Bank of Israel

Investment of the

Foreign Exchange Reserves

Annual Report 2021



Table of Contents

Main Points

A. The Level of the Foreign Exchange Reserves

B. The Framework for Managing the Foreign ExchangdReserves
1. Objectives of holding the reserves and the guidsliior reserves management

Box 1: The changes in the reserves’ investment poji guidelines
2. The risk level of the reserves

3. The basic benchmark, the strategic asset allogatimhthe actual composition

C. The Holding Rate of Return on the Reserves
1. Economic and financial background conditions
2. Return on the reserves portfolio in currency beratkterms
3. Return on the reserves portfolio in shekel terms

D. Active Management Contribution—Excess Return ovethe Basic Benchmark
1. Equities

Duration and diversification

Currency exposures

Corporate bonds

a s b

Spread assets

E. Risk and Risk-Adjusted Returns

1. Volatility of the reserves portfolio, active managent, and the CVaf,
measure

2. The risk-adjusted contribution of active management

Appendix 1: The Global Economic and Financial Envionment
Appendix 2: Foreign Exchange Reserves: Investmentoicy Guidelines
Appendix 3: Glossary



Main points

Level of the Israel's foreign exchange reserves at the end2ff 2@re $213 billion, an increase
reserves of $39.7 billion over the course of the year, corepawith the preceding year. The
level of the reserves relative to GDP increasenhfd@.5 percent to 46.6 percent.

Sources of  The increase in the reserves derived mainly framidgm exchange purchases by the

the change  Bank of Israel totaling $35 billion as part of timeplementation of the monetary

in the policy plan for the economy to deal with the COV1B-crisis, and in addition from

reserves profits, revenue, and exchange rate and pricerdifteals (mark to market) totaling
$3 billion, and from private sector deposits tatgl$2 billion.

Composition As of the end of 2021, 66 percent of the reservesevinvested in government
of assets in  assets, 18 percent in equities, 9 percent in s@esets, and 7 percent in corporate
the reserves bonds.

Return on In terms of the currency benchmark (a basket aletwies comprised primarily of
the portfolio the dollar and euro), the rate of return on theme=s portfolio in 2021 was 2.9
interms of  percent, over the past three years it has averadeokercent per year, and over the
the currency past five years it has averaged 3.2 percent per(Yahle 1a).
benchmark
Table 1a
Rate of return on the foreign exchange reserves pibolio, annual and
multiyear perspectives,in terms of the currency benchmark, percent, annual

terms
2021 3 years 5 years
Reserves portfolio return 29 4.4 3.2
Basic benchmark return -0.3 0.6 0.6
Excess return 3.2 3.7 2.6

Return on The rate of return in shekel terms in 2021 was tiagaat -2.9 percent, due to the
the portfolio  appreciation of the shekel vis-a-vis the main awries in which the reserves are
in shekel held, at a rate of 5.7 percent.
terms
Table 1b
Rate of return on the foreign exchange reserves ptbolio, annual and
multiyear perspectives,in terms of the shekel, percent, annual terms

2021 3 years 5 years
Reserves portfolio return -2.9 -2.0 -0.6
Change in exchange rate of 57 6.1 37

currency benchmark/shekel
A negative sign in the change of the exchangeindieates appreciation of the shekel.



Contribution
of active
management
in terms of
the currency
benchmark

Risk level in
the portfolio

Update of the
investment
policy
guidelines

The contribution of active portfolio management,asiwed by comparing the
portfolio return with the risk-free portfolio (tHeasic benchmark) return, was 3.2
percent in 2021. This was contributed by equitiessg&rcent, primarily through
the investment in US equities—2.5 percent, and eftset by duration— -0.6
percent.

The portfolio’s risk level is the result of the sha@f risk assets in the portfolio as

well as the volatility in financial markets. Thergolio’s volatility, which reflects

its risk level, declined in 2021 compared to thekpie reached in the year before.

This was due to the decline in the volatility afidncial assets, and despite the
increase in the share of equities in the portfdlibe standard deviation of the

portfolio’s return, which measures this volatilityas 1.8 percent in 2021.

The marked increase in the level of the reservég;wderives mainly from the
Bank of Israel's foreign exchange purchases asgbdhie implementation of the
monetary policy, led the Bank to examine the needdjust the goals on which
the reserves investment policy is based and theyfotharacteristics. In view of
the examination, the Monetary Committee approvedew version of the
investment policy guidelinésn April 2021.

The main changes in the new version are: adjust@gvestment policy goals so
that a goal was set to achieve a return in shekeld that, in the long term, will
cover at least the financing cost of holding theerees; measuring and reporting
the portfolio return both in terms of the currefi®nchmark and in shekel terms;
defining new principles for determining the curngrinchmark composition;
increasing the maximum risk constraint from a CkaRvel of 475 basis points
to a level of 900 basis points; increasing the maxn share of investment in
equities from 17.5 percent to 27 percent of tataérves; increasing the maximum
share of combined investment in equities and catpdronds from 25 percent to
35 percent, and adding the possibility of investingelow investment grade (high
yield) corporate bonds, up to 5 percent of totaérees.

The Monetary Committee approved the allocationZ021 based on the new
investment policy guidelines.

1 See Box 1 in the report.



A. The Level of the Foreign Exchange Reserves

In 2021, Israel's foreign exchange reserves grew I$89.7 billion, from $173.3 billion at the
end of 2020 to $213 billion at the end of 2021 @fégl)? The ratio of the reserves to GDP rose
from 42.5 percent to 46.6 percent

Figure 1
The Level of Israel's Foreign Exchange Reserves, drthe Ratio of the Reserves to GDP,
2011-2021 (month-end balance)
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SourceBank of Israel.

The increase in the reserves resulted mainly fronofeign exchange purchases in the amount
of $34.8 billion by the Bank of Israel private sector deposits of $2 billion, and pricéedential
(mark-to-market) of $3.3 billion (Table 2), which comprised:

1. The amount of $5.3 billion from gains due to arré@ase in the value of equities, offset
by capital losses on bonds, deriving from increaseteld;

2. The amount of $2.6 billion in respect of an inceeasthe IMF's general allocation of
SDRs, as part of the IMF’s allocation to all itsmier states;

3. In contrast, $4.7 billion from losses due to exdwrate differentials, mainly of the euro
and the pound sterling, in which approximately 8@cpnt of the reserves are held, due
to the weakening of these currencies against thardo

2The level of the reserves throughout the Reportighes the International Monetary Fund’s allocatiohSDRs and

the balance of Israel’s reserve tranche in the IMRhe end of 2021, their combined level was $#llfon. For more

on this issue, see “Bank of Israel Financial Statemfor 2021.”

3 This figure is calculated on the basis of GDP datdhe year 2020, which have been updated sire@tiblication

date of the report for 2020.

4The mark-to-market is the change in the dollar eafithe reserves attributed to profits realizedfinterest income,
capital gains, and the change in value due to aset differentials and exchange rate differestiabgainst the dollar,
of currencies in which the reserves are invested.



Table 2
Components of the change in the reserves, 2021

($ million)
FX Purchase 34,707
Mark to Market 3.304
Private Sector 2.062
Government -462
Total Change 39,701

Source: Bank of Israel

Foreign exchange purchases were considerably langescope compared to previous years
(Figure 2). Most of the purchases were part of@lsiion purchase program that was announced
by the Monetary Committéat the beginning of the year, as part of the Bankdnetary policy.

Figure 2
Bank of Israel Foreign Exchange Purchases, 2008—-2D2

Billion $

40 -
36 -
2 4
28 4
24
20
16 -
12 -

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Source: Bank of Israel.

5 Press Release, January 14, 2021
6 See Box on "Exchange rate policy at the Bank of IsReasons, outcomes and decision-making processlabie
at https://www.boi.org.il/len/NewsAndPublications/Piesteases/Documents/MPR%20July-December%202016.pdf




Reserves are commonly measured relative to vagoosomic aggregates, mainly GDP. It can
be seen that the ratio of reserves to GDP for lissa@gher than the median of other countries
(Figure 3).

Figure 3
The Ratio of the Reserve'sto GDP, Israel and Selected Countries
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ILevel of reserves as of 31.12.2021 and the GDP data as of 31.12.2020
Source: Central Bureau of Statistics, International Monetary Fund, World Bank



B. The Framework for Managing the Foreign Exchange Rexves
1. Objectives of holding the reserves and the guidel@s for reserves management

According to theBank of Israel Law, 5770-20100one of the Bank's functions is to hold and
manage the country's foreign exchange reservesigroexchange reserves held by a country
function as the inventory of foreign currency fter @conomy at a scope that is sufficient during
a crisis or state of emergency (for example, inghent of a war or natural disaster). At such
times, foreign currency reserves remain a counmgs source of financing in foreign currency.

