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The financial environment was exceptional in the reviewed year. The sharp
increase in inflation led central banks to adopt restrictive monetary policy and
to raise interest rates aggressively, after many years in which rates were very
low. The rapid increase in interest rates from low levels led to sharp declines
in stock prices, to high volatility in markets, and to steep increases in yields to
maturity on government bonds. As a result of these developments, all types of
financial asset classes in advanced economies, except for very short term US
government bonds, had negative returns. This phenomenon is very anomalous
in financial markets as, for the most part, there is a negative correlation
between equities and government bond returns, which provides natural
hedging of the portfolio. In addition, the rapid pace of interest rate increases
by the US Federal Reserve, compared to other major central banks, and the
increase in risk aversion in financial markets, led to marked strengthening of
the dollar vis-a-vis most major currencies.

The negative developments in financial markets worldwide were reflected in
the returns on the foreign exchange reserves portfolio: the rate of return on the
foreign exchange reserves portfolio in 2022, in terms of the currency
benchmark, was negative, at -5.7 percent. Over a longer term perspective, the
reserves portfolio had a positive average annual rate of return of 0.3 percent
over the past 3 years and 1.4 percent over the past 5 years (Table 1a).

TABLE la
Rate of return on the foreign exchange reserves portfolio, annual an
average multiyear perspectives, in terms of the currency benchmark,

percent, annual terms
2022 3 years 5 years

Reserves portfolio return -5.7 0.3 1.4
Basic benchmark return 0.2 0.2 0.6
Excess return -5.9 0.1 0.8

In view of the weakening of the shekel, the rate of return on the foreign
exchange reserves portfolio was positive in shekel terms, at 3.4 percent.

Table 1b

Rate of return on the foreign exchange reserves portfolio, annual and
averagemultiyear perspectives,in terms of the shekel, percent, annual
terms

2022 3 years 5 years
Reserves portfolio return 3.4 0.0 0.7
Change in exchange rate
of currency 9.7 -0.3 -0.7
benchmark/shekel

A negative sign in the change of the exchange rate indicates appreciation of the shekel.
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The losses in the foreign currency reserves portfolio, and the worldwide
appreciation of the dollar, led to a decline in the level of the foreign currency
reserves, which were $194.2 billion at end 2022. The decline in the level of
the reserves stemmed mainly from a loss of $11.8 billion due to the decline in
equities and bond prices and from exchange rate losses in the amount of $6.3
billion, due to the weakening against the dollar of the currencies in which the
reserves are invested. It is important to stress that the majority of central banks
recorded declines in their reserves in view of the negative developments in the
global financial markets.

In the beginning of 2022, the currency benchmark, which serves as the
measurement currency of the foreign exchange reserves’ rate of return, was
updated. The benchmark was updated with the goal of achieving a shekel rate
of return that will cover the cost of holding the reserves over the long term by
minimizing the volatility of the reserves’ yield in shekel terms, which derives
from the volatility in the exchange rates of the investment currencies vis-a-vis
the shekel. This is done by expanding the currency diversification of the
reserves among the currencies recognized as reserve currencies in countries
with broad and liquid asset markets. The updated currency benchmark
includes seven major reserve currencies, with the following weights: 61
percent US dollar, 20 percent euro, 5 percent pound sterling, 5 percent
Japanese yen, 3.5 percent Australian dollar, 3.5 percent Canadian dollar, and
2 percent Chinese yuan.

As part of the asset allocation for 2022, the share of risk assets in the foreign
exchange reserves portfolio was increased moderately. The increase in the
share of risk assets is part of the gradual strategic process to increase the
portfolio’s return in the medium term, while taking into account that in the
short term there could be an increase of its volatility and there could even be
losses. In view of the moderate growth in the share of risk assets and in view
of the portfolio being adjusted gradually during the course of the year, the
impact of the process on the portfolio’s return was marginal.

This year, the contribution of the excess return, measured by comparing the
portfolio return with the risk-free portfolio (the basic benchmark) return, was
negative at -5.9 percent. The main source of this negative contribution was
investment in equities (-3.0 percent) and the duration of the government bond
portfolio (-2.9 percent), with an average duration of approximately 24.7
months, compared to the duration of the basic benchmark, which was six
months.

The portfolio’s risk level, which is affected by the share of the risk assets in
the portfolio as well as the volatility in the financial markets, rose this year,
but did not exceed the maximum risk level defined in the investment policy
guidelines.



