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MAIN DEVELOPMENTS *

e The Bank of Israel's foreign exchange reserves dgngabout $17 billion in 2009,
and at the end of 2009 stood at $59.1 billion. giwvth in reserves this year, as in
2008, was mainly the result of purchases of foreigmency by the Bank of Israel
that started at the end of the first quarter of®886 part of a program to increase
the Bank's foreign exchange reserves, and of thvepoéicy adopted by the Bank in
the foreign currency market in August 2009.

e The latest crisis emphasized the importance ofihglén appropriate level of
foreign exchange reserves as an essential sourtiquadity at times of crisis.
Many other countries also increased their foreigthange reserves this year. The
increase in the level of Israel's foreign exchanggerves in the last two years
strengthens the economy and its financial resibenand improves Israel's
international financial standing.

e The change was evident also in the significanteiase in the ratio of the reserves
to various financial aggregates of the Israeli emoypn Thus, for example, the
average level of the reserves in 2009 covered lisraatire short-term external
debt, reaching 126 percent of the debt, compar#u 8@ percent in previous years,
and they are more than one quarter of the annu&.GD

e As part of the Bank of Israel's reserves managerpelity, the reserves are
invested in conservative assets, but even prithi@autbreak of the global crisis in
September 2008, and also during 2009, the Bank tmhktional measures to
reduce the exposure of the reserves to the bunggdmancial risks: banking
exposure was reduced almost to zero, investmees mere tightened, additional
restrictions were imposed on the exposure to varimuntries and the assets in
which the reserves can be invested, and furthernnegents were added to ensure
a proper level of liquidity in various currencies.

e The holding-period rate of return on the reserveeims of the numeraire was 1.9
percent in 2009, compared with 4.3 percent on geera the years 2000-2009.
This rate of return was affected to a large extgnthe extremely low interest rates
and yields to maturity in the bonds market of th& government and other
governments worldwide, levels that persisted thhowg 2009 due to the global
crisis that erupted at the end of 2008. The holdiagod rate of return in shekel
terms was higher, 3.6 percent..

e The contribution of active management in 2009 waeptionally high, and totaled
110 basis points, compared with a positive avecageribution of19 basis points
in the past decade. The high excess return this waa affected mostly by the
long-term spread assets in the portfolio, which dbged from significant
narrowing of the spreads in yields to maturity bedw them and those on

! The Market Operations Department has been repoattirige public on the investment of the reserves
since 2000. The reports for previous years, somghiéh have been published as chapters in the Bank
of Israel's reports, can be found on the Bank iafdks websitevww.bankisrael.org.il Explanations and
definitions of terms used in the current reportegp@n the previous reports, which also discus®wuar
aspects of managing foreign exchange reservesatatot discussed in this report.




government bonds. A prominent component amongphead assets this year were
bonds and commercial paper issued by banks frorerideof 2008 and backed by
full government guarantees as part of the uncomweslt intervention methods
adopted by governments and central banks aroundwttréd to support the
financial system and stabilize the markets.



A. THE LEVEL OF THE RESERVES AND THEIR MANAGEMENT
FRAMEWORK

1. The management framework

The management of Israel’s foreign exchange resasvsubject to thBank of Israel
Law, 5714-1954and its accumulated legal interpretations. Thes@@&&ow the Bank
may conduct its foreign-currency activities andilithe types of assets in which it may
invest. In areas in which the Bank is not restddby the wording of the Law, it acts
within a framework that reflects the spirit of thaw and the Bank’s priorities, and
limits the various risks to which the reserves exposed. The main financial risks are
credit risk, controlled by a system of rules andtgs; interest-rate risk, controlled
mainly by setting a target average duration forheaarrency portfolio; and currency
risk, controlled by defining a neutral currency gmsition—the numeraire—that
serves also as a yardstick for measuring the pedoce of the portfolio. Other risks,

such as operational and legal riske also taken into account.

2. The level of the reserves

Israel's foreign exchange reserves grew this yean idollar terms by $16.8 billion,
from $42.3 billion at the end of 2008, to $59.1 hibn at the end of 200F The
substantial increase in reserves, similar to tleipus year, was mainly the result of
the purchase of foreign currency by the Bank ofdkras part of the program set in
motion in March 2008, and the Bank's subsequenviycin the foreign exchange
market, starting in August 2009. This year the Baokchased in the shekel-foreign
currency market $19.6 billion, in continuation bétpurchase of $12.1 billion in 2008.
The changes in the level of the reserves this yese also the result of other factors:
on the one hand, the current income from manadjegdserves (interest, capital gains,
and exchange-rate differences against the dollamjributed a growth of $2 billion,

while on the other, the withdrawals of the privaector (the local banks) of $4.6

2 The level of reserves throughout this survey dagsnelude allocations of drawing rights by the
International Monetary Fund to member countriesRS@llocation), or the reserve tranche, which at th
end of 2009 reached $1.5 billion. See also The Rdutgrael: Financial Report for 2009.



billion® and of the government of $0.2 billion acted toulthe reserves, and partially

set off the increase in the level of reserves.

