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APPENDIX TO PART II
THE NIS-FOREX MARKET: CONCEPTUAL FRAMEWORK'

To measure the net quantities of forex sold/acquired in the NIS—forex market on the
basis of the sectors that are active in the market, we started with the national balance
of payments and manipulated its components in order to develop a closed dataset that
reflects only activities of the sectors that affect and are affected by the exchange rate.
It is especially important to adjust the balance-of-payments component because the
current-account deficit and movements in the financial account (“capital movements™)
of the balance of payments are not the only factors that affect, and are affected by,
the NIS exchange rate. Domestic forex activity among economic sectors, such as
forex borrowing and depositing by the public with banks in Israel, and NIS—forex
forward activity also affect and are affected by the exchange rate. Furthermore, some
components of the balance of payments are irrelevant to the NIS—forex market because
activity in them does not take place via the market and has no direct relationship to
the NIS exchange rate. Moreover, the conventional classification of the balance of
payments disregards a matter of vast importance for analysis of the NIS—forex market:
the currency in which the activity takes place (NIS or forex). Below are the main
differences between the two sets of reports:

Activity included in the balance of payments but not in the NIS—forex market—domestic
transactions between the government and nonresidents, since the government neither
acquires or converts forex in the domestic market. For the same reason, transactions
related to the foreign reserves are not included in the NIS—forex market.

Activity included in the NIS—forex market but not in the balance of payments—domestic
forex transactions among residents, such as forex-denominated and -indexed credit and
deposits and forex—NIS forward transactions and put and call options. Forex-indexed
bonds, issued by the government and acquired by residents, and forward contracts
between residents and banks are not included in the balance of payments.

Activity included in both sets of reports but classified differently—In the balance of
payments, classification is based on the assets side (of residents and nonresidents)
irrespective of the currency of activity. Classification in the NIS—forex market, in
contrast, is based on currency. Thus, activity in domestic assets (NIS and forex)
is attributed to nonresidents whereas activity in external assets (NIS and forex) is
attributed to residents. The items classified differently under this principle include
credit from nonresidents (including bond issues), nonresident forex deposits, and NIS
credit from banks to nonresidents.

Activity included in both sets of reports but measured differently —In the NIS—forex
market, activity in options is measured by calculating the change in exposure (change

! For further details, see the Bank of Isracl Web site: http://www.bankisrael.gov.il/deptdata/pik _mth/
expa_h.htm
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in equivalent value). In the balance of payments, in contrast, activity is measured
by calculating the value of the transaction, concluded or expired, on the basis of the
Black and Scholes formula.’

Importantly, activity in the market is measured not from the technical point of view
of cash conversion of NIS into forex and vice versa but rather in view of the exposure
of the asset acquired/sold to exchange-rate changes. This method of measurement
establishes a relationship between the sums of forex that each sector has sold or
acquired, in net terms, and the change in its exposure to the NIS exchange rate. This
change affects the exchange rate and is affected by it. When a nonresident buys an NIS
bond, for example, a record is entered in the balance sheet of the NIS—forex market
that he/she has acquired an NIS asset and, accordingly, has sold forex for NIS—
whether he/she paid in NIS, after having converted the forex into NIS or borrowed
NIS from the Bank of Israel, or whether he/she paid in forex (even if the seller of the
bond did not convert the forex received into NIS). This is because the acquisition of
the NIS bond in such a case has changed the purchaser’s NIS exchange-rate exposure.
Concurrently, the acquisition of forex by residents—the nonbanking private sector or
the banks—is recorded in accordance with the manner of payment.

Net sales of forex by the nonresident sector, in which the underlying currency is
forex, are measured by means of nonresidents’ net activity in NIS assets and liabilities.
Within this construct, shares of Israeli companies, including those traded abroad, are
considered NIS assets for the purpose of the NIS—forex market, just as foreign shares
are considered forex-denominated assets. The practical method of classifying shares
as NIS or forex assets—a necessary classification in view of the measuring method
explained above—is based on the identity of the issuing company. Thus, shares are
classified as NIS assets if issued by an Israeli firm and as forex assets if issued by a
foreign firm. It would be more correct to classify shares on the basis of the currency
composition of the issuing company’s financial flows, but this is impractical. Be this
as it may, the currency and location of trading are not appropriate criteria for the
requisite classification of shares.

Net forex sales by the nonbanking private sector, in which the underlying currency
is the NIS, are measured by means of the net activity of individuals, financial
institutions, and firms in forex-denominated and -indexed assets and liabilities, in
Israel and abroad.

Net forex sales by the banking sector, in which the underlying currency is the NIS,
are measured by means of the net activity of banks in Israel in forex-denominated and
-indexed assets and liabilities in Israel and abroad—balance-sheet and forward.

Additional elements included in the NIS—forex market are the current-account
surplus of the private sector only, capital transfers from abroad to the private sector
(mainly by immigrants), open-market sales of forex for NIS by the Bank of Israel,
and issues of Gilboa bonds by the government (net of the portion acquired by
nonresidents).

2 This method of measurement, set forth in international definitions (IMF, OECD), measures not the
“pressure” on the market but the value of the option.
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