Introduction - Economic and Financial Background Conditions

Financial conditions were atypical in the reviewed year. The sharp increase in inflation led central
banks to adopt restrictive monetary policy and to raise interest rates aggressively, after many years
in which rates were very low. This change led to sharp declines in the price of risk assets, high
volatility in markets, and steep increases in yields to maturity on government bonds, which led to
capital losses for those invested in them. These developments, which were accompanies by broad
negative sentiment, adversely impacted most types of financial asset classes, including assets in
which the foreign exchange reserves are invested, and led to a negative impact on the return of
the reserves portfolio.

In 2022,there was a sharp increase in infl&on, to the highest levels seen in recent decades,
exceeding central bank targetgFigure 1). Rising inflation stemmed from multiple factors
including significant supply chain disruptions, which were an outcome of the global COVID-19
pandemic, especially in China, where rigid government policy weighed on economic activity.
Russia’s invasion of Ukraine early in the year sparked a surge in food and energy prices,
especially the prices of oil and natural gas. Europe’s high dependence on energy imported from
Russia exacerbated the energy crisis to the point that it affected economic activity and raised
concerns of energy rationing. In addition, the end of the COVID-19 crisis was accompanied by a
significant rise in demand, following the availability of significant fiscal and monetary support
during the crisis. Labor markets remained tight as wages rose markedly, supporting the high
inflation environment in the world.

Figure 1
Inflation in Major Economies in 2022
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Due to high inflation levels the central banks in advanced economies implemented a
restrictive monetary policy designed to bring inflation rates down to target levels, even at
the price of a slowdown in economic activityFirst, monetary support programs were gradually
discontinued. Then, central banks aggressively increased interest rates, shifting European
countries from a more than a decade-long negative interest rate environment to a positive one



(Figure 2). Moreover, the leading central banks also began to reduce their balance sheet, whether
by selling bonds or by not reinvesting maturity proceeds.

Figure 2
Monetary Interest Rates in Major Economies in 2022
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Economic activity slowed worldwide. Aggressive monetary tightening, the persistence of the
war between Russia and Ukraine, and the Chinese government’s COVID-19 policy all tempered
economic growth rates in the major economic blocs (Figure 3).

Figure 3
Annual Growth in Major Countries/Blocs
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In the foreign exchangemarket, the dollar, affected bytheUS Fe der alrestRotiveer ve 6 s
monetary policy, rose relative to the currency benchmarkFigure 4).

Figure 4
Performance of the Dollarvs. BenchmarkCurrencies, 2022
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Market sentiment negatively affected most financial asset classes aréd to an adverse
impact onthe reserves portfolioreturn :

Most stockindices worldwide showed an annual declingand there was exceptional volatility
in trading due to the elevated levels of uncertainty (Figure 5).

Figure 5
Equity Returns in Major Economiesin Local Currency Terms, 2022
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! For information on the currency benchmark, see Chapter B, section 3 below.
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Aggressive monetary tightening by the central banks was translated into a rise in real interest
rates, with many countries crossing into positive rates. Government bond yieldsto maturity
increasedmarkedly, after many years of trading at low yieldgFigure 6).

Figure 6
10-year Government Bond Yields- US and Germany,2001-2022
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The corporate bond market recorded an increase in thgield spread betweenthoseassets
and government bonds and led to significant capital losses in most corporate bond classes
(Figure 7).

Figure 7
The Spread betweerinvestment Grade Corporate Bonds and Government Bonds in the
US O'5 Year Benchmark and the Europe 15 Year Benchmark, 220 2022
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A. The Level of the Foreign Exchange Reserves

In 202, the negative trends in the financial markets led taa decline in Israel's foreign
exchange reserves byIB.8billion, from $213 billion at the end of 2021 to $194.2 billion at the
end of 2022 (Figure 8).2 The ratio of the reserves to GDRleclinedfrom 43.6 percent® to 37.7
percent

Figure 8
The Level of Israelés Foreign Exchange
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Source: Bank of Israel.

The decreaseof $18.8 billionin the reserveqsee Table 2) wamainly impactedby anegative
mark to market (price differential) 4 of $18.1 billion, which comprised:

1. The amount of $11.8 billion from losses due to a decline in the value of equities and due to
capital losses on bonds, which stemmed from increases in yield,;

2. The amount of $6.3 billion from losses due to exchange rate differentials against the euro and
other currencies, in which approximately 40 percent of the reserves are held, due to the
weakening of these currencies against the dollar.

2 The level of the reserves throughout the Report includes the International Monetary Fund’s allocations of SDRs and
the balance of Israel’s reserve tranche in the IMF. At the end of 2022, their combined level was $4.5 billion. For more
information on this issue, see “Bank of Israel Financial Statements for 2022.”