The reserves serve as a source of liquidity todsel as and when necessary, and their
purpose is also to yield benefits that derive frim very fact that the country is
holding them—reducing the probability of a crisis the Israeli foreign-exchange
market and enhancing the country’s standing inirtte¥national financial environment.
The definition of the roles of the foreign exchamgserves is derived both from the
benefit that could accrue from them, as well ag thessible uses for the needs of the
economy. These uses are: servicing the countrygssidénancing imports in crises;
using the reserves for managing the Bank of Isrpellicy regarding the stability of the
banking system and the foreign exchange market; wsidg them as a tool for
implementing monetary policy. The method of manggiime foreign exchange
reserves, their currency composition (the numeramed their desired level are
determined according to policy rules that are detifrom the functions of the reserves.

Figure 1 — Foreign Exchange Reserves, 2000-2009
(Monthly averages)
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% These are withdrawals of foreign exchange depostise local banks in the Bank of Israel, which ever
deposited at the end of 2008 against the backgrotitite deepening of the crisis, and were withdrawn
at the beginning of 2009.



At the beginning of 2008, following an assessmdrhe desirable level of reserves,
the Bank of Israel decided that in light of the adeef the economy, against the
background of the rapid GDP growth in recent years] the economy's growing
integration in the world economy and the globakfioial system, Israel's foreign-
currency reserves should be increasddherefore, from the end of March 2008, the
Bank of Israel began to implement a plan to inae#ise level of reserves by
purchasing foreign currency in the course of trgdifihe desirable level of reserves
was determined as being between $40 and $44 bilidren this aim was achieved, in
the course of 2009, the Bank of Israel continuedpirchasing plan in order to assist
the Israeli economy to continue to deal with theaifecations of the global crisis and
with the economic uncertainty that still prevailedridwide. In August 2009, the Bank
of Israel announced that the purchasing plan weeldse, and that henceforth the
Bank would operate in the foreign exchange markdy an cases of exceptional
fluctuations in the exchange rate of the shekd were incompatible with the basic
conditions of the economy, and in cases in whiehftiieign exchange market was not

functioning properly.

An examination of the change in Israel's foreigoh@nge reserves in the past decade
shows that while the growth in the reserves occduatenost wholly during the past two
years—113 percent, the cumulative rate of growtkr dkre decade is similar to that of
OECD countries, and even less than the rate of thyr@ivthe overall reserves in all
countries in this decade (Figure 2). In the past y@ars the level of foreign exchange
reserves has grown at higher rates in most OECDtdes as well. For example, in
2008 and 2009, the euro-bloc countries increaseid fibreign exchange reserves by 32
percent, the Scandinavian countries by 38 percBuatitzerland by 121 percent,

Australia by 60 percent, and Canada by 30 percent.

In the wake of the crisis, new ideas are emergingdwide about what constitutes the
holding of an appropriate level of foreign exchangserves, and their desirable ratio to
various financial aggregates. One of the lessonthefcrisis is that the holding of a

large amount of foreign exchange reserves is peatiy important for the financial

* This assessment was based mainly on the approfmieteof reserves that might be required in vasiou
circumstances, including times of crisis.

® The purchasing plan commenced at the end of Ma68,2and initially included the daily purchase of
$25 million in the foreign exchange market. In J2B08, the plan was expanded to the daily purcbise
$100 million, and was only stopped in August 20G81he change in policy regarding the foreign
exchange market.



resilience of the economy, and confers an advantatimes of crisis when liquidity in
the markets runs out. This recognition is compatibith the considerable growth
recorded in 2009, similar to that of Israel, in foecign exchange reserves of OECD
countries and other countries worldwide. It shdotédmentioned that despite the sharp
rise in Israel's level of reserves in the past y&ars, their management framework has
not changed until now, and the Bank of Israel wilhtinue to examine this issue from

time to time.