The Monetary Committee, which is headed by the @wweand whose members include
representatives of the public, has the authorigstablishguidelines for the investment policy
of the reserves(Appendix 2), in consultation with the Minister Binance, and to monitor the
implementation of this policy.

Theinvestment guidelinesinclude the specification of the assets permittednvestment, the
risk profile, and the quantitative and qualitativ@itations on types of assets permitted for
investment. It should be emphasized that theseetine do not constitute a recommendation for
the actual composition of investment in these as3dte actual proportions of investment are a
function of the annual strategic asset allocati@t@ss and the deviations from the allocation that
are made within the framework of degrees of freedoamted to the Markets Department by the
Monetary Committee. The strategic asset allocasiatetermined subject to the level of risk set
by the Committee, and is based on assessmenis @piected conditions in the relevant financial
markets (see Section 3 of this chapter for furttigcussion of the allocation process).

Due to the considerable increase in the reserveghwstems mainly from foreign exchange
purchases by the Bank of Israel as part of theamphtation of the monetary policy, the Bank
of Israel reviewed the need to adjust the objestime which the reserves investment policy is
based. In April 2021, the Monetary Committee apptba new version of the guidelines (see Box
1) with the following goals:

e Achieving a return in shekel terms that, in thegloerm, will cover at least the financing cost
of holding the reserves;

e Maximizing the holding rate of return in the mediuerm, in terms of the currency
benchmark, and within the framework of the riskfieo subject to attaining the liquidity
goal;

¢ Managing the reserves at a high level of liquidity.

Following the adjustment to the investment goatklittonal modifications were made to the
guidelines for the investment policy. The main deswere: measuring and reporting the return
on the reserves portfolio both in terms of the encly benchmark and in shekel terms; defining
new principles for determining the currency benclkr@mposition; increasing the maximum
risk constraint from a CVal level of 475 basis points to a level of 900 basisits; increasing
the maximum share of investment in equities fronb Jpercent to 27 percent of total reserves;
increasing the maximum share of combined investhimeatjuities and corporate bonds from 25
percent to 35 percent, and adding the possibifityneesting in below investment-grade (high
yield) corporate bonds, up to 5 percent of totakrees.

7 The financing cost of holding the reserves isghp between the cost in shekels of raising thetalagiquired for
holding the reserves and the return of the for&gchange reserves in terms of the currency bendhmitin the
addition of the gain or loss from the currency espe vis-a-vis the shekel.
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Box 1: The changes in the reserves’ investment poji guidelines

In April 2021, the Monetary Committee approved tieev version of the guidelines (see Appendix

2) after a process of consultation with the MimsteFinance as required by law.

The considerations behind the decision to changeedlguidelines

The main goal of holding the reserves is to supgigign currency to the economy at a sufficient

scope in a time of crisis or emergency, so thevesewill remain the State’s main source of fore
currency financing. In order to attain this goale BBank of Israel, similar to many other cent

ign
ral

banks, defined in the past the following investngadls: safety—maintaining the purchasing power
of the reserves in terms of the expected use<iisia, liquidity, and achieving an adequate retyirn
The Monetary Committee has updated the guidelimesthe years with the growth in the reseryves

and with the decline in the interest rates. The ugslate was in January 2019, when the rese

rves

level was $118 billion. Since then, their levelrieased to $173 billion at the end of 2020, and to

$213 billion at the end of 2021. In view of thernease in the level of the reserves, the Mone
Committee reexamined the investment policy, antdqaarly the investment goals, the risk profi
and the principles for determining the currencydbiemark composition.

Following are the main considerations in examirimginvestment policy:

a.The level of the reserves and the usepproach in a time of crisis or emergencyAs noted, in
the past, one of the main goals established fointlestment policy was to maintain the purchas
power of the reserves in terms of the expected disesg a crisis. This is because in a scenari
a sharp depreciation vis-a-vis the usage currenitiesability of the reserves to finance the use
liable to be adversely impacted. Therefore, thesmesament currency is determined based of
estimate of the composition of expected uses. Hewekie higher the level of the reserves and
further away it is from the level required for usi® smaller the reserves’ sensitivity to a déera
from the currency composition of the uses.
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Currently the level of the reserves is considerdiifjher than the level required for uses. At this

level of the reserves, it is not relevant to mamthe purchasing power of the reserves in term
the uses. This is because the Bank has a largeglerfoushion”, which enables it to invest t
reserves in a currency composition that is diffethan the uses composition, without risking
ability to finance their uses, even in a scenafia sharp depreciation vis-a-vis the uses curren

b. The level of the reserves and the balance betweeafety of the reserves and achieving
return: The importance of achieving a suitable returnéases the higher the level of the resel
is. The marginal utility of holding them, which dexs from a decline in the country’s risk premit
and the decreased probability of a crisis, dechmigstheir growth. In contrast, their holding cest
the spread between the financing cost and the getetrated by the reserves portfolio—does
change in relative terms, but increases in absd&ras. Thus, on the cost-benefit balance,
marginal contribution to the economy from holdirte treserves declines with their grow
Therefore, when the level of the reserves increasedoes the importance of achieving a return
will reduce their holding cost, even if it meansnsoincrease in the risk level in the short term
the reserves’ current level, which is markedly leigthan the level required for the uses, it is
relevant to maintain the reserves’ purchasing powégrms of the uses, and it is more correct
the main target to be achieving a shekel retuthériong term that will at least cover the finarmgc
cost of holding the reserves (the shekel liabditiethe balance sheet).

Due to these considerations, it was decideatljust the investment policy targets for the resrves
portfolio so that they will be consistent with the resertegsl. The previous targets of maintaini
the purchasing power of the reserves in terms @fntieasurement currency (the numeraire)

S of
he
the
Cie
A

ves
Im

not
the
th.
that

At
not
for
n

and




achieving a suitable holding rate of return wepgaeed by the target aichieving a shekel returi
that, in the long term, will cover at least theaficing cost of holding the reserves.
The currency risk vis-a-vis the shekel is diffictdt manage as the reserves are invested on

ly in

foreign currency. Maximizing the return in terms thfe currency benchmark increases [the

probability of attaining the goal of the shekeluret Thereforemaximizing the holding rate of
return in terms of the currency benchmarkin the medium term was also set as a target.
The liquidity target was kept unchanged.

c. The measurement currency—the foreign exchange reserves are invested onlforieign

currency, so there is a need for a currency bendhafahe foreign currencies, which will serve jas
a basis for allocating the assets in the portfdlize previous currency benchmark, the numeraire,
was derived from the investment goal of maintairttmg purchasing power of the reserves in terms

of the expected uses during a crisis. Changingnthestment goaland setting a goal of a sheke
return requires changes in the currency benchmark emposition. With setting a goal of th
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shekel return, there is also a need to diversiéydkchange-rate risk vis-a-vis the shekel over a
broader currency benchmark than the numeraire,hwihiduded three reserve currencies, with the

goal of minimizing the volatility of the reservegturn in terms of the shekel over the long term.
addition, the currency benchmark must comply whi principles of stability over time and it is to
include currencies known as reserve currenciesuntcies with varied and liquid asset markets|.

In accordance with the long-term target of covethmgycost of financing the reservéds reserves’

return is to be measured and reported in shekel tens. In accordance with the target of

maximizing the return in terms of the currency Wenark, the reserves’ return should also
continue to be measured and reported in terms of # currency benchmark which measure
the quality of the management and the investmetisidas that were made.

d. The level of the reserves and the risk profitleThe higher the level of the reserves is, the Emnal

the relative portion of the reserves that has t@vmlable for immediate use in an emerger

Uy

cy.

Therefore, it is possible and even appropriat&vest part of the reserves for a longer investment

horizon. This is because, as noted, the higheletred of the reserves, the bigger “cushion” therg i

to absorb losses. This “cushion” makes it posdibiavest in more volatile assets, such as equ

ities

and corporate bonds, and to benefit in the long feom the risk premium inherent in such assets.
In addition, the longer the investment horizortli® more the relative risk from the investment in

the risk assets declines, because of “mean rewérdio view of the growth in the level of th
reserves in recent years, and in view of the astabknt of the target of maximizing the return
terms of the currency benchmark, it was requireddjoist the risk profile as well as the range
assets permitted to be invested in for that proFitdlowing are the main changes made in the
constraints:

e

n
of
risk

1) Change in the maximum risk constraint—the maximum risk level was increased from

CVaRsy of 475 basis points to CVagof 900 basis points.
2) Change in investment limitations in risk assets

I. Limitation on investment in equities the maximum share of investment in equities yas

increased from 17.5 percent to 27 percent of tta teserves.
ii. The limitation on the investment in bonds issued byorporations: the investment ir
corporate bonds is limited to 15 percent of thaltoéserves and was kept unchang

However, the possibility of investing in corpordtends with a credit rating below BBB

was added, up to 5 percent of total reserves.
iii. The limitation on investment in risk assetswhich includes equities and corporate bor
was increased from 25 percent to 35 percent off tesarves.
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2. The risk level of the reserves

The maximum level of risk of the reserves portfoliqthe risk profile) is determined by the
Monetary Committee based on its assessment of thisk level that is appropriate for the
reserves holding objectivesand is defined as the maximum loss in the resetivat the
Committee is willing to accept without adverselfeafing the attainment of the objectives for
which they are held. The risk profile is determinecbrder to limit in advance the reserves’
exposure to various financial risks—price riskdireisk, currency risk, and liquidity risk.

