
51 million in 2006, compared with NIS 45 million in 2005, an increase of 13.3 %.

The return on equity in 2006, calculated on the capital allocated to the sector on the basis of the average
balance of sub segment risk assets, was 431.2% in 2006, compared with 127.9% in 2005. Disregarding certain
components (see hereunder), the return on equity would have been 143.3% in 2006, compared with 127.9% in
2005.
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Following are the principal data relating to the operations of the non-financial company segment (in NIS millions):

2006 2005
Loss from financing activities L (8.
Operating and other income 13 1
fotalincome O ] (14)_
Operating and other expenses 4 4
Income (loss) from ordinary operations before taxes o (8.
Bank's equity in income of affilated companies o8 ! 54
Extraordinary income on the sale of investments 104 -
Net income 155 45
Net income disregarding certain components’ 51 45
Retrnonequity ez 1279
Return on equity disregarding certain components” “wis oo 1279,
Average balance of liabilities 24 %%
L o7 616
Average balance of risk assets 601 583

* The following components have been disregarded: the profit on the sale of shares of Harel Insurance Investments.

HUMAN CAPITAL

In 2006, the average number of positions in the sub segment amounted to 7, including positions of employees
directly related to the segment and positions of staff members at various levels whose employment costs are

charged to the segment, compared with 7 positions as aforementioned in 2005.

PRINCIPAL AREAS OF OPERATION IN SEGMENT

The investments of the Discount Group in non-financial companies are divided into two principal categories, as

under:

- nvestments in venture capital funds. Investments in this field are made through the subsidiary DCMI,
through the subsidiary of Mercantile Discount Bank, and directly by the Bank itself.

- Investments in companies. The principal investment in this sector was, until recently, the investment in Harel
Insurance Investments (for details regarding the sale of the holdings in Harel, see below and Note 6 H to the

financial statements).

REVIEW OF THE ISRAELIVENTURE CAPITAL MARKET IN THE YEAR 2006*

During 2006, 402 Israeli hi-tech companies raised funds in a total amount of US$1.62 billion, compared with 378
companies, which raised US$1.34 billion in 2005, an increase of 21% in the amount raised (and an increase of
14% in the average amount per company). The share of Israeli venture capital funds amounted to US$651 million
(US$655 million in 2005). The relative part of the funds in the total investments in hi-tech companies reached
40% in 2006, compared to 49% in 2005.

107 companies in the communications sector raised US$393 million (about 24% of total investments) in 2006 to,
compared to 112 companies, which raised US$469 million (about 35% of total investments) in 2005.
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The volume of funds raised by companies in the biotechnology sector increased significantly in 2006. 86 such
companies raised US$369 million (about 23% of total investments) in 2006, compared to 88 companies, which
raised US$284 million (about 21% of total investments) in 2005, an increase of 30% in total investments.

An analysis of the fundraisings according to the development stage of the companies evidences that in 2006 the
volume of funds raised by medium-stage companies (with income up to US$10 million), as well as their relative
part in the total investments, decreased from 52% of total investments (US$702 million) to 42%.

Both the number of “seed” stage companies and the amounts they raised increased in 2006. However, no
significant change was evident in their relative part in total investments - 8% in 2006 (US$110 million raised by
52 companies; average of US$2.1 million per company) compared to 8.5% in 2005 (US$138 million raised by 68
companies; average of US$2 million per company).

During 2006, 76 exits related to the venture capital sector were implemented through mergers and acquisitions
(M&A) or through initial public offerings (IPO), and cumulative exits exceeded US$10.5 billion. The most
outstanding exits in 2006 included the acquisition of Mercury Interactive Ltd. by the HP conglomerate in
consideration for US$4.5 billion and the acquisition of M-Systems by SanDisk in consideration for US$1.55 billion.

INVESTMENTS OF THE GROUP IN CAPITAL FUNDS

In the field of venture capital fund management, DCMI (directly and trhough a consolidated company) participated
in a number of funds, including:

First Israel Mezzanine Fund (FIMI) - in conjunction with foreign investors. The size of the fund is US$91 million.
DCMI's share in the fund will reach US$16 million, of which US$13.1 million had already been invested by
December 31, 2006. The fund has concluded its investment program and realized holdings in some of its
investments.

The Israel International Fund, which was established jointly by Hambros Bank (UK) (since acquired by Investec)
and DCMI, specializes in export-oriented projects. Amongst the investors in the fund is a group of Japanese
investors headed by the Nomura company. The size of the fund is US$50 million, and DCMI's share is due to reach
US$8.1 million. As of December 31, 2006, DCMI had invested US$7.7 million in this fund. The fund has concluded
its investment program and realized holding in some of its investments.

Vertex Venture Management (III) Capital Fund (hereinafter: “the First Vertex Fund”). This fund’s size is US$35
million, and DCMI’s share is US$5 million. The fund has concluded its investment program and has realized some
of the holdings obtained through its investments. The fund has repaid the entire investment amount to the
investors and has now begun distributing profits.

Following the success of the First Vertex Fund, the Vertex Israel II Venture Capital Fund was established. The
size of the fund is US$160 million, and is due to reach US$15 million. As of December 31, 2006, DCMI had invested
US$12.7 million.

Vertex Israel III Fund This funds size is US$150 million, and DCMI's share will reach US$13.5 million. As of
December 31, 2006, DCMI had invested an amoun of US$2.8 million.

Vitalife Fund. DCMI has initiated the establishment of a venture capital fund for investment in the field of the
life sciences. Following the completion of the initial capital raising, the Fund will reach a size of US$50.3 million,
of which DCMI’s share will amount to US$10 million. As of December 31, 2006, DCMI had invested an amount of
US$9 million in this fund.
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DCIM, together with Foresight Ltd. established the Golden Gate Bridge Fund, which engages in providing bridge
financing for hi-tech start-up companies. The size of the fund is US$6 million. DCMI's share is due to reach US$2
million, of which US$1.7 million had already been invested by the end of 2006. The Golden Gate Bridge Fund is
jointly managed with the Plenus Technologies Fund since 2002.

Plenus Venture Lending II Fund. The Fund, which amounts to US$55 million, engages in the granting of bridging
loans and credit facilities to technology companies. DCMI has undertaken to invest up to US$5 million in the fund.
As of December 31, 2006. DCMI had invested an amount of US$2.2 million.

DCMI jointly with Bezeq and others, established the Stage One Venture Capital Fund, which is to invest in
companies engaged in communications and information technology fields. The primary volume of the fund was
US$30 million. Following the increase in the fund in 2006, the fund’s volume reached US$40 million. DCMI’s share
is due to reach US$15 million, of which US$10.1 million had been invested by the end of 2006.

Alon Fund. DCMI has invested in a venture capital fund, of the Gaon Financial Management Group, which invests
in late stage technology companies. The size of the fund is US$30 million, and DCMI’s share is US$2 million.
Fortissimo Capital Fund. The size of the fund stands at US$78 million. DCMI has undertaken to invest US$5
million in the fund, of which US$2.3 million had been invested by the end of 2006.

Edmond de Rothschild Europporties. This fund is a member of the Rothschild Group. During 2006, DCMI
committed to invest Euro 11.3 million in this fund. As of December 31, 2006, Euro 3 million was invested. The
size of the fund is Euro 100 million.

DCMI has invested in “Menif”— Financial Services Ltd. “Menif” engages in complementing equity capital of
building contractors as required by banks financing building projects in a closed project format. Complementing
the equity capital is effected by way of providing guarantees in favor of the project in consideration for a share
of the profits. DCMI holds 19.6% of the share capital of “Menif” and has undertaken to provide guarantees for
projects of up to US$8.7 million. Subsequent to balance sheet date, the project guarantee facility was increased
to US$17.3 million. The balance of the guarantees granted by Discount Israel Capital Markets & Investments Ltd.,
amounted to NIS 20 million as of December 31, 2006.

DCMI has invested US$1 million in tecc-Is, which is traded on the London AIM Exchange. tecc-Is invested in
Israeli hi-tech companies. The controlling interest in the company has changed hands, and the company has, in
consequence, now changed its name to Serviced Office Group (SV0). During July 2006, DCMI sold all its holdings
in the company in consideration for US$0.7 million.

Additional investment in funds. In addition to the investment in funds through DCMI, the Bank has made a
direct investment in additional funds.

FIMI Opportunity Fund I. The size of this fund is US$114 million. The Bank’s share in the fund is due to reach
US$23 million, of which US$17.9 million had been invested by December 31, 2006.

FIMI Opportunity II Fund. The Fund reaches a total of approximately US$293 million. The Bank’s share in the
Fund will reach US$50 million, of which an amount of US$7.1 million has been invested up to December 31, 2006.
FITE - First Israel Turnaround Enterprise Fund. The size of the fund is US$129 million, and the Bank’s share is
due to reach US$12.5 million. Up to December 31, 2006, the Bank had invested US$2.5 million in the fund.
Furthermore, Mercantile Discount Bank is committed to investments in five venture capital funds. As of December
31, 2006, the investment of Mercantile Discount Bank in these funds amounted to NIS 10.9 million. As of December

31, 2006, the maximum commitment for the future investments in these funds amended to NIS 3.8 million.
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DEVELOPMENTS IN THE SUB-SEGMENT

The sale of holdings in Harel. On November 1, 2006, the transaction for the sale of 10.1% of the share capital
of Harel and for an option to sell all the remaining shares that the Bank holds in Harel, comprising 5.79% of the
share capital of Harel, came into effect. The net gain from the sale of shares amounted to approximately NIS 104
million.

Investment in a real estate corporation. The Bank, by means of Israel Discount Capital Markets and Investments
Ltd., is looking into the possibility of investing Euro 30 million in the acquisition of 20% of the means of control
in a corporation engaged in commercial property and the housing property business in Eastern Europe. The
investment is subject to a due diligence review and to the signing of an investment agreement.

CREDIT CARD OPERATIONS
GENERAL INFORMATION ON THE CREDIT CARD FIELD

The activity of the Bank in the credit card field is being conducted both through Israel Credit Cards Ltd.
(hereinafter - “ICC"), a credit card company owned at a rate of 65% by the Bank, and by the issue as co-issuers
of ICC credit cards to customers of the Bank, as part of the services and products basket offered by the Bank.
The income of the Bank from the credit card operations includes, primarily, various commissions related to the
credit card activity of ICC (both as an issuer of credit cards and as a clearing agent for credit cards), as well as
the financing income from credit granted to transactions effected through off-banking credit cards. In addition,
the bank derives income from payments transferred to it in respect of credit cards issued to its customers by ICC,
at the initiative of the Bank.

In recent years, the credit card serves as one of the principal means of payment in the market. The credit card is
issued to the customer by the credit card company and the customer uses it for payment, as an alternative for
cash or checks. The credit card company issues credit cards of two types: most of the cards are being issued to
customers of banks, for the customers of such banks (hereinafter - “banks included in the arrangement”). The
remaining cards are being issued directly by the credit card companies to customers, not by way of banks
(hereinafter — “off-banking credit cards”).

Credit cards have constituted an instrument of payment in Israel since the 1970s.

Israel is considered an advanced country in the credit card field. ICC estimates that approximately 75% of the
adult population in Israel uses credit cards as an instrument of payment, the Israeli consumer holding on an
average of 1.3 credit cards. ICC also estimates that as of December 31, 2006, approximately 4.5 million credit

cards were issued in Israel (of which, according to ICC's data, 89% were active cards).

STRUCTURE OF THE FIELD OF OPERATION

The use of a credit card as an instrument of payment is enabled, subject to the existence of several cumulative
factors: an issuer, a clearing agent, a trader and a customer (the credit card holder), all of which are bound by
separate and independent agreements (direct or indirect agreements, by virtue of the issuer and the clearing agent
being members of an international organization that provides the franchise in respect of the credit card brand

name). These contractual engagements provide the infrastructure for communicating the relevant data for settling




ANNUAL REPORT

the payments relating to transactions paid by credit cards.

There is a social and a consumer need of the existence of the above mentioned agreements, in order to facilitate
transactions, thereby increasing market efficiency and improving the economy. Accordingly, customers can conduct
transactions with a large number of traders and traders can sell their goods or services to a large number of
customers.

As stated, the credit card system is composed of four factors: Issuer - the entity issuing credit cards to its
customers; Customer - the holder of a credit card; Trader - the entity accepting a credit card; Clearing agent-
the financial institution through which the trader receives payment.

The trader enters into an agreement with the clearing agent. In this framework, the clearing agent, in
consideration for a commission, undertakes to credit the trader related to it, in a manner secured in advance, with
the consideration due to the trader for the transactions made with him by the customers holding the credit card
of the brand that is being cleared. The commission collected by the clearing agent in respect of clearing services
to the trader is the “Trader commission”. The clearing agent, on his part, pays the issuer an issuance commission
called “Cross commission”. This commission is embedded in the trader commission collected by the clearing

agent. Namely, the trader commission is composed of the clearing commission and the issuer commission.

THE OPERATIONS OF ICC

ICC operates in two sectors of activity in the credit card market, constituting together the core activity of a credit
card company: (a) issuance of credit cards; and (b) clearing of credit card transactions.

ICC is engaged in the issuance and operation of credit cards and the clearing of credit card transactions under the
international brand name “VISA”. It also markets and operates, exclusively in Israel, the “Diners” credit card and,
in a very limited scope, also “MasterCard” credit cards.

As part of the credit cards issuance operation, ICC offers credit to customers holding credit cards issued directly
by ICC. In addition, ICC provides clearing services for transactions made on the Internet for various traders in
Israel and abroad.

In the issuance field, ICC issues (directly and through Diners, a company under its control) credit cards under two
routes: (a) issuance of cards to customers of banks in the arrangement with which ICC has agreements for co-
issuance or distribution agreements (above and hereunder - “co-issuance”); (b) issuance of cards directly by ICC,
mostly through clubs and unique organizations (hereinafter - “off banking cards”). In addition, ICC provides credit
to customers holding off-banking cards. Such customers are offered various credit channels with respect to
transactions made by them through their credit cards. ICC is entitled to the interest income and to the
commissions related to the credit so granted, this differently from the credit offered to holders of cards Issued by
ICC as a co-issuer, the granting of which is generally made by the relevant bank and the bank is the one that in
this case is entitled to a payment from the customer in respect of the credit extended to him.

Within the framework of the clearing channel ICC conducts the clearing of credit cards in Israel. An additional
activity conducted in the clearing field is the granting of credit to traders with whom ICC has clearing agreements,
by way of discounting credit card slips, advancing payments in respect of transactions made and the granting of

loans on account of future payments.
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SCALE OF OPERATIONS AND NET INCOME

General. The volume of credit card transactions increases annually. The increase in the use of credit card derives
both from an increase in the volume of transactions (as a result of population growth and the existence of a
younger population that is accustomed to using credit cards as part of its consumer culture) and from an increase
relative to transactions paid for through other means.

ICC estimates that approximately 65,000 traders and marketing chains in Israel (comprising approximately 73.5
thousand points of sale) enable purchases through credit cards. ICC estimates that the annual volume of business
transacted in Israel by way of credit cards was NIS 124 billion in 2006, compared to NIS 113.1 billion in 2005,
an increase of 10.4%.

Net income from the operations in 2006 amounted to NIS 83 million, compared with NIS 63 million in 2005, an
increase of 31.7%. Disregarding certain components (see hereunder), net income would have amounted to NIS 87
million in 2006, compared with NIS 65 million in 2005, an increase of 33.8%.

The return on equity was 38.4% in 2006, calculated on the capital allocated to the operations on the basis of
the average balance of the operations risk assets, compared with 35.6% in 2005. Disregarding certain components
(see hereunder), the return on equity would have been 40.2% in 2006, compared with 36.6% in 2005.
Provision for doubtful debts amounted in 2006 to NIS 31 million, compared with NIS 14 in 2005, an increase
of 121.4%.
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Following are the principal data relating to the credit cards operations:

Middle
Small market Private
Households businesses banking banking Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2005

Income from financing activities
before provision for doubtful debts

Fromexternals - 08 moo Lo R T - e oom
Intersegmental - (5) (36) - 4 - 4 - - (5) (28)
Total income from financing activities 108 _ [ T a T A T LU 83
Operating and other income 629 555 1 14 1 - - 1 641 570
fotalincome 782 630 8.’ 2 A T 1. 752 853
Provision for doubtful debts -~~~ 31 14 T R R T L 4
Operating and other expenses 481 427 10 1 1 - 1 - 493 438
Income from ordinary

operations before taxes 220 189 &8 oo a0 1228 200
Provision for taxes on ordinary activities 79 81 3 3 - - - - 82 85
Net income (loss) 78 55 5 4 1 3 (1) 1 83 63
Net income disregarding

certain components"” 82 56 5 4 - 4 - 1 87 65
Return on equity (rate) 867 318 - 123199 8997 - 617 384 356
Return on equity disregarding

gertain components® 813826 1 169 - 6027 1. .B17 402 368
Average balance of assets 2387 1846 S L L L 21 2404 1,938
Average balance of liabilities 1873 813 . F . o . - 1873 8138
Average balance of risk assets 3,673 2,872 - 52 16 10 1 18 3,690 2,952

Components of income from
financing activities:

Margin on credit 103 78 6 4 1 4 - - 110 86

Margin on deposits - (3) 1 - - - - - 1 (3)

Other - - - - - - - - - -

Total income from financing activities

Before provision for doubtful debts 103 75 7 4 1 4 - - m 83

(1) _The fo_IIowing components have been disregarded: the privatization bonus and the expenses regarding early retirement
incentive.

REGULATIONS, LEGISLATION AND ARRANGEMENTS

General. The activities of ICC are reqularized under the Credit Card Law, 1986 and various rules under the general
law also apply to it. In addition, due to the fact that ICC is a subsidiary of a banking corporation, it is defined
also as an “auxiliary corporation” under the banking Law (Licensing), 1981, and as such, a set of Laws, Regulations
and Orders under the banking laws also apply to it.

Commissioner of Restrictive Trade Practices. The Commissioner of Restrictive Trade Practices is involved
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extensively in the field of credit card activity. For details as to the arrangements between the credit card
companies and the three way agreement for cross clearing, which was submitted for approval of the Antitrust
Court, see hereunder.

Prohibition of money laundering and the financing of terror. In October 2006, the Constitution and Legislation
Committee of the Knesset approved an amendment to the Prohibition of Money laundering Order (Obligation for
identification, reporting and maintenance of records by banking corporations for the prevention of money
laundering and the financing of terror). The amendment also applies to credit card companies” obligations for
identification, maintenance of records and reporting to the Prohibition of Money Laundering Authority in all
matters concerning with credit card holders and traders with whom the companies have clearing agreements, this
subject to certain terms and while granting certain relief to credit card companies as compared with banking
corporations. The amended Order has not yet been published in the official gazette, and will become effective six
months after being published. ICC is preparing to act in accordance with the requirements of the amended Order.
Proper Banking Management. ICC is deemed as an "auxiliary company” according to relevant banking (licensing)
regulations and, as such, is subject to a legislation, directives and regulations, including the Banking Law
(Licensing); Bank of Israel Law, 1954; the Banking Ordinance 1941; the Banking Law (Customer Service), 1981,
and regulations promulgated thereunder; Supervision of Financial Services (Consulting and Marketing of Pension
Schemes) Law, 2005 (hereinafter — “the Pension Consulting and Marketing Law”); the Arrangement of Investment
Consulting, Investment Marketing and Investment Portfolio Management Business Law, 1995 (hereinafter - “the
Arrangement of Investment Consulting Business Law”); and to directives and instructions issued by the Supervisor
of Banks. In 2005 the Supervisor of Banks issued Proper Banking Management Directive No. 470, the purpose of
which is requlating the charge card operations of credit card companies both in the field of risk management and
in various consumer fields. In the risk management field, the Supervisor applied to the credit card companies
additional Proper Banking Management Directives, such as “the board of directors”, “risk management”, “fraud and
embezzlement by employees”, “banking insurance” and so forth. In the consumer field the instruction relates to
several principal issues, including: rules for the issue of credit cards, their delivery, their renewal and cancellation,
the information provided as part of the monthly statement, rules regarding point/stars drives, rules regarding the
conversion of transaction in foreign currency into Shekels, and so forth.

Reporting to the public by credit card companies. Further to the initiative of the Supervisor of Banks regarding
disclosure of activity of credit card companies, and based on a reporting framework formulated by a team
appointed for this purpose including representatives of the Supervisor of Banks, the Israel Securities Authority,
banking corporations controlling credit card companies, credit card companies and their auditors, the Supervisor
of Banks published a public reporting format for credit card companies. Accordingly, in mid-March 2007, credit
card companies published their financial statements for the first time to the public.

A commission of examination with respect to market failures in the credit card field. In February 2007, the
report of the inter-ministerial commission, headed by the Accountant General at the Ministry of Finance, which
dealt with the examination of market failures in the credit card field in Israel, was published. The commission
recommended that the clearing market should be regularized by way of the Banking Law (Licensing). According
to the recommendations of the commission, engaging in clearing would require a license from the Governor of

Bank of Israel (existing clearing agents shall be entitled to a license); The Supervisor of Banks shall be entitled
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to require mutual clearing between the three existing credit card companies and between them and any new
company in this field, and to require a large issuer to allow any clearing agent to clear its cards; the Supervisor
of Banks shall be authorized to supervise clearing agents and to issue directives as to their operation, including
the recommendation to the price commission, established under the Supervision of Commodities and Services Law,
as to the maximum cross commissions, and to determine instructions requiring a clearing agent to enter into
agreements with discount companies and not to discriminate between them.

Additional legislation and arrangement initiatives. Various State agencies have recently voiced opinions
according to which the credit card companies should be separated from the banks. These positions brought about
private bills tabled by members of the Knesset. To the best knowledge of ICC and the bank, the Government has

not yet formed its position with regards to such initiatives.

TECHNOLOGICAL CHANGES

Use of the “smart card”. As part of the effort to reduce misuse and forgery of credit cards, the international VISA
organization and the international MasterCard organization are adopting various measures to improve the security
of credit cards carrying their brand names. These organizations have directed their members to introduce the use
of a credit card with special features that complicate its use and/or forgery by unauthorized factors (hereinafter:
“the smart card”). In accordance with these directives, the Company commenced preparations for introduction of
the smart card, mainly upgrading of the technology acquired by the Company in the past and its adaptation for
issuance of smart cards, and upgrading and/or acquisition and/or development of sophisticated POS instruments
and their installation in various businesses with which ICC has clearing agreements. Smart cards are expected to

be issued to ICC customers during a period of two and a half years beginning in the second half of 2007.

CRITICAL SUCCESS FACTORS

- An operating network including technological information systems, teleprocessing and advanced
infrastructures;

- Authorization to issue brand name credit cards under a franchise granted by the international organizations;

- Cooperation with banking corporations;

- Ability to recruit customers and their maintenance through an extensive marketing layout;

- Consummation of agreements for the establishment of consumer clubs;

- Ability to offer customers attractive credit products;

- A developed and effective risk management system;

- The ability to borrow funds from financial institutions at attractive terms.

OBSTACLESTO MARKET ENTRY

Principal entry barriers into the issuance field:

- Activity as an issuer requires the existence of an extensive, complex, costly operating system, with
sophisticated information and communications systems, including information security systems, customer
service, etc;

- A massive and ongoing investment is required for country-wide marketing, distribution and sales channels in

order to compete in the issuance field, especially through a distribution chain for credit cards is required in
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accordance with agreements with banks and/or customer clubs;

- High financial stability is required for purposes of issuing sources for financial activity, i.e. ability to borrow
extensive funds at more preferable conditions compared to conditions offered to “regular” customers;

- Maintenance of control of the issuer by banking corporations is required for purposes of recognition and
membership in international organizations that manage leading international brand names;

- The existence of a recognized and efficient system for rating credit risks;

Principal entry barriers into the clearing field:

- Entry into the credit card clearing field involves, primarily, obtaining a license from the international
organization to which the clearing activity is related. Receipt of such a license requires that the applicant have
a banking connection and compliance with business and financial standards that will secure its activity, in
addition to payment of membership fees to the international organization.

- An entity requesting entry into the clearing field should establish a communications network enabling on-line
clearing of credit card transactions (or should acquire the services of Electronic Banking Services, which
maintains such a system in Israel)

- The existence of a solid, credible information system for billing management;

ALTERNATIVE PRODUCTS

In addition to the classic alternatives to a credit card, e.g. checks, cash and bank transfers, additional instruments

and services exist, constituting an advanced technology and which, in contrast to the above stated instruments

and similarly to credit cards, are characterized by availability and convenience:

- Payment service through cellular phone;

- Internet transactions for transfer of funds without disclosing the credit card details of the customer/details of
the customer’s bank account;

- Alternative instruments to credit instruments are the many credit instruments offered on the market - whether
by the banks or by other factors (private companies that offer off-banking credit, including the “grey market”).

- A very wide range of credit products having various characteristics, exist in the market, all of which serve as
alternatives for one another. Notwithstanding, most of the customers purchase a credit product provided by
the entity known to them (namely, their bank), therefore every customer sees various alternatives to products
offered by ICC.

- An alternative product in the clearing channel is the check discounting service.

- Alternative products in the clearing field on the Internet are being developed all the time in view of the fact

that the trade on the Internet is an activity being continuously developed.

NEW PRODUCTS

The issuance field. ICC attributes great importance to the maintenance of a wide range of products with unique
features offered to its credit card customers and therefore invests efforts to develop a line of products and services
designed especially for these customers. Most of the products constitute instruments of payment and credit
products offered to holders of ICC credit cards.

- As from 2005, ICC offers its customers revolving credit under the brand name “Active”.

- As from 2006, ICC began to offer customers a virtual VISA credit card (“a credit card without a card”), developed
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in cooperation with the VISA international organization. In this framework, the customer receives a card number
and a code, with which he can effect transactions in the account (in an amount up to a predetermined ceiling)
without the existence of a plastic card.

- The “Wish-U-Card” was launched in the first quarter of 2006. This product is a gift card which can be loaded
with predetermined amounts to be used for purchases at the selected leading chain stores.

- In June 2006, the “YOU” Club card was launched jointly with the Dor-Alon Group. The card is an off-bank card
issued within the limits of a customer club, which would grant the holders thereof benefits at the chains of
the Dor-Alon Group.

The clearing field. During the fourth quarter of 2006, ICC launched the World Wide Wallet Card website (WWWcard)

whereby holders of credit cards of other companies may acquire a virtual credit card. This product comprises a pre-

paid card, which awards the customer the fully secured benefits of the e-commerce world. The card was launched

in the U.K.

CUSTOMERS

The issuance field. The majority of ICC customers in the credit card issuance field are customers holding credit
cards issued in conjunction with the banks included in the arrangement (including the Bank and Mercantile
Discount Bank). ICC is investing special effort to increase the part of off-banking credit cards and to issue off-
banking credit cards through consumer clubs or special cards.

The clearing field. ICC customers in the clearing field are those traders that accept VISA or Diners credit cards.

MARKETING AND DISTRIBUTION

The issuance field. The banks that are a party to the arrangement constitute ICC's “base recruiting level” for
customers ordering credit cards through their banks. Consumer clubs serve as an additional “base recruiting level”,
through which ICC recruits off-banking customers through direct distribution. The marketing of credit products
offered by ICC to holders of off-banking credit cards is made through the advertising of credit products by way of
the media.

The clearing field. The marketing operations in this field are directed towards the traders, with special emphasis
on traders that have several points of sale (marketing chains generally utilize one clearing agent for all their
branches). Sales representatives market clearing services to the traders. These sales representatives remain the
contact persons for the traders also after the clearing agreements have been signed.

COMPETITION

The structure of competition. Competition in the field of credit card issuance is derived from the competition
between the banks over customers. In addition, the competition is over the heart and pocket of the customer with
the aim of convincing the customer to pay for the major part of his current consumption by means of the cards
issued by ICC, and at the same time increasing the number of credit cards issued by it. In providing credit in the
issuance channel, ICC competes with bank credit as well as with other entities providing off-banking credit. In
the clearing field, competition is over traders to whom clearing services and complementing services are being
provided.

The issuance field. Three credit card companies operate in Israel, all of which are owned or controlled by banks:
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- ICCissues and clears VISA credit cards and Diners credit cards (through Diners, exclusively). ICC also issues a
limited number of MasterCard credit cards.

- IsraCard, a group of private companies all of which are controlled by Bank Hapoalim Ltd., issues and clears
Isracard (exclusively), American Express (exclusively) and MasterCard, credit cards. IsraCard is a brand name
owned by IsraCard, which issues credit cards under this brand name for use within Israel only. To the best of
ICC's knowledge, as of date of this report, the activity of IsraCard in the issuance field of VISA credit cards is
negligible; however, its activity in the issuance field of MasterCard credit cards comprises most of the activity
under this brand name in Israel. American Express is issued by an affiliated company of IsraCard (exclusively).

- LeumiCard, a private company which is wholly owned by Bank Leumi, issues and clears VISA credit cards, and
issues MasterCard credit cards.

Competition in the issuance field focuses today on off-banking issuance in order to recruit new customers and to

increase the number of customers to whom ICC can offer credit products.