3 This figure is calculated on the basis of GDP data for the year 2021, which have been updated since the publication
date of the report for 2021.

4 The mark to market is the change in the dollar value of the reserves attributed to profits realized from interest income,
capital gains, and the change in value due to asset price differentials and exchange rate differentials vis-a-vis the dollar
of currencies in which the reserves are invested.

Reserve



Table 2
Components of the change in the reserve022

($ million)
FX Purchase 356
Mark To Market -18,058
Private Sector -2,233
Government 1,160
Total Change -18,775

Source: Bank Of Israel

Foreign exchange purchases were conspicuously limited in scope compared to previous years
(Figure 9), due to the end of a $30 billion purchase program that had been announced by the
Monetary Committee in November 2021.° Foreign exchange purchases ended in January 2022.

Figure 9
Bank of Israel Foreign Exchange Purchases, 2802022
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Reserves are commonly measured relative to various economic aggregates, mainly GDP. In
2022, foreign currency reserves showed a downward trend in most countries in the world,
including Israel (Figure 10), and therefore, global foreign currency reserves dropped by
approximately $1 trillion. Nonetheless, the ratio of reserves to GDP for Israel is still higher than
the median of other countries (Figure 11).

5 https://www.boi.org.il/en/communication-and-publications/press-releases/the-monetary-committee-decides-on-
november-22-2021-to-keep-the-interest-rate-unchanged-at-01-percent/
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Figure 10
Change in Foreign CurrencyReserves, Israel and SelectedCountries, 2022
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Figure 11
The Ratio of the Reservesto GDP, Israel and SelectedCountries
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B. The Framework for Managing the ForeignExchangeReserves
1. Objectives ofholding the reserves and theguidelines for reserves management

According to the Bank of Israel Law, 577G 201Q one of the Bank's functions is to hold and
manage the country's foreign exchange reserves. Foreign exchange reserves held by a country
function as the inventory of foreign currency for its economy at a scope that is sufficient during
a crisis or state of emergency (for example, in the event of a war or natural disaster). At such
times, foreign currency reserves remain a country’s main source of financing in foreign currency.

The Monetary Committee, which is headed by the Governor and whose members include
representatives of the public, has the authority to establish guidelines for the investmenipolicy
of the reserves(Appendix 1), in consultation with the Minister of Finance, and to monitor the
implementation of this policy.

The invegment policy guidelinesinclude the specification of the assets permitted for investment,
the risk profile, and the quantitative and qualitative limitations on types of assets permitted for
investment. It should be emphasized that these guidelines do not constitute a recommendation for
the actual composition of investment in these assets. The actual shares of investment are a
function of the annual strategic asset allocation process and the deviations from the allocation that
are made within the framework of degrees of freedom granted to the Markets Department by the
Monetary Committee. The strategic asset allocation is determined subject to the level of risk set
by the Committee, and is based on assessments of the expected conditions in the relevant financial
markets (see Section 3 of this chapter for additional information on the allocation process).

The foreign exchange reserves investment policy is based on the following goals:

T Achieving a return in shekel terms that, in the long term, will cover at least the financing cost
of holding the reserves;®

9 Maximizing the return in terms of the currency benchmark, in the medium term, within the
framework of the risk profile, subject to attaining the liquidity target;

1 Managing the reserves with a high level of liquidity.

In 2021, modifications were made in the investment policy guidelines, to support the achievement
of the above goals. The main changes were: measuring and reporting the return on the reserves
portfolio both in terms of the currency benchmark and in shekel terms; defining new principles
for determining the currency benchmark composition; increasing the maximum risk constraint
from a CVaRsy level of 475 basis points to a level of 900 basis points; increasing the maximum
share of investment in equities from 17.5 percent to 27 percent of total reserves; increasing the
maximum share of combined investment in equities and corporate bonds from 25 percent to 35
percent, and adding the possibility of investing up to 5 percent of total reserves in below-
investment-grade (high yield) corporate bonds.

2. Therisk levelof the reserves

The maximum level of risk of the reserves portfolio(the risk profile) is determined by the
Monetary Committee based onits assessment of the riskevel that is appropriate for the
reserves holding objectivesand is defined as the maximum loss in the reserves that the
Committee is willing to accept without such loss adversely affecting the attainment of the
objectives for which they are held. The risk profile is determined in order to limit in advance the

6 The financing cost of holding the reserves is the gap between the cost in shekels of raising the capital required for
holding the reserves and the return of the foreign exchange reserves in terms of the currency benchmark with the
addition of the gain or loss from the currency exposure vis-a-vis the shekel.
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reserves’ exposure to various financial risks—price risk, credit risk, currency risk, and liquidity
risk.