The risk measure CVaRConditional Value at Risk at a p probability I8vie used to quantify
the market risk (price risk and currency riskmkasures the risk in terms of the expected loss on
the investment portfolio in a specific time peridal, a given probability (p). It should be noted
that CVaRp is a forward-looking (ex-ante) indicatdffected by changes in the portfolio holdings
and the volatility of the portfolio assets, bub&sed on past levels of volatility.

In the guidelines, the Monetary Committee set tagimum level of risk for the reserves, so that
given the worst 5 percent of possible investmeritaues, the average loss—the Cy¥aR
would not exceed 900 basis points over a one-yaazdn. This risk level was set with the goal
of limiting the short-term risk and increasing fim®bability of covering the financing costs of
the reserves in the long term. The Monetary Conemitegularly evaluates the conditions under
which the level of risk was set, and may change léhiel if material changes in these conditions
occur.

At the beginning of every year, the Monetary Coneeitsets the level of risk (in terms of
CVaRs%) used to determine the strategic asset allocdtipthat year, based on the expected
macroeconomic and financial background conditiods. noted above, in April 2021 the
Committee approved a revised version of the guidsliincluding an increase of the maximum
risk level CVaRyfrom 475 basis points to 900 basis points, andtizegic asset allocation for
the year 2021 was set within the revised versiothefguidelines. The Committee chose a risk
level of approximately 600 basis points for settilng allocation for 2024..

8 The risk level in the reserves portfolio was iraed to this level in practice after the new gunds came into
effect.
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3. The basic benchmark, the strategic assetlocation, and the actual composition

Similar to other investors worldwide, the Bank sifdel manages the foreign exchange reserves
portfolio using abenchmark as a reference point for measuring the performasfcéhe
investment decisions and risks taken by the paotimlanager. A benchmark is a hypothetical
portfolio composed of various investable assettherbasis of known and fixed rules.

Thebasic benchmarkrepresents a low-risk composition of investablesthat meets the goals
of managing the reserves at a high level of ligyidihe currency composition of the basic
benchmark is identical to the currency compositbhe currency benchmark, and it includes
short-duration government bonds in the currencyherark currencies.

Within the revisions made to the guidelines in ARO21, the Monetary Committee revised the
principles used to determine the currency benchroarkposition, which is also the currency
used to measure the holding rate of return ondlaign exchange reserves. Nonetheless, it was
decided that the composition of the currency berachrim 2021 would remain identical to the
composition of thewumeraire—a basket of currencies consisting of 3 currenttiag over the
year, on average comprised 66.5 percent US d@@&B percent euro, and 2.7 percent pound
sterling. The Monetary Committee decided to addyeiginning in 2022, a broad currency
benchmark that comprises seven main currencieshinohwreserves are held, in the following
proportions: 61 percent US dollar, 20 percent ebingercent pound sterling, 5 percent Japanese
yen, 3.5 percent Australian dollar, 3.5 percentdcigan dollar, and 2 percent Chinese yuan. In
early 2022, the broad currency benchmark will enitdo effect as the risk-free currency
composition and as the measurement currency arardicgly, the reserves portfolio will be
gradually distributed over the currencies and assetthe currencies of the broad currency
benchmark over the course of 2022.

The currency benchmarkis a basket of currencies that is used, alongbielshekel, to measure
the returns on the foreign currency reserves. Astiding rate of return on the reserves is also
measured in terms of the currency benchmark, msposition is considered risk free from the
perspective of the reserves portfolio managers. @ingency benchmark’'s composition |is
determined by the Monetary Committee on the basikeoprinciples detailed in the guidelines
(Appendix 2), and will be reviewed at least ongear and revised, subject to the approval ofithe
Monetary Committee.

The annual strategic assetllocation process determines the composition of ¢hreserves
portfolio for the coming year. The strategic composition of the reserves poetfsldetermined

so there is an expected rate of return on the glimrtfsubject to the desired risk level and the
guidelines. The strategic asset allocation detegsthe main features of the reserves portfolio,
including the currency composition, the asset caitjpm, and the target duration for each
currency.

In the context of the strategic asset allocatian2fa?1, the Committee decided to increase the
proportion of investments in equities from 15 petde 18 percent, and to maintain the allocation
for corporate bonds at 6 percent, as in the prewear, with a currency distribution of two thirds
in dollar-denominated corporate bonds and one thielro-denominated corporate bonds. The
Committee also decided to maintain the duratiorthef portfolio at 2 years and to close its
investment in the currency basket (investmentxncarrencies, equally weighted, in the Czech
Republic, Norway, Chile, China, Poland and the &g&inst the euro) (see Table 3).

12



Table 3
Strategic assetllocation for 2020 and 2021

2020 2021

Government Bonds 79.0% 76.0%
Duration (Years) 2.1 2.0
USD 2.3 2.3
EURO 1.5 1.5
GBP 15 15
Currency Exposures 3.0% 0.0%

Corporate Bonds 6.0% 6.0%
Us 4.0% 4.0%0
Europe 2.0% 2.0%

Equities 15.0% 18.0%
Uus 8.895 11.7%
Japan 1.2% 1.5%
France 1.4% 1.1%
Germany 1.3% 1.0%
UK 0.8% 0.9%
Canada 0.5% 0.6%
Switzerland 0.4% 0.5%
Australia 0.3% 0.4%
Hong Kong 0.3% 0.3%

Source: Bank of Israel

The Monetary Committee allows the Markets Departmeh some degrees of freedom for
investment of the reservesso that the actual composition is likely to diffieym that determined

in the strategic asset allocation. The differeneg tme reflected in an investment with different
weights of the risk assets, or with a differentatian than in the allocation, an investment in
government bonds of countries that are not includede basic benchmark, or an investment in
spread assets—debt instruments of multinationalpardic-sector issuers, or in investment in
government bonds denominated in a currency diftetteain the local currency of the issuing
country. In all cases, the investment must meegtindelines that define the permitted assets and
issuers for investment, their minimum credit ratiaugd the limits on the proportion of the reserves
invested in these assets and issuers (Appendix 2).

At the end of 2021, 66 percent of the reserves werested in government-issued as$eds,
percent in spread assets, 7 percent in corporaidgsband 18 percent in equities (Figure 4).

Also at the end of 2021, excluding the equity assethe reserves portfolio, 67 percent of the
reserves portfolio was invested in AAA-rated boridspercent in AA-rated bonds, 10 percent in
A-rated bonds, and 4 percent in BBB-rated bondgufféi 5).

9 Including deposits and current accounts in ceiaaks that are subject to the same risks as gmegrhbonds.
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Figure 4
The Distribution of the Reserves Portfolio by Asset, 2013-2021year-end)
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Source: Bank of Israel.

Figure 5
The Distribution of the Reserves Portfolio (Excludng Equities) by Credit Rating, 2021
(year-end)

Source: Bank of Israel, Bloomberg, Moody’s.
© Allrightsreserved to Moody’s.
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C. The Holding Rate of Return on the Reserves
1. Economic and financial background conditions

The beginning of the year was characterized byrapin regarding economic activity, due to the
commencement of a global COVID-19 vaccination cagmpin December 2020. Nonetheless,
the pandemic continued to affect global economitvig in 2021, although to a smaller extent
than in 2020. In 2021, new variants of the virusendiscovered that spread rapidly across the
world, leading to coronavirus surges and restm&iédmposed by major countries. Still, the
restrictions imposed following these surges wereemmaoderate than the restrictions imposed in
2020, and as a result had a less damaging effetteoglobal economy in 2021. GDP gaps that
opened up in 2020 decreased markedly, and gloljalibincreased by 5.9 percent in 2021. The
strong momentum of growth this year affected aljanaconomies.