The clearing field. The players in the field of credit card clearing includes:

- ICC, which clears VISA credit cards and Diners credit cards (through Diners, exclusively);

- IsraCard, which clears IsraCard (exclusively), “American Express” (exclusively) and MasterCard (exclusively);

- LeumiCard, which clears VISA credit cards.

In accordance with an agreement of October 30, 2006 between ICC, LeumiCard, IsraCard and the banking corporations

controlling these companies, regarding the opening of the clearing market for VISA and MasterCard credit card by

the three companies, the clearance of MasterCard credit cards is expected to open for competition in June 2007. As

a consequence, the operational ability of ICC (and of LeumiCard) in respect of clearing MasterCard credit cards in

Israel has increased. ICC intends to clear MasterCard credit cards in Israel after activating the joint interface.

Following the signing of the new agreement, Isracard joined the local agreement for cross clearing between ICC

and LeumiCard with respect to the VISA brand name, after which the competition in the credit card clearing field

is expected to increase (for further details see below).

DEVELOPMENTS INTHE SEGMENT

A joint issuance agreement between ICC and the First International Bank. Among other distribution
agreements signed by ICC (including Diners) with several banks, are also agreements signed with The First
International Bank with ICC for the joint issue of VISA and Diners credit cards to customers of the First
International Bank for a period of six years as from August 1, 2000, at the end of which the agreement would be
renewed for an additional period of three years. However, as from February 2006, each of the parties is entitled
to terminate the engagement at any time giving prior notice of six months.

The First International Bank announced on August 17, 2006, the cancellation of the said agreements in their
present format, at the end of six months from the date of the announcement. At the same time, the First
International Bank informed ICC of its wish to conduct, as early as possible, a fast negotiation for the renewal of
the engagement between them, based on existing agreements and their annexes, without granting preference to
credit cards issued by ICC, and including additional changes that might arise through the negotiation.

On February 14, 2007, ICC and the First International Bank signed an agreement for the extension of the existing
joint issue agreement until March 31, 2007. ICC and the First International Bank are at present negotiating the

extension of the joint issue agreement for the coming years.
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Arrangements between the First International Bank and the IsraCard Group. In the reports of the First
International Bank regarding the agreement signed in January 2006 with Bank Hapoalim for the purchase of means
of control in Otsar Ha-Hayal Bank Ltd., it is stated, among other things that the parties to the agreement
determined “arrangements as to the continued engagement between Otsar Ha-Hayal and the IsraCard Group and
for cooperation between the bank and the IsraCard Group”.

The approval for the merger, granted by the Antitrust Authority, to the First International Bank and to Otsar
Ha'Hayal Bank, stipulated that the said banks would not be party to exclusivity arrangements, unless prior
approval is granted by the Commissioner. The said banks and Bank Hapoalim were ordered to annul any exclusivity
arrangement to which they are a party, so that no restrictions shall apply to the said banks as regards the
marketing of credit cards that are not credit cards issued by Bank Hapoalim or a corporation under its control.
An exclusivity arrangement is any arrangement according to which any of the said banks have undertaken to
market credit cards of Bank Hapoalim or corporations under its control, including any undertaking with regards to
the number of Bank Hapoalim Group credit cards to be marketed by the said banks, or with regards to a percentage
of Bank Hapoalim Group credit card to be marketed out of the total number of credit cards marketed by the said
banks.

The holdings in Diners. On August 22, 2006, the Supervisor of banks approved the move by which ICC purchased
from its shareholders the remaining balance of shares in Diners, in accordance with the agreement of January
2005. Following this acquisition, ICC holds 100% of the equity and voting rights in Diners.

The establishment of a new customer club and the sale of the means of control in Diners. On November 29,
2005, ICC entered into an agreement with Dor-Alon Energy in Israel (1988) Ltd. and Blue Square Israel Ltd.
(hereinafter together - “the Purchasers”) according to which ICC has committed to sell to the Purchasers 49% of
the issued and paid share capital of Diners Club Israel Ltd. (hereinafter - “Diners”) in consideration of NIS 21.3
million. Concurrently, Diners entered into an agreement with the Purchasers for the establishment of a customer
club. The transaction was consummated on November 18, 2006, following fulfillment of all relevant conditions.
The consideration for the shares has been financed by a loan granted to the Purchasers by ICC. The shares sold
are to serve as collateral for the loan, which is to be repaid at different dates over eight years, during which the
Purchasers are entitled to decide on returning the shares to ICC instead of repayment of the loan, and ICC on its
part is entitled to demand the return of the shares, all in accordance with the terms stated in the agreement for
the sale of the shares.

This agreement provides, among other things, the formation of a joint enterprise of the company and of the
purchasers for a joint activity under the brand name “YOU”. In terms of the agreement, the entities of the Dor-
Alon group are to establish a consumer club, which shall award its customers with various benefits at the Blue
Square supermarket chain, at the Dor-Alon petrol stations and at additional stores owned by the Dor-Alon group.
As part of joining the club, customers would be offered a club credit card to be issued by Diners as an off-banking
credit card.

It should be noted that to the Bank’s best knowledge, the purchasers in accordance with this agreement include
certain controlling shareholders which, at the time of entering into and consummation of the transaction,
constituted part of the purchasers in accordance with the agreement for the purchase of the control core of the

Bank, or were related thereto (see “Control of the Bank” hereunder).
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Arrangements between credit card companies. At the beginning of September 2001, ICC, The First International
Bank, Israel Discount Bank, Bank Leumi Le'Israel B.M. and Leumi Card (hereinafter together - “the appellants”)
filed motions with the Antitrust Court (hereinafter - “the court”) for the approval of a binding arrangement
between them, concerning the cross clearing of VISA cards, as well as motions for temporary permits, allowing
them to operate in accordance with this arrangement. In the motions, the Court was requested to approve the
issuer commission rates, according to a mechanism, which among other things, would bring about a gradual
reduction in the higher categories of the issuer's commission.

Within the framework of the Court proceedings, the appellants presented a methodology for the determination of
the Cross Clearing Commission rate. The Commissioner of the Antitrust Authority opposed the methodology
proposed by the appellants and offered a different one.

On August 31, 2006, the Antitrust Court handed down a ruling regarding the methodology for the determination
of the Cross Clearing Commission, while adopting the principal points of the Commissioner’s position on the
matter. ICC, the Bank and the First International Bank appealed the Court’s decision.

Concurrently with the procedures in court, negotiations have been conducted between the Commissioner and the
credit card companies - ICC, LeumiCard and Isracard - regarding the agreement for the formation of a cross
clearing system for VISA cards and MasterCard. In view of the said negotiations, the appellants requested the
Commissioner to issue a provisional permit, enabling them to complete the negotiations prior to the expiration
of the provisional arrangement between them.

On September 6, 2006, the Commissioner of Restrictive Trade Practices granted the request, extending the
exemption granted to the existing arrangement between the parties until October 31, 2006.

A tri-party Cross Clearing agreement. On October 30, 2006, the Commissioner, the credit card companies and
the banks owning the credit card companies entered into an agreement for the Cross Clearing of Visa and
MasterCard credit cards (hereinafter — “the Agreement”). The agreement came into effect upon the granting of a
provisional permit by the Antitrust Court on October 31, 2006, and will both expire on July 1, 2013 (hereinafter:
“the period of the agreement”) unless the Court rules otherwise at a prior date.

The Agreement specifies, among other things, the rates of the Cross Clearing commissions and the structure of the
categories of the Cross Clearing commissions applying to the credit card companies during the effective period.
The Agreement outlines a gradual decrease in the rates of the Cross Clearing commissions down to a rate of 0.875%
starting on July 1, 2012, alongside the reduction in the number of categories over the effective period.

The Agreement specifies general guidelines that, among other things, prohibit the inter-dependence between
various types of credit cards being cleared by a trader with each of the credit card companies. The guidelines also
prohibit the deterioration in the terms of clearing following a reduction in the number of credit card types being
cleared by a particular trader.

The Agreement specifies further rules that, among other things, do not permit banks that control credit card
companies, to link between the services provided to the trader and the terms of engagement with the clearing
entity. Further rules prohibit banks from discriminating between customers of a bank holding a credit card issued
by that bank and other customers of that bank who do not hold credit cards issued by it.

Within the framework of the agreement, certain provisions were determined according to which, under certain

circumstances, the Commissioner would withdraw the declaration of IsraCard as a monopoly with regards to the
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clearing of IsraCard and MasterCard credit cards, forcing IsraCard to determine under certain circumstances
identical commission rates for a trader that clears with it transactions with IsraCard and MasterCard, and an
undertaking of the parties to apply to the Court for approval of a cross clearing commission for the period
following the termination of the arrangement, in case they would request the continuation of the cross clearing.
The Agreement further provides that until May 30, 2007, a joint interface would be established and operated to
enable the three credit card companies to effect the clearing of VISA and MasterCard credit card transactions.
At this stage it is not possible to assess the implications of the Agreement as a whole. On the one hand, a gradual
decline is expected as stated in the rate of the cross commission, though on the other hand, the Bank and ICC
believe that the Agreement will drive the market to open competition and will reduce the uncertainty in this field.
Among other things, due to the ability of ICC (as well as LeumiCard) to operate in the field of clearing MasterCard
credit cards in Israel.

Following the signing of the new agreement, IsraCard joined the local agreement for cross clearing existing
between the company and LeumiCard with respect to the VISA brand, and consequently, the competition in the

field of VISA credit card clering is also expected to grow in the future.

SEASONAL FACTORS

The company’s operations are affected by certain seasonal factors related to patterns of consumption; in the
periods immediately prior to religious festivals and during the summer months, the company experiences an

increase in its operations.

INTANGIBLE ASSETS IN THE CREDIT CARD FIELD

Brand names and trademarks. Following the commencement of competition in the VISA credit card field, ICC
started to develop a distinct symbol in order to differentiate it from the other VISA issuers, using the brand name
“ICC” or “Cal”.

Furthermore, ICC owns many registered trade marks in Israel, including “ICC”, “Cal” “Active” and “WWWCard”. ICC
is also in the process of registering several additional trade marks.

Licenses and franchise. ICC is a principal member of the international VISA organization, which granted ICC a
license to use the VISA trade marks and a franchise to issue and clear credit cards in Israel under this brand name.
In March 1992, Diners International Organization granted ICC a franchise to use the “Diners” trade marks.

In July 2001, ICC entered into an agreement with Europay International S.A. (that later merged with the
MasterCard international organization), which owns the exclusive right to grant licenses to use the trade marks of
“MasterCard”, “Cirrus”, “EuroCard” and “Maestro”, according to which ICC joined this organization as a principal
member. In accordance with this agreement, ICC was granted a license to use the said trade marks and licenses
to issue and clear credit cards in Israel under the said brand names.

Data base. ICC holds three data bases of registered customers holding VISA, Diners (through Diners) and
MasterCard credit cards, as well as of traders accepting these cards.

GOALS AND STRATEGY

The issuance field. ICC aims at leading the market through utilization of the banking channel and providing

customized solutions for customers, and marketing of cards through the off-banking channel in existing consumer
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clubs and through cooperation with various entities for the establishment of additional consumer clubs.
Converting ICC into a significant player in the consumer credit market, distribution of off-banking cards,
principally rolling credit cards of the “Active” type, constitute an infrastructure for issuing customer credit. In
addition, ICC will promote itself as an entity providing varied credit services (including through credit cards),
without dependence on banks, and will develop additional products in this field.

The clearing field. ICC's strategy is intended to convert the Company to a clearing agent marketing a
comprehensive basket of products to traders, while enlarging its market share in the clearing field. Accordingly,
ICC is preparing for commencement of market competition as from June 2007, from both the technological and
the business standpoints. Furthermore, ICC will endeavor to develop and market additional products to be offered
to traders, in addition to discounts and the advancement of payments offered at the present time. The acquisition

of the ERN shares, a company active in the check clearing field, is a constituent of the said strategy.

OPERATIONS INTHE CAPITAL MARKET

The operations in the capital market includes securities activity (excluding activity for the Bank’s own account),
portfolio management, mutual funds, supplementary training funds, provident funds and severance pay funds. The
operations include the activity of the Bank’s securities department, as well as the operations of specialized
subsidiaries: Tachlit Investment House, Discount Management of Provident Fund and Kahal, and the operations in
the capital market of Mercantile Discount Bank. Until June 30, 2006, the activities included those of the

specialized subsidiary Ilanot Discount, that has been sold.

OPERATIONAL STRUCTURE

The Asset Management Division of the Bank, which is responsible for the operations in the capital market, is

comprised of the following units and investee companies:

- Securities department;

- Product development department;

- Tachlit Investment House (subsidiary);

- Discount Management of Provident Fund (subsidiary);

- Discount Trust (subsidiary) (the operations of this company are included in the financial management
segment);

- Kahal - Employee’s Supplementary Training Fund Ltd. (affiliated company).

- Green Bull Capital Markets Ltd. (hereinafter: “Green Bull”)

TREND OF EVENTS AND DEVELOPMENTS INTHE MACRO-ECONOMIC ENVIRONMENT

The mutual funds market. The mutual funds market contracted during 2006 to the tune of 10.5%, from a level
of market value of NIS 124.6 billion in December 2005 to a level of NIS 111.5 billion in December 2006. The
weight of mutual funds investing in the foreign currency, equity and the convertibles channels increased in 2006,
in contrast to the decrease in weight of funds investing in the non-linked channel.

The provident funds market. The provident fund market was marked by the continuous trend of diversion of funds
towards provident funds managed by private entities.

Change of ownership. Soon after the publication of the regulations adopted following the recommendations of
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the Bechar Commission, the banks started to sign agreements for the sale of the ownership or the operations of
the mutual funds and/or the provident funds management companies, operating within the banking groups to
which they belong. In most of the cases transactions were entered into between the banks and the major insurance
groups operating in Israel. In the course of 2006 and at the beginning of 2007, a part of the transactions were
consummated, while others are still in the process of being completed. In view of the intensity of the change in
ownership, the short period of time since such change in ownership (in cases where the sale transaction has been
consummated) and the fact that certain of the transactions have not as yet been completed and the activity of
the banks as pension consultants has not yet begun, it is not possible to assess the impact of the said events
upon the Israeli capital market operation.

The basket certificate market. The volume of operations in basket certificates has doubled itself. In 2006, 73
new basket certificates were issued and at the end of the year 4 local share indices basket certificates, 59
international share indices basket certificates, 13 commodities certificates and 3 local bonds basket certificates
were traded on the Tel-Aviv Stock Exchange. This variety includes 15 “short” certificates and 6 cover options.

In 2006 the trade in basket certificates comprised some 20% of the total trade on the Tel-Aviv stock market,
double the average rate in 2005. The sharp increase in activity stemmed from both the issue of new series and
the increase in trade turnover in existing series of local indices certificates, comprising about 70% of the total

volume of trade in basket certificates.

LEGISLATIVE RESTRICTIONS, REGULATIONS AND SPECIAL CONSTRAINTS APPLICABLETO THE
OPERATIONS INTHE CAPITAL MARKET

The main restrictions that are expected to affect the operations are those that will be applied to banks under the

legislation enacted following the Bachar Committee recommendations. For details see “Reform in the structure of

the capital market in Israel and in the activity of banks and other players in the capital market field” in the section

“Legislation and regulation” hereunder, as well as Note 33 to the financial statements.

Among other things, the legislation regularized the following issues:

- The gradual detachment of provident funds and mutual funds from the banks;

- Separation of the activities of a consultant who is not connected to the entities generating the products, and
the activities of a promoter who has an affinity to the entities generating the products he sells to customers;

- The gradual entry of the banks into the pension and life assurance product distribution market.

As for details regarding limitations on the deposit and withdrawal of funds with provident funds, in effect as from

January 1, 2006, see “Amendment No. 3 to the Income Tax Regulations (Rules for the Approval and Management

of Provident Funds)” in the Chapter “Legislation and Supervision” hereunder. For details as to the guidelines

regarding information as to the needs and instructions of a customer seeking investment advice and draft

regulations regarding the documentation of consulting see “Legislation and Supervision” hereunder.

SCALE OF OPERATIONS AND NET INCOME

Net income of the operations in 2006 amounted to NIS 365 million, compared with NIS 102 million in 2005, an
increase of 257.8%.
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Following are the principal data relating to the operations in the capital market (in NIS millions):

Middle
Small  Corporate market Private
Households businesses banking banking banking Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2005 2006 2005

Income from financing activities

before provision for doubtful debts R L S ooz S »® .
Operating and other income 392 369 47 12 18 20 27 35 48 43 532 579
fotalincome 36 s e s 221 28 36 49 43 588 583
Operating and other expenses 264 201 28 100 il 17 18 21 33 29 354 368
Income from ordinary operations

beforetaxes 2 o % s 4 T 4 16 T4 204 218
Provision for taxes on income

from ordinary operations 58 77 14 8 4 2 4 6 9 8 89 101

Net income 288 82 45 4 8 2 9 8 15 6 365 102

Net income disregarding

certain components"” 87 87 24 7 5 2 8 8 9 6 133 110

Average balance of assets 8 0 4. s oo 8 49 30
Average balance of liabilitles - - o T S S S S R
Average balance of risk assets 289 306 4 50 21 18 1 36 7 9 322 419

Average balance of provident
funds and mutual funds assets” 25381 29,384 3,499 5,060 207 432 1,525 2,335 1,262 1,069 31,875 38,280

Average balance of other assets
under management 1,283 964 283 244 130 101 554 507 499 502 2,749 2,318

(1) The following components have been disregarded: the privatization bonus, expenses regarding early retirement incentive
and the profit on the sale of llanot Discount.

(2) Until the exclusion of llanot Discount from consolidation, securities of mutual funds managed by llanot Discount were
included in the average balance assets of provident funds and mutual funds, and following that in the average balance of
securities.

DATA RELATINGTOTHE SCALE OF OPERATIONS IN DIFFERENT AREAS:

Securities. On December 31, 2006, the balance of securities held for customers amounted to NIS 82.1 billion,
including NIS 9.8 billion of non-marketable securities, compared to NIS 70.2 billion as at December 31, 2005,
including NIS 9.6 billion of non-marketable securities, an increase of 17%. The said balances include holdings by
way of provident funds, branches, investment centers, portfolio managers, the business department of the capital
market and the international private banking division. For details as to income from security activities, see Note
24.

Investment portfolio management. On December 31, 2006, Tachlit was managing 1,692 investment portfolios,
which together were valued at approximately NIS 2,308 million, as compared to 1,757 portfolios valued in total
at approximately NIS 1,996 million as at December 31, 2005. The above data point to a decrease of 3.7% in the
number of portfolios managed and to an increase of approximately 15.6% in the monetary value of the managed
portfolios.
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For details as to restrictions imposed on investment portfolio management companies and on the ownership and
control thereof by banking corporations in accordance with legislation enacted in the wake of the Bachar
Committee recommendations, see Note 33 to the financial statements.

Basket certificates. Tachlit has expanded its activities in the basket certificates field, in which it operates in

coordination with companies of the Michael Davis Group, and has issued additional such certificates. The total

position held by Tachlit in basket certificates amounted, at the end of 2006, to NIS 3,815 million, compared with

NIS 1,734 million at the end of 2005, an increase of 120%.

Provident funds. As of December 31, 2006, the total value of provident fund assets amounted to NIS 18.34

billion, as compared to NIS 17.3 billion as of December 31, 2005, an increase of approximately 4.05%.

The number of provident fund accounts as of December 31, 2006 was approximately 514.6 thousand as compared

to 534.5 thousand as of the end of 2005, a decrease of approximately 3.73%.

The provident funds managed by the Bank’s subsidiary, Discount Management of Provident Fund Ltd., include:

- Three funds for the self-employed and salaried employees - “Tamar”, “Gefen”, and “Rothschild-Discount
Overseas”. “Rothschild-Discount Overseas” is a new fund that commenced operations at the end of December
2004, and invests its funds overseas;

- Two funds for the self-employed only - “Shikma” and “Toar”. “Toar” is a provident fund that combines long-
term savings with deposit insurance;

- A general severance pay fund;

- A multi-channel severance pay fund - “Hadas”;

- A multi-channel provident fund - “Eshkolot”, for both the self-employed and salaried employees alike.

The real-term returns achieved by these provident funds in 2006 were as follows: “Tamar” - 7.75%, “Gefen” -
7.70%, “Shikma” - 7.90%, “general severance pay fund” - 7.75%, “Toar” - 7.73%.

“Hadas” affords a unique investment track for each employer, and accordingly, it is not possible to publish a
return for this fund.

The multi-channel provident fund, “Eshkolot”, achieved positive returns on all its investment tracks at rates
ranging between 4.15% and 16.5%, With the exception of “Eshkolot Foreign Currency”, which recorded a
negative return at the rate of 0.64%.

The Articles of “Tamar, “Geffen” and “General Severance Pay Fund” provident funds state that the Bank has

guaranteed each of its members that the provident fund would pay the member no less than the total amount of

the deposits made by the member or on his behalf. Therefor, in the event that the total amount to be received
by a member from the provident fund, according to his entitlement therein is lower than the total amount

deposited by him or on his behalf with the provident fund, the Bank would pay the difference to that member. A

similar arrangement also exists with the “Mercantile Central Severance Pay Fund” managed by Mercantile Discount

Bank. As a general rule, the amounts accumulated in the said funds significantly exceed the amounts guaranteed

by the Bank and Mercantile Discount Bank. In view of the above and based on past experience, the Bank believes

that the amounts that the Bank and Mercantile Discount Bank might have to pay in respect of the said guarantees
are negligible.

The Articles of Association of the provident funds “Tamar” and “Gefen” and the Articles of Association of “General

Severance Pay Fund” have been changed recently, determining that the guarantee of the Bank shall not apply to
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members joining the funds subsequent to June 30, 2006 and to accounts opened subsequent to this date.
Employees’ Supplementary training funds. “Kahal” - Employees” Supplementary Training Fund Ltd. and “Kahal
Maslulim” are jointly held by the Bank and Bank Leumi Le-Israel Ltd.

In addition, Mercantile Discount Bank manages, both directly and through its subsidiary, eight additional
provident funds, including severance pay funds and an supplementary training fund. As of December 31, 2006,
total fund assets amounted to approximately NIS 3.8 billion, as compared to approximately NIS 3.6 billion as of
the end of 2005, an increase of 5.9%. The number of members was approximately 110 thousand NIS, a decrease
of approximately 2.8% in comparison with the number of members as of December 31, 2005.

DEVELOPMENTS IN THE OPERATIONS

General. Concurrently with the legislative process in the wake of the Bachar Committee recommendations, and
even more intensely, following the completion of this process, the Bank commenced the examination of the reform
in the capital market, the risks faced by the Bank, and the opportunities that it presents the Bank. The Bank
began to apply several moves intended to enhance its preparations for capital market activities in the post Bachar
Committee era, as detailed hereunder.

Agreement in Principle for the sale of shares of Ilanot Discount Ltd. and the operations of Discount
Management of Provident Fund. On November 7, 2005, the Bank approached several parties with respect to the
possible sale of the Bank’s holdings, in whole or in part, in Ilanot Discount Ltd. and in Discount Management of
Provident Fund Ltd. (hereinafter: “the Provident Funds”). The said approach included certain conditions precedent.
The Bank advised that it does not undertake to accept the highest offer or any particular offer of the offers, and
that the Bank reserves the right to change the terms of sale, the process of sale, the determined schedules or
totally discontinued the sale process.

On November 9, 2005, an agreement in principle was signed between the Bank and Clal Insurance Enterprises
Holdings Ltd., whether itself or by way of a company under its control (hereinafter - “the Purchaser”) for the sale
of all shares of Ilanot Discount Ltd. and for the sale of the operations of Discount Management of Provident Fund
Ltd., as one package, in consideration for NIS 1,310 million, subject to adjustments.

The consideration for the sale of the shares of Ilanot Discount Ltd. was set in the Agreement in Principle to NIS
600 million, subject to adjustments, and the consideration for the sale of the operations of the Provident Funds
was set in the Agreement in Principle to NIS 710 million, subject to adjustments.

The Agreement in Principle determined, among other things, that following the consummation of the transaction,
the Bank shall provide Ilanot Discount and the Provident Funds with distribution services in consideration for a
distribution fee equal to the rate of fees stated in the draft regulations regarding distribution commissions
payable by mutual funds and provident funds, respectively, as well as operating services and additional services.
The sale of the shares of Ilanot Discount. On April 11, 2006, the Bank, Clal Finance Batucha Management and
Investments Ltd. (hereinafter — “the Purchaser”) and Clal Insurance Enterprises Holdings Ltd. (both of the IDB
Group), signed an agreement for the sale by the Bank to the Purchaser of all the shares of Ilanot-Discount
(hereinafter — “the Sales Agreement”). In addition, the Bank is to assign to the Purchaser the right to receive
management fees from Ilanot Discount and will also sell to the Purchaser the goodwill it acquired in the field of
mutual fund management. In consideration for the above, the Purchaser will pay the Bank NIS 580 million, subject

to adjustments that may arise from the difference between the expenses of Ilanot Discount and the actual
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payments made to the Bank in the period from January 1, 2006 until date of closing of the transaction, in
comparison to the amount of expenses determined in the Sale Agreement.

The sale agreement came into effect on June 18, 2006, after the completion of all conditional terms for its
execution. As part of the completion of the sale, the following agreements were signed between the Bank and
Ilanot Discount: an operational agreement, according to which the mutual funds managed by Ilanot Discount
would gradually be transferred for operation by the Bank, and a distribution agreement (replacing a previous
agreement) according to which the Bank would distribute the mutual funds managed by Ilanot Discount.

The Sales Agreement includes, inter-alia, provisions as to additional services that the Bank may provide to Ilanot
Discount. The Sales Agreement also stipulates indemnification arrangements between the Bank and the Purchaser
under certain circumstances.

Correspondingly with the completion of the sale, the Bank paid IDB and DCMI a sum of NIS 12.5 million, as
additional consideration for the 45% of Ilanot Discount shares that it acquired from them in September 2005.
As above mentioned, the profit derived from the sales transaction amounted to approximately NIS 256 million,
net after tax, and has been recorded in the financial statements as of net gain from extraordinary items.

The sale of the provident fund operations. On January 29, 2007, the Bank and its subsidiary Discount
Management of Provident Fund Ltd. (hereinafter: “Discount Provident”) signed an agreement with Clal Insurance
Company Ltd. (hereinafter: “Clal Insurance”) according to which Clal Insurance will acquire from the Bank and
from Discount Provident their provident fund management activity (hereinafter: “the sold provident funds”)
including and additionally, the goodwill acquired in respect of provident fund management, the rights to
ownership of the trade names of the sold provident funds, as well as the information, data base, lists of members
and actual portfolios; rights and liabilities with respect to the management of all the sold provident funds as well
as the assets of the sold provident funds, including the right to receive management fees and other income related
to the management of the sold provident funds and all remaining rights and liabilities of the management
company with respect to the sold provident funds (hereinafter together: “the assigned rights and liabilities”).
The consideration for the assigned rights and liabilities was fixed at NIS 621 million, subject to adjustments in
the event of a positive difference between the income of Discount Provident from management fees in respect of
the sold provident funds as from January 1, 2007 until the closing of the transaction, and the expenses of Discount
Provident as fixed in the sale agreement in respect of the said period.

Concurrently, the parties formulated agreements regarding the terms of distribution, operating and member
services to be signed by the parties at the closing of the transaction. Pursuant to these agreements, the Bank will
distribute the sold provident funds for a period of ten years, and will also distribute other provident funds
managed by subsidiaries of Clal Insurance, and will provide Clal Insurance with operating services with respect to
the sold provident funds for a period of five years. In consideration for the distribution services, the Bank will
receive a distribution commission according to the maximum tariff stated in relevant legislation. The annual
consideration for operating services will be calculated at the rate of 0.1% of the assets of the sold provident funds.
As part of the member services agreement, the Bank will provide services to members of the sold provident funds
in the period from the closing of the transaction until the date of signing consulting agreements with the
members, but not later than December 31, 2007 (hereinafter - “the transition period”), all as stated in the

memorandum issued by the Commissioner of Capital Markets. The member services agreement includes adjustment
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mechanisms in the event of changes in the provisions of the legislative arrangement with respect to the transition
period.

The agreement includes provisions with respect to the transfer of the data base of the sold provident funds and
with respect to limited utilization rights of the said data base for the Bank and for Discount Provident.
Compensatory arrangements subject to fulfillment of certain conditions were also included in the agreement.

As from the date of closing of the transaction, the Bank will be released from its obligation and guarantee
regarding certain payments to members of the sold provident funds relating to their deposit component in nominal
terms (hereinafter - “the Bank’s guarantee”) and, insofar as required, Clal Insurance will accept an alternative
obligation towards the members (subject to the approval of the Commissioner of Capital Markets).

Closing of the transaction is subject to receipt of relevant approvals required by law or agreement, including:
approval by the Commissioner of Restrictive Trade Practices regarding corporate merger, a permit from the
Commissioner of Capital Markets for transfer of management of the sold provident funds to Clal Insurance, all
matters relating to replacement of the Bank’s guarantee, and any other approval or permit (insofar as required)
under and according to any relevant legislation.