Figure 2 — Changes in the Foreign Exchange ResenviasvVarious Groups of
Countries Worldwide and in Israel, 2001-2009
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The purchases of foreign currency, which was spoe@d the whole year, led also to
significant growth, $18.4 billion, in the averagwél of reserves—from $32.2 billion in
2008 to $50.6 billion in 2009 (Figure 1At the same time the change in the ratio of
the average reserves to economic aggregates with iatn they are customarily
compared improved considerably this year, reachingecord levels in comparison
with previous years(Table 1):
e The average ratio of the reserves to GDP rose aBoyeercent in 2009, as against
a decrease in previous years to only 16 perce2008. In December 2009, the

reserves already constituted more than 30 per¢e€bD®.



e The average ratio of the reserves to imports nwaa tloubled, to more than eight
months, as against four months in 2008, and in Deee 2009, the level of the
reserves covered almost ten months of imports.

e The average reserves in 2009 already covered rharethe whole short-term debt
of the economy—126 percent as opposed to 82 pericer#008—and they
constituted more than 50 percent of the gross eatetebt. Also the ratio of the
average reserves to the unindexed local-currensgtadeld by the public (M2)

rose in 2009 to almost 50 percent, as against 8%pein 2008.

Table 1
The Level of the Reserves Relative to Other Aggretss, 1999-20C
Average leve Gros: Short-tern  Unindexel Gros:t
of reserves Imports externg externa local-currenc domestir
($ million) (months deb deb assets (M produc
Reserves as percent of aggregate

199¢ 21,56¢ 5.4 33 7€ 55 18
200c 21,84 4.5 32 72 46 18
2001 23,49 5.4 35 7€ 43 18
200z 23,94¢ 5.8 34 7€ 48 21
200: 23,99¢ 5.5 32 8C 46 2C
2004 25,90¢ 5.2 33 82 47 2C
200¢ 27,0 5.C 35 82 46 2C
200¢ 27,88« 4.7 32 7t 45 18
2007 28,86¢ 4.1 32 73 37 17
200¢ 32,18¢ 4.C 37 82 33 1€
200¢ 50,64¢ 8.2 56 12€ 48 26
Dec-0¢ 59,47¢ 9.7 65 147 57 31

SOURCE Bank of Israel, The Central Bureau of Statistee®] returns from the ban

Figure 3 shows the ratio of the foreign exchangemess to major aggregates in Israel
(December 2009 figures appear in the bottom lindable 1) compared with these
ratios in two groups of countries. The first groupglicated as OECD, comprises all the
countries that are members of this organizatiomepk for the United States, Japan,
eurozone countries and Turkey—all in all 14 co@sftiThe second group also consists
of 14 countries; these are not members of thismzg#on, and are considered as
emerging markets with an investment grade ratBBE and above]. The figure

shows that Israel's level of reserves, relativéh&ése aggregates, is generally similar to

® The countries in the OECD group are: Australia, & Czech Republic, Denmark, Hungary, Iceland,
Korea, Mexico, New Zealand, Norway, Poland, Swe&amwitzerland, and Germany.

" The countries in the non-OECD group are: BulgaBiile, China, Estonia, India, Latvia, Lithuania,
Malaysia, Romania, Russia, Singapore, South Affieayvan, and Thailand.



the upper boundary of the range of countries in@&CD group, and similar to the

median of the countries in the second group—the®@B&D countries.

Figure 3 — Level of Reserves at the End of 2009 Ré&le to Various Aggregates,
Israel Compared With Other Countries (In percentages)
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B. RESULTS OF INVESTING THE RESERVES IN 2009

The holding-period rate of return on the reservesn terms of the numeraire was
1.91 percent in 2009, compared with 4.3 percent @verage in the years 2000-2009
(Table 2 and Figure 4). Because of the weakeninth@fshekel against some of the
currencies in which the reserves are investedhahding period rate of return in shekel
terms was higher this year, 3.6 percefthis is in contrast to the three previous years
in which the return in shekel terms was lower tllaat measured in terms of the

numeraire’

Table 2
The Performance of the Actual Portfolio vis-a-vis he Benchmark, 2000-2009
(Percent, in numeraire annual terms, weekly stahdaviations in annual terms in parentheses)