As a result of the pandemic crisis, the global dwinfor industrial products rose sharply, and
together with limited supply caused by the outbsaafithe virus, adversely affected global supply
chains, resulting in significant excess demand.s&hactors, alongside a steep rise in energy
prices, led to rising inflation that exceeded calnbank targets in many countries. The rates and
persistence of inflation, in contrast to prelimyastimates that price increases would not persist
for a lengthy time, led to tighter monetary polgiground the world. The rising inflation and
inflation expectations, alongside the initiation tighter monetary policies, led to a rise in
government bond yields across the world (Figure 6).

Appendix 1 presents a more detailed analysis oétio@omic and financial environment in 2021.

Figure 6
Ten-year Government Bond Yields—US and Germany, 2002021

Percent

Germany

2001 2006 2011 2016 2021

Source: Based on Bloomberg.
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In 2021, equity indices across the globe showedl@edigit increases in annual terms, as did the
majority of the equity indices in which the resenare invested (Figure 7 presents returns by
country, in local currency). This increase occumedpite the rising yields in government bonds,
against the backdrop of a significant improvementarporate profitability compared to 2020
and due to the absence of investment alternatbexsause real returns remained low. Equities
volatility (measured by the standard deviation)lided and returned to pre-pandemic levels
(Figure 8).

Figure 7
Holding Rates of Returrt and Standard Deviation for Indiceg of the Main Assets in the

Reserves Portfolio, 2021
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MSCIUS IMI Index [ ] 2610 [ 13.89%
MSCI Switzerland Index _ 23.995 - 8.5%
MSCI France IMT Index s 0 e 12.79%

£ MSCI German IMI Index [ 11w [ 12.00
E  MSCI Australia IMI Index I 1759 [N 930
& MSCI Canada IMI Index ] 2540 [N 11106
MSCI Japan Index [ ] 1300 [ 14.99%
MSCI UK Index ] 1270 [N 10.79%
MSCI Hong Kong IMI Index B 230 [ 14.3%

o EURGovt0-1Y | -0.6% 0.1%
2 DutchGov1-5Y | BRI | 0.7%
B France Gov 1-5Y | -100 |l 0.8%
E  Gemmany Gov 1 5Y | 100 | 0.7%
M EUR Govt1-5Y 019 |l 0.9%
UK. Gilts 1-5Y B SR | 1.5%

g USo1Y 0.1 0.0%
£ US. Treasury 1-10Y [ | -1 i 1.6%
B USTIPS1-10Y || s [l 3.19%
P US Corporate 1-5Y | 03 | 1.0%

! Includes interest, dividends, and capital gains/losses.
*For equities the indices are MSCT indices.
Source: Based on Bloomberg.

Figure 8
Standard Deviation' of the S&P 500 Index and the 10-Year US Treasury des, 2001-2021
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Treasury Notes, in annual terms, 1-year moving average.

Source: Based on Bloomberg.
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The increase in inflation and inflation expectasipalongside tighter monetary policy measures
as noted, led to an increase in government bonidsyieorldwide. Yields to maturity rose
significantly, especially for longer terms to matlyrresulting in a steepening of yield curves.
Rising yields generated capital losses and redtieedeturn on the reserves portfolio (Figure 9).

Figure 9
Yield Curves and Changes in Them—Government Bondd &JS, Germany, and UK, 2021
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Source:Based on Bloomberg.
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2. Return on the reserves portfolio in currency benchrark terms

In terms of the currency benchmark, the rate of retirn on the reserves portfolio in 2021 was
2.9 percent, while the return on the basic benchmé&rwas negative, unlike the past, and
reached -0.3 percen{Table 4). The return was achieved mainly due éoiticrease in equities
prices, and was partially offset by the increasgefds to maturity of government bonds, in which
the vast majority of the reserves is invested (f6gQ. In 2021, the portfolio’s volatility, which
is measured by the weekly standard deviation, medlcompared to its record high in 2020 and
reached 1.8 percent. This level approximates tHatility levels in the years preceding the
COVID-19 crisis despite the increase in the sharésk assets in the portfolio.

The active management return this year exceeddubtsie benchmark by 3.2 percent (for further
discussion of the contribution of the active mamaget, see Chapter D).

Table 4
Reserves Portfolio Performance vs. the Basic Benclamk!°, 2012—2021
(Percent, in annual currency benchmark terms, thebeus in parentheses is the weekly standard dewiati
annual termp

Performance Excess Return

1) 2) (1)-(2)

Actual Portfolic  Basic Benchmark Total

2012 1.59 0.42 117

(0.57) (0.17) (0.52

2013 0.87 0.07 0.80
(0.80) (0.16) (0.74)

2014 1.28 0.22 1.06
(0.85) (0.09) (0.88)

2015 0.64 0.10 0.54
(1.29) (0.12) (1.29)

2016 1.56 0.21 1.35
(1.33) (0.13) (1.33)

2017 3.03 0.30 2.73
(0.80) (0.10) (0.77)

2018 0.18 1.06 -0.87
(1.67) (0.16) (1.69)

2019 6.12 1.54 4.59
(1.42) (0.19) (1.45)

2020 4.01 0.61 340
(3.35) (0.25) (3.44)

2021 295 -0.26 321
(1.76) {0.08) (1.75)

Source: Bank of Isracl.

101n March 2014, the basic benchmark’s duration sfemtened from 10 months to 6 months, and acté@tttease
the spread between the benchmark return and thevessportfolio return.
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The higher the level of the reserves, the smdllerelative share of the reserves required to be
available for immediate use in case of an emergesny therefore part of the reserves can and
should be invested with a longer term investmerizba, essentially by increasing the investment
in risk assets. The average multiyear return dnagsets, in which an increasing proportion of
the reserves portfolio has been invested in repeats, is expected to be positive. Nonetheless,
risk assets are inherently volatile, and losseseaexpected in certain years, especially during a
crisis. Three-year measurement shows clearly that the resegs portfolio’s return is positive
over time and is less volatile compared to annual easurement(Figure 10).

The three-year average holding rate of return enréserves portfolio increased this year and
reached 4.4 percent in terms of the currency beadh(figure 10).

Figure 10

The Reserves Portfolio Return, Annual and 3-Year Red, 2013-2021
(Annual, in terms of the currency benchmark)

percent
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Source: Bank of Israel.
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3. Return on the reserves portfolio in shekel terms

The return on the reserves in shekel terms isttuenr in currency benchmark terms plus the gains
or losses from the currency exposure against thleethDue to the new version of the guidelines,
which set a target for the return in shekel teisush that it would, in the long term, at least cove
the financing cost$ of holdings the reserves, the holding rate ofrretn the reserves portfolio

is also reported in shekels.

In 2021, the rate of return on the reserves portfab in shekel terms was negative, at -2.9
percent (Figure 11) due to a loss of 5.7 percent fromcilneency exposure vis-a-vis the shekel.

Figure 11
The Reserves Portfolio Return in Shekel Terms, in @rency Benchmark Terms and the
Change in Exchange Rate of Currency Benchmark/sheke2014-2021
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In general, due to the appreciation of the shefairst the currencies that comprise the currency
benchmark (Figure 12) in most years since 2014rgtien in shekel terms has been significantly
lower than the return in currency benchmark terntbwaas even negative in some years.

Figure 12
The Change in Exchange Rate of Currency Benchmarksv the Shekel, 2014-2021
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Source: Bank of Israel.

1 The financing costs of holding the reserves igifference between the cost of raising the capitahekels required
for holding the reserves, and the return of theifpr exchange reserves in terms of the currencgtmeark, with the
addition of the gain or loss from currency exposagainst the shekel (the absorption cost).
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From a long-term perspective, the five-year avenage of return on the reserves portfolio in
shekel terms is -0.6 percent, and the three-yeznage rate of return is -2 perceBtien when
the rate of return is measured in shekel terms, its clear that the rate of return on the
reserves portfolio increases as the measurement jpaal is extended (or is not as low) and is
less volatile compared to a yearly measuremeliEigure 13).

Figure 13
The Return in Shekel Terms— Annual, 3-Year and 5-Yar, 2018-2021
(Annual terms)

percent
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Source: Bank of Israel.
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D. Active Management Contribution—Excess Return ovethe Basic Benchmark

The contribution of active management is mainly ¢batribution of the decisions to invest in

additional countries and in assets not includatienbasic benchmark, or with a different weight,
duration, and diversification compared to the bdmiaochmark. Active management decisions
may be classified according to the following typssrisk: duration, equities, spread assets,
corporate bonds, currency exposures and other, risks

Since 2012, the active management contribution, wdh is the excess return over the basic
benchmark, has had the greatest effect on the retaron the reserves portfolio, while the
rate of return of the basic benchmark has been retavely low. Increasing the risk components
in the portfolio increases the long-term expecetdrn due to theisk premium (the return on
risk assets in excess of the risk-free interesi rdit the same time, volatility is also expected t
increase due to the higher volatility of the riskets. Increased volatility is, to some extenteiff
by the portfolio’s diversification across asseteyp

This year, active management increased the rate ofturn on the reserves portfolio by 3.2
percent in currency benchmark terms(Figure 14). Investment of the reserves in rislketssaas
initiated in 2012 through investment in equitiesd @ontinued through investments in corporate
bonds, which commenced at the end of 2014. Oventsears, there has been a gradual increase
of risk assets in the portfolio. Following the r@en of the guidelines, which permit an additional
increase in risk assets, their weight in the reseportfolio was further increased this year to 25
percent of the reserves portfolio (Figure 4). Téteim in recent years clearly reflects the impact
of the increasing investment in risk assets in thgerves portfolio, which increased the
intermediate-term rate of return at the cost oféased short-term volatility.