The sold provident funds are: Tama, Gefen, General Severance Pay Fund, Shikma, Eshkolot, Toar, Hadas Central
Severance Pay Fund and Edmond de Rothschild Discount Overseas.

The Bank estimates that the net gain (after tax) from this transaction will amount to NIS 380 million, subject to
adjustments as stated above. The gain will be recorded in the quarter in which the transaction is consummated.
The sale of KAHAL. On May 26, 2006, the Bank, Bank Leumu Le'Israel B.M., KAHAL - Employee Training Fund Ltd.
(hereinafter - “KAHAL") and KAHAL Training Fund Management (1996) Ltd. (hereinafter - “KAHAL Management”),
entered into an agreement with Migdal Capital Markets Ltd. on behalf of a company controlled by it and Migdal
Insurance Holding and Finance Ltd. on behalf of a company controlled by it (hereinafter - “the Purchaser”) for
the sale of goodwill, management rights, additional rights and the means of control of the banks in KAHAL, and
for the sale of goodwill, operations, assets and liabilities connected to the training funds managed by KAHAL
Management, everything in consideration of an amount of NIS 260 million, adjusted for the volume of assets of
the training funds sold at date of the closing of the transaction.

The Bank’s share of the consideration amount to approx. NIS 110.5 million (42.5%)

Among other things, it was agreed upon that the Bank would enter into a distribution agreement with KAHAL and
with the Purchaser, according to which the Bank shall distribute the training funds in consideration for a
distribution commission at the maximum rate specified in the regulations. The closure of the transaction is subject
to regulatory approvals being obtained and to the fulfillment of certain conditions.

The Bank estimates that the pre-tax gain to be derived from this transaction may reach approximately NIS 110
million, subject to adjustments, and it would be recognized in the quarter of the closure of the transaction.
Distribution of mutual funds. In the first half of 2006, the Bank entered into distribution agreements with most
of the companies managing mutual funds. In the second quarter of the year, the Bank commenced charging
distribution fees in respect of mutual fund units held by its customers, in accordance with the applying regulations
that came into effect on April 1, 2006. According to the said regulations, the Bank will enter into agreements
with all mutual funds managers who wish to do so, for the distribution of mutual funds managed by them, in
consideration for the payment of distribution fees for this service, at identical rates and payment terms.

Preparations towards pension consulting. In view of the changes anticipated in the provident and pension
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market and within the framework of the possibilities offered by the recommendations of the Bachar Committee,

the Bank is preparing for providing pension advisory services to its customers and has established a head office

unit to manage pension consulting. As part of this move, the Bank has absorbed the executives and staff of “Logos

Pension Models and Payroll Benefits Ltd.”, a company specializing in pension consulting, who were integrated into

the pension consulting layout and will lead it.

The process of establishing the layout includes, among other things, the training of a number of the Bank's

investment consultants as pension consultants, recruitment of specialized pension consultants, integration of a

decision supporting system for pension consultation and support for the distribution of provident and pension

product, and the establishment of technical and human working interface.

As part of the Bank’s preparation for the distribution in the near future of an array of pension products - such as:

provident funds, pension funds and further education funds, and in the more distant future also insurance products

- the bank develops of a flexible distribution system, the main duties of which are:

- Establishing an interface between the customer and the companies managing the products, both for the
purpose of creating the initial engagement (setup) and for the purpose of current operations, such as: deposits,
withdrawals, transfer between products, change of details, etc.;

- Getting feedback from the companies managing these products, aimed for providing up to date information to
the customer regarding his products and the balances accumulated to his credit in each;

- Controlling the distribution fees to which the Bank is entitled in respect of the distribution of the products.
Concurrently, the Bank have started entering into agreements with leading entities in the market for the
distribution of pension funds managed by them, and with entities distributing provident and further education
products, and is conducting negotiations with many additional entities for the signing of distribution agreements
of products managed by them.
The Bank will enter the pension advisory services field, after the completion of all pre-conditions determined in
the Law, which includes, among other things, the consumation of the transaction for the sale of the provident
funds of the Bank, following fulfillment of all conditions precedent determined for this purpose; the closing of
the transaction for the sale of KAHAL Fund, following fulfillment of all conditions precedent determined for this
purpose; the sale of control of the provident funds of Mercantile Discount Bank.
Presentation of new services having a leading value in the capital market. As part of the preparations made
by the Bank as regard the capital market operations, the Bank is seeking complementary services having a high
added value to customers. The Bank intends making use of its holdings in Green Bull. The Bank owns 20% of the
equity in Green Bull, a company specializing in global investment portfolio management. Green Bull signed an
agreement for the joint management of investments with CMA, a US corporation showing record yields of US and
global investment portfolios.

Green Bull manages the investment portfolios using unique statistical models for choosing companies, business

sectors and countries. Furthermore, Green Bull provides “Family office” services, which is a unique consulting

service in Israel. This service includes assistance to the customer in forming an overall investment strategy as
regards his total assets, a review of his existing investment position (including investments managed by various
portfolio managers, various banks, deposits, provident and further training funds, real estate and so forth) and

taking action modify existing investments to the desired strategy of the customer.

129




ISRAEL
DISCOUNT ISRAEL DISCOUNT BANK LIMITED AND ITS SUBSIDIARIES
SN—

130

An inspection by the Israel Securities Authority and a plan for improvement of the consulting layout. During
the months of January and February 2006, the Israel Securities Authority conducted an inspection at the Bank
regarding the sale of structured products.

The audit related to various service systems, in the framework of which, the work of several investment consultants
was examined. The audit discovered deficiencies in all matters relating to the observance of the consultation law
and the procedures of the Bank, as well as in the control over the operation of the consultants. It has been agreed
that the Bank would formulate a plan for improvements in the investment consulting service, for the enforcement
of work procedures and for intensifying control in this area, in cooperation and discussions with the Israel
Securities Authority.

Following the inspection the Bank has prepared a comprehensive plan for the upgrading of the consultation
layout, enhancement of the controls over the consultants activities, the training of consultants and measures for
integrating the law and procedures. The plan has been presented to the Securities Authority and is being gradually

implemented in cooperation with the Authority.

MARKETING AND DISTRIBUTION

The distribution of products and services is undertaken by segment employees through the use of the Bank's
existing distribution apparatus, the branch network, investment centers, private banking centers, staff units and
the Bank’s subsidiary companies. For additional details, see “Consulting services system” in the Section “The retails
sector — General” in the Chapter “Activity of the Group according to principle segments of operation” above.

No dependence exists on marketing channels, though attention should be drawn in this respect to the changes
described above, following the implementation of the Bachar Committee recommendations.

As stated above, following the new legislation for the implementation of the Bachar Committee recommendations,
the Bank is to become a financial and pension consultant independent of the providers of the products, and will

distribute a range of financial and pension products.

COMPETITION

In the capital market activity, the Bank competes both with other banks and with private brokers.

In the field of financial products competition exists against the consulting entities as well as against the marketing
entities (the providers of the products) as regards the sale to customers of one or another financial product.

In the field of pension products the Bank plans to begin during the year pension consulting services activities.
This activity requires a continued pension consulting agreement between the consultant or the marketer and the
customer. Accordingly, fierce competition is expected regarding the preferences of the customer in an effort to
create a long-term relationship, within its framework the Bank is committed to maintain a continuous connection
with the customer.

In this respect, competition is expected against all the consulting entities on the one hand and the marketing
entities as well as against the providers of the products (insurance companies, insurance brokers, pension funds,
etc.) on the other hand.

For details as to the conditions required for entry into the pension-consulting field, see Note 33 to the financial
statements.
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GOALS AND BUSINESS STRATEGY

- Completing the procedures required for obtaining a pension consultant license, as discussed above;

- Completing the preparations for pension consulting;

- Completing the preparations for operating as a “supermarket” for financial and pension products;

- Improvement in securities trading by means of the Internet, development of the activity of arbitrage player
and capital market players;

- Cultivation and distinction of the status of the investment consultant;

- Providing operating services to provident funds and mutual funds.

THE MERCANTILE DISCOUNT BANK PLAN FORTHE COMING
YEAR REGARDING THE CAPITAL MARKET

Global investment management. On January 31, 2007 the Board of Directors of Mercantile Discount Bank
approved a plan for the establishment of a subsidiary that will engage in global investment management for
institutional, business and private customers interested to divert part of their investments to the international
market, without transferring funds abroad.

According to the plan, the subsidiary will be established by Mercantile Discount Bank jointly with other partners.
The share of Mercantile Discount Bank in the equity and voting rights of the new subsidiary is expected to be at
least 51%.

Preparation for pension advisory services. Mercantile Discount Bank started preparations for entry into the
pension advisory services market, and is preparing to train investment consultants for this activity. According to
understandings reached with the Commissioner of the Capital Market, Insurance and Savings, Mercantile Discount
Bank would be permitted to engage in pension advisory services in the interim period (until August 2011), on
condition that it does not control a provident fund management company. Mercantile Discount Bank is considering
various proposals and possibilities for the disposal of the provident funds under its control prior to the final date
determined by Law, as a condition precedent to commencing operations as provider of pension advisory services.
Until now, proposals submitted to the bank have not developed into binding agreements and the Mercantile
Discount Bank has not as yet adopted a final decision regarding this issue.

The above comprises forward-looking information reflecting the plans of the Bank and plans of Mercantile Discount
Bank at date of issue of the financial statements. Delays in fulfilling the conditions required for obtaining a
pension consulting license, that might result from reasons not under the control of the Bank and delays in the
development of systems supporting the achievement and plans described above, might cause at the end of the
day, the non-materialization, in whole or in part, of the plans of the Bank and Mercantile Discount Bank described
above. Furthermore, the plans of the Bank may change and their implementation may be delayed because of
changes in the competitive environment, changes in preferences of customers and their needs or as a result of

changes in requlatory arrangements applying to the Bank and to the other capital market players.
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CONSTRUCTION AND REAL ESTATE ACTIVITY

This activity includes customers of the Bank’s various divisions whose industry classification is construction and
real estate. This activity also includes customers of the construction and real estate segment of the Mercantile
Discount Bank and the loans for the purchase or building of commercial property segment at Discount Mortgage
Bank and the building project finance segment at Discount Mortgage Bank.

MARKET DEVELOPMENTS

Residential construction projects. A moderate improvement was evident in 2006 in real estate and construction
industries. The volume of investments in residential construction increased by 1.5%, following a continuous
decrease during the last five years. Non-residential construction decreased by 5.9%.

The slowdown in activity of residential construction was evident mostly in peripheral areas, due to characteristics
of low disposable income of households, relatively high unemployment rates and the decrease in grants to eligible
individuals.

Several developments occurred in 2006, which may indicate a moderate and continued improvement in the
residential real estate market in central Israel and in preferred areas in the periphery:

Acquisition of luxury apartments by foreign residents continued to increase, concurrently with a significant
increase in prices.

Acquisition of land through cash and combination transactions continued to increase in preferred areas in central
Israel, also concurrently with a significant increase in prices.

The demand for residential units in preferred areas in central Israel, mainly on the coastal plain, continued to
increase, concurrently with a moderate increase in prices, following a long slowdown in this sector.

Office and commercial income producing property. Activity in this sector is divided into the office-space and
commercial fields.

Demand for prestigious office space increased, particularly in the Tel Aviv and central areas, concurrently with an
increase in rental prices following stabilization in the preceding year. The increased demand was sourced in foreign
companies, Israeli entrepreneurs and institutional investors, on the background of preparations for entrance into
the RIET market.

The commercial sector also evidenced increased demand for quality commercial property on the part of foreign
companies and local investors, concurrently with an increase in prices. Many large companies relocated their
operations in the residential, office and commercial construction market abroad, in order to benefit from relatively
high profitability and rate of return, availability of relatively high levels of finance extended by the financing

banks and attractive interest rates.

LEGISLATIVE RESTRICTIONS, REGULATIONS AND SPECIAL CONSTRAINTS APPLICABLETO THE ACTIVITY

The limitations described above, with respect to the business segment as a whole, also apply to the construction
and real estate activity. Furthermore, it should be noted that the Proper Banking Management Directives contain
restrictions with respect to the concentration of credit by industry. This situation arises when the credit facilities
provided by a bank (including off-balance sheet facilities) to a certain industry (as defined in the directive) at
the bank’s risk, exceeds 20% of the total credit facilities made available to the public at that bank’s risk. The
exposure rate with respect to total credit facilities made available to customers of the Bank’s construction and
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real estate segment as of December 31, 2005 was approximately 16.6%.

CREDIT POLICY INTHE CONSTRUCTION REAL ESTATE ACTIVITY

The Bank’s credit policy is based on the following principles:

- The greater part of the credit facilities made available to the real estate sector will be processed through a
professional project finance unit;

- Future credit policy will be selective, insofar as preference will be given to the financing of projects which bear
a relatively low exposure vis-a-vis the slowdown in the industry;

- The provision of credit facilities for the acquisition of land and/or construction purposes will be conditioned
on minimum capital investment rates on the part of the promoters;

- The release of unutilized facilities will be subject to simultaneous compliance with rates of sales and minimum
rates of performance.

The preferred areas for granting of credit facilities:

- Construction of low-grade housing projects and more improved housing units in areas of demand;

- Land is available for construction in areas of demand with respect to which the Bank is prepared to provide
closed financing for construction projects;

- The provision of credit facilities to real estate companies for the purpose of financing current projects and/or
investment projects. Preference will be accorded to large well-established financially sound companies, whose
requirements are for medium-term credit for a period of between one and three years.

- Financing of national infrastructure projects, in conjunction with banks and/or off-banking financing
corporations.

Discount Mortgage Bank focuses on construction finance of housing projects of small and medium size in

preferred areas. The granting of credit for the purchase of income bearing property is made under a strict

examination of the quality of the transaction. As detailed in the Chapter “Mortgage and housing loan activity”
below, Discount Mortgage Bank considers housing loans as its main line of business.

SCALE OF OPERATIONS AND NET INCOME

In view of the slow recovery in this sector the Bank has increased its business activity with enterprising
construction companies by way of approval of new credit facilities for the purpose of land acquisition and/or the
building of residential projects in preferred areas both in central and peripheral regions.

In addition, the business activity has been extended by way of approval of new credit facilities to finance both
current and investment operations, according to the Bank’s policy.

A reasonable volume and rate of sales were reported in respect of projects in the process of construction.

The shortage in equity capital and cash on the part of some of the contractors contributed to the increased trend
of acquiring land through “combination transactions” or by the “vacate and build” system, where the payment for
the land is only made upon the completion of the project.

Net income from the operations in 2006 amounted to NIS 185 million, of which NIS 159 million domestic
operations, compared with income of NIS 66 million in 2005, an increase of 140.9%. Disregarding certain
components (see hereunder), net income would have amounted to NIS 202 million in 2006, of which NIS 171
million domestic operations, compared with NIS 68 million in 2005, an increase of 151.5%.
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The return on equity, calculated on the capital allocated to the operations on the basis of the average balance
of operations risk assets, was 14.6% in 2006, of which 19.2% domestic operations, compared with a rate of 7.5%
in 2005. Disregarding certain components (see hereunder), the return on equity would have been 15.6% in 2006,
of which 20.0% return on domestic operations, compared with 7.7% in 2005.

Provision for doubtful debts amounted in 2006 to NIS 103 million, of which NIS 94 million domestic operations,
compared with NIS 193 in 2005, a decrease of 51.1%.

Following are the principal data relating to the construction and real estate operations (in NIS millions):

Middle Domstic
Small Corporate market operations Intenational
businesses banking banking Total operations  Total

2006 2005 2006 2005 2006 2005 2006 2005 2006 2006
Income from financing activities
before provision for doubtfuldebts | ...
From externals - 77 143 512 561 77 520 666 1,224 43 709
Intersegmenta - (27) (97) (183)  (295)  (43) (487) (253) (879) 70 (183)
Total income from financing activities 50 46 329 266 34 33 413 36 13 526
Operating and other income 19 12 15 16 7 6 41 34 I 52
fotalincome 89 58 344 282 41 39 464 39 124 578
Provision for doubtful debts 26 18 61 165 18 10 94 193 ¢ 9 103
Operating and other expenses 1 15 72 53 6 9 89 77 77 166
Income from ordinary operations
beforetaxes 88 25 221 64 v 200 2 19 38 309
Provision for taxes
on ordinary activities 14 12 91 31 7 9 112 53 12 124
Net income 19 14 130 41 10 1 159 66 26 185
Net income disregarding
certain components"”’ 21 15 139 42 11 1 171 68 31 202
Return on equity (rate) 227 13 188 89 133 184 192 76 58 146
Return on equity disregarding
certain components (rate) 238 17 196 €0 197 188 200 v /1186
Average balance of assets 2,320 2244 10782 11,263 2,639 1198 16,711 14,705 2816 18,527
Average balance of liabilities 519 494 1359 1299 300 265 2178 2,058 336 2,514
Average balance of risk assets 1480 2,083 12,794 M822 1,795 1,153 16,069 15058 - 16,069
Components of income from
financing activities:
Margin on credit 36 86 204 226 26 27 266 289 T 377
Margin on deposits 6 (SN 5 M4 2 2 B =® R
Other 8 3 120 26 6 4 134 33 2 136
Total income from financing activities 50 46 329 266 34 33 413 345 113 526
(1) The following components have been disregarded: the privatization bonus and the expenses regarding early retirement

incentive.
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CRITICAL SUCCESS FACTORS OF THE OPERATIONS

The critical success factors of the segment include current communication with customers, qualitative service,
continued customer satisfaction as regards the quality of service and the financing of projects that had been
completed, providing prompt response to applications for credit and other related services. In addition - the offer
of competitive terms as regards project financing, the volume of the equity capital required and the financing
costs and commissions.

In addition, adequate understanding and mapping of the market is required in order to identify risks/opportunities
in various sectors, e.g. standard housing construction, luxury housing construction, rental office and commercial

property.

THE MAIN ENTRY AND EXIT BARRIERS OF THE OPERATIONS

Operations customers conduct business with several banks at any given time, so that the relative advantage of
the operations is based upon the long-term relationship of the Bank with its customers, including continued
satisfaction as regards the quality of service and the financing of projects. In order to provide quality customer
service, highly proficient personnel are required, with comprehensive familiarity with customers of this segment,
nature of their activity and analysis of their needs and requirements, while adapting the Bank’s products to such
needs. In addition, systems are required to monitor and control exposure and risks relating to project financing.
The said close-end system of project financing is, prima facie, supposed to allow the construction company to
finance each project at another bank.

Nevertheless, considering the fact that surplus created in respect of projects financed by the Bank or current credit
facilities allotted to promoters is being used in many cases as capital for leveraging other projects, a certain

difficulty exists as regards the transfer from bank to bank, mostly with respect to the small and medium customers.

ALTERNATIVES TO PRODUCTS AND SERVICES OF THE OPERATIONS AND CHANGES THEREIN

In 2006, large and medium-size real estate corporations continued to raise off-banking finance through share and
bond issues, in domestic and foreign capital markets.

Off-banking financing constitutes an alternative financing source for segment customers as to long and medium-
term credit used for the financing of investments and/or the purchase of income producing property, while in

building projects, customers generally prefer the use of medium-short term bridging finance for the set up period.

STRUCTURE OF THE COMPETITION PREVAILING INTHE OPERATIONS AND CHANGES THEREIN

Most of the competition prevailing in the operations lies within the banking industry. The off-banking finance
comprises, primarily, an alternative long-term financing source required for the construction and/or acquisition of
income producing property in Israel and abroad, or as equity capital for the leverage of residential construction
projects.

Some institutional entities (insurance companies and pension funds) extend guarantees to apartment purchasers,

in accordance with relevant provisions of the Sales Law (Apartments).
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COPING WITH COMPETITION

Providing professional service, timely response and establishment of a comprehensive and ongoing communication
system with customers, while maintaining an overall view of their financial needs, constitute the principal means
to confront competition successfully.

Deepening the current communication with segment customers is carried out by providing them with information
packets several times a year, which include up to date banking information as well as an attractive set of offers,

tailored to the needs of business people and companies.

PRODUCTS AND SERVICES

The Bank’s project financing department provides credit to real estate companies according to their particular

needs, primarily in the following areas:

1. Financing of housing projects and/or projects involving income-producing property (mainly commercial
property the majority thereof is marketed in advance);

2. Credit financing the purchase of income-producing property;

3. Credit for current financing and/or investments;

4. Providing guarantees under the Sales Act to purchasers of dwelling units and performance guarantees to the
rights owners in land in the context of combination transactions or clearing and construction transactions.

5. Extending credit to infrastructure projects, mainly in the construction stage.

For further information relating to services provided to segment customers, see above, ‘Corporate segment.

Discount Mortgage Bank offers its services to customers through its four branches (in Tel Aviv, Jerusalem, Haifa

and the Stock Exchange), as well as through 51 mortgage bank counters located in various branches of Israel

Discount Bank Ltd.

Mercantile Discount Bank. The construction project financing department, providing services to customers

Mercantile Discount Bank engaged in the construction field - construction companies in the real estate segment,

including financing under the “closed construction finance” method, for the purpose of executing projects for the

construction of buildings (especially housing projects).

ORGANIZATIONAL CHANGES AT DISCOUNT MORTGAGE BANK

At the beginning of 2006, Discount Mortgage Bank implemented a conceptual organizational change, from the
traditional structure of a two segment operation - retail and business, each including in its own sphere of activity:
credit, marketing and sales, to a structure including a segment specializing in marketing and sales and another
segment specializing in credit management, with two principal operating activities: business activity and sales

and marketing activity.

MORTGAGE AND HOUSING LOAN ACTIVITY
SEGMENT CUSTOMERS

This segment includes the mortgage operations of the Discount Group in Israel (Mercantile Discount Bank and
Discount Mortgage Bank). At this stage, housing loans made by the Bank are excluded. This segment includes the
granting of loans for housing purposes (purchase, construction etc.) and the granting of business loans and loans
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for any purpose secured by a mortgage on a residential apartment or other property.

DEVELOPMENT INTHE MORTGAGE MARKET

The volume of credit extended by the mortgage banks in 2006, excluding credit from State funds, reached NIS
20,231 million, not including internal refinancing. The volume of credit extended by the mortgage banks in 2005,
excluding credit from State funds, reached NIS 24,022 million, including internal refinancing. According to the
Bank of Israel’s data, the volume of internal refinancing amounted in 2005 to NIS 5,021 million.

Granting of credit from State funds decreased further in 2006 and amounted to NIS 2,110 million (including
standing loans and conditional grants in the amount of NIS 0.3 billion), compared with NIS 2,340 million in 2005
(including standing loans and conditional grants in the amount of NIS 0.2 billion), a decrease of 9.9.%.

SECTORS OF OPERATION

Loans for the purchase or building of housing units. Loans for the purchase or building of housing units (by
private individuals). The loans are generally granted to private individuals (households). These loans constitute
most of the activity in the mortgage loan field.

Multi purpose loans secured by a mortgage on a housing unit. These loans are granted not in the course of
purchasing or building of a housing unit but by using it as collateral. Discount Mortgage Bank offers house owners
whose property is free of a mortgage or with a relatively low mortgage loan compared to the value of the property,
to use the property as collateral for raising funds for use of the household, similarly to the conduct of business
entities.

Providing services to the State. Discount Mortgage Bank provides entitled individuals, credit and grants out of
State funds according to guidelines of the Ministry of Construction and Housing and the Accountant General at
the Ministry of Finance. The volume of this operation is diminishing due to the policy of the Finance Ministry to
reduce the scope and advantage of the loans to entitled individuals.

In recent years, the Accountant General reduces the commission paid to the banks for handling loans to entitled
individuals. The said reduction in commission rates caused the commission income of the Group in respect of new
loans from State funds to become immaterial. The agreement between Discount Mortgage Bank and the Ministry
of Finance as regards loans to entitled individuals was supposed to expire on June 30, 2006. In May 2006, the
Ministry of Finance informed in a letter of the extension of the agreement for an additional year, up to June 30,
2007. The Ministry of Finance has not yet announced whether it intends to publish a new public tender in the
matter or renew the existing agreement.

The activity regarding the granting of rent subsidies from State funds to entitled borrowers, in accordance with
directives of the Ministry of Construction and Housing and the Accountant General's department at the Ministry
of Finance, which was implemented in previous years by the mortgage banks, including Discount Mortgage Bank,
ceased on July 1, 2006, and was transferred to non-banking entities.

Discount Mortgage Bank estimates that the termination of its operation in providing the above services would
reduce its operating income by an annual amount of NIS 3 million (about NIS 1.5 in 2006). This estimate is
considered “forward-looking information”. The above estimate is based on actual income data. This estimate may
not materialize, among other things due to longer reaction times than expected and so forth.

Mortgage related insurance. As an additional security for credit granted by Discount Mortgage Bank, this bank
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requires its customers to purchase property insurance and in some of the cases life assurance.

On February 20, 2005, the Supervisor of Banks published a circular relating to the marketing of life assurance and
property insurance policies in connection with loans taken out for housing purposes. The circular was accompanied
by a joint policy declaration of the Supervisor of Banks and the Supervisor of Insurance dated February 17, 2005,
which prescribes the principles for marketing life assurance and property insurance as policies by a banking
corporation as security for the repayment of a housing bank loan.

According to the policy declaration, which was anchored in legislation, the above insurance policies will be
marketed at unmanned sales points operated by technological means that will be separated from all other banking
activities. The policies will be sold through an authorized insurance agent acting as an authorized insurance
agency, whose business is quite distinct from that of the Bank, by employees of the agency who are not employees
of the Bank.

A banking corporation shall be entitled to possess full ownership of the insurance agency, whose business shall
be limited to the insurance policies referred to above. The agency shall have a computer system at its disposal,
access to which shall be available only to agency employees. It shall be forbidden to use the information obtained
by the insurance agency for any purpose other than that for which the agency was established. Collection of the
premiums on the insurance policies shall be made separately from those of the loan.

Any bank interested in receiving a permit to control an insurance agency for the aforementioned activities should
apply to the Supervisor of Banks.

In the above circular, the Supervisor of Banks have clarified that, as of October 1, 2005, a banking corporation
shall not market insurance policies except in accordance with the procedures described in the circular. The above
notwithstanding, an insurance policy entered upon before October 1, in accordance with the previous
arrangements, may be continued or renewed.

For many years, Discount Mortgage Bank offered its customers to purchase insurance by means of that bank,
serving as an insurance brokers for this purpose. The customer could choose using the services of that bank or of
any other insurance agent. As from January 1, 2006, Discount Mortgage Bank no longer offers the sale of these
insurance schemes as a broker.

Discount Mortgage Bank formed a subsidiary, Discount Mortgage Home Insurance Agency (2005) Ltd., which
acts as an insurance broker. This subsidiary operates independently and sells insurance through a telephone service
separate from that bank’s telephone service. Discount Mortgage Bank believes that this subsidiary will show
operating losses in the first years of operation. In 2006, the insurance agency’s losses amounted to NIS 802
thousand.

The transition of the sale of insurance from the Discount Mortgage Bank to an insurance broker owned by that
bank, is expected to adversely affect the operating income in the mortgage field, though it is not possible to
assess the volume of such effect. Discount Mortgage Bank continues to maintain the existing customer insurance
portfolio.

According to the Supervisor of Banks’ directives, as from 2007 property insurance of borrowers will not include
third party liability. At this stage, Discount Mortgage Bank is unable to estimate the effect of this change.
Some of the information given in this section is “forward-looking information”. As to the meaning of this term,

see above in the Section “Forward-looking information”.
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SCALE OF OPERATIONS AND NET INCOME

Net income from the operations in 2006 amounted to NIS 28 million, compared with NIS 33 million in 2005, a
decrease of 15.2%. Disregarding certain components (see hereunder), net income would have amounted to NIS 31
million in 2006, compared with NIS 33 million in 2005, a decrease of 6.0%.

The return on equity, calculated on the capital allocated to the operations on the basis of the average balance
of operations risk assets, was 5.4% in 2006, compared with 5.6% in 2005. Disregarding certain components (see
hereunder), the return on equity would have been 5.6% in 2006, compared with 5.6% in 2005.