Performance Incremental yield
Dispersiol
Actual Neutra Currenc! Duratior Asse and othe
portfolio benchmar Total managemel managemel selectiol contribution:
200( 6.7¢ 6.7¢ 0.01 -0.1¢ 0.0C 0.1t 0.01
(0.89 (0.86 (0.11
2001 6.3F 6.12 0.22 0.0C -0.01 0.1¢ -0.01
(1.44) (1.36) (0.20)
200z 5.1¢ 4.9¢ 0.2¢2 0.02 -0.0z 0.2( -0.01
(1.32) (1.42) (0.17)
2003 2.15 1.94 0.21 0.04 -0.02 0.19 0.00
(0.81 (0.79 (0.09
200¢ 1.7¢C 1.67 0.02 0.0z -0.0t 0.0¢ -0.0z
(0.66) (0.68) (0.08)
200t 2.64 2.44 0.21 0.0C -0.02 0.1¢ 0.0¢4
(0.60 (0.67 (0.12
2006 3.83 3.70 0.12 -0.02 -0.05 0.21 -0.01
(0.73 (0.79 (0.14
2007 6.91 6.91 0.0C 0.0t 0.0z -0.0¢ 0.01
(1.37) (1.50) (0.25)
200¢ 5.9t 6.14 -0.1¢ 0.0z 0.0C -0.24 0.0z
(1.42 (1.46 (0.53
200¢ 1.91 0.81 1.1C -0.0z -0.01 1.0¢ 0.0:
(0.60) (0.65) (0.22)
1999-200 4.3 4.12 0.1¢ 0.0C -0.02 0.2( 0.01

45.5 basis points of total incremental yield areattributed to any listed component in this year.
SOURCE Bank of Israe

8 For details, see The Bank of Israel Financial Refoor2009.

° The return on the reserves portfolio, including ihashekel terms, expresses the performance of the
various investments in the portfolio, and is ndéeted by changes in the size of the reservesy or b
purchases of foreign currency by the Bank of Israel
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The rate of return on the reserves can be dividea two parts: (1)rhe benchmark
rate of return, which is a hypothetical portfolio built accordibg rules determined in
advance, as part of the Bank's investment polibg Benchmark instructs the portfolio
manager regarding the various risk priorities theg reflected in the investment
policy—such as its currency composition, its dunatithe types of assets in it and their
distribution along the curve. Furthermore, the lbemark serves as a criterion for
review and assessment of the quality of the managemnd the performance of the
reserves portfolio; and (2Yhe contribution of active management which is
measured as the rate-of-return gap between thevessand its benchmark. The active
management is reflected in investment decisionsiti@ntionally create differences in
the reserves relative to its benchmark in termsvafious parameters (duration,
currency composition, types of assets, etc.) ireotd achieve added value to the rate
of return on the portfolio. The scale of the dawias from the benchmark is limited by
a system of conservative rules as part of the Bankestment policy, and in practice is
relatively small. Hence, the decisive factor inedetining the holding-period rate of
return on the reserves is the composition and tiiuetare of the benchmark, while the
contribution of active management is generally tneddy small, even though the
contribution of the active management this year e®septional—particularly high.
(See below?f

1. The holding-period rate of return and the benchrark risk

This year, the benchmark holding-period rate of retirn was the lowest in the past
decade—0.81 percent compared with an average of 4pkrcent from 2000-20009.
This rate of return was affected to a large extenty the slump in yields to
maturity fell in world bond markets in which the reserves are invested, and from
the low rate-of-interest environment that prevailed in the financial markets
during 2009, as a result of the global crisiDuring 2009 most of the world's central
banks, headed by the United States Federal Redarpethe very low interest rates
unchanged throughout the year, and even adoptdédlyhigmconventional intervention
methods in the financial markets with the aim oévamting the collapse of the

financial system as a whole, of returning propencfioning to the markets, of

19 Note further that as opposed to the benchmarkofateturn, the portfolio rate of return is alsoeaffed
by transaction expenses, which act to the detrimoktite portfolio's performance compared with the

benchmark

12



supplying appropriate liquidity, and of energizithge economy. In the United States,
Great Britain, and other countries, these stefdsdiec an enormous flow of capital into
the market, nationalization and the granting ofrgotees to financial institutions,
various methods of assisting industry, the purcludsigoxic assets" on the one hand,
and massive purchases of government and other lwontihe other—as part of a policy

of quantitative easing—in addition to broad progsashfiscal stimulatiort*

Figure 4 - The Yield and the Total Management Coniibution, 2000-2009Percent,

in numeraire annual terms)
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In the wake of these steps, and particularly bexafishe low interest-rate anchor, the
yields to maturity in the bonds markets generadynained low throughout 2009,
particularly in the short part of the curve. Twaaygields in the United States, which
at the end of 2008 had fallen to their lowest Is\(below 1 percent) remained virtually
unchanged throughout the year, while the 5-yeddyieose during the year by about
100 basis points, and more than the slump levelhich they had fallen at the end of
2008 (about 1.5 percent), leading to a steeperfitigeocurve? (Figure 5). In Germany

the yields to maturity continued to decline slighttom the beginning of the year.