Figure 14

The Reserves Portfolio Return, the Basic BenchmarReturn, and the Active Management
Contribution, 2012-2021
(in terms of the currency benchmark)
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Table 5
Breakdown of active management return contributionto its components, 2019-2021
(Basis points, in terms of the currency benchmankual)

2019 2020 2021

Equities 340 181 157
Duration & Diversification 92 152 -57
Currency and asset exposures -1 -11 10
Corporate bonds 7 14 ]
Spread assets 11 4 5
Total 459 340 321

Source: Bank of Israel.

This year, equities made the greatest contributiontotaling 357 basis points. In contrast,
duration made a notable negative contribution of 5basis pointsmostly due to the sharp rise
in yields in annual terms this year (Table 5).

1. Equities (357 basis points)

The reserves’ investment in equities began in 2844 it tracks local equity indices in investment
markets. The investment is diversified in accoré@andth a broad equity index of advanced
economies, based on the MSCI Developed Marketxinde

The contribution of investment in equities was 35Basis points this year, the most significant
contribution of all risk components (Table 5). The investment in equities reachectarcehigh

in 2021, after investment in equities was incredsetB percent in the Committee’s benchmark,
which was made possible by the revised guidelinasdet the maximum share of investment in
equities at 27 percent. The positive contributicaswecorded after the majority of the equity
markets in which the reserves are invested (exatudiong Kong) rose by double digits in annual
terms (Table 6). Volatility in 2021 was lower comgé to the previous year and was similar to
the long-term volatility of the equities (Figure 8)

The largest positive contribution was recorded inlte US.The contribution is the outcome of
the share of the investment in a given market aecchange in the equity index in that market.
As of the end of 2021, the major share of investriteaquities was in US equities (approximately
12.5 percent), which, together with the 26 percemrease in that index, contributed
approximately 252 basis points (Table 6). In th¢amitg of the other countries, the contribution
was positive and considerable relative to themtredély small proportion in the portfolio. Of all
the equities markets in which the reserves arestede the equities market in Hong Kong is the
only one that recorded a decline, of approximaglyercent, mainly due to the index’s high
exposure to the Chinese market, which experiencggnaficant increase in risk this year as the
result of regulatory tightening in diverse sectatengside concerns of a real estate crisis.
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Table 6
Shares of equities out of total reserves, by countrand the contribution to the reserves
portfolio in 2021

Holding Percentage Index Return 2021 Equity
(%) Contribution

End of 2020 End of 2021 (b.p)
us 8.9 12.5 26.1 252
Japan 1.3 1.3 13.0 13
France 14 1.1 29.1 33
Germany 15 0.9 14.1 20
UK 0.5 0.8 18.7 11
Canada 0.4 0.6 25.4 12
Switzerland 0.4 0.5 23.9 10
Australia 0.3 0.4 17.5 il
Hong Kong 0.2 0.3 -2.8 =l
Total 15.0 18.3 24.49 357

Source: Bank of Isracl.
2. Duration and diversification (-57 basis points)

The duration of a fixed-income portfolio is an guteel measure of the portfolio’s interest rate
risk. The contribution of duration and asset diifeation is a function of the decision to invest
the reserves at a duration that differs from thét@basic benchmark, and the decision to disperse
the assets differently along the curve compareti tie basic benchmark. A portfolio with a
longer duration usually benefits from higher cutrieeome at a higher interest rate compared to
the basic benchmark, and generates capital gaies whlds decline, but increases the portfolio’s
volatility and leads to capital losses when yigide. The Monetary Committee decided at the
beginning of the year to retain a portfolio durataf 24.6 months, the same level as the previous
year.

This year, due to the increase in yields to matunyt duration and diversification made a
negative contribution of 57 basis pointsThis followed an extended period of declining y&ld
which generated a positive contribution of duratibimis year, the portfolio’s duration averaged
22.6 months, compared with the duration of thedlashchmark, which was 6 months. As noted,
when vyields rise, which was the case this yeaiitaldpsses are generated. Most of the loss (47
basis points) derived mainly from the rise in tledd/of the dollar curve, mainly in longer terms
to maturity.

3. Currency exposures(10 basis points)

Currency exposures contributed 10 basis point€urrency exposures are due to investment in
currencies that are not included in the composiiothe currency benchmark. In early 2020, the
Monetary Committee approved a 3 percent investrireat currency basket comprised of six
currencies (equally weighted investments in CzeepuRlic, Norway, Chile, China, Poland, and
the United States against the euro) in an effomit@ate the effects of the negative income rates
in Europe. The Committee decided to close thisstment in early 2021, due to the decline in
yields of bonds denominated in these currencies @kposure, which was at the beginning of
the year, together with additional currency expesuwreated in the course of 2021, within the
degrees of freedom of the Markets Department, raguiesitive contribution of approximately 10
basis points.
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4. Corporate bonds (6 basis points)

Exposure to corporate bonds contributed 6 basis pots. The main spread risk in the reserves
portfolio stems from the investment in investmergele corporate bonds traded in the US and
European markets. The investment is made by th&'8amwestment managers and by external
managers, relative to a well-known benchmark witbald coverage of dollar-denominated
corporate bonds traded in the US and euro-denoedrairporate bonds traded in the European
markets. In early 2021, the Monetary Committeeimeththe 6 percent allocation to corporate
bonds. In practice, within the degrees of freedid® average investment rate in corporate bonds
in 2021 was 6.8 percent.

In 2021, the yield spread between corporate andrgovent bonds remained relatively small, at
approximately 50 basis points in dollar-denomindiedds and approximately 70 basis points in
euro-denominated bonds (Figure 15). This spreadtveamain source of the positive contribution
of corporate bonds.

Figure 15
The Spread between Corporate Bonds and Governmentddds in the US 0-5 Year
Benchmark and the Europe 1-5 Year Benchmark, 2020621
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Source: Based on Bloomberg.

5. Spread assets (5 basis points)

The total exposure to spread assets contributed 5abis points Spread assets are debt
instruments that are not included in the basic bevack?, such as multinational and public-sector
issuers, and government bonds denominated inexeiiff currency than the local currency of the
issuing country. These assets generate a returexteeds government bond yields with a similar
term to maturity. The spread mainly reflects a itnésk premium relative to government bonds,
and varies as a function of changes in the assmetiit risk.

12 Excluding corporate bonds, which are discussedraggipin Section 4 of this chapter.
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E. Risk and Risk-Adjusted Returns
1. Volatility of the reserves portfolio, active mamagement, and CVaRy measure

The risk in the reserves portfolio increased in reent years due to the increased share of risk
assets as part of the active management. The voldti in financial markets in 2021 was,
however, lower than in the previous year due to th€OVID-19 crisis.

Volatility—measured by the standard deviation @& thte of return on the portfolio over a one-

year period—is affected mainly by volatility in thearkets. In contrast, volatility that is measured
by the standard deviation calculated over a these-period is more strongly affected by the
weight of risk assets in the portfolio (Figure 18%.noted, in 2021, the standard deviation of the
return on the portfolio, which is a measure of tiitg, was low compared to the previous year,

due to the decline in volatility of the financiadsets, notwithstanding the increased weight of
equities in the portfolio.

Figure 16
Standard Deviation of the Reserves Portfolig 2013-2021
Percent
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'Standard deviation of weekly returns in annual terms.
Source: Bank of Israel.

In its guidelines, the Monetary Committee estalelssthe maximum risk level of the reserves for
a one-year horizon, in terms of CVaRIn April 2021, the Monetary Committee approvedesv
version of the investment policy guidelines, in @hthe maximum permitted CVafRwas raised
from 475 basis points to 900 basis points, whichmsdhat given the worst 5 percent of possible
outcomes, the average loss—the CMaRwould not exceed 900 basis points over a one-year
horizon.