Provision for doubtful debts in 2006 to NIS 19 million, compared with NIS 52 in 2005, a decrease of 63.5%.
Provision for doubtful debts in accordance with the extent of delinquency. On January 1, 2006, Bank of Israel
published guidelines with respect to calculating the provision for doubtful debts of credit to the public. In
practice, Discount Mortgage Bank had already applied most of the provisions of the new guidelines so that its
effect on the doubtful debts provisions recorded by Discount Mortgage Bank in the financial statements for
December 31, 2006, was minor, increasing the provision by only NIS 1 million.
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Following are the principal data relating to the mortgage and housing loan operations (in NIS millions):

Small Middle
Households businesses market Total

2006 2005 2006 2005 2006 2005 2006 2005

Income from financing activities before

provision for doubtful debts from externals 19 : 219 % CUA 28 a4 207 o 300,
Intersegmental (43) (80) (6) (16) (15) (38) (64) (134)
Total income from financing activities - UL DR, 8 .8 13 16
Operating and other income 48 55 2 3 - 1 50 59
fotalincome 4 194 2 24 & 7o 1.8 225
Provision for doubtful debts 18 82 S [ L Boooo® 52
Operating and other expenses 86 81 12 9 1 1 99 91
Income from ordinary operations before taxes 60 81 8 | 8 6 m 75 8
Provision for taxes on ordinary activities 26 30 4 2 3 (4) 33 28
Net income (loss) 22 35 3 3 3 (3) 28 35
Net income (loss) disregarding

certain components"”’ 24 35 3 3 4 3) 31 33
Rewmonequiylate) 5172 47 39 99 96 54 56
Return on equity disregarding

certain components® (rate) 63 72 47 39 99 (96 56 56
Average balance of assets 9704 9365 1182 1,288 629 535 1515 11,188
Average balance of liabilities 2418 2293 276 L T T 20694 2584
Average balance of risk assets 7525 8,174 1,185 1,306 642 534 9,352 10,014

Average balance of other assets
under management 2,269 2,282 - - - - 2,269 2,282

Components of income
from financing activities:

Margin on credit A 1% 12 2t 6 6 92 166
Margin on deposits oo R T T Tt [ -
Other 41 - 7 - 2 - 50 -
Total income from financing activities 116 139 19 21 8 6 143 166

(1) The following components have been disregarded: the privatization bonus.

Restriction on the credit concentration in a particular segment. Proper banking Management Directives require
an additional provision in respect of credit concentration as regards housing loans, in the event that the balance
of housing loans in respect of which a provision based on the extent of default has been recorded, net of such a
provision, exceeds 1.5% of the total balance of housing loans. As of December 31, 2006, the said rate at Discount
Mortgage Bank amounted to 2.85%, and the provision required in this respect amounted to NIS 3.4 million.
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MARKETING OF MORTGAGE PRODUCTS

Discount Mortgage Bank serves its customers through three branches (in Tel Aviv, Haifa and the Stock Exchange
branch) and through 51 counters located inside branches of Israel Discount Bank Ltd.

Discount Mortgage Bank engages in the marketing and advertising of its many and varied products, customizing
them to the changing requirements of the public, to changing economic conditions and to market trends.
Discount Mortgage Bank continues to constantly examine new and original ways of customizing its products to
public needs. In this respect, for instance, Discount Mortgage Bank launched in February 2006 a campaign for the
product “Buy a house at the price of paying your rent”, This integrated product offers the potential customer to
turn from a tenant to a house owner both as regards the variety of mortgage channels suitable to his needs during
the transition as well as the arrangements made by the bank with a line of leading building companies, who offer
a variety of dwelling units for sale and participate in part of the cost of the mortgage.

Alongside this, the bank expands its activity with varied populations, such as: purchase groups, foreign residents,
the Jewish Orthodox sector, students, VIP's and others.

Housing loans in Mercantile Discount Bank are currently granted through 13 specialized branches of this bank.
Following a renewed study of this subject, performed during the reported period, the Management of Mercantile
Discount Bank has decided to gradually increase the number of branches specializing in this field over a period of

three years.

GENERAL

The overseas operations of the Discount Group are mainly carried out by the Bank’s subsidiaries in the United
States, South America (including the Bank’s representative offices) and Switzerland, and by the Bank’s branch in

the U.K. The international operations are characterized by commercial business activity and by private banking.

LEGISLATIVE RESTRICTIONS, REGULATIONS AND SPECIAL CONSTRAINTS APPLICABLETO THE
INTERNATIONAL OPERATIONS

The principal restrictions applicable to the international operations are briefly described below:

Exposure restriction with regard to overseas extensions. In accordance with the terms of a regulatory letter
sent by the Supervisor of Banks, a restriction exists with respect to the extent of the exposure of the Bank in
relation to the operations of its overseas extensions. The volume of the risk assets held by these extensions was
determined as a risk index. The “imputed capital” in respect of the risk assets of overseas extensions is calculated
in accordance with the provisions of the relevant directive, at a rate of 16% of the risk assets of the extension
(calculated in accordance with the weighting determined by the Proper Banking Management Directive No. 311
which deals with the minimum capital ratio) is multiplied by the coefficient determined by reference to risk factors
and the nature of the supervision in the country in which the extension is situated. In this connection, it has
been determined that the coefficient shall be 1 for countries of the OECD and 4 for all other countries. The Bank’s
exposure with respect to the operations of its overseas extensions is calculated by multiplying the “imputed
capital” by the coefficient determined by reference to risk factors and the nature of the banking supervision in
the relevant country, as required by the directives.

The rate of exposure is calculated as a proportion of the calculated “imputed capital”, as determined by Appendix
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A of directive no. 311, which deals with the ratio of capital to risk components.

In the past, the maximum exposure rate for overseas extensions was 30%. In May 2001, the Supervisor of Banks
increased the maximum exposure rate to 32%.

The main overseas office is the New York subsidiary. The subsidiary’s profitability and the high ratio of capital to
risk components have allowed the subsidiary to continue to develop its business, which has, in turn, contributed
to the increase in the calculated risk assets of the Bank’s overseas extensions. In contrast to the above, however,
the Bank’s losses in 2000-2001 and the first half of 2002 led to an erosion of capital. The outcome of both the
above processes constituted a deviation on the part of the Bank from the rules governing exposure restrictions
with regard to overseas extensions.

As on December 31, 2006, the calculated rate of exposure of the Bank with respect to overseas extensions stood
at 36.95%, as compared to a rate of 40.78% on December 31, 2005.

It should be noted that, in the regulatory letter from the Bank of Israel, no mention was made of sanctions to be
applied in the event that the Bank were to deviate from the imposed limitation. Nevertheless, the Supervisor of
Banks recently pursued the matter of changes to the Bank’s calculated rate of exposure and requested that the
Bank take steps to reduce the deviation. In addition, the Bank itself reviews, at monthly intervals, developments
in the calculated rate of exposure regarding its activity at the overseas extensions.

The Bank has since applied to the Supervisor of Banks to agree to an increase in the restriction to a rate of 35%
of the calculated capital. During the course of the year, discussions were held with the Supervisor with a view to
formulating a mutually acceptable solution to this matter.

Overseas regulatory supervision. Operations of the international segment in the various countries are subject to
regulatory supervision on the part of the appropriate authority in the country in question.

For details of the investigation regarding matters relating to the prohibition of money laundering, conducted at
IDB New York, see “Discount Bancorp Inc.” under “Main investee companies” and Note 6 D to the financial
statements hereunder.

SCALE OF OPERATIONS AND NET INCOME

Loss in 2006 amounted to NIS 1 million, compared with net income of NIS 227 million in 2005. Disregarding
certain components (see hereunder), net income would have amounted to NIS 63 million in 2006, compared with
NIS 294 million in 2005, a decrease of 76.1 %.

The return on equity in 2006, calculated on the capital allocated to the international operations on the basis of
the average balance of segment risk assets, was 0.1% in 2006, compared with 16% in 2005. Disregarding certain
components (see hereunder), the return on equity would have been 4.0% in 2006, compared with 22.2% in 2005.
Provision for doubtful debts amounted in 2006 to NIS 20 million, compared with NIS 38 in 2005, a decrease of
47 .4%.
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Following are the principal data relating to the international operations (in NIS millions):

2006 2005
Middle
Corporate market Private

Households banking banking banking Other Total Total
Income from financing operations
before provision for doubtful debts 2 a7 Vi 214 162 ¢ 826 ¢ 948
Operating and other income 1 30 20 54 20 125 124
fotalincome S ot 9 28 182 91 1072
Provision for doubtful debts L B [ 2 U
Operating and other expenses 2 235 157 237 156 787 768
Income from ordinary
operations beforetaxes 1 % 8 29 6 a4 266
Provision for taxes on
ordinary operations - 25 16 17 87 145 39
Net income 1 30 17 12 (61) (1) 227
Net income disregarding
certain components"”’ 1 50 30 29 (47) 63 294
Return on capital (rate) 27 62 89 .84 B2 @1 160
Return on capital disregarding
certain components® (rate) 27 . 01 00 %1 @1 40 222
Average balance of liabilities 70 5976 2082 19,664 12,489 40,280 40,209
Average balance of assets 60 9527 4829 2,304 25517 42236 45,277
Average balance of risk assets 59 7236 4,268 1,759 10,972 24,294 23,577

(1) The following components have been disregarded: expenses regarding early retirement incentive, payments to the
supervisory authorities in the U.S. and the cost of implementing the improvements and the examinations in IDB New York.

TAXATION

Under an agreement made with the Israeli tax authorities, the income of the Bank’s overseas banking subsidiaries
is added to the Bank’s chargeable income, such that the Bank pays tax on the pre-tax accounting income of its
overseas subsidiaries to the extent of the difference between the tax notionally payable in Israel on that income

at the tax rate applicable to the Bank in Israel and the tax payable to overseas tax authorities.

TARGETS AND BUSINESS STRATEGY

Switzerland. The Bank initiated an expantion of its operations in Switzerland, either directly and/or through
Discount Bank (Switzerland), by way of acquiring a local corporation engaged in the banking field.

The due diligence review of a local corporation, as abovesaid, has been completed. The completion of the
transaction is, among other things, subject to obtaining the necessary approvals and to the signing of an
agreement. The Bank started negotiations towards the signing of an agreement for the acquisition of the shares.
London. The approval of the regulatory authorities in the U.K. has recently been received, according to which,
the London branch would be permitted to expand its activity in the field of private banking, including investment

advisory services for customers, investment portfolio management, etc.
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IDB New York. The Board of Directors of IDB New York has recently approved several steps, as follows:

- The reorganization of IDBNY Realty Reit. This reorganization is intended to allow IDB New York to file
consolidated income tax returns to the tax authorities of the State of New York and to the City of New York.

- IDB Capital Corp. This company is a wholly owned subsidiary of IDB New York, which operated as a
broker/dealer in the capital market. A change in its organizational structure has been decided upon, according
to which ownership of IDB Capital Corp. would be transferred to Bancorp. Concurrently, it has been decided to
appoint Ms. Alexandra Lebenthal as President and CEO of the company. The company is to focus, inter alia, on
the municipal capital market and on the providing of wealth management services.

It should be noted that Ms. Lebenthat is a member of the Board of IDB New York.

- A reorganization of the representative offices in Latin America, which would be directly subordinate to
Bancorp. The aim is to change the character of the representative offices from activity as customer
management to customers who have an account in the U.S. to the activity of sales and marketing, as to all
companies in the Discount Group.

The said steps are subject to the approval of the regulatory authorities abroad and in Israel and to the approval

of the Bank’s Board of Directors.

SERVICETO SEGMENT CUSTOMERS

Europe. 2006 witnessed the continuing growth of assets of customers of Israel Discount Bank (Switzerland), a
wholly owned subsidiary of the Bank. Israel Discount Bank (Switzerland), located in Geneva, focuses on exclusive
private banking operations, by which it has succeeded in attracting customers and expanding the extent of its
business. The Bank’s Swiss office provides advanced private banking and investment management services to
existing and potential customers of the Group, both foreign residents and residents of Israel, at an international
financial center.

The Bank also maintains a branch in London, which provides commercial and private banking services, and a
branch in the Cayman Islands. In addition, the Bank maintains representative offices in France (Paris) and
Germany (Berlin).

United States. I.D.B. New York (“IDB Bank”) continues to be the largest of the Israeli banks operating overseas.
This bank maintains two branches in New York, three branches in Florida, two branches in California and one
branch in the Cayman Islands. IDB Bank has an Uruguayan banking subsidiary, Discount Bank (Latin America),

and representative offices situated in various centers in South America.

SERVICES AND PRINCIPAL PRODUCTS OF IDB BANK

Credit — IDB Bank, and its leasing subsidiary, provides financing to a variety of US based corporations and also,
at times, to the principals of these privately held companies. The leasing subsidary provides equiment financing
to IDB customers and 3rd party lessers as well as to lessees of vender programs through Fleetwood.

Middle Market - IDB Bank has a significant niche in Middle Market Lending in a wide variety of industries,
particularly in the New York Metropolitan Area, South Florida and Los Angeles; furthermore, IDB Bank recently has
initiated a strong marketing effort to develop the New Jersey market. Examples of some of the industries in which
IDB Bank is active are diamonds and jewelary, apparel and accessories, food, finance companies, retail, not-for-
profit, sports and entertainment. The biggest increases have been inNew York (upper middle market and
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syndication loans), California (upper middle market and syndication loans) and Florida (25%) with the addition of
two new branches in both Los Angeles and Boca Raton.

Asset Based Lending - This includes accounts receivable financing, inventory/equipment financing, letters of
credit, terms loans as well as funding for mergers and acquisitions, for middle market companies. Asset Leveraging,
is the process by which IDB Bank values and leverages a client’s assets to provide working capital.

The distinction between asset-based loans and other secured loans resides in the amount of monitoring required
to ensure the existence, value and integrity of the collateral. It is this constant collateral appraisal and field
process that functionally differentiates asset based loans from other secured commercial loans.

Factoring - Since its inception just six years ago, IDB Bank has become one of the fastest growing factors in the
industry. One of the Division’s strengths is its ability to custom-design a factoring package to suit each client’s
needs. IDB Factors serves a wide range of diverse companies in many different industries. Clients are provided with
a full range of services and financings, including accounts receivable management, customer credit guarantees,
collections, advances against accounts receivable and inventory, seasonal over advances and import financing. It
should be noted that a well known factoring executive has joined IDB Bank in order to initiate asset based lending
activity in Canada.

Commercial Real Estate Lending - Principal products include lines and letters of credit and fixed and floating
rate loans for all real estate asset classes, e.g., facilities for the acquisition and adaptive re-use of retail, office,
residential and hotel properties. There are also longer term loans on stabilized projects, including participations
with other U.S. financial institutions. Focus is always put on maintaining a high degree of credit quality. IDB Bank
continues to be committed to help support the development and revitalization of neighborhoods.

Trade & Finance - Letters of credit and related documentary collections continue to be a significant source of
fee income for the Bank. IDB Bank continues to be a major issuer of documentary letters of credit in its peer
group and also continues to be ranked within the top 10% of all U.S. commercial banks as reported by
Documentary Credit World, out of the 300 banks on their list. IDB Bank’s Automated Letter of Credit Customer
Initiation System is a state-of-the-art, personalized Internet-based Letter of Credit system that connects a
company’s personal computer directly with IDB Bank’s Amending Letter of Credit Department. The software makes
issuing and amending Letters of Credit faster, easier and more accurate than ever before.

Household Banking - Offers the gamut of banking products and services, including personal and business
checking accounts, money market accounts, time deposits, etc.

International Private Banking - This segment provides highly personalized service to non-U.S. clients. As in all
segments of IDB Bank, building solid relationships with clients is paramount. Deposits from non-U.S. clients
represent some 85% of IDB Bank’s entire deposit base. The products and services of IDB Bank’s broker-dealer
subsidiary, IDB Capital Corp., are also available to International Private Banking customers. Officers of the
International Private Banking Department are also licensed representatives of IDB Capital Corp.

U.S. Private Banking - 2006 was a year of moderate growth, both in terms of new accounts and additional
investments. Deposits made by U.S. customers in IDB Bank’s innovative Structured Time Deposits with Principal
Protection have doubled. Customers include personal and corporate clients alike. The products and services of IDB
Bank’s broker-dealer subsidiary, IDB Capital Corp., are also available to these customers.

Investment Products — The department continued to create and launch a variety of innovative bank deposit
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alternatives that provided its U.S. and international clients with compelling opportunities for upside gain, without
risk to principal. These Structured Time Deposits with Principal Protection, which are also adaptable for the needs
of IRAs, continue to enhance the diversification of IDB Bank’s deposit mix and accounted for more than one-half
of IDB Bank’s time deposits at year-end 2006, versus less than one-third at year-end 2003..

Deposits — The largest part of IDB New York’s customer deposits, approximately 85%, are from residents of Latin
America. These same depositors vary their investment patterns between deposit based products offered by IDB
Bank and investing with IDB Bank’s brokerage subsidiary; dependent upon interest rates and maturities vs.
opportunities in the bond and equity markets.

International Banking — This department continued in 2006 to expand IDB Bank’s relationships with premier
global financial institutions and highly rated corporations. In both emerging and non-emerging markets, IDB Bank
dealt with financial institutions and corporations consistent with IDB Bank’s conservative risk assessment policy
and risk-reward criteria. Business was transacted either directly with financial institutions or by purchasing assets

in the primary and secondary markets.




ANNUAL REPORT

The Bank’s Group is composed of commercial banks in Israel and overseas, a mortgage bank and financial services
companies.

Total investment in the consolidated and affiliated companies as at December 31, 2006, amounted to NIS 6.6
billion, compared with NIS 6.4 billion on December 31, 2005.

Following is the distribution of net income (loss) by main operating segments (in NIS millions):

Contribution Disregarding

Contribution to the effects of coverage
Group's results of investment"”!
2006 2005 2006 2005

In NIS millions

Banking Activity:

(including branches overseas) 9% e28) @9 (143
_ ~Mercantile Discount Bank 6 18 o s
_ - firstinternational Bank [ [ S 122
Overseas - Bank offices | e 807 222
Discount Mortgage Bank 28 Voo 28 o
Other Activities: ..
lsrael Credit Cards % o % 42
Other financial services 87 84 87 84

Total operating {gaini loss 35 . 488 BB 458
Income (loss) from extraordinary operations 521 - 521 -

Net gain (loss) 836 458 836 458

(*) The Bank in Israel created a surplus of liabilities in foreign currency, constituting coverage for the Bank's investment in
Discount Bancorp, Inc., and as from May 2001 also in Israel Discount Bank (Switzerland), with the aim of preventing
exposure to fluctuations in the exchange rate of the shekel against the US dollar and the Swiss Franc.

In the Statement of Income of the Bank in Israel, income and expenses arising from exchange rate differentials on the
surplus of liabilities mentioned above are presented under the item “income from financing activities before provision for
doubtful debts” This income and expenditure is taken into account in the calculation of provision for taxes. Income and
expenses arising from exchange rate differentials on overseas investments are presented under the item “Bank’s share
in operating income of investee companies, net of tax effect”

This method of treatment has an effect on the presentation of the Bank's aftertax operating income and on the
contribution of the overseas units to net income. In 2006, the shekel was devalued in real terms as against the US dollar
by 8.2%, compared with a appreciation of 6.8% in 2005. In 2006, the shekel was appreciated in real terms against the
Swiss Franc by 0.8%, compared with a devaluation of 8.1% in 2005. The said devaluation resulted in a decrease in the
Bank’s net operating income after tax in Israel by NIS 123 million, compared with an increase of NIS 85 million in net
operating income in 2005. Concurrently, there was a decrease/increase in the positive contribution by overseas
extensions to the results of the Bank.
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At the end of 2006, 19% of all assets in the consolidated balance sheet were assets of consolidated companies in

Israel, and 25.5% were assets of overseas consolidated companies and branches. The contribution to the net

results by the consolidated companies in Israel totalled NIS 182 million in 2006 (in 2005 the contribution totalled

NIS 205 million). The contribution to the net results by overseas consolidated companies totaled in a loss of NIS

138 million in 2006 (in 2005 the contribution totalled NIS 305 million), and the contribution to the net results

by affiliated companies totalled NIS 178 million in 2006 (in 2005 the contribution totalled NIS 172 million).

The total contribution by both domestic and overseas investees companies to the net results of the Bank

amounted to NIS 223 million in 2006, compared with NIS 684 million in 2005, a decrecse of 67.4%.

Disregarding the effect of the coverage of the investment in overseas subsidiaries, net of the tax effect, the

contribution of both domestic and overseas investees to the net results of the Bank in 2006, would have been

NIS 346 million, compared with 799 million in 2005, a decrease of 42.2%.

Sale of main investee companies. As part of its preparations for capital market activity in the post- Bachar

Committee era, in 2006 the Bank sold its holdings in two main investee companies:

- Ilanot Discount was a subsidiary of the Bank that engaged in mutual funds management. In June 2006, the
transaction for the sale of all the shares in Ilanot Discount came into effect. For further details see “Capital
market activity” under “Further details as to activity in certain products” above and Note 6 E to the financial
statements.

- Harel constituted an associated company of the Bank, the investment in which was considered a strategic
investment intended to diversify the Bank’s income sources. In November 2006, the transaction for the sale
of 10.1% of the share capital of Harel came into effect. The Bank was granted the option to sell the balance
of its holdings in Harel (5.9%). For further details see “Non-financial companies sub-segment” under “Activity

of the Group according to principal segments of operations” above and Note 6 H to the financial statements.

DISCOUNT BANCORP, INC.

Discount Bancorp, Inc. (hereinafter: “Bancorp”) is a holding company fully owned by the Bank. Bancorp fully owns
and controls Israel Discount Bank of New York (IDB New York). IDB New York is the largest Israeli bank operating
overseas.

Pursuant to Bancorp’s Certificate of Incorporation and By-Laws, IDB New York may not be sold by Bancorp unless
the Bank has given its prior written consent thereto. A legend to this effect appears on the share certificate of
IDB New York.

Total assets at the end of 2006 amounted to US$8,822 million, compared with US$9,121 million at the end of
2005, a decrease of 3.3%.

Total credit at the end of 2006 was US$3,120 million, compared with US$2,775 million at the end of 2005, an
increase of 12.4%.

Total deposits stood at US$6,937 million as at the end of 2006, compared with US$6,613 million at the end of
2005, an increase of 4.9%.

Shareholder’s equity totalled US$582 million at the end of 2006, compared with US$554 million at the end of
2005, an increase of 5.1%.
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The ratio of capital to risk assets was 11.88% as at December 31, 2006, compared with 11.85% at December
31, 2005.

Net income in 2006 totalled US$28 million, compared with US$46 million in the preceding year, a decrease of
39.1%.

The deterioration in the results derives, mainly, from an increase in payroll expenses following the retirement of
members of management, and from a provision in respect of the encouragement of early retirement plan relating
to some 120 employees as well as from the increase in the provision for unrealized losses on operations in
derivatives and from the cost of carrying out improvements and examinations (see “An investigation regarding
matters relating to the Prohibition of Money Laundering Laws” hereunder). On the other hand, the provision for
payments to the supervisory authorities in the U.S. was decreased by US$4.5 million, following the determination
of the final amount to be paid in October 2006 (see hereunder).

Return on equity was 5.1% in 2006, compared with 8.6% in 2005.

The contribution of the Bank’s investment in Bancorp to the net results of the Bank was a loss of NIS 140
million in 2006 (after deducting a provision for additional taxes of NIS 23 million that applies to the Bank in
Israel), compared with NIS 310 million in 2005 (after deducting provision for additional taxes of NIS 58 million
that applies to the Bank in Israel).

The said contribution is comprised of Bancorp’s net income in 2006 (after deducting the provision for tax as
aforesaid) of NIS 72 million disregarding exchange rate differentials on the investment of NIS 212 million,
compared with net income of NIS 159 million (after deducting a provision for taxes as aforesaid) and disregarding
exchange rate differentials on the investment of NIS 151 million in 2005.

Together with exchange rate differentials on the said investment, the Bank in Israel recorded financing expenses
in 2006 and financing expenses in the preceding year, in respect of the surplus foreign currency liabilities that
the Bank created as coverage for the investment in Bancorp.

An investigation regarding matters relating to the Prohibition of Money Laundering Laws. The New York
County District Attorney’s Office conducted in 2005 an investigation with respect to several banks and financial
institutions, regarding matters pertaining to the transfer of funds from a third country and in matters relating to
duties imposed by anti money laundering laws and regulations, including the conduct of IDB New York in these
matters.

Concurrently, a mutual examination performed by the New York State Banking Department (“NYSBD") and the FDIC
discovered many deficiencies in the efficiency in the systems of control and reporting of matters regarding the
prohibition of money laundering and prevention of financing of terror at IDB New York. Following these findings,
the NYSBD and the FDIC, impose a Cease and Desist order on IDBNY. These orders require IDBNY to, among other
things, refrain from operating with its deficient procedures, correct these deficiencies, reinforce control and
supervision processes, establish an enforcement plan and correct the procedures related to these matters, all in
the manner and dates determined by the said authorities.

On December 15, 2005, IDB New York consented to the entry of these orders. The Cease and Desist orders required,
among other things, that the Board of Directors of IDB New York would appoint an independent entity that would
examine the actions adopted by the senior management for the correction of the deficiencies found by prior

inspections; that an overall plan be formed, adopted and implemented to assure compliance with the provisions
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of law and the principles governing matters of prohibition of money laundering and the financing of terror, which
would relate, inter-alia, to control systems, training programs, audit program and the appointment of an executive
in charge of compliance with the said laws and principles; that a compliance committee be appointed of members
of the Board of IDB New York, which would monitor the implementation of the requirements stated in the Cease
and Desist orders. In addition, IDB New York is to be charged with the payment of an amount not exceeding
US$16.5 million, which is to be paid to the Superintendent of Banks of the State of New York, to the FDIC and to
the FinCEN. In 2005, a provision was recorded in the full amount. In October 2006, the final amount that IDB
New York will have to pay was determined at US$12 million. Accordingly, the provision for payments to the
supervisory authorities in the U.S. was decreased in 2006 by US$4.5 million.

Discount Bank, as the parent company of IDB New York, has declared that it is aware of the said arrangements
and that it has taken upon itself to act to the best of its ability to assure the fulfillment of the above
commitments.

Concurrently and in addition, IDB New York reached an agreement on December 15, 2005, with the District
Attorney of the County of New York for the termination of the inquiry by way of settlement. In the agreement IDB
New York has undertaken to cooperate with the District Attorney of the County of New York. Furthermore, IDB New
York has recognized the facts relating to certain accounts, and to the fact that the internal controls and the
procedures of the bank as well as its treatment of the matters relating to the prohibition of money laundering
contributed to the findings of the District Attorney of the County of New York. According to the terms of the
agreement, IDB New York has undertaken to pay an amount of US$8.5 million, as well as to report to the District
Attorney of the County of New York within one year, as to all the actions taken to improve the procedures of the
bank and to correct the deficiencies found both by the District Attorney of the County of New York and by the
bank regulatory authorities, as detailed in the abovementioned Cease and Desist orders. In 2005, a provision was
recorded in the full amount. The District Attorney of the County of New York has agreed not to sue IDB New York
and its related companies with respect to the investigation.

The Management of IDB New York has begun implementing the requirements included in the Cease and Desist
orders and in the cooperation agreement with the District Attorney of the County of New York, and these are being
implemented in accordance with the schedule, as required. IDB New York was required to act in three dimensions:
the first one - the preparation of a comprehensive enforcement plan for performing the Cease and Desist orders.
For this purpose, IDB New York engaged the services of KPMG. The second one - examination of the activities of
senior management with regard to the implementation of prior inspection findings. For this purpose, the services
of Promontory were engaged. The third layer, examination of all transactions conducted by IDB New York during
the years 2002-2005 (“look back”) in order to identify operations deemed to be suspicious, and as such requiring
report.

On April 5, 2006, Promontory presented IDB New York with a report summarizing the findings of the Cease and
Desist examination conducted by it.

The report describes the circumstances and the deficiencies that led, in the authors’ opinion, to the issuance of
the Cease and Desist orders and to the examination by the District Attorney. In addition, the report includes a
series of recommendations for improvements and changes, which in the opinion of the authors of the report are

vital for the prevention of similar failures in the future. According to the report, the major part of the
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recommendations had already been implemented by IDB New York. The failures and deficiencies indicated in the
report are mostly reporting and supervisory failures, some of which derive from deficient internal organization
communication and deficient communication with the regulatory authorities, some of which due to an
organizational structure in need of change (which has already been carried out, and certain of which, as stated,
due to weakness in the supervisory and control tools.

In consequence of this report, the Board of Directors of IDB New York decided to appoint a sub-committee to
discuss the recommendation of the report concerning the performance of the Board of Directors. The committee
of the Board of Directors has discussed the recommendations of the report in as far as they relate to the activities
of the Board, and has prepared an analysis of the measures that had been and will be taken. Management of IDB
New York was also required by the Board of Directors to present to the Board a detailed program for the
implementation of the recommendations of the report.

On February 6, 2006, The Board of Directors of the Bank decided to recommend to the Board of Directors of IDB
New York to appoint Mr. Reuven Spiegel as President and CEO of IDB New York in place of Mr. Arie Sheer. On
February 23, 2006, the Board of Directors of IDB New York decided to terminate the office of Mr. Arie Sheer and
to appoint Mr. Reuven Spiegel as President and CEO of IDB New York. (For details regarding a lawsuit filed by Mr.
Sheer, see below “Further legal proceedings to which the Bank is a party” under “Legal proceedings”).

IDB New York continues with its timely filing of quarterly AML/BSA progress reports to the Superintendent of
Banks of the State of New York and to the FDIC. In October 2006, the Superintendent of Banks of the State of
New York and the FDIC informed IDB New York that the Look Back Methodology Report appears reasonable.