The risk measure CVaR, (Conditional Value at Risk at a p probability level) is used to quantify
the market risk (price risk and currency risk). It measures the risk in terms of the expected loss on
the investment portfolio in a specific time period, for a given probability (p). It should be noted
that CVaRp is a forward-looking (ex-ante) indicator, affected by changes in the portfolio holdings
and the volatility of the portfolio assets, but is based on past levels of volatility.

In the guidelines, the Monetary Committee set the maximum level of risk for the reserves, so that
given the worst five percent of possible investment outcomes, the average loss—the CVaRsy—
would not exceed 900 basis points over a one-year horizon. This risk level was set with the goal
of limiting the short-term risk and increasing the probability of covering the financing costs of
the reserves in the long term. The Monetary Committee regularly reviews the conditions under
which the level of risk was set, and may modify this level if material changes in these conditions
occur.

At the beginning of every year, the Monetary Committee sets the risk level (in terms of CVaRsy)
used to determine the strategic asset allocation for that year, based on the expected
macroeconomic and financial background conditions. The Committee chose a risk level of
approximately 680 basis points for the strategic asset allocation for 2022.

3. The basicbenchmark, the strategic assetallocation, and the actualcomposition

Similar to other investment managers worldwide, the Bank of Israel manages the foreign
exchange reserves portfolio using a benchmark as a reference point for measuring the
performance of investment decisions and the risks taken by the portfolio manager. A benchmark
is a hypothetical portfolio composed of various investable assets on the basis of known and fixed
rules.

The basicbenchmark represents a low-risk composition of investable assets that meets the goal
of managing the reserves at a high level of liquidity. The currency composition of the basic
benchmark is identical to the currency composition of the currency benchmark, and it includes
short-duration government bonds in the currency benchmark currencies.

The currency benchmark, which is also the currency used to measure the rate of return of the
foreign exchange reserves, was revised in early 2022. The revised currency benchmark comprises
seven main reserve currencies, in the following proportions: 61 percent US dollar, 20 percent
euro, 5 percent pound sterling, 5 percent Japanese yen, 3.5 percent Australian dollar, 3.5 percent
Canadian dollar, and 2 percent Chinese yuan. The currency benchmark was revised following the
changes in the investment policy guidelines, in order to achieve the target return in shekel terms
by distributing the currency risk against the shekel among currencies recognized as reserves
currencies, in countries with diverse and liquid asset markets.

The currency benchmarkis a basket of currencies that is used, alongside the shekel, to measure
the returns on the foreign exchange reserves. As the rate of return on the reserves is also measured
in terms of the currency benchmark, its composition is considered risk free from the perspective
of the reserves portfolio managers. The currency benchmark’s composition is determined by the
Monetary Committee on the basis of the principles detailed in the guidelines (Appendix 1), and
will be reviewed at least once a year and revised when necessary, subject to the approval of the
Monetary Committee.
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The annual strategic assetallocation process determines the composition of theeserves
portfolio for the coming year. The strategic composition of the reserves portfolio is determined
so there is an expected return on the portfolio that complies with the desired risk level and the
guidelines. The strategic asset allocation determines the main features of the reserves portfolio,
including the currency composition, the asset composition, and the target duration for each
currency.

In the context of the strategic asset allocation for 2022, the Monetary Committee decided to
increase the share of investments in equities from 18 percent to 21 percent, and to increase the
share of investments in investment grade corporate bonds from 6 percent to 8 percent, with a
currency distribution of three-quarters in dollar-denominated corporate bonds and one-quarter in
euro-denominated corporate bonds. The Committee also approved an allocation of 2 percent of
the portfolio into below-investment-grade corporate bonds (high yield), with a currency
distribution of three-quarters in dollar-denominated corporate bonds and one-quarter in euro-
denominated corporate bonds (Table 3).

Increasing the share of the risk assets in the portfolio is part of a strategic long-term gradual
process designed to increase the return on the reserves portfolio in the medium term, taking into
account that this may entail greater volatility or even losses in the return in the short term. As the
increase in the share of risk assets was moderate, and the adjustment to the portfolio was
performed gradually over the year, this move had a marginal effect on the rate of return on the
reserves portfolio. The contribution of the increase, over the year, in the share of equities in the
portfolio at the expense of government bonds reduced the return in terms of the currency
benchmark by only 16 basis points.