In addition to determining the maximum level ofstihmeasure, at the beginning of each year the
Monetary Committee determines, based on its fotecAsmacroeconomic and financial
background conditions, the risk level (in termshef CVaRy) to be used for setting the strategic
asset allocation for that year. At the beginninghef year, a passive breach occurred from the
previous maximum risk level that had been apprdsethe Committee, in view of the intention
to increase the maximum risk level.
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The Committee chose a risk level of approximat€l9 6asis points for the allocation in 2021,
within the revised version of the guidelines. Iragiag the risk level of the reserves portfolio by
increasing the investment in equities was performely after the new guidelines came into
effect. The risk level of the portfolio is affectbdth by the volatility of the financial assets and
the share of risk assets in the portfolio, andaésitored and reviewed regularly over the year. In
2021, the CVaRs was at a level close to the level set in the stfiatasset allocation (Figure 17).

Figure 17
CVaRs% Measure of the Reserve Portfolio, 2021
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Source: Bank of Israel, data from Aladdin.
© All rights reserved to BlackRock Financial Management, Inc.
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2. The risk-adjusted contribution of active managerant

The Information Ratio (IR) measures thactive managementof the portfolio manager (the
excess returns) for the excess risk assumed, ahidatas the degree of consistency in the
manager’s ability to generate excess returns fgindri levels of risk. The index is calculated as
the ratio of the contribution of active managemnterits standard deviation.

The risk-adjusted return, measured by the IR, amed this year due to the decline in the volatility
of the active management, which originates fromdéeine in volatility in the markets (Figure
18). When measured over 3 years, the risk-adjustedn is much less volatile.

Figure 18
The Ratio of Active Management Contribution to itsStandard Deviation (the Information
Ratio)*3, annual and 3-year measurement, 2013-2021
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13 The risk-adjusted return, measured by the IR inidexot informative when the value of the returnégative.
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Appendices

Appendix 1: The Global Economic and Financial Envionment

In early 2021, the global economy was characterigedptimism regarding economic activity
against the backdrop of the initiation of the glab&@VID-19 vaccination campaign in December
2020. Nonetheless, the pandemic continued to affebal economic activity in 2021, albeit less
strongly compared to its impact in 2020. In 202Xwrvariants of the virus were discovered and
these spread rapidly across the globe, leadingrges of morbidity and restrictions in the major
economies. The most significant of these variargs the Delta variant, which began to spread
in December 2020, and the Omicron variant, withghdr infection rate compared to the Delta
variant, and which was discovered in November 202 limitations imposed following these
waves were more moderate than the limitationshhdtbeen imposed in 2020, due to the rise in
vaccination rates, which helped to reduce the sawfpbospitalizations and mortality, and
improved the ability to sustain economic activikyrayside the pandemic. As a result, in 2021 the
adverse effects on the global economy were morigelthcompared to 2020.

According to the IMF, in 2021 global output rose by 5.9 percent, aftetracting by 3.1 percent
in 2020. Strong growth in the past year charactdriall major economies (Figure A-1).
According to IMF data, the global economy is expddb grow by 4.4 percent next year.

Figure A-1
Annual Growth, by Major Countries/Blocs
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Source: IMF. 2020 actual data, 2021 estimated data, 268thst.

The sharp rise in global demand for industrial pidd, together with limited supply caused by
the outbreaks of the virus, led to difficultiesgiobal supply chains and led to significant excess
demand. These factors, alongside a steep risenggprices, led to rising inflation that exceeded
central bank targets in many countries. These temm (Figure A-2) and the continuation of
inflation in contrast to initial estimates of pritecreases not lasting for long, led to tighter
monetary policies around the world, especiallynmeeging economies (Figure A-3). In the US,

14 Growth data are based on IMF estimates in WorlchBadc Outlook Update, January 2022.
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the Federal Reserve began to reduce its monetpppsiprogram toward the end of the year and
signaled that the next year would see rising isteraes and a reduced Federal Reserve balance
sheet. In the eurozone, the European Central BRAB) announced in December that the
Pandemic Emergency Purchase Program (PEPP) wodilich dtarch 2022.

Figure A-2
Inflation in Major Economies, December 2021
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Figure A-3

Change in Monetary Interest Rates in Major Economis in 2021(basis points)
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Rising inflation and inflation expectations, alomgstighter monetary policies, led to an increase
in government bond yields across the globe (Figu#. Despite the rise in nominal yields, and
against the backdrop of a sharp rise in corporaiitp due to improved economic activity and
low real interest rates, equities indices acrossgliobe showed double-digit gains: the MSCI
World index increased by more than 20 percentyiés (Figure A-5), after a 14 percent increase
in 2020. The yield spread in corporate bonds reethgmall and are close to their pre-pandemic
levels.
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Figure A-4

Change in Yield to Maturity on 10-Year GovernmentBonds in Major Economies in 2021
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Equity Returns in Major Economies in Local Currency Terms,
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In the US, the rapid recovery from the crisis continued, esal GDP already exceeded its pre-
crisis level of activity in the second quarter, drydhe end of the year even reached a level very
close to the pre-crisis growth path. During 202&, ¢conomy grew, based on IMF data, by 5.6
percent, after negative growth of 3.4 percent iB®Muring the past year, economic activity was
supported by very accommodative monetary policyheyUS Federal Reserve, and continued
fiscal aid, following the significant aid programms2020. The improvement in economic activity
and the increase in inflation brought the Fed ctosmeeting its targets, the unemployment rate
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at year end was 3.9 percent, a decline of 2.8 ptage points during 2021, and very close to
before the crisis—3.5 percent. In December 2021atheual inflatio®® rate was 5.8 percent,
above the Fed'’s target.

The rapid recovery of the US relative to the redsthe world and the outperformance of the
domestic equity market supported the strengtheoirtge dollar (Figure A-6), which increased
by 3.6 percent in broad dollar terms during 2021.

Figure A-6
Performance of the Dollar vs. Major Currencies, 202
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In the eurozone,based on IMF data, GDP grew by 5.2 percent in 288&r contracting by 6.4
percent during 2020. In the beginning of 2022, GOExpected to be 1.6 percent lower than the
level in 2019. The adverse impact in 2020 on céemin southern Europe was bigger than in the
rest of the eurozone, among other things due toetla@vely high share of the services sector in
GDP. Accordingly, the recovery this year was stegrig those countries. For example, in Italy
the economy grew in 2021 by 6.2 percent, afterreating by 8.9 percent in 2020, and in Spain
the economy grew in 2021 by 4.9 percent, afterrecting by 10.8 percent in 2020. In Germany
the economy grew by 2.7 percent in 2021, afterregtion of 4.6 percent in 2020. Activity in the
country is supported by an in increase in globahaed for manufacturing products, but
difficulties in production chains and a shortagetips are weighing on activity in the automobile
industry, which is a major export industry of theuontry. Annual inflation in the eurozone
increased sharply during the year and was 5 perasnbf December 2021. The main
contribution—about 2.5 percent—to inflation wasnfrthe energy component.

Despite the improvement in economic activity angl iticrease in inflation, the ECB is notable
for dovishness relative to other central banks.

15 In terms ofPersonal Consumption Expenditure (PCE).
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In China, the economic recovery continued, with growth ea@d pace of 8.1 percent in 2021,
after it had been one of the only countries witkifpee growth in 2020 (2.3 percent). However,
during the year there was some moderation in tloe & expansion of activity, against the
background of a shortage in energy products, anotimgyr things due to an initiated suspension
of coal mines, with the goal of complying with pglbn emission targets, a slowdown in real
estate market activity against the backgroundffitdlties at several large real estate companies,
and a decline in the growth rate of private congionpIn response to the slowdown, the central
bank lowered the reserve ratio and the 1-year poane rate (LPR), and acted to depreciate the
yuan by increasing the foreign exchange reserve. datparallel, the bank worked to moderate
the risks in the real estate market, among othagshby keeping the 5-year LPR unchanged,
alongside support in the purchase of real estajegs from companies in difficulties by stronger
companies. The government worked during the yeastrengthen the regulation on several
sectors, including the technology sector and peivaducation. This contributed to
underperformance of the domestic equities markahgthe year (Figure A-5 above).

33



Appendix 2: Foreign Exchange Reserves: Investmentolcy

Guidelines'®
In effect from April 7, 2021

In accordance with Section 40(b) of the Bank chésiaw, 5770-2010 (hereinafter, “the Law”),
the Monetary Committee is to establish the guidslifor the investment policy of the foreign
exchange reserves.