The Internal Audit Department of IDB New York continues its role to oversee and monitor the status of all the
corrective actions implemented following the Promontory Report. As on the date of the publication of the financial
statements, 90% of the Report’s items have been completed.

During the first months of 2006, IDB New York continued to reinforce the controls and procedures, as required by
the Cease and Desist orders of the FDIC and of the NYSBD and by the cooperation agreement with the District
Attorney of New York. The financial statements as of December 31, 2005, include a provision of NIS 120 million
in respect of fines and consulting fees.

The cost of implementing the improvements and of the examinations during 2006 amounted to US$16.1 million.
It is estimated by IDB New York that the additional cost of improvements and examinations will amount to an
amount of approximately US$9 million in 2007. At the meeting of the Board of Directors of IDB New York convened
in February 2007, the outside Counsel advising IDB New York on regulatory matters, drew the attention of the
Directors to their responsibility to supervise the relations between the shareholders and their representatives on
the Board of Directors of IDB New York in order to ensure that the progress made by the bank in the
implementation of the Cease and Desist orders are not impaired.

Examination report for the year 2005. The Banking Department of the State of New York and the FDIC have
completed their examinations at IDB New York for the year 2005. At a meeting held at the beginning of 2007, the
following findings were reported: a significant improvement had been noted at the bank in all regulatory matters,
though there was still room for improvement. The general mark awarded to the 2005 report was “requires
improvement” (3). The written report is expected to be delivered at the end of March 2007.

The examination at Discount Bank Latin America (“DBLA"). Following the above examination procedures,
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performed by the Authorities at IDB New York, an examination was performed in December 2005 at DBLA by the
Central Bank of Uruguay.

Following this examination, a fine of US$41,000 was imposed on DBLA and recommendations for regularizing its
operations were issued: namely, procedures for reporting suspicious transactions, installation of electronic systems
for identification and the alert of suspicious transactions, improvement of the manner of documentation and
keeping customer data and the closing down DBLA's representative offices in Peru, Brazil, Argentina and Mexico.
Following the examination, DBLA hired the services of KPMG, which formed a plan for improving its preparations
for the implementation of money laundering prohibition rules. Most of the recommendations have already been
implemented. The process of closing down the representative offices and/or reorganizing them under Bancorp is
not complete yet.

Material deficiencies in the internal control. As reported to the Bank, the Management of IDB New York reported
to the audit committee in the meeting approving the financial statements of IDB New York as of December 31,
2005, that no material weaknesses had been identified in the internal control, except for controls regarding the
compliance with the Bank Secrecy Act (BSA) and the Anti-Money Laundering Act (AML).

In order to properly relate to control issues regarding BSA and AML, IDB New York established a compliance
committee (hereinafter - “the committee”), composed of three external directors and also appointed a new officer
in charge of BSA/AML. The committee reports to the board of directors on a monthly basis and a set of rules was
established for the compliance committee as well as definition of duties for the officer in charge of BSA/AML. The
board of directors also approved on February 7, 2006, the compliance plan for BSA/AML and distributed it on
February 23, 2006 to all employees of IDB New York. The new officer in charge of BSA/AML took office on January
16, 2006, and he also serves as a member of the compliance committee and reports to the board of directors, to
the audit committee and to the president and CEO.

According to what has been stated at the meeting of the Audit Committee approving the financial statements of
IDB New York as of December 31, 2006, Management of IDB New York reported that no material weaknesses in the
internal control had been identified, and that all material weaknesses identified in 2005 had been corrected.
Material weaknesses in the internal control over financial reporting. Within the framework of the report of
IDB New York in accordance with the rules of the Federal Insurance Corporation Improvement Act (FDICIA) (which
IDB New York was granted an extension for its submission until June 30, 2006), the new Management of IDB New
York, appointed following the change in control of the Bank, reported that it had identified material weaknesses
in the internal control over the financial reporting as of December 31, 2005. The Bank has been informed that
these weaknesses are on the background of and following the letters of instruction issued by the regulatory
authorities in the United States in December 2005.

The independent auditors of IDB New York informed that the identified material weaknesses have no effect on
their unqualified opinion on the financial statements as of December 31, 2005, which was issued on March 20,
2006, and that they had been taken into consideration in determining the scope of the audit of the financial
statement for 2005.

The identified weaknesses, in respect of which the new Management of IDB New York has already undertaken
corrective measures, relate to the following matters: proper controls as defined by COSO; insufficient expertise of

the accounting staff in application of Accepted Accounting Principles in the United States; ineffective policies
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and procedures for the preparation, review and analysis of accounts reconciliation; policies and procedures and

manpower ensuring the due preparation of accurate and reliable financial statements.

MERCANTILE DISCOUNT BANK LTD.

Mercantile Discount Bank Ltd. (“Mercantile Discount”) is a wholly-owned subsidiary of the Bank.

At the end of 2006, Mercantile Discount Bank operated through 65 branches, compared with 63 branches in 2005.
Total assets at the end of 2006 amounted to NIS 17,280 million, compared with NIS 16,813 million at the end
of 2005, an increase of 2.8%.

Total credit granted to the public at the end of 2006 was NIS 12,646 million, compared with NIS 13,024 million
at the end of 2005, a decrease of 2.9%.

Total deposits from the public at the end of 2006 amounted to NIS 14,484 million, compared with NIS 14,119
million at the end of 2005, an increase of 2.6%.

Shareholder’s equity at the end of 2006 amounted to NIS 1,160 million, compared with NIS 1,055 million at the
end of 2005, an increase of 10.0%.

The ratio of capital to risk assets was 12.7% as at December 31, 2006, compared with 12.2% as at December
31, 2005.

Net income was NIS 61 million in 2006, compared with NIS 111 million in 2005, a decrease of 46.9%.

The deterioration in the business results of Mercantile Discount Bank in the first nine months of 2006 resulted
from the bonus granted by Mercantile Discount Bank to its employees and from the accounting treatment of the
related part of the State’s bonus to employees of Mercantile Discount Bank (see - “The accounting treatment of
the Employee Agreement”, in Note 32 to the financial statements) (hereinafter, together - “the privatization
bonus”). Disregarding the effect of the privatization bonus, net earnings for 2006 would have reached NIS 94
million.

Return on shareholders’ equity in 2006 was 5.8%, compared with 11.7% in 2005. Disregarding the effect of the
privatization bonus, the return on equity would have reached an annualized rate of 8.9%.

Issuance of deferred capital notes. On August 23, 2005, Mercantile Hanpakot Ltd., a subsidiary of Mercantile
Discount Bank, successfully completed issuing NIS 200 million of deferred capital notes (series A), out of a series
of a total of NIS 300 million which were listed for trading on the Tel-Aviv Stock Exchange. Ma'alot rated the said
capital notes as “AA-". Mercantile Discount Bank received the approval of the Supervisor of Banks to have the said
capital notes included as Mercantile Discount Bank’s second tier capital. (Accordingly, the said capital notes are
considered second tier capital for the purpose of calculating the bank’s capital ratio). Up to December 31, 2006,
Mercantile Discount Bank raised additional secondary capital out of the same series of NIS 4 million.
Investigation of suspected employee violations of the Prohibition of Money Laundering Law. On March 7,
2006, police arrived at the Ramla Branch of Mercantile Discount Bank and detained the branch manager, his deputy
and another employee, on suspicion of violations of the Prohibition of Money Laundering Law.

It should be mentioned that over a several month prior to the said date, an undercover investigation was
conducted in this matter, with the knowledge of some of the members of the of Mercantile Discount Bank's
management, who assisted the Israel Police investigation as required, and who signed a “non disclosure

agreement” relating to this investigation so as to prevent disrupting its process.
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Four of Mercantile Discount Bank’s employees connected with the branch were detained for four days during the
investigation, and several other employees were interrogated, including four members of Mercantile Discount
Bank’s management, among whom was the President and CEO. In addition, according to a Court order, the activity
of several accounts of customers of the branch with an insignificant volume of credit was frozen.

To the best knowledge of the Bank and Mercantile Discount Bank, the investigation in this matter has been largely
completed and the material has been passed to the State Prosecutor Office. However, to the best of the Bank's
and Mercantile Discount Bank’s knowledge, the suspicions involve a number of employees and not Mercantile
Discount Bank itself. In view of the above, the managements of the Bank and Mercantile Discount Bank are of the
opinion that the investigation will not have a material impact, if at all, on the future financial results of
Mercantile Discount Bank and/or the Bank.

Cooperation enhancement. During the reported period, Mercantile Discount Bank, in conjunction with the Bank,
launched a survey in the framework of which operational procedures at the two banks are being mapped. The aim
of the survey is to examine the possibility of cooperation enhancement between the two banks regarding various
operational and administrative procedures, with a view of improving the service level and the efficiency of work
procedures. The implementation of joint processes has begun in areas found suitable for tightening the
cooperation, or work plans for their future implementation have been prepared, and activity for locating additional
areas for cooperation is continuing.

See Note 19 C to the financial statements, article 15.2 as regards a request for approval of an action as a class
action suit against Mercantile Discount Bank in the matter of a share hiking affair. As regards a motion for the
approval as a class action of an action filed against Mercantile Discount Bank and against the Bank, in the matter

of the method of calculating excessive interest, see Note 19 C 15.4 to the financial statements.

DISCOUNT MORTGAGE BANK LTD.

Discount Mortgage Bank is a subsidiary of the Bank. Discount Mortgage Bank is a public company listed for trading
on the Tel Aviv Stock Exchange. As of December 31, 2006, the Bank held 65.1% of its equity and of its voting
rights.

Discount Mortgage Bank operates through three main branches (Tel-Aviv, Jerusalem and Haifa), a branch in the
Ramat-Gan stock exchange and through 51 counters located all over the country within branches of the Bank or
adjacent to them (compared with 44 counters and branches at the end of 2005). Furthermore, Discount Mortgage
Bank operates a telephone center that enables applicants to obtain an immediate approval in principle for a loan.
Total assets at the end of 2006 amounted to NIS 10,464.2 million, compared with NIS 10,355.2 million at the end
of 2005, an increase of 1.1%.

Total credit granted to the public amounted at the end of 2006 to NIS 9,854.1 million, compared with NIS
10,024.0 million at the end of 2005, a decrease of 1.7%.

Shareholder’s equity amounted to NIS 844.5 million at the end of 2006, compared with NIS 809.2 million at the
end of 2005, an increase of 4.4%.

Net income totalled NIS 35.3 million in 2006, compared with NIS 26.2 million in 2005, an increase of 35%.
Return on shareholders’ equity in 2006 was 4.4%, compared with a negative rate of 3.3% in 2005.

The ratio of capital to risk assets was 12.2% as at December 31, 2006, compared with 11.3 % as at December
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2005.

The Contribution of the Bank’s investment in Discount Mortgage Bank to the net results of the Bank totalled
NIS 23 million in 2006, compared with NIS 17 million in 2005, an increase of 35%.

Issuance of deferred capital notes. On November 23, 2005, Discount Mortgage Issues Ltd., a subsidiary of
Discount Mortgage Bank, published a prospectus for issuing of NIS 125 million deferred capital notes (Series “A”),
out of a total series of NIS 300 million which were listed for trading on the Tel Aviv Stock Exchange. Up to
December 31, 2006, Discount Mortgage Bank raised additional secondary capital out of the same series of NIS 59
million. Discount Mortgage Bank received the approval of the Supervisor of Banks to have the said notes included
as Discount Mortgage Bank’s second tier capital (accordingly, the said captial notes are considered second tier
capital for the purpose of calculating the Bank’s capital ratio).

Purchase offer for all shares of Discount Mortgage Bank held by the public. On March 14, 2007, the Bank
issued a purchase offer for all the shares of Discount Mortgage Bank held by the public, i.e., 460,735 ordinary
shares of NIS 1 par value each, comprising 34.93% of the issued and paid share capital and voting rights of
Discount Mortgage Bank.

According to the offer, holders of the shares are invited to sell them to the Bank, until April 30, 2007 (hereinafter
- “the last date of acceptance”), at a price of NIS 575 per share, under the terms detailed in the purchase offer
issued by the Bank.

The total consideration that is expected for the shares is approximately NIS 256 million.

The Bank’s commitment to purchase the shares under the purchase offer is subject to receipt of the following
approvals: (a) Permit from the Governor of the Bank of Israel, in accordance with the conditions of Section 34 of
the Banking Law (Licensing), according to which the Bank is permitted to hold the total means of control in
Discount Mortgage Bank; (b) Approval from the Commissioner of Restrictive Trade Practices, insofar as required.
In the event that the said approvals are not obtained until three business days prior to the last date of acceptance,
the purchase offer will not become effective and the Bank will not purchase any shares in accordance therewith.
The Bank’s commitment to purchase the shares is also subject to receipt of acceptance notices for at least 394,777
shares (hereinafter - “the minimum acceptance rate”). If the acceptance rate for the purchase offer does not reach
the minimum acceptance rate, the purchase offer will not become effective.

If the acceptance rate for the purchase offer is equal to, or higher than, the minimum acceptance rate, the Bank
will purchase all the shares in respect of which acceptance notices were received and will act in accordance with
the provisions of Section 337(a) of the Companies Law, and will purchase, by way of a forced sale, the balance of
the shares held by the public, at the price determined in the purchase offer and under the same conditions, and
thereafter will act to remove the Discount Mortgage Bank shares from trading on the Stock Exchange.

See Notes 19 C 14.4 and 15.5 to the financial statements for details of the uncertainties relating to the Discount
Mortgage Bank Ltd. in the matter of charging commission in respect of life assurance and property insurance of

borrowers and in the matter of insuring property for amounts exceeding its reinstatement value.

FIRST INTERNATIONAL BANK OF ISRAEL LTD.

The First International Bank of Israel Ltd. (“FIBI”) is an affiliated company of the Bank. As of December 31, 2006,
the Bank held 26.4% of its share capital and 11.1% of its voting rights.
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The Bank’s share in the net income of FIBI in 2006 totalled NIS 135 million, compared with NIS 122 million in
2005.

Return on shareholders’ equity in 2006 was 12.2%, similar to 2005.

The ratio of capital to risk assets stood at 10.1% on December 31, 2006, compared with 11.7% at the end of
2005.

Provision for impairment in value. For details regarding a provision for impairment in value made in the financial
statements as of March 31, 2003 according to an instruction of the Supervisor of Banks, see Note 6 F and A to
the financial statements. The Bank received an opinion and updates thereto according to which the recoverable
value of the investment does not fall below the equity value of the investment on all reporting dates since
December 31, 2002. For details as to the reversal of the provision in the financial statements as of March 31,
2006, see Note 6 F 3 to the financial statements.

Purchase of holdings in Otsar Ha-Hayal Bank Ltd. On August 17, 2006, FIBI signed an agreement with Bank
Hapoalim Ltd. (hereinafter - “Hapoalim”) according to which it will purchase the full holdings of Hapoalim in
Otsar Ha-Hayal Bank Ltd. (hereinafter - “Otsar Ha-Hayal”), namely, 68% of the equity and 66% of the voting rights
in Otsar Ha-Hayal, in consideration for NIS 721 million. The agreement determined also arrangements with respect
to several issues including arrangements relating to to the credit card field (see above “Activity in the credit card
field” in the section “Additional details as to operations in certain products” and Note 34 to the financial
statements). On August 10, 2006, FIBI received the permit for the control and the holding of means of control in
Otsar Ha-Hayal Bank and on August 17, 2006 the transaction was completed.

Public issuance by FIBI. In an immediate report dated March 13, 2007, FIBI announced that its Board of
Directors decided to act towards the possibility of increasing its share capital through issuance of rights to shares
and/or issuance of rights to other securities, which would improve its capital structure, to be offered to all is
shareholders, including a possible benefit component relative to the market price of its shares.

It should be noted that in view of its share capital structure and the provisions of the Securities Law, FIBI may
issue and list for trading on the Stock Exchange only shares and/or rights to shares of NIS 0.01 par value each,
which are the class of shares with preferred voting rights therely may change.

Management of FIBI recommends preparations for the raising of capital in the amount of NIS 500 million to NIS
700 million.

FIBI noted that no certainty exists that the offering and/or offerings will, in fact, materialize and, if materialized,
that the structure of the offerings and/or the amount to be raised thereby may change.

The bank is considering it position and actions as regards the said public issue. At this stage, as no details are
available as to the planned public issue, if at all executed, it is not possible to assess its impact on the Bank.
The bank is considering it position and actions as regards the said public issue. At this stage, as no details are
available as to the planned public issue, if at all executed, it is not possible to assess its impact on the Bank.
For details regarding a legal action filed against FIBI in the matter of life assurance commissions and property
insurance in contravention of the law and regarding a request to approve it as a class actions, see Note 19 C 17

to the financial statements.
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ISRAEL CREDIT CARDS LTD.

Israel Credit Cards Ltd. (“ICC") is a subsidiary of the Bank. As of December 31, 2006, the Bank owned 68.24% of
the equity and 76% of the voting rights in ICC and in Diners (for details as to the acquisition of the control in ICC,
see Note 34 A to the financial statements). ICC issues and operates “VISA”, “Diners” and “MasterCard” credit cards.
Acquisition of the ICC shares held by Fishman Chain Stores. Fishman Chain Stores Ltd. (hereinafter -
“Fishman”) informed ICC and its shareholders on May 31, 2006, of its intention to sell all of its ICC shares, which
are 24% of ICC's equity, as one package along with all the rights and liabilities of Fishman as a shareholder in ICC,
in return for an amount reflecting a company value of approx. NIS 1.5 billion, subject to adjustments and terms
detailed in the announcement.

The shareholders of ICC have the right of first refusal in respect of the shares offered for sale, commensurate with
their proportionate holdings in ICC.

On July 28 and 31, 2006, the Bank and FIBI, respectively, announced the exercise of their right of first refusal in
acquiring the said shares. Concurrently, the Bank and the FIBI reached agreements with respect to the adjustments
and changes in the arrangements between them as regards their holdings in ICC, to apply following the acquisition
of the offered shares. At the beginning of August 2006, the Bank and FIBI, announced the exercise of their right
to acquire the balance of the offered shares, which was not exercised by Harel.

On December 10, 2006, the transaction was completed for the purchase by the Bank of 17.2% of the equity and
13% of the voting in ICC in consideration for NIS 232 million, following the fulfillment of all related conditions
(the said amount is after the deduction of dividends distributed by ICC to Fishman in November 2006, in the
amount of NIS 10 million, in respect of the shares purchased by the Bank). The consideration may increase
depending on the results of ICC for 2006, but not in excess of NIS 21.5 million, linked to the CPI of April 2006.
Since the completion of the acquisition of the Fishman shares in ICC, the Bank holds 68.2% in the equity and
76% in the voting rights in ICC, while FIBI holds 26.8% in the equity and 20% in the voting rights in ICC.

Sale of ICC shares held by Harel. On May 1, 2007 the Bank and the First International Bank entered into a
transaction whereby they would acquire the shares of ICC held by Harel (5%) according to their proportional share
in ICC.

The price of the transaction would be the same price determined in the transaction for the sale of the ICC shares
held by Fishman to the Bank and to the First International Bank. Accordingly, the price to be paid for the shares
to be purchased by the Bank amounts to approx. NIS 48.7 million. The additional consideration, according to the
results of ICC for 2006, was set at 4.4 million. The basic consideration and the additional consideration have been
deposited in a trust account in Harel's name.

Closure of the transaction is subject to fulfillment of suspending conditions, including regulatory approvals, where
required.

Once the acquisition of the Harel shares in ICC is completed, the Bank will hold 71.8% in the equity and 79.0%
in the voting rights in ICC, while FIBI will hold 28.2% in the equity and 21.0% in the voting rights in ICC.
Total assets amounted, at the end of 2006, to NIS 6,148 million, compared with NIS 5,622 million at the end of
2005, an increase of 9.4%.

Total capital resources amounted, at the end of 2006, to NIS 335 million, similar to the end of 2005. In 2006,
ICC distributed to its shareholders a dividend amounting to NIS 110 million (2005: NIS 50 million).
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The ratio of equity to risk assets at December 31, 2006, was 11.25%, compared with 12.7% at the end of 2005.
Total income amounted in 2006 to NIS 802 million, compared with NIS 703 million in 2005, an increase of 14.1%.
Net earnings amounted in 2006 to NIS 126 million, compared with NIS 108 million in 2005, an increase of 16.7%.
Return on equity reached 39.3% in 2006, compared with 41.1% in 2005.

The contribution of the Bank’s investment in ICC to the net results of the Bank in 2006, amounted to NIS 54
million, compared with NIS 43 million in 2005.

Public offer of shares. ICC is considering the possibility of an offer of its shares to the public. At this early stage,
no date for the issue, if at all, has been determined, neither the volume nor the structure of the issue and the
price at which the securities would be offered to the public.

For details regarding the activity in the credit card field, see “Credit Card Operations Activity” under “Further
details as to activity in certain products” above. As for details regarding changes in arrangements concerning the
credit card field in Israel, see Note 34 B to the financial statements.

ISRAEL DISCOUNT CAPITAL MARKETS AND INVESTMENTS LTD.

Israel Discount Capital Market and Investments Ltd. (hereinafter: “DCMI”), a fully owned and controlled
consolidated company of the Bank, is engaged (through a subsidiary) in the underwriting and management of
public offerings of securities, in investment banking and also in investment in venture capital funds together with
foreign institutional entities.

Total assets as at December 31, 2006 amounted to NIS 240 million, compared with NIS 226 million at the end of
2005, a decrease of 6.2%.

Net income in 2006 amounted to NIS 19 million, compared with net loss of NIS 1 million in 2005.

Return on equity in 2006 reached a rate of 14.2%, compared with a rate of loss 0.75% in 2005.

In March 2006, DCMI received approximately US$1.75 million, being the share of the proceeds received from the
sale of an affiliated company (held directly by DCMI and indirectly through a capital fund in which it participates).
The said affiliate was sold for US$50 million in cash and additional US$90 million to be received subject to the
attainment of certain milestones, as specified in the sale agreement. The maximum remaining amount which DCMI
is due to receive once all the said milestone are attained, is expected to reach US$3.1 million, which will be
recorded in full as gains.

In May 2006, a transaction was signed for the sale of a company held by a venture capital fund, in which DCMI,
through a subsidiary, has an investment. The transaction was concluded in July 2006, the immediate consideration
received by DCMI in August 2006 amounted to US$1.5 million. In September 2006, a milestone was reached which
entitled Discount Capital Markets to an additional amount of US$0.7 million.

During 2006, Discount Israel Capital Markets and Investments Ltd., through a subsidiary, participated in 26 public
offerings of securities with a total volume of approximately NIS 4.8 billion (15 public offerings with a total of
approximately NIS 1.9 billion in 2005), and in 30 private placements of securities with a total volume of
approximately NIS 7.4 billion (31 private placements with a total volume of approximately NIS 3 billion in 2005).
As to an indictment filed against DCMI and against two of its former employees, see Note 19 C, paragraph 16.4
to the financial statements.
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LABOR FORCE AND PAYROLL COSTS

The average monthly number of employees, based on full-time positions, in the Bank in Israel (not including
overseas branches) amounted to 5,552 in 2006, as compared with 5,499 in 2005, an increase of 53 employees on
a monthly average, 1 %.

There were 5,674 employees in full-time positions in the Bank in Israel at the end of 2006, compared with 5,660
at the end of 2005, an increase of 0.2%.

The average monthly number of employees in full-time positions in the Group, both in Israel and abroad, at the
end of 2006, was 9,196, compared with 8,921 at the end of 2005, an increase of 2.7%.

There were 9,301 full-time positions in the Group at the end of 2006, compared with 9,195 at the end of 2005,
an increase of 1.2%.

Following or the labor force data of the Group and the Bank, in terms of positions'™:

As of December 31 Monthly average in
R 2008 2005 2006 2005 _
TheBankinlorael 567 (25660 5552 #5499
Domestic subsidiaries 2,799 7,653 2,732 2,659
Group total in Israel 8,473 8,313 8,284 8,058
Overseas branches S % EUN
Overseas subsidiaries 797 854 852 834
Group total overseas 828 882 882 863
Group total overseas and Israel 9,301 9,195 9,166 8,921

(1) Position — Full-time position, including specific overtime hours, hours worked by subcontractor employees and others.
(2) An amendment in respect of positions of computer employees, the expense in respect of which have been reclassified
from “"Other expenses” to “Payroll expenses”

Following are details of he cost per position, in NIS thousand:

2006 2005 change in%
The annual average direct cost per
employee position in the Bank in Israel 247 222 11.4%
The annual average direct cost per employee position
in the Bank of Israel, disregarding bonuses'” 219 213 2.7%
The total annual average cost per employee position in the Bank
in Israel, not including voluntary early retirement expenses 356 331 75%
The total annual average cost per employee position in the Bank
in Israel, not including voluntary early retirement expenses,
bonuses, value added tax on salary relating to the change in the law
and the provision relating to the change in the mortality tables 322 320 0.6
The average annual overall payroll cost per employee of the Group
in Israel and abroad, excluding the change in the salary tax expense. 349 332 5%

(1) 2006: An award regarding the sale of the controlling interest in the Bank. 2005: An additional award in respect of 2004.
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LABOR RELATIONS

General. Labor Relations at the Bank are based on the Labor Charter, collective labor agreements and employment
arrangements that are consummated mainly in negotiations between the Bank’s management and the employees’
representatives.

Labor Charter. “Labor Charter for the Employees of Israel Discount Bank Ltd.”, which was signed in 1974
(hereinafter — “the Labor Charter”) constitutes a wide base outlining and incorporating employment conditions,
disciplinary provisions, arbitration procedures and additional procedures and regulations. During the last thirty
years, dozens of collective labor agreements were consummated in addition to the Labor Charter. These other
agreements include wage and other agreements intended to supplement and expand the Labor Charter, to change
the Labor Charter or to cancel certain provisions of the Labor Charter.

The “Employee Agreement” signed on February 1, 2005 (see “Employer agreement” under “Control of the Bank”
below), inter alia, extends the validity of the Labor Charter as a collective labor agreement at Discount Bank for
a period of five years, i.e. until December 31, 2009, and states that at the end of this period the parties will act
with respect to the validity of the Labor Charter, in accordance with the provisions of the Charter. The Labor
Charter provides that it remains in effect until March 31, and unless notified otherwise three months prior to that
date, by the Bank’s management to the Employees’ Representative Committee, or by the Employees’ Representative
Committee to Bank’s management, it will remain in effect for an additional year, and will be renewed automatically
for additional years.

Rights of association. The tenured employees of the Bank are organized within the framework of the national
Employees” Representative Committee. The Representative Committee is divided internally in such a way that
employees at the clerical level are included in the come under the Clerks’ Committee and authorized signatories
and managers are organized under the Managers’ Representative Committee. Most of the issues are agreed and
signed between the Bank’s management and the Employees’ Representative Committee. A retirees’ Committee also
exists, under which retirees of the Bank are organized.

Bank participation in the budget of the Employees’ Representative Committee. The Bank contributes monthly
to the budget of the Employees’ Representative Committee, in an amount double the monthly amount contributed
by the employees. Five out of the 21 Committee members are officers of the Committee engaged on a fulltime
basis and receiving a full salary. The other members of the Committee fulfill various positions in the Bank and
serve as Committee members in addition to their regular work. In addition, the Bank provides office premises for
the Committee’s use and covers the maintenance costs thereof.

The Bank also participates in the budget of the retirees committee, providing the committee with premises for its
activities, bearing maintenance costs and paying salaries of the committee’s employees. The Bank also finances
the maintenance and operation costs of retirees clubs in Jerusalem, Jaffa and Haifa.

PRINCIPAL CATEGORIES WITH RESPECT TO EMPLOYMENT CONDITIONS

Employees of the Bank are classified into three categories for purposes of employment conditions:

Tenured employees. The employment terms of tenured employees are arranged, as stated, in accordance with the
Labor Charter, special collective labor agreements and other employment arrangements. On December 31, 2006,
there were 3,887 tenured employees in the Bank (December 31, 2005 - 4,028 tenured employees). The majority
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of the tenured employees are permanent employees of the Bank, while a minority constitutes new employees on
a trial period.

Temporary employees. The employment conditions of temporary employees are arranged mainly in several special
collective labor agreements, which detail the conditions and maximum period of their employment. Their maximum
period of employment is five years that, under special circumstances, may be extended up to seven years.
Temporary employment may be terminated at any time, at the discretion of management. On December 31, 2006,
there were 1,293 temporary employees in the Bank (December 31, 2005 - 959 temporary employees). Furthermore,
in accordance with an agreement between the Bank and the employees’ representatives signed in 2002, 140
employees, known as “temporary computer staff” are employed by the Bank. These employees are engaged in the
information technology systems and may be employed for up to seven years as temporary personnel. According to
the agreement between the Bank and the Employees’ Representatives Committee, the total number of temporary
employees is limited to 30% of the total number of employees of the Bank (including temporary personnel but
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excluding cleaning personnel, and temporary computer personnel).