" For details of macroeconomic and financial develepts worldwide in 2009, see Chapter 4 of the
Bank of Israel Report for 2009.
2 During the year the yield changes were not unifdsat,overall the curve steepened during the year.
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Afterwards, two-year yields stabilized around levef 1.2 percent to 1.3 percent, and
generally remained at this level until the endhaf year, while the five-year yields rose
slightly toward the middle of the year, thereaftalling back to 2.4 percent to 2.5

percent:®

Figure 5 — Yields to Maturity of American Treasury Bonds and Government
Bonds in Europe, 2007-2009percentages)

Percent
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In view of the slump in the yield levels to maturiy in the United States at the
beginning of 2009, it was decided to shorten the dation of the dollar benchmark

to 9 months, and to limit the distribution of holding in long-term bonds to bonds
with maturities up to three years. This step was taken in order to reduce thdask

of losses in the event that the yields curve in thgnited States would begin to rise
overall, or to steepen sharply The duration of the other currency benchmarks was
also shortened slightly in 2009, or was kept atlatively low level (on average
slightly more than a year), and the permitted iigtron of the holdings was restricted
over the curve, similar to the restriction in tredlar benchmark. The benchmark rate of
return, which was very low this year, is a dirextult of these steps, which changed the
composition of the assets in the benchmark toivelgtshort, and produced low profits

13 Germany is presented as representative of the ekahgt took place in most of the euro bloc
countries.
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this year because of the slump in their yields tatumty. Because part of the
steepening in the curve in 2009 took place eveorfd the actual shortening of the
dollar benchmark, and the short-term interest re¢esained low, overall for the year
the shortening of the benchmark led to a loss ofiaB basis points on the reserves as
a whole relative to the possibility of keeping tth@lar benchmark unchanged during
the year** At the same time it should be recalled that théas taken to change the
duration of the benchmarks and the distributioras$ets along the curve, were not
taken as a position in order to achieve profits, tather as insurance against the
possibility of large-scale losses that were ligblée caused in the event of a rapid and
sharp rise of interest rates and yields to matunitthe bonds markets, which would
have caused large capital losses, while in praaticemes from interest were low as a

result of the low-interest environment.

The volatility (standard deviation) of the benchmak rate of return in 2009 fell
sharply compared with the previous two years to 0B percent (Table 2), one of the
lowest levels in the past decad@he sharp decrease in volatility this year wagiya

a result of the calm that prevailed in the finahcrarkets in 2009, after the global
crisis reached its climax—a calm that was supportsd the unconventional
intervention methods taken by governments and akeinéinks worldwide. The standard
deviation of the reserves portfolio, which cond@tia measure of its inherent risk, was
lower this year, as in the past five years, becadidbe greater diversification of the
assets held in the portfolio than in the benchm@he diversification of assets in the
portfolio acted to reduce its volatility relative the benchmark—a phenomenon that

was particularly salient in 2007.

2. The contribution and the risk of the active mangement

The contribution of the active management this yearwhich reflects the excess rate
of return that was achieved on the reserves portfa relative to the benchmark,

was exceptionally high in general, as well as in ogarison with previous years,

and added 110 basis points, as against an averageess return of 9 basis points in
the years 1999-2008. More than two-thirds of thisxeess return is credited to

investment in spread assets—Eurobonds and other seties, some of them new

* Had the dollar benchmark been shortened and #eation of the dispersion over the curve been
adopted from the beginning of 2009, the benchmarlldvhave produced a slightly higher yield than
leaving it unchanged.
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government-guaranteed issues of banks that were issd in the wake of the crisig?
The sharp rise in the excess return on the resgatfolio this year was accompanied
by a continuous decline in the volatility of thisntribution (tracking errot§ to levels
similar to those of previous years, following arsfigant rise in 2008 as a result of the
eruption of the global crisis (Table 2, Figure &)milar to the previous year, the
decrease in the volatility of the contribution bétactive management is mainly due to
the extreme changes that took place in the markeid, not to a policy change in

managing the reserves portfolio.