1. Basic guidelines derived from the goals of holdinthe reserves

The investment policy of the reserves portfolid&sed on the main goal of achieving the
Bank of Israel's objectives and proper fulfillmerftits functions as they are detailed in the
Bank of Israel Law. Subject to that, the investmpiicy is also based on the following goals:

a) Achieving a return in shekel terms that, in thegléerm, will cover at least the financing
cost of holding the reserés

b) Maximizing the holding rate of return in the mediderm, in terms of the currency
benchmark (see 3. below) and within the framewdrthe risk profile (see 4. below),
subject to attaining goal (c) below;

c) Managing the reserves with a high level of liquida large part of the reserves are to be
invested in assets that can be liquidated rapidhart notice and without negatively
impacting their value. The precise level of liqtydis to be decreased to the extent that
the ratio of the actual level of reserves relativéhe adequate level is high (5(f) below).

2. The division of work between the Monetary Committeeand the Markets Department

In implementing Section 40(b) of the Law, the Comted shall make a distinction between
establishing the guidelines and periodic monitaremgd setting the detailed instructions for the
day to day management of the portfolio.

The Monetary Committee will set the guidelinesgamsultation with the Minister of Finance as
established by law, will update the guidelines he extent necessary, and will monitor the
implementation of the investment policy by the MagkDepartment.

The Markets Department will implement the investir@slicy, within the framework of degrees

of freedom which will be set periodically by the NMaary Committee, and will report to the

Monetary Committee on a quarterly basis on the émgntation of the policy: developments in
international markets and their impact on the mensnt of the reserves, the investment
decisions reached by the Department, the portéolimte of return, and the financial and other
risks to which the portfolio is exposed.

The Markets Department will advise the Monetary @uttee on fulfilling its functions, through
position papers and suggestions for discussiondrOommittee.

The Monetary Committee will approve and updateegsied the division of authorities regarding
the investment policy of the foreign exchange nesser

16 The characteristics of the reserves portfoliorapwrted to the public in an annual report publisbe the Bank of
Israel website.

17 The financing cost of holding the reserves isgap between the cost of raising the capital irkslserequired for
holding the reserves and the return of the foreixghange reserves in terms of the currency bendhwitr the
addition of the gain or loss from the currency es{pe vis-a-vis the shekel.
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3. The measurement of the holding rate of return orthe foreign exchange reserves, the
currency benchmark and the principles for its detemination

The holding rate of return on the reserves shathbasured and reported in Monetary Committee
reports in terms of the currency benchmark anchakel terms. The currency benchmark is a
basket of currencies that will be used, in additiothe shekel, for measuring the rate of return
on the foreign exchange reserves. As the ratetafiren the foreign exchange reserves will also
be measured in terms of the currency benchmarg&pitgposition will be defined as the risk-free
currency composition for the reserves portfolio agars.

The currency benchmark will be set by the Commitiiesed on the following principles:

(a) Diversification: The currency diversificatiorf the currency benchmark contributes to
reducing exchange rate risk vis-a-vis the shekdhenBank’s balance sheet and encourages
investment diversification;

(b) Stability: The principle of stability is imp@mt both for asset allocation as well as for cuayen
allocation. Given that the reserves are held ferlting term, frequent or sharp changes in the
currency weights in the benchmark currency, whidhlead as well to changes in the weight of
the assets in those currencies, are liable totleadoss in the long term. Therefore, the stabilit
of the composition of the currency benchmark shdagdmaintained and frequent or sharp
changes in it should be avoided;

(c) The currency benchmark shall only include reseurrencies: Due to the importance of the
goals of liquidity and appropriate return, the eacy benchmark will be made up of currencies
that are recognized around the world as reservemties;

(d) The currencies that will be included in thereacy benchmark will be those of countries in
which there is a range of asset markets, with highdity;

(e) In order to achieve a return that covers, anlting term, the financing cost of holding the
reserves, in choosing the currency benchmark cotnposhe Committee will take into account
the volatility of the reserves’ long-term returnsinekel terms.

The composition of the currency benchmark shaéixamined by the Monetary Committee based
on the recommendation of the Markets Departmeiig@ordance with changes in global markets,
at the end of each year or if there are materiahghs in said circumstances.

4. The risk profile

The risk profile determines the maximum level skrihat the Monetary Committee is willing to
accept in order to achieve the goals of holding rieerves. In establishing the risk profile,
scenario analysis and a range of analytical t@ofedasure risk, such as VaR, CVaR, and others
should be used.

The risk profile will be set so that given the wdsspercent of outcomes, the average loss will
not be greater than 900 basis points over a 1iya@on (see 3. abovephis risk level was set
with the goal of limiting risk in the short termdimcreasing the probability of complying with
the target of covering the financing cost in thegiderm.

The risk level will be set at least once a yeath®s Monetary Committee in accordance with
background conditions.
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5.

The rules for managing the financial risks of the eserves

The rules for managing the financial risks to whible reserves are exposed, and their asset
allocation, which will be set in terms of the cumcg benchmark, are to be determined in
accordance with the goals of the investment palicthe reserves (Section 1 above) and subject
to the risk profile set by the Monetary Committ&edtion 4). The asset allocation of the foreign
exchange reserves in terms of the currency benéhwilirbe approved at least once a year by
the Monetary Committee.

a)

b)

3)

d)

The types of assets approved for use in managing the reserves are:

1. Bonds (including bonds with fixed interest, withriadble interest, and CPI-indexed
bonds)

2. Mortgage-backed securities (MBS) and asset-backedrisies (ABS), a maximum of 6
percent of total reserves

3. Tradable Certificates of Deposit (CDs)

4. Fixed term deposits

5. Commercial Paper (CP) issued by governments or thé@hull and direct guarantee of
governments, or by a PSE (Public Sector Entity)yomultinational institutions

6. Equities, a maximum of 27 percent of total reserves

7. Derivatives whose underlying asset is permittedrfeestment. It should be clarified that
the constraints in the guidelines regarding anynjtéed investment apply as well to
investment in derivatives on the same asset asl motais section.

8. Cash.

Management against a benchmark

Control over the financial risk of the reservesaixhored in their management against a
system of benchmarks. The rules for managing ttemfiial risks of the reserves generate the
currency allocation of the benchmarks, the featofeeir price risk (such as duration) in
each currency, and the asset types included ifhi. investment returns of the portfolio
managers are measured against these benchmarks.

Currency risk:

The currency exposure of the reserves is set by:

The composition of the currency benchmark (Se@iaibove).

Strategic currency exposures relative to the coitipnsof the currency benchmark: The
extent of the strategic currency exposures is dichito 10 percent of total reserves. The
composition and amounts of the exposures will bépehe Monetary Committee.

Short and medium term currency exposures relativéhé¢ composition of the currency
benchmark: Their amount is limited to 2 percenthef total reserves. The composition and
amounts of the exposures will be set by the MarRetgartment.

Market risk:

In order to limit the market risk to which the faye exchange reserves are exposed the
Monetary Committee set:

1. The risk profile of the foreign exchange reserveaccordance with Section 4.

2. Total combined investment in equities (Sectica® and in corporate bonds (Section
4.e.5) shall not exceed 35 percent of the totares.

3. A share of at least 45 percent of the totalrkeseis to be invested in cash, government
bonds, or in deposits at central banks.
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f)

Credit risk:

In order to limit the credit risk inherent in day-lay management of the reserves portfolio,
the Monetary Committee set the following rules:

Investment in the currency, or denominated in tineency, of countriéd is permitted in
countries whose generic credit rafihgategory is at least BBB. Investment in currenaes
denominated in currencies, of countries whose geoexdit rating category is BBB is limited
to 1 percent of the total reserves and requiresspieeific authorization of the Monetary
Committee.

Investment is permitted in bonds and commerciabpépP) issued by governments, or with
full and direct government guarantees, if theiregancredit rating category is at least BBB.
Investment in the BBB generic rating category nsitéd to 1 percent of total reserves, and
requires the specific authorization of the Monet@ommittee.

Investment in bonds and commercial paper (CP) bfipsector entities (PSE) is limited to
a maximum of 15 percent of total reserves, and onlyonds or CP whose generic credit
rating category is at least A.

Investment in corporate bonds is limited to 15 patcof total reserves. Investment in
corporate bonds for which their credit rating itoleBBB- is permitted only up to a share of
5 percent of the total reserves.

Investment in bonds and CP of multinational finahoistitutions and deposits with them is
limited to 15 percent of the reserves.

The total exposure of the reserves to the bankmstes and brokers should not exceed 10
percent of total reserves

Activity is permitted with banks and brokers whaggmeric credit rating category is at least
BBB. Activity with banks and brokers whose generiedit rating category is BBB is limited
to DVP? (delivery versus payment) alone.

If a bank or a broker does not have a credit rafd\P activity is permitted with them only
upon receipt of a full and direct guarantee Iefitem its parent company and if its generic
credit rating category is at least BBB.