Personal employment contracts: Employees engaged under personal employment contracts sign, prior to their
engagement with the Bank, a personal contract, which precludes the Labor Charter and the collective labor
agreements for these employees. Employees engaged under a personal contract include members of Bank
management, part of the information technology staff and a defined and specified agreed list of position holders,
mainly senior personnel. At present, the scope of personnel employed in accordance with personal employment
agreements may reach approximately 80 positions. As of December 31, 2006, the Bank employed, in practice, 48
personnel (including members of management) under personal employment agreements.

In addition, the Bank acquires services of manpower company employees and software houses.

As of December 31, 2006, 300 manpower company personnel were employed by the Bank. These employees are
engaged mainly in security, cleaning and short working week employees (employees that serve as backup staff
following the transition to a short working week) and teller task (as of December 31, 2005: 200 manpower
company personnel). As of December 31, 2006, 1,000 software house personnel were employed in the Bank. These
employees are engaged mainly in software development tasks (as of December 31, 2005: 900 software house
personnel).

To date, the Bank's supervision of manpower companies focused mainly on the agreement aspect, including
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compliance with appropriate provisions ensuring the social benefits of such personnel employed in the Bank. In
view of the increased awareness regarding vulnerability of such employees, and following a Labor Court ruling that
determined, in the case of another bank, that the said bank was a co-employer of a cleaning woman employed
through a manpower company, the Bank is increasing its supervision, inter alia, by supervising the wage

components of manpower company personnel employed by the Bank.

DEVELOPMENT IN LABOR RELATIONS

Labor Relations in 2006. On January 1, 2006, sanctions were taken by the Employees’ Representative Committee
because of the failure to reach a wage agreement. The sanctions were carried out intermittently at various units
of the Bank. On January 11, 2006, the Committee held a meeting during Banking hours, thus bringing the Bank’s
operations to a halt on that date. On January 24, the parties signed a wage agreement for the years 2004 -2006
in which the following was decided: the rate of the selective wage increments for the years 2004-2006, an
additional monthly payment for staff working split hours, and the amounts of staff bonuses. It was also agreed
that labor disputes with regard to bonuses, wages and provident funds would be called off.

On February 23, 2006, an agreement regarding the manner of allocating the bonus in respect of the sale of the

Bank to the staff was signed.

On July 16, 2006, the Ma’of Federation of Labor proclaimed a labor dispute and a strike in the matter of “a demand

for a collective agreement to requlate the rights of the employees following the workload at the branches and the

Head Office, caused, among other things, by the joining of many new customers on the one hand and the

retirement of many employees in recent years on the other hand”.

On August 2, 2006, the Ma'of Federation of Labor announced the annulment of the said labor dispute, this “in

view of the positive trend that prevailed during the negotiations between the parties during the cooling-off

period, and in order to enable continued negotiations in the same spirit”.

Labor Relations in 2007. On January 17, 2007, the Ma’'of Federation of Labor declared a labor dispute and a strike

with respect to the following matters:

- Unilateral measures and organizational changes implemented by Management, with significant impact on the
employees, without required prior consultation;

- Material impairment of employees” work conditions, including work during exceptional hours, sometimes until
the start of the Sabbath;

- Impairment of employees’ organizational power and representation rights, through decrease in the relative
number of permanent employees relative to temporary personnel and personnel employed through manpower
companies;

- Increase in employees” work load without appropriate remuneration;

- Demand for signing a special collective labor agreement to resolve the above disputes.

In its declaration, the Federation stated that if such an agreement is not signed by January 31, 2007, the

employees would be enabled to strike as from February 1, 2007.

The Bank is currently negotiating with the employees’ representatives regarding the matters in dispute. As from

February 14, 2007, the staff of the computer operating unit began to apply sanctions. These sanctions were

intensified on February 18, 2007, in a way that, in Managements opinion, endangered the business operations of

the Bank, and accordingly, Management was forced to decide on the closure of the Bank as from February 19,
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2007. During the course of that day, Management reached an agreement with the staff’s representatives, following
which, the sanctions were withdrawn allowing the opening of the Bank. The agreement provided, among other
things, that industrial peace be maintained regarding the matters in dispute and in the matter of employee

remuneration until May 20, 2007.

EMPLOYEE REMUNERATION

The principal salary components include the basic salary and a seniority increment (0.7% of the basic salary for
each full year of employment up to a maximum of 40 full years of employment). The basic salary constitutes the
basis for salary increments and for the payment of split working hours’ remuneration at the rate of 4% of the salary
(to entitled employees only), shift remuneration (to entitled employees only), overtime and 13th month salary.
Part of the employee’s remuneration is linked to the CPI. Employees are also entitled to various additional
benefits. Bank employees are promoted by grades only and are also entitled to a long-service bonus equal to
several monthly salaries plus additional vacation days, at the end of 20, 30, and 40 years of service in the Bank.
Part of the employees is entitled to global overtime payment and, for other employees, payable overtime is subject
to approval by the employee’s authorized superior. The Bank does not have a computerized system for determining
the number of hours actually worked by the employees (“time clock”).

Most of the Bank’s employees are entitled to recreation pay in an amount significantly higher than the amounts
provided by law. Employees are also entitled to accepted provident and continuing education funds contributions.
The Bank’s liability to severance pay for its employees is calculated according to the employee’s basic salary,
global overtime payment, 1/12 of the employee’s 13th month salary and other additional benefits.

Bank employees are also entitled to certain benefits after their retirement.

For additional details, see Note 16 to the financial statements.

SPECIAL REMUNERATION TO MANAGERIAL PERSONNEL

A managerial rank employee who has been promoted is entitled to a 5% salary increase (provided that at least 12
months have elapsed since the date of his last entitlement to such increase due to promotion and/or transfer). A
managerial rank employee who has been transferred to another position is entitled to an increase of 2% to 7% of
the salary according to the salary table (basic salary components), at management’s discretion, taking into
account the additional responsibility and/or the special managerial effort required for adaptation to the new
position following the transfer, and provided that at least 12 months have elapsed since the date of his last
entitlement to such increase due to promotion and/or transfer.

Employees of the three most senior ranks (senior manager, assistance CEOQ, senior assistance CEO) are entitled to
a company vehicle and to full reimbursement of expenses in respect of one telephone line in the senior employee’s

home.

OFFICERS AND SENIOR MANAGEMENT MEMBERS GROUP OF THE BANK

Members of this group of employees are subject to a prior notice period larger them the period set by the law,
and to a defined period of limitation on occupation (between two to twelve months), in respect of which they
are entitled to an adaptation grant (2-12 monthly salaries).

For details regarding a stock option plan for senior officers of the Bank (excluding the Chairman of the Board of
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Directors and the President and CEO), see Note 14 D to the financial statements. For details regarding an award

plan for members of the Bank’s management, see Note 16 to the financial statements.

AWARD PLANTO EMPLOYEES AND MANAGERS OFTHE BANK IN 2007

In March 2007, the Board of Directors approved an award plan to employees and managers of the Bank for 2007.
The budget for the plan would be determined on the basis of the annual return to capital of earnings from ordinary
operations. The awards would be granted according to the rate of return. The aim of the plan is to create a
structured relation between the success of the Bank and the remuneration of employees and managers in the short

and long term.

WORK ONTHE DAY OF REST

Personnel on duty at the computer center and security personnel of the Bank work on rest days as defined in the
Work and Rest Hours Law, 1951. Work on these days requires a special permit, which has not yet been issued to
the Bank. For details of an investigation conducted in the matter of work on the weekly day of rest in

contradiction to the Law, see “Proceedings regarding Authorities” under “Legal Proceedings” below.

RETIREMENT OF EMPLOYEES

In the years 2000-2006, the Bank encouraged early retirement of employees, directed at an employee population
having defined characteristics, in respect of which a focused effort was made to encourage their early retirement
at beneficial terms. One of the goals of the human resources activity includes encouraging retirement, with the
employee’s consent and without pressure or imposition. Retirement promotes targets such as the reduction in the
average cost per employee position and rejuvenation of the workforce.

262 employees retired during 2006, of which 205 employees took early retirement. 53 employees retired during
2005, of which 3 employees took early retirement. 175 employees retired during 2004, of which 142 employees
took early retirement.

In total, 1,369 employees retired from the Bank in the period 2000-2006, of which 970 took early retirement.
Program for the encouragement of early retirement (2005). In January and February 2006, the board of
directors approved a plan for the encouragement of early retirement, at beneficial terms, of employees of 50 years
of age and over, employed at head offices and branches. The financial statements as of December 31, 2005, include
a provision of NIS 196 million in respect of the said plan.

An early retirement plan at IDB New York. In July 2006, the Board of Directors of IDB New York decided on a
plan for the encouragement of early retirement of members of management and of some 120 employees. The
financial statements include a provision of NIS 73 million in respect of the said plan (see “Discount Bancorp, Inc.”
under “Main Investee Companies” above). The total number of staff, including members of management, who have
retired from the bank in New York is 127. 77 employees retired under a voluntary retirement plan.

A plan for the encouragement of early retirement (2007). Additional alternatives were offered in 2007 for
severance indemnities: severance payment at the rate of 100% and the conversion of the award into a gross
monthly payment, kinked to the CPI, for a period to be determined by the employee but not in excess of 25 years
from retirement. The employee would be entitled to determine the date on which the monthly payments would
begin, provided the last payment shall not be later than the above date (25 years since retirement). The payment
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plan elected by the employee is guaranteed in any case, including death of the retiree.

Following an agreement with the Employees Committee, a further alternative is made possible, according to which
the employee would receive immediately the tax exempt part of the severance pay, while the balance (the amount
exceeding the exemption and the additional award) would be paid in monthly installments.

70 employees took early retirement in the period from January to March 2007.

DEVELOPMENT OF HUMAN RESOURCES

Development of human resources at the Bank reinforces the Bank’s ability to address successfully its business and

organizational challenges, through:

- Constructing, cultivating and reinforcing the Bank’s comprehensive managerial backbone by means of a
managerial training plans which support the strategy, including three managerial training courses: training

reserves for position appointments (junior management, intermediate management and senior management
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levels), position maintenance training and customized training for managers in various departments.

- Formation and absorption of career courses for core banking positions: from formation and internalization of
career courses for temporary personnel (in branches, in personal service sectors and in concept branches),
through development of courses for investment consultants and for career management personnel.

- Organizational development activity in an organic unit with a multi-disciplinary approach adapted to the needs
of the unit.

Professionals from various disciplines (management development, organizational consulting, training and know-

how management) assist the unit manager in order to create a vision for the unit, diagnosing the unit’s present

situation and devising an operational development program to narrow gaps between them, through development
of the human resources and improvement of work procedures in the unit.

As part of the activities of the organic units, several units commenced upgrading of business promotion and

business management skills, including formulation of theory, processes and procedures adapted to the unit's

business activity and absorption thereof.

In 2006, four units.
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IMPROVEMENT OF SERVICE

In a dynamic organizational reality of constant change and strong competition, the key factor for survival and
success of business entities is their relationship with the customer. In an organizational environment where
products and prices are similar, competitive advantage is enabled only when significant added value is produced.
Discount Bank’s customer service is regarded as the component that produces such an advantage, and therefore
the Bank’s comprehensive resources are invested in a continuous effort to produce a special and unique service
experience for the customer.

Discount Bank is currently in the midst of a multi-annual process of transition to a culture that places the
customer at the center of the organizational existence. Several years ago, management of the Bank etched on the
Bank’s banner the strategic target according to which each customer (whether internal or external) will be
satisfied. For this purpose the Bank began extensive operations among the staff intended to create within the
staff a developed service conviction moved by the understanding of and identification with customers. In addition
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the activity is directed towards providing suitable tools, including infrastructure, processes and organizational
structures supporting the creation of an outstanding service experience. The process of the cultural change relies
primarily on implanting within all managers in the organization the conviction that they in fact manage service
units (both internal and external).

Based on a structured methodology named “Shir” (service improvement) an active absorption of the service
management principles has been conducted in over 250 head office and line units, the managers and staff of which
were presented with a unique and specially designed absorption process. The implementation of this culture
engulfed all the course of organizational life of the staff, starting with selection and recruitment, which were
redesigned so as to include the necessary component of “service awareness” as a threshold condition for
acceptance. Further down the road, the “contribution” of each employee to the success of the service improvement
process is measured within the framework of annual evaluation processes or feedback mechanism.

Position surveys conducted in recent years among Bank employees indicate clearly the profound transformation of
the service concept in the organization.

As a rule, the quality of service provided in actual fact to external and internal customers, is tested at many
crossroads: telephone service, face-to-face service, handling of complaints and internal interface. The various
grades received as a result of the periodic tests, feed the professional decision making process and the systems



ANNUAL REPORT

for acknowledgement and appreciation of employees, managers and organizational units. The “outstanding unit”
competition, for instance, has been redesigned to include many parameters derived from service controls - and
therefore provides further indication as to how critical and central this subject is.

In a dynamic organizational reality of constant changes and fierce competition, the relationship with the customer
is the key factor for survival and thriving of business entities. In an organizational environment where products
and prices are generally similar, the competitive advantage exists only where it is possible to produce a significant
added value. At Discount Bank, the subject of customer service is considered a component that would create such
an advantage, and thus the full resources of the Bank are directed towards the continuous effort of creating a

unique and unforgettable “service experience” for the customer.

INFORMATION MANAGEMENT

The information management at the Bank constitutes part of the work procedures, which include cooperation and
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the transfer of information among the many professional systems, and contributing to the enhancement of the
professional level of the staff, advancement of the business goals and a growth leverage.

The organization portal on the Intranet turned into a central tool of information management. The portal provides
infrastructure for the supply of relevant, readily available and up-to-date information. The professional sites and
the information communities are connected to the core business activity and to central organizational processes,
and thus support the enhancement of the professional level of staff and the satisfaction of customers.

Some 20 information communities and information sites are updated by 150 substance experts, providing the
general population of the Bank with the professional and personal information required for their current
operations.

An upgraded and updated system of procedures and circulars has been developed, which provides advanced
retrieval and distribution possibilities, while facilitating these processes and use of computerized media only.
Additional organizational and cultural processes, such as the selection of outstanding employees, accompanied by
designated sites planned to provide a response both as to current information regarding the process and as to the
possibility of interactive staff operation.

Statistical data indicate the increasing use made by the staff in this channel allowing the optimal participation
in professional information.

Drawing of conclusions, the transfer of duties and congruent period processes are also accompanied by designated
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management and information tools. Also developed are tools and forms for varied operational purposes, while

emphasizing efficiency and savings aspects.

The information management operation serves an essential layer of staff professionalism management in the

organization, which provides an answer to several central challenges:

- Transfer of the center of gravity of the professional information from head office to the field units by
assembling knowledge and insight from the field and constructing its distribution to the entities requiring it;

- The turning of covert knowledge to overt knowledge and knowledge management through cooperation and
study processes;

- Shortening of reaction time and the transfer of required knowledge in the fastest and most efficient manner;

- Presentation of an updated picture of the professional level of the organization;

- the improvement of operations and complying with the business goals of the organization.

TRAINING

In 2005, the staff at the Bank received a widespread response to their professional requirements through extensive
and focused training and guidance.

The knowledge gaps in various areas were filled in during the year according to the identification of needs
conducted at the various units.

In addition, a training response was given to unplanned training requirements that arose from provisional
directives and/or regulatory decisions having an impact on the banking industry, such as: the law prohibiting
money laundering, management of credit facilities, etc.

Part of the training is provided through “information headlines”, unique in reaching the employee’s desk
immediately and providing a uniform and clear message to a large population.

All learning processes of general banking are available on the “Knowledge” system (a distant learning system),
when in 2005 the system was upgraded and many improvements were introduced thereto.

With the view of training, the new employees recruited for the branch system in a professional and speedy manner,
the training and tutorship of new employees has been restructured.

One of the goals of Discount College for 2005, was the creation of learning flashes supporting staff
professionalism. The learning flashes are designed to update or inform the staff at large of changes, innovations
or particular emphasis relevant to their work as well as to refresh existing knowledge.

The uniqueness of learning flashes is in their ability to swiftly reach the employee’s desk and to transmit uniform
and clear information to a particularly large population.

An initiated move was made in the reported year for the identification of extra-banking professional needs of the
staff of the various units. These needs were addressed in courses organized by the College, as part of closed
seminars for Discount Bank, which were tutored by lecturers of the first line.

Staff of all departments of the bank took part in this activity and it spanned a variety of subjects -
computerization, organization, project management, bridging, etc.

In 2006, the retail training activity was launched with a view of positioning the Discount Bank as a leading bank
in the retail culture in Israel, the goals of which are increased profitability and customer share, locating and
recruitment of new customers, maintaining customer loyalty and preventing customers from leaving the Bank.

As part of improving professionalism and within the policy framework of providing a professional and direct
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response to all professional issues relating to investment consultants, the Bank provided special training this year
for investment consultants, focusing on three areas: bonds and debentures, capital market taxation and
continuous trading.

All branch management personnel participated in training in retail issues in 2006, in order to promote the Bank's
position as the leader in retail culture in Israel.

“0fek”. Ofek’s (the Bank's new computer system) third rollout was launched in 2006 in four stages. The training
process accompanying this launching included 23 different courses, developed as an appropriate response to the
needs of the various departments and their personnel.

The training process lasted about seven months and involved 2,300 personnel from all units of the Bank.

The training courses combined frontal learning and theoretical studies at Discount College and its extensions -
Haifa and the North, the Sharon and Jerusalem regions - individual study through way of audio-visual means,
practical studies through a simulator operating at the College and field study.

TRAINING DAYS PER SUBJECT

B EXTENDED TELLER SERVICE
M SALES, MARKETING, SERVICE AND BEHAVIOR
B INVESTMENTS
I MISCELLANEOUS
CREDIT AND FINANCIAL INSTRUMENTS
ORGANIZATION AND MANAGEMENT
1% COMPUTER AND OFEK
M EXTERNAL STUDIES

28%

2006

The number of training days in 2006 reached 37,198 compared with 25,767 training days in 2005.

The data indicate a significant increase of 44%, derived mainly from increased training in the installation of the
“Ofek” system.

The data relate to actual training days on the College premises, and do not reflect individual study activity that
was widely implemented with respect to all subjects and sectors.

Investment in training. The Bank’s investments in training and in the development of human resources amounted
to NIS 22 million in 2006, compared with NIS 18 million in 2005. The amount includes the training of employees
on various subjects of (developing and conducting training activities as well as training consultation). The amount
also includes the cost of financing academic studies for Bank employees as well as expenses for professional
training, seminars, etc. The amount does not include indirect expenses for instructors fees and rent of premises.
The amount does not also include the relative part of employee payroll in respect of the participation of the staff
in providing training courses, in the training framework of the Bank, in self study by means of the distant learning
computer systems and participation in outside training frameworks.

Furthermore, for the purpose of conducting the training, the Bank appoints mentors and training partners who are
employees of the Bank and who, in addition to their regular work, assist in training and in the preparation of

training material. The cost in this respect in not included in the above amount. It should be noted that the above
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stated amount in respect of 2005, does not include the cost of training for the “Ofek Project”, and accordingly,
the change in the reported expense in 2006 as compared with 2005, does not necessarily represent an increase

in expenses.

In consequence of the crisis on the shares market in October 1983, with respect to the “regulation” of this market,
and as part of the measures taken to confront the situation that had occurred, The Government of Israel, on behalf
of the State of Israel, entered into a series of agreements that created an arrangement to finance the acquisition
from the public of the shares in each of the banking groups that were involved in the crisis.

In accordance with the Bank Shares in Arrangement (Temporary Provision) Law, 1993, (hereinafter - “the Bank
Shares in Arrangement Law”), the shares of the Bank were transferred to the ownership of the State of Israel on
October 31, 1993, which as from that date became the controlling owner of the Bank, due to its holdings of the
shares of the Bank.

According to the Bank Shares in Arrangement Law, use of the voting rights attached to the shares held by the
State of Israel shall be exercised by the Committee for the shares of the Bank for and on behalf of the State of
Israel.

Up to January 31, 2006 the State held 559,870,403 Ordinary “A” Shares of NIS 0.1 each par value of the Bank,
comprising 57.09% of the outstanding capital of the Bank and of the voting rights therein. This, after two offers
for sale by the State of the Bank shares made in 1996 and 1997 to the public and to the employees of the Bank,
in accordance with Prospectuses published by the State and the Bank, and after a private placement of the Bank’s
shares made to institutional investors in 2001.

On January 31, 2006 (hereinafter: “the closing date”), upon the closing of the transaction for the sale of
controlling interest in the Bank, as described hereunder, control of the Bank was transferred to the Bronfman-

Schron Group.

ENTITIES IN POSSESSION OF BANK SHARES

According to information provided to the Bank, upon the closing of the Agreement for the Sale of a Controlling
Interest in the Bank the Bronfman-Schron Group holds 254,966,194 ordinary A Shares of NIS 0.1 each par value
of the Bank, comprising approx. 26% of the outstanding capital of the Bank and of the voting rights therein, the
State held 304,904,204 ordinary A Shares of NIS 0.1 each par value of the Bank (hereinafter: “the ordinary
shares”), comprising at that date approx. 31.09% of the outstanding capital of the Bank and of the voting rights
therein. The Bronfman-Schron Group has an option to purchase a further 25% of the outstanding capital of the
Bank and of the voting rights therein.

See hereunder for details as to the effective price of the transaction for the sale of the control core of the Bank,
in accordance with the Opinion provided to the Bank by M.I. Holdings Ltd. and for the price paid for the balance
of the shares held by the State.

The Bronfman-Schron group’s holdings in the Bank’s shares are as follows:

152,979,716 ordinary shares, representing approx. 15.6% of the Bank’s issued capital and of the voting rights
therein, are held by the limited partnership Treetops Acquisition Group LP (hereinafter: “Treetops”);
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101,986,478 ordinary shares, representing approx. 10.4% of the Bank’s issued capital and of the voting rights
therein, are held by the limited partnership Treetops Acquisition Group II LP (hereinafter: “Treetops II”).
Treetops is a limited partnership that was incorporated in the Cayman Islands. The limited partners in Treetops
are members of the Bronfman Group, as set forth below:

- Edgar Miles Bronfman IDB Trusts A through G (seven trusts), the beneficiary whereof is Edgar M. Bronfman,
hold approx. 64.273% of Treetops;

- Matthew Bronfman personally holds approx. 6.424% of Treetops;

- Matthew Bronfman IDB Trust, the beneficiary whereof is Matthew Bronfman, holds approx. 6.424% of Treetops;

- Holly B. Lev IDB Trust, the beneficiary whereof is Holly B. Lev, holds approx. 6.424% in Treetops;

- Adam R. Bronfman IDB Trust, the beneficiary whereof is Adam R. Bronfman, holds approx. 6.424% of Treetops;
Edgar M. Bronfman is the father of Matthew Bronfman, Holly B. Lev and Adam Bronfman. All the trusts
specified above are hereinafter jointly referred to as “the Bronfman Trusts”. The trustees of each of the
Bronfman Trusts have empowered the beneficiary of the Trust (and with regard to the Trusts the beneficiary
whereof is Edgar M. Bronfman, the head of the family - the power of attorney has been given to Edgar M.
Bronfman and Matthew Bronfman, provided that in the event of a dispute between them, Mr Edgar M.
Bronfman’s opinion shall prevail) to make all the decisions with regard to the investment in the Bank, save
for matters of replacement of the power attorney (subject to the Bank of Israel’s prior approval), making
further investments in Treetops and/or the Bank and a sale, entering into and agreement for a merger
agreement or any transfer of the interests of the Trusts, in Treetops and/or the Bank.

- PLM/IDB Investment LLC, a company fully owned by Philp Millstein, holds approx. 6.424% in Treetops;

- Rubinoff IDB Holdings LP, a limited partnership fully owned by Michael Rubinoff, holds approx. 3.207% in

Treetops.
In addition to the Bronfman Group members the limited partnership Treetops Special Limited Partner LP
(hereinafter: “SLP”), incorporated in the Cayman Islands, holds approx. 0.2% of Treetops, as limited partner.
The limited partners in SLP are Matthew Bronfman (approx. 65%) and Michael Rubinoff, through Rubinoff IDB
Holdings LP (approx. 35%). The SLP’s general partner, is Treetops SLP Ltd., (a company fully owned by Matthew
Bronfman, incorporated in the Cayman Islands) holds approx. 0.2% of SLP).

Treetops’ general partner, that holds approx. 0.2% of Treetops, is Treetops Acquisition Group Ltd (hereinafter:

“Treetops Ltd.”), a company incorporated in the Cayman Islands. The means of control in Treetops Ltd. are held

by the Bronfman Group members, in accordance with the ratio of their holdings in Treetops.

Treetops II is a limited partnership incorporated in the Cayman Islands. The limited partner of Treetops II is Cam

Discount Ltd. (hereinafter: “Cam Discount”), that holds approx. 99.8% of Treetops II. Cam Discount is a company

incorporated in the Cayman Islands, all the means of control wherein are held by Rubin Schron.

Treetops II's general partner, that holds approx. 0.2% of Treetops II, is Treetops Acquisition Group II Ltd

(hereinafter: “Treetops II Ltd.”), a company incorporated in the Cayman Islands, all the means of control wherein

are held by Cam Discount.

For details regarding the transaction for the sale of a controlling interest in the Bank, and the arrangements

between the buyers and the government and arrangements among the buyers, see this chapter hereunder.

As a result of a report submitted by Mr. Len Grunstein to IDB New York, information has recently reached the Bank
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that Mr. Grunstein has an economic interest in the holdings of the Schran Group in the Bank. Until the date of

printing of the Annual Report, the Bank has not been able to clarify the nature of the said interest and its scope.

SALE OF A CONTROLLING INTEREST IN THE BANK

According to the information provided to the Bank, on January 31, 2006, the transaction for the sale of a
controlling interest in the Bank, entered into on February 1, 2005 by M.I. Holdings Ltd. and the Government of
Israel (hereinafter - “the Government”) on the one hand, and the Bronfman-Schron Group (hereinafter- “the
Buyers”) on the other hand, (hereinafter - “the Agreement for the sale of a controlling interest in the Bank”),
was completed.

In the Agreement the Bronfman-Schron Group had purchased shares in the Bank comprising 26% of its issued
share capital (hereinafter “the control nucleus”) and was granted an option for a period of three years from date
of the closing of the transaction, to purchase further shares comprising up to an additional 25% of the issued
share capital of the Bank, all for the consideration of approximately NIS 1.3 billion ( that was approximately NIS
5.1 per share), together with interest accrued until the closing date. Regarding the effective price per share, see
“The effective price of the transaction for the sale of the controlling interest of the Bank” below.

On the closing date the Buyers paid the sum of US$241,649,508, together with interest of US$7,925,895, totalling
US$249,575,403. the balance of the consideration in the sum of US$55,765,271 (hereinafter - “the balance of the
consideration”) together with the interest accrued thereon until the closing date, in the sum of US$1,829,053,
totalling US$57,594,324, was translated into new shekels in accordance with the representative exchange rate of
the dollar on the closing date.

On the closing date the undischarged balance of the consideration shall be linked to the index and bear annual
interest of 4%. The balance of the consideration shall be paid by the Buyers by the first business day that shall
occur after the end of 36 Gregorian months from 31 December 2005 (hereinafter referred to as “the first period”),
save for the interest amounts that shall be paid by the Buyers in annual payments.

For details regarding the credit terms see “Credit agreement” hereinafter.

In light of the above, the price per share, according to which the sale transaction was carried out, calculated as
to the closing date, according to the sum of the first installment, together with the interest accrued thereon until
the date of the closing, in addition to the sum of the balance of the consideration, together with the interest
accrued thereon until the date of the closing, divided by the number of the sold shares - is approx. US$1.2047
for one share (the option to purchase shares comprising 25% of the Bank’s outstanding capital, was not taken
into account, within the above calculation; the above calculation does not include also the additional
consideration, which is conditional, as detailed below).

For details about the calculation of the effective price per share in the Agreement for the sale of a controlling
interest in the Bank, as was done for M.I. Holdings Ltd. shortly after entering the agreement, see “the effective
price per share in the Agreement for the sale of a controlling interest in the Bank” below.

In the event that the option to purchase a further 245,159,802 shares will be exercised, the Buyers will pay an
exercise price that might reach an additional sum of approximately NIS 1.25 billion (in the event of the full
exercise of the option).

The exercise price for each of the option shares is NIS 5.0824 per share, linked to the increase of the index as of
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the index published on December 15, 2004 with adjustment provisions that were prescribed in the agreement. The
option is exercisable by the Buyers or either of them in accordance with the ratio of their holdings of the control
nucleus.

An additional consideration of up to NIS 156 million might be paid by the Buyers to the State according to the
return on equity of the Bank during the period from October 1, 2004 to September 30, 2008. If the terms and
conditions for the payment of the additional consideration are fulfilled, the Buyers shall pay it as follows: 50%
out of sums received as dividend as from December 31, 2008 or 100% of monies that shall be received, as from
the said date, in respect of a sale of the control nucleus shares or the option shares that shall be charged to the
Government (if they shall be charged and for so long as they shall be subject to a charge), and all at the rates
and upon the terms and conditions prescribed for such purpose in the agreement (see “Credit agreement”
hereunder). In the event that a dividend is not distributed, although no legal or statutory constraint exists for
such distribution, half of the additional consideration in the year in which no such constraint for non-distribution
exists and half in the following year.