Figure 6 — Volatility of the Active Management (Tracking Error), 2007-2009
(Moving year, basis points)

Basis points
70

60 -

50 A

40 ~

30

20 A

10 A

Q1 Q2 Q3 Q4 QA Q2 QB Q4 QA Q2 Q3 Q4
2007 2008 2009

The combination this year of a very high excess retn and a decrease in volatility
(tracking error) back to the acceptable levels of gvious years, brought the ratio
of excess return to this volatility to the record ¢vel of recent years (Figure 7). This
ratio, known as the information ratio, is an acceptd risk measure that examines
the effectiveness of achieving an additional returmver the benchmark relative to

the risk taken in this regard.

15 Spread assets are assets whose yields to matonifyrise the yield of another asset, usually
government bonds, and a further yield spread thanges in response to market conditions. Eurobond
assets are bonds sold in financial markets outbEleountry of the currency in which they are qdote
The Bank of Israel invests in spread assets tleafiudly guaranteed by countries with a high invesstim
rating.

'8 The standard deviation of the weekly yield differesiin annual terms.
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Figure 7 — The Ratio of the Excess Rate of Returmtits Standard Deviation
(Tracking Error), 1999-2009
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Figure 8 — The Yield and the Total Management Contbution, January-December
2009(Percent, in monthly terms)
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In 2009 the excess return on the reserves portiadi® positive throughout the year, but
not uniformly so: the major excess return was aadein the first half of the year

(Figure 8).The excess return this year was affected almost ey by the asset
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selection while the contributions of the duration and therency management were
negative and close to zero, and the contributiothefyield curve positions was only 3
basis points. This result characterizes previoassyas well, in which the contributions
of the duration, the currency management and télel yiurve positions were also not
generally large, and the major contribution to #xeess return arose from the asset
selection, which this year was exceptional and vegh compared with previous years
(Table 2)

Figure 9 — Asset Distribution of the Reserves, 2009
(Annual average, percentages)
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Table 3 shows a breakdown of the contribution eetiselection by type. The highest
contribution to the reserves this year was thectiele of long-term assets—a
contribution of 59.3 basis points. These assethideca high proportion of spread
assets, mainly Eurobonds (Figure 9). The yield asebetween Eurobonds and
government bonds declined sharply this year, aisarg to record levels at the end of
the previous year, with the eruption of the criSike narrowing in yield spreads of
around 80 to 90 basis points throughout 2009, timy fell to levels characterizing the
years prior to the crisis (Figure 10), producedéacapital gains on the various spread

assets, mainly the Eurobonds. This narrowing redtethe decline in risk aversion by
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investors in the wake of the decreasing uncertamfynancial markets worldwide, and
a considerable improvement in them, which had dird@egun by the end of the first
guarter of 2009.

Table 3
The Contribution of Asset Selectiofl, 2007-2009basis points, in annual terr
2007 200¢ 200¢
Securities lending by the Department 7.6 5.8 0.1
Short term assets (up to 1 year) 3.7 16.3 26.2
Long term assets (longer than 1 year) -14.2 -33.6 59.3
Inflation-linked securities -2.5 -2.7 7.9
GNMA -4.5 -6.7 0.1
Assets in external manegment 1.6 -3.3 15.8
Total -8.3 -24.1 109.3

SOURCE Bank of Israe
? Also includes the contribution of the asset dispersion along the curve, relative to the benchmark.

Two further factors were responsible for the suttstbprofits of Eurobonds this year:
(1) At the beginning of 2009 the Bank of Israel remsed its holdings in dollar
Eurobonds, whose yield spreads were at a histagic, lat the expense of American
Treasury bills, whose yield to maturity was very]oand there was a fear that their
holding-period rate of return would be negative-the yields curve were to rise
sharply; (2) At the end of 2008 and the beginnifi@@09, as part of the steps for
extricating the financial sector from the crisisynissues of securities of various kinds
entered the market, including Eurobonds of bankksather financial institutions in the
United States, the United Kingdom and other coasfnivhich, , were fully government
guaranteed. The Bank of Israel acted quickly arrdi@ased these assets soon after their
entry into the market, when they were still cheag with a greater spread than that of
similar Eurobonds in the market. Later in the yearthe state of the global financial
system improved, most financial institutions resdntbe issue of bonds without
government guarantee, and the prices of guararnseeds rose considerably, beyond
the rise in prices of the other Eurobonds in theketa The investment in the issue by
the banks of government-guaranteed Eurobonds thaduped large profits for the

portfolio.
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The short-term spread assets contributed thistgean excess return of about 26 basis
points. Prominent among the short-term spread sa$isat produced very high excess
returns this year were FRNbonds, mostly government-guaranteed new issues by
banks in 2009, which benefited from high capitahgaas a result of the narrowing in
yield spreads and a rise in their prices during ythar. Also, spread assets bearing
short-term interest, which by and large are newas<f banks backed by government
guarantees, such as commercial papers (CPs)—enjogdttularly at the beginning of
the year, high incomes from interest, thanks tdr tiedatively high level of short-term
spread, for example, the TED-sprédd.hese spreads rose greatly at the end of 2008
and remained quite high throughout the first h&2@09 (Figure 10).