Liquidity risk:
In order to provide an immediate response to thantial problems that arise during
emergencies, an appropriate portion of the resesfvesld be invested in assets that can be

18 Country—in this document, foreign countries.

19 Credit rating: The credit rating of at least onehaf international credit rating agencies—IBCA Intgional Rating
Agency, Moody’s Investor Services, or Standard &PoCorporation, or another rating company basetherBank
of Israel internal rating—in accordance with themval of the Monetary Committee.

20 DVP activity is when the payment and the assetrarsferred between the sides at the same timéhasdhe credit
risk in such activity is essentially zero.
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liquidated in large amounts at short notice andheiit negatively impacting their realization
value.

1. The assets in which the reserves are investedamsifeed into 3 levels of liquidity:
a. Highly liquid assets that can be realized withinmanth without negatively
impacting their realization value.
b. Assets that can be realized within three monthiaowit negatively impacting
their realization value.
c. Low-liquidity assets that can be realized in a géréxceeding three months
without negatively impacting their realization valu

2. The Monetary Committee is to set a minimum levehgéstment for highly liquid assets,
and set a maximum level for low-liquidity assetagSification of assets into the various
liquidity levels can change due to changes in ntas&editions.

g) Active management and compliance rules:
The reserves portfolio is actively managed accgrdinthe investment policy and within the

framework of limited and well defined degrees aeidom, that are to be set by the Monetary
Committee.

6. The nonfinancial risks inherent in managing the resrves

In determining the investment policy for the ressrvthe exposure of the Bank and of the
portfolio to the various nonfinancial risks inhereminvesting the reserves—reputation risk, legal
risk, political risk, operational risk, and so fertshould be taken into account as well.

7. Measuring returns and reporting them

The reserves are managed with transparency. Thieldabepartment shall report periodically
to the Monetary Committee (see 2 above) on the atrmfuthe reserves and changes in them, the
currency benchmark composition, changes in currexgpsures, the asset allocation, portfolio
duration, country exposure, credit risk, liquiditsk, and the return on the portfolio and its vasio
components in terms of the currency benchmark arsthékel terms. The report should include
an analysis of the current developments in thenfird markets and their effect on the
management of the reserves.

8. Handling passive breaches

The Monetary Committee will set the rules for hamglpassive breaches from the investment
policy guidelines.
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Appendix 3: Glossary

—

1%

Term Explanation

1 | Active management An investment management style in which the padfolanager
tries to achieve a return greater than that ofrelw@ark or market
index by deciding to buy or sell securities or lyigus investmen
strategies.

In this report, the term describes the contribigiohdecisions tq
invest in additional assets and countries thahaténcluded in the
basic benchmark.

2 | Basic benchmark | Represents an asset composition that is low-rigkiavestable
(currency- which meets the reserves’ investment policy obyeatif managing
benchmark them with a high degree of liquidity. Its currenoymposition ig

. identical to the currency-benchmark compositiomdiudes short;
composition ) ,
term government bonds in the currency-benchmantenares.
benchmark)

3 | Basis point 0.01 percent; one ten-thousandth, or one hundoddtipercentags
point.

4 | Benchmark A hypothetical investable portfolio constructed @cling to

portfolio agreed-upon rules, which is used as a yardstickvaluating the
performance of an investment portfolio manager andn anchoy
for the portfolio risk management.

5 | CVaRp The risk index that is used to quantify the levaligk, in terms of
(Conditional Value | the expected loss on the investment portfoliospecific time ang
at Risk) given a certain probability (p). In the guidelinése Monetary

Committee set the maximum level of risk for theergss, so that
given the worst 5 percent of possible outcomesattieeage loss—

the CVaR«w—would not be greater than 900 basis points over a
one-year horizon.

6 | Contribution of The difference between the return on the reseregfopo and the
active management return on the basic benchmark, which measures ¢bisidns to
(excess return) invest in additional assets and countries thahaténcluded in the

basic benchmark. Also termed “excess return”.

7 | Credit rating The rating represents a rating agency’s assessoheéhée ability
and readiness of the issuer (corporation or goventio meet its
required payments fully and on time. The ratingrespnts the
relative probability of the issuer to reach defaelative to other
rated issuers.

The major international rating agencies are Fitbhgody's
Investor Services, and Standard and Poor’s Cotiparat

8 | Credit risk The exposure to the possibility of loss due toufailof timely
payment on debt, whether of an issuer, a finarnc#itution or a
country, or as a result of changes in the marleatduation of the
probability of such an event.

9 | Currency A currency basket used for measuring the returntherforeign

benchmark exchange reserves. See Chapter B, Section 3 above.

10 | Currency risk The exposure to the possibility of a loss as alre$a change irj

exchange rates.
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11

Foreign exchange
reserves

Financial assets that are issued by foreign esitéie which are

denominated in a foreign currency (including gol@hey are
exclusively owned and managed by a central bank amed
available to it for carrying out its statutory fuions without delay

12

High yield

A credit rating below BBB- or Baa3.

13

Information Ratio

The Information Ratio measures the active managemethe
portfolio manager relative to the risk taken, andi¢ates the
degree of consistency in the manager’s abilitygnegate exces
returns on additional risk. It is calculated as tia¢io of the
contribution of active management to its standadation.

14

Interest rate risk

The exposure to the possibility of a loss as alredwan increase

in yields to maturity.

15

Investment grade
rating

A credit rating in the range of AAA to BBB- (at Eft and Standard

and Poor’s) or between Aaa and Baa3 (Moody'’s).

16

Investment policy
guidelines

The investment policy guidelines include detailglmnassets, ris
profile, and quantitative and qualitative limitatgon the types q
assets permitted for investment. It should be esiphd that the

limitations on the various asset types are notamenendation for

the actual share of investment in those asset types

17

Liquidity risk

The exposure to a potential loss resulting from dbmpulsory

liquidation of assets in a short period of time ahd larger volume

than what the market is able to handle without gatiee impact
on the market price and/or the buy/sell spread.

18

Market risk

The exposure to a potential loss resulting fromngea in asse
prices. The market risk of bonds combines the @stenate risk ang
credit risk, if there is any.

19

Monetary
Committee

The Monetary Committee was established in accoelanth the
Bank of Israel Law, 5770-2010. The Committee cdasis Six
members—three from the Bank and three represeesafiom
among the public. The Governor of the Bank of Issmeves ag
chairperson of the Committee. The Monetary Commifiets the
policy for achieving the Bank’s objectives, inclagi monetary
policy, and decides on the activities that the Bamist take ta
achieve them. The Committee is charged with oujnihe
guidelines for the reserves’ investment policycamsultation with
the Minister of Finance, and with monitoring thepiementation
of such policy. The Committee also approves andatgzdthe
division of authorities with regard to the resefvesestment
policy, between it and the Markets Department.

20

Modified duration

The sensitivity of a small change in the value déhat instrument
expressed as a percentage of its original valuégtghange in th
yield to maturity (with the opposite sign) of thasirument.
Measured in units of time.

21

Portfolio duration

The average duration of a portfolio of fixed incomstruments
(where the duration of each asset is weighted dowprto its
proportion of the portfolio); a widely accepted rsege used tq
estimate the portfolio’s interest rate risk.
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22

Revaluation

The change in reserves in one currency terms atiidbto realized
profits from interest and capital gains income, enthe change i
value from asset price differentials and from exae rate
differentials vis-a-vis this currency of the curcéss in which the

reserves are invested. In this report, the curréndypllar.
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23

Risk assets

Assets featuring higher risk than government bolmdghis report,
the term refers to equities and corporate bonds.

24

Risk-free portfolio

A portfolio in which the investor is not subjectdains or losses.

25

Risk premium

The excess return of a risk asset over the riskifreerest rate.

26

Spread asset

An asset with a yield to maturity that is greateart that of g
government bond with a similar term to maturity, edto
differences in exposure to credit risk, liquiditgk; operationa
factors, etc.

The yield spread of this asset is measured asffeesthce between
its yield to maturity and that of a government boevith a similar
term to maturity. Spread assets include also gowenh bonds
denominated in a currency which is not the locatency of the
country of issuance.

27

Standard deviation

A statistical measure used to quantify the dispersof a
distribution around its expected value. Often usg@ measure o
guantify the exposure to uncertainty. See alsotiitya

28

Volatility

The standard deviation (see definition in this géwg) of the
distribution of holding rates of return of a fin@d@sset, such as|a
security or portfolio, over a defined time (a dayyeek, etc.).

29

Yield curve

A line that plots the yields to maturity of bondstiwsimilar
characteristics (such as the bonds of a parti@dantry in local
currency) but different maturities.

30

Yield spread

The difference between yields to maturity of twbtdestruments

31

Yield to maturity

The holding rate of return, in annual terms, whigbuld be
obtained from holding a debt instrument until iteaf redemption
if it was possible to invest all of its cash floassthe same rate of
return until that date. Synonymous term: interaéé iof return.
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