Concurrently with signing the Agreement for the Sale of a Controlling Interest in the Bank, the Buyers and the
Government entered into an agreement providing interim financing for the State Grant to employees in respect of
that part of the option, which may not be exercised by the Buyers (see hereunder for details of the “State Grant
to Employees” provided in “the Employees Agreement”). According to the said agreement, in the event that the
Buyers would not exercise the option in full, they are committed to finance that part of the State’s grant due to
the employees in respect of the unexercised shares, and the Government shall refund this amount to them out of
the consideration to be received by it from future sales of the shares of the Bank. The State will repay the interim
financing as follows: At any date on which the State will sell shares of the Bank, the State will pay to the
purchasers a proportionate part of the consideration receivable, based on the ratio of the number of shares sold
to the number of the options not exercised. The balance will be payable within eight years.

For arrangements that have been made between the Government and the Buyers as to the coordination of their
voting and of their exercise of control of the Bank see “Arrangements with Regard to Cooperation Between the
Buyers and the Government, in Respect of Holding Shares of the Bank and Exercising the Control in the Bank”,

below.

THE GOVERNOR OF THE BANK OF ISRAEL'S PERMIT FORTHE

CONTROL AND HOLDING OF MEANS OF CONTROL INTHE BANK

The Governor of the Bank of Israel, after consultation with the licensing committee, granted on January 29, 2006,
a permit the to Edgar M. Bronfman, Mathew Bronfman, Adam R. Bronfman, Holly B. Lev, Michael Rubinoff, Philip
Milsteinand Rubin Schron (hereinafter: “the Group”), to jointly control and hold means of control in the Bank in
a percentage of 26% of any type of means of control in the Bank. In addition the Governor permitted the Group’s
members to hold additional means of control in the Bank, in a percentage not exceeding 40% of any type of means
of control, all subject to the percentage determined in such regard in respect of each of the Group’s members in
the annex to the permit. The annex to the permit details the holding of each member of the Group in the Bank
and in Treetops and Treetops II partnerships, as detailed in “Entities in possession of Bank shares” above. The
corporations and trusts details as aforementioned are prohibited from engaging in any business other than holding
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the means of control in the Bank. Further detailed in the annex to the permit are the additional percentages of

means of control that any one of the members of the Group is permitted to hold beyond his or her share in the

controlling interest. It is further determined that additional percentages of means of control will be held in the
same manner as that of the controlling interest.

The said permit also includes a permit to control and hold means of control, through the Bank, in banking

corporations controlled by the Bank, and in which it duly holds the means of control, all as shall be from time to

time.

Following are the main conditions of the permit:

1. “Controlling interest” or “minimum percentage” means at least 26% of any type of means of control in the

Bank, divided amongst the Group’s members in the manner and ratio detailed in the annex to the permit.

2. If the Bank issues, after the grant of the permit, rights to shares or any other security convertible int shares,

the Group shall maintain the minimum percentage holdings, computed on the basis of full dilution.

3. (a) For a period of five years subsequent to the date of the grant this permit, the Group shall not directly or
indirectly sell or transfer means of control in the Bank, if as a result thereof it is left with means of control
of any type in a percentage lower than the minimum percentage. Any one of the Group’s members may sell
means of control from the additional percentage exceeding his or her share in the controlling interest,
provided that a minimum of six months have elapsed since the last purchase affected by such Group
member (in such regard, the exercise of the option from the government shall not be deemed a purchase
act).

(b) Five years from the date of the grant of this permit, the Group may sell or transfer its means of control,
provided that it sells or transfers the entire means of control constituting the minimum percentage, to an
individual or a Group that has duly received a permit for the control and holding of the aforesaid means of
control.

In the Supervisor of Bank’s letter annexed to the permit (hereinafter: “the letter annexed to the permit”) it

was stated that in the event that after five years from the date of the grant of the permit a decision is made

by the Buyers to sell means of control in the Bank from the controlling interest such that after the sale none
of the Group’s members or the buyers require a permit for the control or holding of the means of control in
the Bank, pursuant to the law, the following provisions shall apply:

- The two Buyers shall approach the Governor of the Bank of Israel, notify him of their decision and detail
the manner of the sale planned by them;

- Before the sale of the means of control, as aforesaid, the Buyers shall make a preliminary with the Governor
of the Bank of Israel, regarding the arrangements that shall be mae, including the modification of the
permit and the trust instrument, in order to allow them to effect the sale of the shares within a reasonable
period of time (hereinafter: “the transitional period”), taking into account, inter alia, the implications on
the Bank’s management and transfer thereof, business relations with the Bank, the market conditions and
the quantity of shares being sold, and the format of holding and voting in respect of the Bank’s shares
constituting a holding of more than 5% of the means of control in the Bank during the transitional period
(without such derogating from the Buyers’ fundamental right to effect the sale, as aforesaid).

(c) Notwithstanding the abovesaid, an additional member may be added to the Group and each of the Group’s
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4.

members may, at the end of five years as aforesaid, transfer or sell the means of control held by him and
constituting his share of the minimum percentage, or part thereof, provided that the transferee or buyer
cooperate on a regular basis with the rest of the Group pursuant to the Summary of Principal Terms entered
upon by the Group as aforementioned, or another agreement approved the Supervisor of Banks, and that a
permit was duly granted for the control and holding of the aforesaid means of control. Notwithstanding the
above, an additional member may be added to the Group and a Group member may transfer or sell means
of control as aforementioned also during the five year period from the grant of the permit, provided that
the conditions set forth above had been fulfilled, and provided that the Group will continue being the
leading factor both in regard to the percentage holdings as well as with regard to the cooperation between
them.

(a) The Group’s members and the entities through which the means of control are held shall act in accordance
with the Summary of Principal Terms approved in advance and in writing by the Supervisor. The
beneficiaries of the trusts from the Bronfman Group shall act in accordance with their undertakings to the
Bank of Israel, which were approved in advance and in writing by the Supervisor.

(b) The Group’s members shall at all times hold the control and means of control in the Bank in the percentages
and manner st forth and specified in paragraph 4 and in the addendum in respect of each of them, and
shall not sell or otherwise transfer to another, including to corporations or other entities controlled by
them, directly or indirectly, means of control in the Bank or in any of the entities detailed in these
paragraphs, even if such sale or transfer does not require a permit pursuant to section 34 to the Law, unless
otherwise provided in this permit or unless the Supervisor grants his prior written consent thereto.

In this regard, “sale” - includes a charge, save for certain charges within the Group specified in the permit.

(c) Notwithstanding the aforesaid, for a period not exceeding three years from the date of the grant of this
permit, the provisions of sub-paragraph (b) regarding a charge shall not apply to 6% of the means of
control in the Bank that will be charged to the Government of Israel to secure the debt of Treetops and
Treetops II to the Government.

(a) The Group’s member shall not expressly or impliedly agree to the imposition of an attachment on the means
of control in the Bank or any of the entities detailed in paragraph 4 and in the addendum; the Group’s
members shall not act in any manner that is such as to actually alter the ownership rights in these means
of control or the rights embodied therein and detailed in the definition of “means of control” in section 1
of the Law.

(b) Should an attachment be imposed despite the aforesaid, over means of control as aforesaid held by a
member of the Group, the said member shall act in a way available to him for the immediate removal of
the attachment.

The means of control in the Bank which are held directly shall be deposited by the Group, for the Group’s

members or for the Group’s members and the government, as the case may be, with one or more Israeli resident

trustees whose identity, trust instruments and the instructions given to them within the trust instruments shall
be subject to the Supervisor’s prior written approval.

The Group’s members, their relatives or corporations under the control of any one of them shall not receive

management fees or any other consideration neither from the Bank nor from corporations under the Bank's

control; however, they may provide services ordinarily provided by the providers thereof, at market prices,
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provided that prior written notice has been given to the Supervisor regarding the nature of the service and the
consideration, at least 14 business days prior to providing of the service; if the Supervisor has given notice
that the service is not of the type ordinarily provided to others or that the consideration for the service is
unreasonable, the service shall not be provided.

The provisions of this paragraph shall not apply to directors’” remuneration that is paid in an indentical amount
to all the Bank’s directors.

. (a) No dividend shall be distributed from the Bank’s profits that accrued prior to September 30, 2004. If losses

accrued after this date, no dividend shall be distributed until after these losses have been covered; in
addition, no dividend shall be distributed from profits from the sale of material assets of the Bank for five
years from the date of the grant of this permit. Thereafter, dividend may be distributed from the sale of
assets as aforesaid, subject to the Supervisor's prior written approval.

(b) Notwithstanding the aforesaid, dividend may be distributed from profits from a sale of material assets of
the Bank in the five years following the date of the grand of the permit, on the fulfillment of all the
following conditions:

(1) The sale derives from legal requirements governing the Bank;

(2) The distribution of dividend from profits from a sale of such assets does not result in a reduction in
the minimum capital ration of the Bank existing prior to the sale of the said assets;

(3) The Bank’s board of directors approves the distribution after examining the Bank’s needs and its
business plans;

(4) The Supervisor gives his prior written approval to an aforesaid distribution, after examining the Bank’s

capital adequacy and the board of directors” decision and the basis thereof.

. (a) Without the Supervisor’s prior written approval, the Group’s members or any of them, or corporations under

their control, shall not engage in any business, in Israel or abroad, of receiving deposits — even from less
than 30 people, or granting credit, or any other financial business in Israel that is such as to compete with
the Bank’s business.

(b) Without the Supervisor’s prior written approval, the Group’s members or any of them, or corporations under
their control, shall not be interested parties, directors or senior managers in corporations engaging in
business of the type mentioned in sub-paragraph (a) above; in such regard, “interested party” means

someone holding 5% or more of any type of the means of control.

10.100% of the total balance sheet assets of each of the purchasers is to be financed from capital.

Notwithstanding, the purchasers will be entitled to finance the acquisition of the controlling interest by way
of a debt to the Government of Israel. Financing of the purchase of the means of control in the Bank, including
the grant of guarantees for financing as aforesaid, shall not be provided, directly or indirectly, by the Bank or

by banking corporations under its control.

11.The Bronfman and Schron Group shall reduce their liability to the Bank in order to comply with Proper Banking

Management Directive No. 312 concerning a banking corporation’s business with related persons, unless

otherwise approved by the Supervisor, in advance and in writing.

12.The Group shall do the utmost to ensure that the memorandum, articles of association and all the procedures

of the Bank will match and conform with, insofar as required and at any time, with the provision of the permit.
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ARRANGEMENTS WITH REGARDTO COOPERATION BETWEEN THE

BUYERS AND THE GOVERNMENT, IN RESPECT OF HOLDING

SHARES OFTHE BANK AND EXERCISING THE CONTROL IN THE BANK

In the Agreement for the sale of a controlling interest in the Bank arrangements and various undertakings have

been prescribed with regard to cooperation between the Government and the Buyers, in respect of their holdings

of shares of the Bank, and with regard to the exercise of control in the Bank by the Buyers. Furthermore,
contingencies were determined regarding the provisions of the Bank Shares Arrangement Law (see below) the
principal aspects whereof are as follows:

- Provisions were prescribed that will apply for as long as the period for the exercise of the Option shall not have
ended (meaning until the end of 2008 or before that due to the Full Exercise of the Option) (hereinafter “the
Support Period”) with regard to coordinating the manner of voting, by virtue of the Buyers’ holding of the
Bank’s shares and by virtue of the holding of the Government of the option shares, at the Bank’s general
meetings and also with regard to the appointment of directors to the Bank's board of directors, pursuant
whereto four directors who were proposed for election by the Government and nine directors who were
proposed for election by the Buyers shall be appointed (and if the Government’s holdings in the Bank fall below
10%, two directors proposed by the Government for election and 11 directors proposed by the Buyers for
election shall be appointed). It was also prescribed with regard to determining the identities of the candidates
to serve as external directors of the Bank, that the first will be proposed by the purchasers and the second by
the Government and all for the period and on the terms and conditions prescribed for such purpose in the and
all for the period and on the terms and conditions prescribed for such purpose in the agreement.

- It was prescribed that during the Support Period, the Parties will employ their best efforts to cause that on all
of the key committees of the board of directors of the Bank there will serve. At least one Director proposed by
the Government will be appointed; in addition, for as long as the Bank remains the controlling shareholder of
material companies, and directors of the Bank are appointed as directors of the aforesaid companies, and as
long as the Bank has the right to appoint more than one director. At least one Director proposed by the
Government will be appointed as a director on behalf of the Bank in each one of the aforesaid companies, and
all on the terms and conditions prescribed for such purpose in the agreement.

- It was prescribed that during the Support Period, and on condition that the Buyers and those participating
with the Buyers in the control nucleus shall hold at least 26% of the Shares of the Bank, shall fulfill their
undertakings pursuant to the Agreement, and cause the Bank to comply with all of the provisions which the
Buyers are required to cause the Bank to comply with the Government Representatives will refrain at the
general meetings of the Bank, from exercising the voting rights pertaining to the Option Shares held by the
Government, up to such portion that the Shares being held by the Buyers and by anyone participating with
the Buyers in the control nucleus will confer 50.1% of the voting rights of the totality of Shares voting, for
or against, at such meeting. It was agreed that representatives of the Government are entitled to vote in
accordance with their own judgment, in respect of transactions with interested parties. Also, it was determined
that, at the request of the purchasers, the representatives of the Government will be entitled to vote together
with representatives of the purchasers instead of abstaining, all according to the conditions set in the
agreement. During the Support Period the Government shall refrain from giving an instruction in accordance
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with Section 28(a)(3) of the Bank Shares in Arrangement Law. (Regarding the provisions of this law, see the
“Bank Shares Arrangement Law” below).
In this clause -

“The restriction period” means the period commencing on the closing date and continuing: (1) for so long as

the Government and any party on its behalf jointly hold no less than 10% of the Bank’s issued share capital or

(2) until the end of four years from 31st December 2005 in an event in which the Buyers have not fully exercised

the option, or (3) until the end of three years from 31st December 2005 in an event in which the Buyers fully

exercised the option, whichever is the shortest period.

“The additional period” means the period commencing at the end of the restriction period and continuing: (1)

for so long as the Government and any party on its behalf jointly hold no less than 5% of the Bank’s issued share

capital; (2) until the end of three years from the end of the restriction period; or (3) until after the full exercise

of the option, whichever is the shortest period.

During the restriction period the Buyers shall not carry out any of the following actions and they shall use
their best endeavors to ensure that the Bank refrains from executing them, unless the action has been given
the Government’s prior written consent: (a) the voluntary winding up of the Bank; (b) a split of the Bank,
merger of the Bank with companies that are not fully owned subsidiaries, a settlement or arrangement, within
the meaning thereof in the Companies Law, 5759-1999, to which the Bank is a party, and any similar operation
that affects the Bank's issued share capital; (c) an allotment of shares, change of the rights attached to shares,
increase of capital (authorised or issued) and the distribution of bonus shares or the issue of rights by the
Bank; (d) payment of management fees or the grant of another benefit by the Bank or corporations of the IDB
Group (within the definition thereof in the sale agreement) to interested parties in the Bank, save for
determining the terms and conditions of the chief executive officer's employment, and every exceptional
transaction in which an interested party at the Bank has a personal interest; (e) a change in the Bank’s
documents of incorporation.

Pursuant to the provisions of the agreement, the Government shall not refrain from granting its consent to the
actions as set forth in sub clause (b) above and to the actions as set forth in sub-clause (c) above, that are
required for such purpose, save on reasonable grounds, relating to a material change of the Government's rights
pursuant to the Agreement for the sale of a controlling interest in the Bank or an impairment to the value of
the Bank’s shares that the Government holds or an impairment to its ability to sell them.

The Buyers have undertaken to use their best endeavors, subject to every law, in order to ensure that during
the restriction period the Bank shall refrain from issuing shares and securities convertible into shares, save
with the prior written consent of Holdings and the Government, and subject to the matters set forth below:
(a) the Government and Holdings shall not refrain from agreeing to the issue of shares of the Bank in
accordance with a written initiated demand of the Supervisor of Banks of the Bank of Israel, in accordance
with his authority at law; (b) any issue as aforesaid to which the Government or Holdings have given their
consent and also any issue of shares by the Bank, during the additional period, shall be effected in
coordination with the Government, and the Bank shall enable the Government to join the sale with shares of
the Bank out of the shares that it holds, at a rate of up to one half of the total number being sold in any
offer, and all subject to the terms and conditions prescribed for such purpose in the sale contract.

It has been prescribed that in the event of a sale of the control of Discount Bank New York, all the
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consideration in cash received in respect of the sale shall be transferred to the Bank and it shall not be possible
to draw a dividend from the monies of such consideration until five years from the date of signing the
Agreement for the sale of a controlling interest in the Bank have elapsed, unless otherwise agreed upon with
the Bank’s workers’ committee.

Restrictions as to a transfer of the holdings of the parties to the agreement in the Bank during the course of
the restriction period and/or during the course of the additional period were prescribed. The Buyers are entitled
to transfer Shares or to issue shares to whom ever shall be a Participant in the control nucleus, only after the
Buyers shall purchase from the Government at least 35% of the Issued Share Capital of the Bank. Any sale by
the Buyers to a transferee which shall not be a Participant in the control nucleus, including sale offer of Shares
of the Bank by means of a prospectus, provided that the Government shall be afforded the right to join in the
sale and exercise its tag-along right, to sell Shares from the Bank’s Shares held by the Government, and all
on the terms and conditions prescribed for such purpose in the agreement.

The Buyers have undertaken to cooperate with the Government and Holdings and to use their best endeavors
such that the Bank and its officers and the other corporations in the IDB Group (as defined in the agreement)
and the officers thereof shall cooperate with the Government and Holdings, at the Bank’s expense (save with
regard to the payment of underwriting and distribution commissions that shall apply to the Government), with
the intention of assisting the Government and Holdings to sell the balance of the Bank’s shares and such being
in accordance with their duties pursuant to the Bank Shares in Arrangement Law, and pursuant to the existing
cooperation agreement between the Bank and Holdings and subject to every law, and also in accordance with
the provisions prescribed for such purpose in the agreement.

It was prescribed that for as long as the Buyers control the Bank, the Buyers undertake to act so that the
directors and officers who served in the Bank prior to the Closing Date will be afforded exemption,
indemnification and insurance terms identical, inasmuch as possible, to the terms which shall be adopted by
the Bank in relation to directors and officers who shall be appointed in commencing from the Closing Date in
such manner as shall secure them insurance coverage, exemption and indemnification as aforesaid also with
respect to their actions during the period preceding the Closing Date. The Buyers agreed that the aforesaid will
also apply to the officers of the subsidiaries of the Bank.

It was prescribed in the Agreement for the sale of a controlling interest in the Bank with regard to Section 41
of the Bank Shares in Arrangement Law, that the provisions contained in the Agreement will prevail over any
provisions to the contrary in the Law. Without derogating from the generality of the foregoing it is agreed that
the provisions of the Agreement will prevail over the provisions contained in Sections 18, 19(e), 23 and 24 of
the Bank Shares in Arrangement Law with regard to the manner of appointment of the directors of the Bank
and will prevail over the provisions contained in Section 21(b) with regard to the term of office of external
directors. The provisions of the Agreement supplement the provisions contained in Section 33 of the Law with
regard to cooperation with the Government and delivery of any information to the Government for the purpose
of sell of the balance of the Bank’s shares that the Government holds. The provisions contained in Section 22
of the Law with regard to the consent of the committee to the appointment of the chairman of the board of
directors will not apply. The provisions contained in the Agreement will prevail over the provisions contained
in Chapter F of the Bank Shares in Arrangement Law, with regard to the restriction of the exercise of the voting
rights of the Government.
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ARRANGEMENTS BETWEEN THE MEMBERS OF THE BRONFMAN-SCHRON GROUP

According to information provided to the Bank, Treetops and Treetops II (hereinafter - “the Buyers”) as well as
the members of the Bronfman Group and Rubin Schron (hereinafter - the members of the Bronfman Group and
Rubin Schron are named together: “the Investors”) entered into an agreement with respect to their investment in
the Bank, which includes a Summary of Principal Terms detailing the manner of the cooperation between the
Investors, which was approved by the Bank of Israel (hereinafter - “the Cooperation Agreement”). Furthermore,
the investors signed a Clarification Letter, which clarifies and/or adds to the terms of the Cooperation Agreement
(hereinafter - “the Clarification Letter”). On January 24, 2006, Bank of Israel informed the investors that the sale
of shares constituting part of the controlling interest without the prior coordination with the Governor of Bank
of Israel, even if effected more than five years after the date of receipt of the permit, would most probably breach
the conditions of the permit. Notwithstanding, the Bank of Israel advised that it has no objection to the
Clarification Letter being signed for the purpose of determining certain accords between the Investors, provided
that the Clarification Letter would be amended or replaced after the Bank of Israel had examined it. To the best
of the Bank’s knowledge, the Bank of Israel has not raised the issue matter again and, as of date of publication
of this report, the letter of clarification has not been amended or replaced.

The Cooperation Agreement determines, among other things, that of the number of directors that the Buyers are
entitled to appoint to the Bank’s board of directors, the Bronfman Group and Rubin Schron (hereinafter named:
“the Schron Group” and together with the Bronfman Group - “the Groups”) are entitled to appoint directors in
proportion to the relative percentage of each group in the total ownership rights of all the Investors being limited
partners in the two Buyers together (the overall ownership rights as above, in the two Buyers together are
hereinafter: “the Interests”). To date, according to the Agreement for the Sale of the Controlling Interest, the
Bronfman Group is entitled to appoint five members to the board of directors and the Schron Group is entitled to
appoint four. In addition, the Bronfman Group is entitled to appoint the first outside director that the two groups
would be entitled to appoint, when such office becomes vacant, whereas the Schron Group would be entitled to
appoint the second outside director (as to the subject of agreements between the Buyers and the Government
regarding the appointment of outside directors, see above). The identity of the members of the board of directors
recommended by each Group is to be determined by the majority of shareholders in the general partner of each
of the Buyers. The Buyers would vote by power of their shares in the Bank for the appointment to the board of
directors, as aforesaid.

The Cooperation Agreement further stipulates that the Buyers would vote jointly on all issues brought before a
General Meeting of shareholders of the Bank. For this purpose, prior to every such general meeting, each Buyer
shall hold a meeting of shareholders in its general partner, during which each shareholder would state how, in his
opinion, the Buyers are to vote with respect to the issue in question. Excluding decisions regarding specific
matters that require a special majority vote of over 67%, as stated below, and with respect to the appointment
of members of the board of directors, as stated above, the Buyers shall not vote in favor of any issue brought
before a General Meeting of shareholders of the Bank, unless such vote is supported by shareholders holding
together over 50% of the Interests.

It has been stipulated that with regard to the following resolutions, a special majority of over 67% of the Interests
would be required: sale of Bank shares by the Buyers; a significant raising of capital in which the Bank is involved;
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mergers, splits, significant acquisitions or sales in which the Bank or the Buyers are involved; issuance of capital
or debt securities by the Buyers; any amendment to the rights attaching to the Interests; liquidation (including
voluntary) of any of the Buyers; appointment of the chairman of the board of directors of the Bank.

The Cooperation Agreement further stipulates that the net consideration, which each of the Buyers would receive
for the sale of shares in the Bank or dividends and other payments that would be received from the Bank, would
be distributed by each Buyer as follows: (1) firstly, each Buyer would distribute to each of its Investors a
proportion of the said amounts according to the relative share of its investor Interests in that Buyer, until the
recovery in full of the amounts invested by him in that Buyer; (2) secondly, each Buyer would distribute to each
of the investors in it an amount equal to 8% per annum (cumulative) on his investment in that Buyer; (3) after
having made the payments as described in (1) and (2) above, Treetops (and not Treetops II) would distribute 15%
plus as additional amounts to SLP, and the balance (85% excluding the additional amounts) would be distributed
to the investors in Treetops, pro-rata to their share, all as detailed in the Cooperation Agreement. Certain amounts
paid to SLP by Treetops would be distributed to Mr. Matthew Bronfman, to a corporation owned by Mr. Michael
Rubinoff as well as to Cam Discount, all according to the distribution and terms stipulated for this purpose in the
Cooperation Agreement.

The Cooperation Agreement stipulates that, at the request of shareholders of the general partners in the Buyers
who hold not less than 67% of the Interests, the Buyers would exercise the option granted to them according to
the Agreement for the Sale of the Controlling Interest. In as much as it would be decided by the shareholders, as
above, that the exercise of the option would be effected by means of additional capital investment of the
Investors in the Buyers, then each investor would be entitled not to exercise his right, and in such a case other
members of his Group would be entitled to exercise his proportionate share in the option. If all the Investors in
any Group elect not to exercise their share in the option, then members of the other Group may do so in their
stead. If the option is not exercised in full up to 180 days prior to the expiration of the option, then any Investor
may cause the exercise of the option by giving notice, and, in such a case, if Investors holding less than 67% of
the Interests would agree to finance the exercise of the option, then the Buyers shall divide, pro-rata, the rights
to exercise the option to the Investors interested in exercising it or to entities under their control.

The Cooperation Agreement further stipulates that the Investors in each Buyer will have the right to participate
in future allotments of shares by the Buyer in which it has an interest. It is also stipulated in the Cooperation
Agreement, that during the first five years from date of acquisition of the controlling interest (or any shorter
period that the Agreement for the Sale of the Controlling Interest allows), no sale, exchange, pledge or transfer
(hereinafter together - “transfer”) of any of the interests in any Buyer (excluding transfers to family members or
family entities) would be permitted without the consent of the general partner of that Buyer. In the event that
permission for the transfer has been granted, or subsequent to the said period, any transfer would be subject to
the right of first refusal granted to Treetops or Treetops II, as the case may be, and to any other investor, as well
as subject to a Tag Along right. In addition, members of the Bronfman Family will continue to hold, at all times,
at least 50.1% of the Interests held by members of the Bronfman Group, and Rubin Schron will continue to hold,
at all times, at least 50.1% of the Interests held by the Schron Group. It is further stipulated in the Cooperation
Agreement that if those who hold over 55% of the Interests would decide to sell over 55% of the Interests, they
would be entitled to force the other Investors to sell, under the same conditions, the balance of the Interests
held by them.
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It was decided that the unanimous approval of Mr. Mathew Bronfman, Mr. Leonard Grunstein on behalf of Mr. Rubin
Schran and Mr. Michael Rubinoff, is required to change the controlling shareholders” agreement.

The Clarification Letter stipulates that as from the end of five and one half years from date of closing of the
transaction, each Buyer would be entitled to decide to surrender the Bank of Israel permit, for the purpose of the
sale of the controlling interest shares, according to the letter attached to the permit (as described above). A Buyer
choosing to do so is to inform the other Buyer accordingly, and in such a case the other Buyer would have the
right of first refusal or the Tag Along right in respect of all the shares held by him, all subject to and in accordance
with the terms to be agreed upon (in the future) between the Buyers regarding this matter. The sale of shares in
accordance with this paragraph will not require a majority of 67% of the Investors (as required for the sale of
shares according to the Cooperation Agreement).

The Clarification Letter further stipulates that the Cooperation Agreement would be valid so long as anyone of the
Buyers holds, directly or indirectly, over 5% of the share capital of the Bank. It is further stipulated that the
provisions of the Cooperation Agreement which apply to the controlling interest shares, shall apply also to shares
acquired, directly or indirectly, by the Buyers or the Investors through the exercise of the option, including
together with others. The voting rights attached to the shares so acquired as well as to other shares held by the
Buyers or Investors, including together with others, shall be used in accordance with the manner in which the

Buyers of the controlling interest shares vote, as detailed above.

CREDIT AGREEMENT
According to the information provided to the Bank, the Buyers shall be entitled to pay the balance of the

consideration on dates and under terms detailed below, subject to the signing at date of closing of an Annex to

the Sale Agreement, which will include provisions for assuring the payment of the balance (hereinafter - “the

Credit Agreement”):

- Subject to that stated hereunder, the balance of the consideration shall be paid by the end of 36 months from
date of closing of the transaction (hereinafter - “the First Period”).

The exercise price of the option or any part thereof shall be paid upon the exercise of the option, unless a part
of the payment has been deferred in terms of circumstances determined for this purpose in the credit agreement.
- In addition, the Buyers shall provide the Government and M.I. Holdings on the closing date, personal letters

of guarantee in an agreed text and in a total amount of US$10,800,000.

The right of recourse to the Buyers, over and above the collateral mentioned above, is subject to a permit from

the Bank of Israel.

- Under certain conditions, the Buyers shall be entitled to make an early repayment of the outstanding balance
of the consideration, in whole or in part. Furthermore, in the event that the Bank would distribute dividends,
the Buyers will have to make an early repayment up to certain determined amounts.

- In the event that an early repayment has been made following the distribution of dividends by the Bank as
above, then, under certain conditions, the Buyers may request the granting of new credit in the amount of the
early repayments made by them.