Figure 10 — The Three-month TED Spread and the Avexge Spread of Eurobond
Assets in the Reserves, 2007-2009
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Significant contributions in asset selections walg obtained in inflation-indexed
government bonds and in externally managed posgdli The prices of indexed US
government bonds (TIPS) increased significantlyirdurthe year compared with

regular Treasury bonds. The reason was the signifigse during 2009 in break-even

" Floating rate note bonds.

18 The spread between the Libor interest rate (ustiallg months) and the yield on American Treasury
bonds for the same period.

¥ The Bank of Israel manages a small proportion efftiieign exchange reserves through external
managers. These portfolios include mainly GNMA &saed Treasury bonds, and the managers have a
similar degree of freedom in managing the duratiothat of the internal management.
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rates after these fell sharply, even becoming megatt the end of 2008, with the
outbreak of the crisis. The excess performancethefexternally managed portfolios
are mainly a result of successful investments & &NMA sector, which produced
high yields this year—particularly in the first hakith the strengthening of the
mortgages sector in the United States, and theowarg of the spreads between
GNMA assets and American Treasury bonds. Theseltsesiere reinforced by

purchases of mortgage-backed assets by the USrgoeat during the year.

Because of the cessation of deposits in banks winercrisis broke out in 2008 (as
described in the box at the end of the report) sg@urities lending whose returns were
deposited in the banks (Repo-Depo) was also stopped had been the major part of
the securities-lending transactions in previous rsredience their negligible

contribution to excess return this yéar.

3. The yield on the dollar portfolio relative to oher managed portfolios

In order to compare the performance of the Banksiel's dollar portfolio to other
portfolios we used data on the performance of liualufunds that operated in the
American market from 2000-2009. These funds wernenamnly invested in US
government bonds. Some of the funds are classdied‘investors in short-term
government bonds”; the rest are “general investorgovernment bonds,” which, in
practice, invest in the medium term. The funds @&t®d no more than a small
proportion of their portfolios in indexed US goverent bonds (TIPS) and in low-rated
assets (less than AA)These permit a rough comparison between the peaioce of
the Bank of Israel's US dollar portfolio and thdttloe eleven mutual funds despite the
differences between thefh.Comparing the performance of different portfolics i
problematic—both because they are generally managsdtive to different
benchmarks, and because of the differences in theagement rules and the

investment policy applying to them. Neverthelesspmparison with the performance

2 |n previous years the contribution of securitiesdieg transactions to excess return was generally 3
basis points, and its weight in the overall aseatribution was relatively high. (By comparison—the
average asset contribution over the past decaded®as20 basis points.)

2 possibly the component of corporate bonds is alsladed within these—which the Bank of Israel is
precluded from investing in.

“2Bear in mind that the performance of the mutuatifuis after deducting commission, which reflects
the cosbf the current operating expenses, while the perfoomaf the dollar portfolio of the Bank of
Israel's reserves is reported without deductingagps of this kind.
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of portfolios of similar character can provide a asare to the dollar portfolio

performance.

An examination of the range of the yields (Figutg ihdicates that the performance of
the dollar portfolio over the years was within drose the range of the "short-term”
fund yields. In 2009, the yield of the dollar potib was within the upper part of the
distribution of yields of the short-term funds, B@sis points higher than their average
yield. Taking the decade as a whole, the averagearyield of the Bank of Israel’s
US dollar portfolio was greater than that of thidid-term™ mutual funds, but still less

than that of the "medium-term" ones.

In contrast to recent years, this year the yielthenmedium-term funds was negative, -
2.3 percent on average. This was apparently ovarige steepening of the yields curve
in the United States during the year, against tiekdpround of the very low vyields to

maturity that prevailed at the beginning, which edely affected these funds as they

are more long-term.