- The Buyers shall be entitled to defer the last date for the payment of the balance of the consideration until
the end of 36 months from the end of the first period, subject to certain conditions, including:
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- The option has been partly or fully exercised by the end of the exercise period. If only a part of the option is
exercised then the last date for the payment of the balance of the consideration will be deferred only as regards
a proportion of the outstanding balance of the consideration in accordance with the ratio of the number of
shares exercised to the total number of shares covered by the option.

- Until the end of the first period, the shares comprising the controlling interest in the Bank that are not pledged
has to reach a rate of 26% of the outstanding capital of the Bank.

- On the date on which the Buyers request a deferment of the last date for the payment of the consideration,
the collateral, as stated above, has to meet with the determined ratio of collateral to debt.

- So long as a debt, as detailed above, exists, the Buyers shall be subject to certain limitations, including
limitations on transactions in the pledged shares, on the distribution of dividends, on the registration of an
additional pledge on the shares acquired through the exercise of the option, and limitations on various actions
regarding the Bank, which may affect the value of the collateral, without the prior consent of the Government.
In addition, the Buyers will have to abide by a certain ratio of collateral to outstanding debt (a ratio of the
amount of the personal guarantees plus the market value of the pledged shares, according to a determined
calculation, or the value of other collateral provided by the Buyers, to the balance of the debt).

- In addition, the Credit Agreement includes events of default and other circumstances in which the debt will

become immediately payable.

THE BANK SHARES ARRANGEMENT LAW

As stated above, the Bank Shares Arrangement Law was enacted in order to regularize the holdings of the State
in the shares of the banks and the voting rights attached thereto as well as other related matters, this in order
to enable the Government to sell the bank shares transferred to its ownership, in a manner deemed appropriate
to it, and to avoid involvement in the current management of the business of the banks in the period until these
shares are sold, while preserving the proprietary interest of the State in the shares and to allow structural changes
in the banking industry according to Government policy and any law. The Law stated that the use of the voting
rights attached to the shares in the name of the State and on its behalf shall be made by a committee for the
bank shares (hereinafter - “the Committee”), which shall be appointed separately in respect of each bank, by a
public body to be appointed by the Government. On December 22, 2005, the Bank Share Arrangement Instruction
(Temporary Provision)(Appointment of other committees and the period of their tenure), 2005, was published in
the Official Gazette, which determined that where the State has transferred control of a bank to another entity,
the appointment of the Committee shall terminate. Notwithstanding, in response to an approach by the
representative of the purchasers, the representative of the State informed on April 10, 2006, that the Committee
for the shares of the Bank shall continue to act on behalf of the State for the purpose of voting by power of the
Bank shares in its possession.

PRINCIPAL PROVISIONS OF THE LAW

Section 41 of the Law states that upon sale of shares by the Government in a transaction designed to lawfully
transfer of control over a bank, the provisions of Sections 3 and 5, Chapters E and F and Sections 33 to 36 will

apply, subject to provisions specifically determined for this purpose in the sale agreement. Described hereunder
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are the said provisions of the Law that are still relevant, and the amendments thereto according to the sale
agreement, which is the agreement for the transfer of the control core of the Bank.
The agreement for the transfer of the control core of the Bank states that the provisions of the Bank Shares
Arrangement Law with respect to the appointment of Directors (Chapter E of the Law) shall not apply. As to the
provisions of Chapter F regarding General Meeting of shareholders, the agreement states that the provisions
relating to the Committee shall apply to representatives of the Government even though they do not constitute
the Committee. The provisions of Chapter F state that the Committee is bound to participate in general meetings
of shareholders of the Bank, and to vote by power of the shares held by the Government in the manner decided
upon by the Committee.

In the event that a proposal was tabled at a General Meeting to change the documents of incorporation of the

Bank, the Committee shall vote in accordance with its good judgment, provided only that it should vote against

any change that might be detrimental, directly or indirectly, to the rights attached to the shares or the ability to

sell them, or to the Government policy relating to the sale of the shares, or to anything relating to structural
changes in the banking system, and in the case of doubt, the Committee has the right to consult with the Minister
of Finance or with whoever he appoints for this purpose.

As to the matter of approval of Directors’ remuneration, the Committee is not permitted to vote for an increase

in the remuneration in excess of the increase in the average wage in the economy, unless the results of the Bank

justify such an increase.

Section 28 of the Bank Shares Arrangement Law states that the Minister of Finance, with the approval of the

Government or of a Ministerial Committee authorized by the Government, shall be permitted to instruct the

Committee to request the calling of a General Meeting of shareholders of the Bank, to participate therein and to

vote in accordance with his instructions on any matter, including the amendment of the documents of

incorporation, if ,in his opinion, this is required for the achievement of any of the following objects:

(1) Effecting the sale of the shares, including the fulfillment of obligations and realization of the rights
determined in the sale agreements, and including the passing of resolutions as to changes in the share capital
required to facilitate the trading in the shares as well as other related actions;

(2) The avoidance or minimizing of an actual impairment, direct or indirect, of the rights attached to the shares,
of the ability to sell them or of the proceeds of their sale;

(3) Effecting structural changes, including the sale of material assets of the Bank or a reorganization of the Bank
and companies under its control, required by law or which the Government has decided upon before October
31, 1993, however if shares of the Bank were sold to the public in accordance with a Prospectus, this authority
shall be acted on only if the proposed structural changes are required by law or were specifically stated in
the Prospectus, or if these matters shall not be detrimental to the Bank. This Section shall not apply during
the support period;

(4) Adoption of a policy for the distribution of dividends out of the earnings of the Bank, subject to limitations
set by the Supervisor of Banks regarding the preservation of the stability of the Bank;

(5) The assignment of authority as regards matters mentioned in (1) to (4) above, to the General Meeting of
shareholders.

Section 33 of the Bank Shares Arrangement Law states that the Bank and every officer thereof, as well as any




ANNUAL REPORT

company controlled by the Bank and any officer thereof, shall cooperate with whoever is engaged with the sale
of the shares of the Bank. It is further stated that the manner of the cooperation of the Bank would be in
accordance with the provisions of the agreements signed between the Government and the M. I. Holdings and the
Bank, and everything as detailed in the said Section.

THE EFFECTIVE PRICE OF THETRANSACTION FORTHE SALE

OF A CONTROLLING INTEREST OF THE BANK

On May 17, 2005, M.I. Holdings Ltd. provided the Bank with an opinion given the Goren Capital Group Ltd. which

was prepared for M.I. Holdings Ltd. and the Finance Ministry in the matter of “The estimated economic value of

the package of shares and options which constitute the controlling interest in the Israel Discount Bank”.

In the summary of the Opinion, it is stated that:

- The consideration in the amount of NIS 1,300 million, received by the sellers from the Buyers for the package
of shares and options, reflects an effective price for the transaction of between 74% and 81% of the equity of
the Bank at date of the sale, and an effective price for the transaction of between NIS 4.67 and NIS 5.20 per
share.

- The estimated effective consideration took into account the weighted value of the options granted to the
Buyers, these being based on an estimate of 50% of their value according to the B & S model, which reflects,
according to the Goren Capital Group Ltd. estimate, a fair economic value, considering the many restrictions
imposed on the options, their exercise and the receipt of the potential benefit inherent in them following their
exercise.

This Opinion was attached, with the consent of the authors thereof, to an immediate report issued by the Bank

in the above matter on May 23, 2005.

It should be mentioned that the Bank was not a party to the process of the sale and that it was neither involved

in commissioning the valuation nor in the formation of the Opinion.

THE PRICE INTHE TRANSACTION FORTHE SALE OFTHE

BALANCE OFTHE STATE’S SHARES IN THE BANK

Pursuant to a notice received by the Bank from the State of Israel on May 11, and May 15, 2006, the State sold
shares comprising 6.09% of the issued share capital of the Bank in consideration of approximately NIS 553.7 million.
(As abovementioned, the said parcel of shares constitutes the balance of the State’s holdings in the shares of the
Bank, i.e. the shares held by the State over and above the number of shares in respect of which the State granted

the option to the Bronfman-Schron Group). The price of the transaction was determined at NIS 9.268 per share.

EMPLOYEES AGREEMENT

On February 1, 2005, concurrently with the signing of the Agreement for the Sale of a Controlling Interest in the
Bank, an agreement was signed between the New Histadrut Federation of Labor (hereinafter: “the Histadrut”), the
Representative Committee of Discount Bank Employees and the Accountant General of the Ministry of Finance
(hereinafter - “the Employees Agreement”), which, among other things, is subject to the approval of the Bank

(see hereunder). The Employees Agreement is intended to settle several demands raised on behalf of the
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employees of the Bank in connection with their rights in light of the sale of the controlling interest in the Bank
by the State.
Set out below are the provisions of this Agreement:

The Histadrut, as the organization representing the workers, conceded, on behalf of the employees, their right
to purchase the balance of 10% of the shares of the Bank which are held by the State, at a 25% discount, and
to a subsidized loan by the Bank to finance this purchase, as is customary in privatization of banks being part
of the “Share Arrangement”.

In exchange for the above-mentioned concession, the employees will receive from the Government a cash
amount equivalent to a value of 30% of the value of the 10% of the Bank shares which were not offered at a
discount to the employees. In the Employees Agreement it was declared that the value of the benefit for
conceding the purchase of the shares as aforesaid is NIS 120 million (hereinafter — “the State Grant to
Employees”).

The employees would be entitled to receive from the Bank a bonus on account of 2004, of one salary to each
employee (hereinafter - “the Bonus for 2004”), as well as a special grant with regard to conceding the right
to receive a subsidized loan for which they would have been entitled as is customary for the privatization of
the banks being a part of the “Share Arrangement” (hereinafter - “the Special Grant”).

The total value of the Special Grant and the Bonus for 2004 is approximately NIS 130 million (hereinafter
together: “the Bank Grant to Employees”).

It should be clarified that in a conversation held between the President & CEO of the Bank and the Deputy
Accountant General at the Ministry of Finance, it was made clear to the Bank that the amount of the Bank
Grant to Employees (amounting as stated above to NIS 130 million) reflects the total cost to the Bank as the
employer of these employees. The content of this discussion has been put in writing in a letter sent by the
Bank to the Deputy Accountant General.

Amounts in excess of the said NIS 130 million, will be paid by the Government.

The State Grant to Employees and the Bank Grant to Employees (hereinafter - “the Total Grant”) amount to
NIS 250 million. The Total Grant shall be paid to the employees subject to the closing of the Agreement for
the Sale of the Controlling Interest in the Bank, and on the following dates; (1) an amount of NIS 205 million
payable in September 2005 or immediately following the closing, according to the later date; (2) an amount
of NIS 45 million payable not later than the end of three years from date of closing, or close to the date of
exercise of the option by the purchasers, in the event that the purchasers will exercise their right to exercise
the option, in whole or in part, according to the earlier date (in practice, as stated below, the total bonus was
paid in full immediately following the closing date).

The employees entitled to the Total Grant are those who at date of closing are employees of the Bank, of
Mercantile Discount Bank and of the wholly owned subsidiaries in Israel, and who are tenured and permanently
employed, and also those employed under personal employment agreements, which, at the closing date have
been with the Bank for at least one year. The Employees Agreement clarifies that the share in the total bonus
relating to the employees of Mercantile Discount Bank shall be paid by the Government and the Bank subject
to the signing of a separate agreement with these employees (see “Mercantile Employees Agreement”

hereunder).
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- The power of the Labor Charter as a collective labor agreement at Discount Bank, shall be extended for a period
of five years, namely until December 31, 2009. At the end of this period, the parties shall act with regards to
the power of the Labor Charter, in accordance with section 3 thereto.

- The Agreement for the Sale of a Controlling Interest in the Bank is to include a provision that in the event
that the control of Israel Discount Bank of New York is sold, then the full cash proceeds of such sale will be
transferred to the Bank, and that no dividend shall be distributed out of such proceeds for a period of five
years from date of signing the Agreement for the Sale of a Controlling Interest in the Bank, unless otherwise
agreed with the Representative Committee of the Employees.

- The labor dispute announced on March 11, 2004, with regard to the privatization of the Bank, shall be
terminated immediately upon the approval of the Employees Agreement.

- Immediately following the approval of the Employees Agreement, the employees will cooperate in any matter
or action required for the closing of the transaction for the Sale of the Controlling Interest in the Bank, and
for the sale of the balance of the shares remaining in the hands of the State, and in any other required process,
if at all. (In this respect, it has been clarified that that the term “employees” in relation to the above, excludes
the employees of Mercantile Discount Bank).

- Subject to the approval of the Employees Agreement, the parties to the Employees Agreement have mutually
committed that for the period until the closing date of the transaction or until September 30, 2005, whichever
is later, they will mutually maintain “industrial peace”. No one-sided actions will be taken or one-sided
organizational changes be made by any of the parties that are not compatible with the Labor Charter. No strike
or closing-down measures, in whole or in part, will be taken, nor will anything that might impair Labor
Relations and orderly work procedures be brought into effect.

The Employees Agreement was subjected to the approval of the authorized institutions of the Bank. On February

7, 2005, the Audit Committee of the Bank and the Board of Directors of the Bank approved the Bank joining the

Agreement. The resolution emphasized that the total cost to the Bank (employer’s cost) will be NIS 130 million

(and shall not exceed that amount). On April 5, 2005, the General Meeting of Shareholders of the Bank approved

the Bank joining the Employees Agreement. Within the approval, it was stated that the total cost to the Bank

(employer’s cost) will be NIS 130 million (and shall not exceed that amount).

The Employees Agreement was also subject to the approval of the Finance Committee of the Knesset. The Finance

Committee approved the Employee Agreement.

Soon after the closing of the agreement for the sale of a controlling interest in the Bank, which occurred in the

first quarter of 2006, the Bank and its relevant subsidiaries paid the overall bonus agreed upon in the Employees

Agreement. The total cost of this bonus, including related expenses (payroll VAT and National Insurance

contributions) amounted to NIS 305 million. Accordingly, the bonus that is to be paid by the State will amount

to NIS 175 million, of which NIS 120 was paid in March 2006, and the balance will be paid upon the exercise of
the option by the Bronfman-Schron Group.

Mercantile Employees Agreement. On May 22, 2005, the Histadrut, The Representative Committee of Mercantile

Discount Bank Employees and the Accountant General at the Ministry of Finance signed an agreement, which,

inter-alia, is subject to Mercantile Discount Bank’s approval (see hereunder). The Mercantile Employees Agreement

is intended to settle several demands raised by employees of this bank regarding their rights in light of the sale

of the controlling interest in the Bank by the State.
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The terms of the Mercantile Employees Agreement are as follows:

The Histadrut, as the organization representing the workers, conceded, on behalf of the employees, their right
to purchase the balance of 10% of the shares of Discount Bank which are held by the State, at a 25% discount,
and to a subsidized loan to finance this purchase, as is customary in privatization of banks being part of the
“Share Arrangement”.

In exchange for the above-mentioned concession, the employees will receive from the Government a cash
amount equivalent to a value of 30% of the value of the 10% of the Bank shares which were not offered at a
discount to the employees.

The employees would be entitled to receive from Mercantile Discount Bank a bonus on account of 2004, of one
salary to each employee (hereinafter - “the Bonus for 2004”), as well as a special grant with regard to
conceding the right to receive a subsidized loan for which they would have been entitled as is customary for
the privatization of the banks being a part of the “Share Arrangement” (hereinafter - “the Special Grant”).
The total amount of the bonus payable to the employees of Mercantile Discount Bank will be the proportional
amount applicable to the Mercantile Discount Bank out of the total amount of the bonus (NIS 250 million) as
defined in the said Employee Agreement. The said bonus will be paid to the employees subject to the closing
of the agreement for the sale of a controlling interest in the Bank, and at dates specified in the Agreement
(regarding acceleration of part of the bonus payment, see details of the conditions of the Employee Agreement,
above).

The employees entitled to the Total Grant are those who, at date of closing, are employees of Mercantile
Discount Bank and of the wholly owned subsidiaries of Mercantile Discount Bank in Israel, and who are tenured
and permanently employed, and also those employed under personal employment agreements, which, at the
closing date have been with the Bank for at least one year.

The validity of the collective agreements at Mercantile Discount Bank (as the term is defined in the collective
agreement dated December 21, 2004 and all its Annexes) will be extended for a specified period until December
31, 2009. At the end of this period, the parties shall act as regards to the validity of the collective agreements,
in accordance with the terms of Section 5 of the labor agreement dated May 17, 1968.

The labor dispute announced at Mercantile Discount Bank on March 29, 2004, with regard to the privatization
of Discount Bank, shall be terminated immediately upon the approval of the Mercantile Employees Agreement.
Immediately following the approval of the Mercantile Employees Agreement, the employees of Mercantile
Discount Bank will cooperate in any matter or action required for the closing of the transaction for the Sale
of the Controlling Interest in Discount Bank, and for the sale of the balance of the shares remaining in the
hands of the State, and in any other required process, if at all.

Subject to the approval of the Mercantile Employees Agreement, the parties to the Mercantile Employees
Agreement have mutually committed that in the period until the closing date of the transaction or until
September 30, 2005, whichever is later, they will mutually maintain “industrial peace”. No one-sided actions
will be taken or one-sided organizational changes made by any of the parties that are not compatible with the
collective labor agreements. No strike or closing-down measures, in whole or in part, wil be taken, nor will

anything that might impair Labor Relations and orderly work procedures be brought into effect.

The validity of the Mercantile Discount Bank Employees’ Agreement was subject to approval of the authorized
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institutions of this bank, approval of Mercantile Discount Bank Employees’ Council and the approval of the Finance
Committee of the Knesset. On May 30, 2005, the Representative Committee of Mercantile Discount Bank Employees
approved the Mercantile Employee Agreement. The Board of Directors of Mercantile Discount Bank approved the
agreement on June 9, 2005, and the General Meeting of shareholders of Mercantile Discount Bank approved the
agreement on June 20, 2005. The Finance Committee of the Knesset approved the Agreement.

In an Annex to the Mercantile Discount Bank Employees Agreement, which the signatories thereto (the New
Histadrut Federation of Labor, Mercantile Discount Bank Employees’” Committee and Mercantile Discount Bank)
agreed to be an integral part of the said agreement, it has been agreed that despite the time schedule determined
in the Mercantile Discount Bank Employees’ Agreement, the date of payment of one month salary shall be
advanced, and that following the approvals by the Mercantile Discount Bank institutions and by the Employees’
Council of Mercantile Discount Bank, it will be payable to whomever at date of payment will comply with the
entitlement terms prescribed in the Mercantile Discount Bank Employee Agreement. With this, all the claims of
the employees of the Mercantile Discount Bank as regards to the bonus in respect of 2004 have been exhausted.
The said payment will be deducted from the payment that will be carried out according to the Mercantile Discount
Bank Employees’ Agreement.

As stated above, the award to the employees of Mercantile Discount Bank was paid in the first quarter of 2006,

soon after the closing date of the agreement for the sale of controlling interest in the Bank.

THE ACCOUNTING TREATMENT OF THE EMPLOYEE AGREEMENT

The financial statements for 2004 included a provision in respect of the bonus for 2004, to the amount of one
salary, based on the assessment that in view of the results for the year 2004, the Bank and its other relevant
subsidiaries in the Group would have, in any case, paid such a bonus to their employees. The amount of the said
bonus is NIS 73 million.

The provision in respect of the balance of the Bank Grant to Employees in the amount of NIS 57 million,
comprising the said special bonus, will be reflected in the financial statements for the first quarter of 2006, in
which the conditions precedent in the Employees Agreement were fulfilled, and in particular the closing of the
transaction for the sale of a Controlling Interest in the Bank.

As to the State Grant to Employees, the Bank was informed by the Supervisor of Banks that the Grant to be paid
by the State (an amount of NIS 175 million, including employer related costs) is considered “a transaction with
a controlling party”. Therefore the grant paid by the State is to be recorded as part of payroll expenses against a
capital reserve.

The expense regarding the State Grant to Employees will be recorded in the financial statements of the Bank, in
accordance with the said directive of the Supervisor of Banks, in the first quarter of 2006, along with recording

the provision for the special bonus.
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GENERAL

The Bank operates within the framework of Laws, Regulations and Directives, certain of which are exclusive for
the banking industry, and others, though even not exclusive as above, do have an effect on certain sections of
its operations.

The Banking Ordinance, various banking laws and the proper banking management directives issued from time to
time by the Supervisor of Banks, constitute the central legal basis for the operations of the Bank Group.

These, among other things, define the limits of the operations of the Bank, the permitted operations of
subsidiaries and companies related to the bank and the terms for owning and controlling them, the relations
between the Bank and its customers, the use made of assets of the Bank, and the mode of reporting to the
Supervisor and the public as to the Bank's said operations.

Alongside these, the Bank is subject to a wide legislation that regulates its capital market operations both on
behalf of customers an on its own behalf (for example: investment and customer portfolio management consulting,
mutual investments funds, the overall activities of provident funds, securities laws and restrictions on insurance
business activity).

Additional legislation as regards special subjects imposes on banks, including the Bank, specific duties and rules.
Thus for instance, the legislation relating to the prohibition of money laundering and the prohibition of financing
of terror activities, the credit data law, legislating relating to housing loans, guarantees, etc.

In addition legislation exists, which because of its connection to the operations of the Bank, has a considerable
implication on the way the Bank is being managed. In this respect it should be mentioned, among other things,
the debt execution laws, liquidation and receivership laws, laws relating to specific economic sectors (local
authorities, mortgagees, the agricultural sector) and various tax laws.

Following is a summary of legislation changes and relevant legislation initiatives during the reported period,

which affect or might have a significant effect on the operations of the Bank.

REFORM IN THE STRUCTURE OF THE ISRAELI CAPITAL MARKET AND INTHE ACTIVITY

OFTHE BANKS AND OTHER PLAYERS IN THE CAPITAL MARKET FIELD

Towards the end of 2004, the Government adopted the recommendations of the inter-office committee, headed by
the General Director of the Ministry of Finance (the Bachar Committee) and during the year 2005, the legislation
designated to carry out the Government’s decisions in these areas, was formed and approved. This concluded in
fact the legislation work intended to formulate arrangements in various areas relating to the activity of the
banking industry, as to which decisions were taken by the Government as early as 1993.

In August 2005, three comprehensive laws were published relating to the activity of the banks and other players
in the capital market: The Law for Increasing Competition and Reducing Concentration and Conflicts of Interest
in the Capital Markets in Israel (Legislation amendments), 2005; The Supervision of Financial Services Law
(Provident Funds), 2005; The Supervision of Financial Services Law (Consulting and Marketing of Pension
Schemes), 2005. In the course of 2005 and also in 2006 and 2007, Rules and Regulations were published in order
to complete the arrangements through secondary legislation. Furthermore, many proposed Bills and Standards

were also published, which amend or update the arrangements with respect to the capital and pension savings
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market. In this context, a proposed Bill was published in March 2007, for the increase in the rate of participation
in the workforce and for the decrease in social gaps (negative income tax, compulsory pension, reduced tax rates
and legislative amendments), 2007, which deals, among other things, with the establishment of compulsory
pension for every worker.

The new legislation is designed to bring about a change in structure of the capital market and in the role of the
banking industry therein. Banks are required, within a transition period as determined in the legislation, to
discontinue their form of activity which existed until then in the field of provident and mutual funds, and to
transfer the management and ownership thereof to other capital market players, thereby turning into consultants
in the capital market and pension fields, who do not have a direct interest in the products that are being sold to
their customers. Within the framework of the new legislation, the provident fund field has been regularized for
the first time by primary legislation, and a new law was passed regarding the pension industry, dealing with
pension consultancy and marketing.

For a condensed review of the principle changes in legislation and their implications, see Note 33 to the financial
statements. For details regarding the Bank’s preparations in respect of the Israeli capital market reform and
changes in legislation, see “Non-financial companies sub-segment” under “Activity of the Group according to
Principal Segments of Operation” and “Operations in the Capital Market” under “Further details regarding activity

in certain products”.

CLASS ACTION SUITS LAW, 2006

In March 2006, the Knesset passed the abovementioned law, which determines a general arrangement for the filing
and management of class action suits, and replaces, among other things, the provisions regarding class actions
against banks included in the Banking Law (Customer service), 1981. The law broadens the causes for filing class
action suits against banks, and determines that a class action suit may be filed against a bank “in respect of a
matter between the bank and the customer, whether they have entered into a transaction or not”. Further causes
have been determined, which might serve as a basis for an action against banks, such as a cause deriving from
the affinity to securities or to a participation unit in a mutual fund, and so forth.

The law is forthcoming to plaintiffs and allows the Court extensive judgment as regards the approval of an action
as a class action, and in this regard the conduct of the class action, defining the group and subgroups, replacing
the representative plaintiff or representative attorney, attaching representative plaintiff or a representative
attorney, permitting a public service organization to participate in the hearing. The law requires a closer
supervision than previously on the withdrawal of a class action by the representative plaintif and on compromise
arrangements and determines the possibility of ruling for compensation in favor of the appellant and to the
representative plaintiff even when the class action was not approved or was not ruled in favor of the group.
The law provides protection to certain entities, including banks, both at the approval stage of the class action
and at the stage of ruling for damages in favor of the plaintiffs, in cases where the action has been admitted, and
allows the Court to take into consideration the damage that could be caused to the defendant and to the public
using the services of the defendant or to the public at large, as opposed to the benefit of conducting the class
action or of the compensation granted. However, the damage to the defendant that the Court may take into

consideration is a damage that might be caused “as a result of impairment to the economic stability of the
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defendant”, a condition the realization of which as a result of a single action (albeit a class action) served against
a bank, is remote.

The law is also forthcoming regarding the limitation provisions, in that, among other things, it determines that
in cases where the Court has dismissed or removed a motion for approval of a class action, a claim of a person
belonging to the group (or an individual in respect of whom it was determined that he should not be a party of
the group) shall not be subject to limitation unless one year has passed since the date on which the motion for
approval became definitive.

The transitional provisions of the law applies the new law to class actions and motions for approval of class actions
that were pending at date of publication of the law, and provisions were set to avoid the extension of the period
of limitation in respect of such motions and motions that had been dismissed prior to the publication of the law.
The new law is intended to encourage the submission of class actions, and it is reasonable to assume that a larger
number of class actions would now be served generally and against banks in particular. However, at this stage it
is yet unknown how the Courts will interpret and implement the provisions of the law in the future. Accordingly,

it is not possible to assess the law’s impact on the Bank.

LEGISLATION PROPOSALS AND ARRANGEMENTS REGARDING BANKING COMMISSIONS

In resent years various matters pertaining to commissions charged by banks appeared on the public agenda,
including their rates, types, the disclosure given to customers with regards thereof and supervision thereof. In
this respect, a large number of private bills have been tabled before the Knesset, concerning limiting the ability
to increase commission rates, limiting the total income from commissions, prohibiting charging commissions in
respect of certain services and more, a bill proposing the establishment of a Fair Trade Authority which will be
responsible for various matters, including the regulation of bank-customer relations as well as a proposal
presented by various entities for the imposition of controls and more. The matter was also examined by various
professional teams who have submitted their recommendations thereon.

During 2004, the Commissioner of Restrictive Trade Practices informed that he is considering using his authority
under the Restrictive Trade Practices Law in order to determine that five banks, among which the Bank is included,
form a “concentrated group”, and following this even published a proposal for the amendment of the Restrictive
Trade Practices Law in the matter of regulating his authority with respect to “concentrated groups”.

In July 2005, the Supervisor of Banks and the banks reached an arrangement, with respect to commissions charged
from household accounts. The Supervisor informed the Knesset Economics Committee of this arrangement, and on
July 14, 2005, issued to the banks a letter detailing the principles for the implementation of the “package deal”
in the matter of commissions pertaining to current accounts of private customers.

During 2006, this matter was discussed from time to time, and a parliamentary commission of inquiry was
appointed, at the beginning of 2007, to examine all aspects thereof.

The proposal determines also a reporting format for the supervision of banks with respect to commissions charged,
which would also serve for comparative publication, as well as instructions regarding the reduction of costs and
facilitating the transfer of accounts from bank to bank.

On January 30, 2007, Bank of Israel submitted to the Ministry of Finance a proposed law intended to arrange bank
commissions charged to homeowners. The proposed law is based on a proposal drafted by Bank of Israel in 2004,
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with several innovations, including authorizing the Supervisor of Banks to determine uniform criteria for the
names and content of the commissions, a significant reduction in the number of commissions and the requirement
to publish commissions charged to households separately from the published tariff for other commissions. In
addition, the law would entitle the Supervisor of Banks to supervise and intervene in respect of prices in the retail
banking sector (e.g. in circumstances in which the commission may affect competition, in circumstances in which
a customer is charged a commission for services that the bank is committed to provide, the commission is charged
for a vital service relating to a current account and in circumstances in which a commission is charged without
adequate justification). The proposal determines also a reporting format to the Supervisor of Banks with respect
to commissions, which shall be used also for a periodic comparative publication, as well as directives regarding
the reduction in costs and facilitating the transfer of customers from bank to bank.

These proposals will be discussed in the Finance Committee of the Knesset as part of the general discussion
regarding bank commissions. The Rule o