Figure 11 — Performance Distribution of Managers oMutual Funds in the US

Market, 2000-2009(Percentages, in annual terms)
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An examination of the data of the funds shows thatduration of the Bank of Israel's

dollar portfolio is closer to that of the shortftefunds than to that of the medium-term
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ones, and therefore that their performance is nsorelar to that of the short-term
funds. The data also shows that on average oveddbade, the medium-term funds
achieved a higher yield than that of the short-temes, but their annual yield was
more volatile, and in the past year even negalities demonstrates the Bank of Israel's
choice to invest the foreign exchange reservesseta of relatively short duration, in
order to reduce the volatility of the annual hotdperiod yields and the risk of
obtaining a negative yield in the reserves portfodiven at the price of relinquishing a

possible higher average yield over several years.

The average yield of each fund compared with itatility in the past decade (Figure
12) shows that in the dollar portfolio the yieldstsek ratio, which is reflected by the
slopes of the lines, is higher than in all the of@ds, and is therefore preferable to all
of them in this respect. If we examine only the relberm funds it appears that the
dollar portfolio is preferable to all of them, witine exception, in its average vyield in
the past decade as well. Furthermore, the yieldstoratio in the short-term funds is
greater than in the medium-term ones; in other wjote excess return that the
medium-term funds show over the short-term onexiseved at the expense of even

greater risk.

Figure 12 — Yield and Risk: the Dollar Portfolio vis-a-vis Funds in the US Market,

2000-2009Percentages, in annual terms)
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THE GLOBAL CRISIS—MANAGING CREDIT RISKS AND THE
OPERATIONAL RISK IN THE MARKET OPERATIONS DEPARTMEN T

With the emergence of the subprime crisis in 200d the instability that continued in
the markets through 2008, the Bank of Israel ireedaits level of financial sector
monitoring and the ongoing review of current depebents in the developed countries.
From September 2008, with the fall of the LehmaantBers investment bank, and the
full-blown eruption of the crisis in financial masts worldwide, uncertainty increased
greatly, and the financial risks in the reservesfplio grew—particularly credit risks.
The disruptions in the markets, a result of théglarisis, adversely affected also the
functioning of many financial institutions and s the risks of failures and
disruptions in their current business activity—uaiion that led to an increase in the
level of operational risk to which the Bank of skavas exposed.

In reaction to the increasing credit risk, alread2008 and more intensively since the
eruption of the crisis, the Bank of Israel took fbkowing steps to reduce exposure to
credit risks and to increase the holdings of liqasgets:

e Prohibiting deposits in banks (including CDs), ire twake of which the lending
transactions of securities against deposits (RegoelPwere stopped,;

e Raising the rating level required for countriesahich it is permissible to invest,
and restricting the exposure to countries whosanftral situation had worsened,;

e Adding restrictions to the levels of liquidity racged in the reserves of various
currencies;

e Updating the existing legal agreements and deveip@ mechanism of daily
collateral (Margin) in order to reduce the dailyesure;

e Adding agreements for transactions in derivativ&®A),?® which previously had
been drawn up in a way that was accepted in th&etsrbut without a detailed
and binding legal agreement;

e Adding shekel-dollar conversion transactions witle focal banks to the CES

clearing.

The banking exposure, which throughout the yeanstttoted a very important part of
the portfolio, was lowered to almost zero at thd @enh2008, and remained at this level

% |nternational Swaps and Derivatives Association.
24 system of international clearing by the CLS Bankial was established in order to minimize clearing
risks in conversion transactions and internatigagiments.
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during 2009 in the wake of the cessation of depasitthe banks. Even though calm
began to return to the markets from the secondtguaf 2009, and uncertainty

decreased, many risks still threatened the gldhahtial system. Because of this, the
Bank of Israel did not ease its investment polaryd most of the steps taken with the
outbreak of the crisis for limiting the exposuretie reserves portfolio, remained in

place throughout the year.

Figure 13 — Distribution of Exposure to Banks anda Governments, 2000-2009
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As part of reducing the operational risk, the mariedepartment tightened control of
its work processes, ceased complex activity of ilepdecurities from the Bank of
Israel's portfolio, and took other steps to redilngeoperational risk in various sections

of the department.

Concurrently with its handling the growth of riskesulting from the crisis, the
Marketing Operations Department took various otsteps to reduce the operational
risk—among them combining the Bank of Israel's\atidis in shekels in the local
market with the department's area of activity, ast pf the recent re-organization
process in the Bank. The department is currenttynoting a multi-year project that is
expected to be completed by the beginning of 2@ilyhich the foreign exchange

reserves and the activity in the local market (rédicm transactions, creating messages,
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market-risk management, performance measuremeobuating development, cash-
flow management, and reconciliation of nostro actsuwill be managed by a new
computer system. The new system will replace séggstems currently in operation in
the department, which will unify all its activitpto a single platform, thereby reducing

the operational risk.
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