Table 3
Strategic assetallocation for 2021 and 2022
2021 2022

Government Bonds 76.0% 69.0%
Duration (Years) 2.0 2.1
uSD 2.3 2.3
EURO 1.5 1.5
GBP 1.5 24
CAD 1.9
AUD 2.7
CNY 2.2
JPY 2.3

Corporate Bonds IG 6.0% 8.0%
us 4.0% 6.0%
Europe 2.0% 2.0%

Corporate Bonds HY 0.0% 2.0%
us 0.0% 1.5%
Europe 0.0% 0.5%

Equities 18.0% 21.0%

Source: Bank of Israel.

The Monetary Committee allows the Markets Department some degreesof freedom for
investment of the reservesand therefore the actual composition is likely to differ from that
determined in the strategic asset allocation. The difference may be reflected in different
proportions of the reserves invested in the risk assets, or with a different duration than in the
allocation, an investment in government bonds of countries that are not included in the basic
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benchmark, an investment in debt instruments of multinational and public-sector issuers, or in
investment in government bonds denominated in a currency different than the local currency of
the issuing country. In all cases, the investment must meet the guidelines that determined the
assets and issuers permitted for investment, their minimum credit rating, and the limits on the
proportion of the reserves invested in these assets and issuers (Appendix 1).

At the end of 2022, 57 percent of the reserves were invested in government-issued assets,” 20
percent in equities, 12 percent in corporate bonds,® and 11 percent in spread assets® (Figure 12).

Figure 12
The Distribution of the Reserves Portfolio by Asset2014 2022 (year-end)
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As of the end of 2022, the assets in the reserves portfolio that are not equities were
invested at 58 percent in AAA-rated bonds, 20 percent in the AA rating group, 15 percent
in the A rating group, 5 percent in the BBB rating group, and the remaining 2 percent was
invested in assets rated lower than that (Figure 13).

Figure 13
The Distribution of the Reserves Portfolio(Excluding Equities), by Credit Rating, 2022
(year-end)
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Source: Bank of Israel, Bloomberg, Moody’s.
© Allrights reserved to Moody’s.

" Including deposits and current accounts in central banks that are subject to the same risks as government bonds.
8 Investment-grade and below-investment grade bonds.

9 An asset that has a higher yield to maturity than government bonds with a similar term to maturity, due to
differences in their exposure to risks such as credit risks, liquidity risks, and operating risks.
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C. The Rate of Return on the Reserves
1. Return on thereserves portfolioin currency benchmark terms

The negative market trend in 2022 led to aegativerate of return on the reserves portfolio
in currency benchmark terms (5.7 percent). The basic benchmark returt was positiveat
0.2% and theexcesseturn ! was negative {5.9 percent)(Table 4).

Table 4

Reserves Portfolio Performace vs. the Basi@enchmark!? 2012 2022
(Percent, in annual currency benchmark terms, the numbers in parentheses are the weekly standard deviation in
annual terms)

Performance Excess Retum
1) ) 1)-)
Reserves Portfolio Basic Benchmark Total
2012 1.59 0.42 1.17
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 3.40
(3.35) (0.25) (3.44)
2021 2.95 -0.26 3.21
(1.76) (0.08) (1.75)
2022 -5.74 0.18 -5.92
(4.99) (0.40) (4.77)

Source: Bank of Israel.

10 A low-risk benchmark that includes short-term government bonds. For additional information see Chapter B
Section 3 above.

1 For information on the excess return, see Chapter D below.

12 In March 2014, the basic benchmark’s duration was shortened from 10 months to 6 months, and acted to increase
the spread between the benchmark return and the reserves portfolio return.
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In 2022, the portfolio’s volatility, which is measured by the weekly standard deviation, rose
sharply by five percent, affected by the notable declines in the equities and bond markets. Despite
the high volatility recorded in the financial markets, and the steep declines in stock and bond
indices, the CVaRs% of the reserve portfolio did not deviate from the maximum risk level
determined in the investment policy guidelines (900 basis points).

The negative rate of return was recorded mainly due to the contribution of equities and the
duration of the government bonds in the reserves portfolicelative to the basic benchmark

The negative trend in the markets led to a year over year decline in the majority of the equities
indices in which the reserves are invested (Figure 14 — Returns by country, in local currency).

Figure 14

Rates of Returrt of the Main Equity Indices? in the Reserves PortfolioAnnual and 5-Year
Period (Annual terms)
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Source: Based on Bloomberg.

The contribution of the duration of the reserves portfolio relative to the basic benchmark was also
negative, and was impacted by the sharp rise in yields to maturity, after many years in which
government bonds had traded at low yields due to the central banks’ accommodative monetary
policy (Figure 15 — Returns by country, in local currency).

Figure 15

Rates of Returnt of the Main Government Bondsindices? in the Reserves Portfolio,
Annual and 5Year Period (Annual terms)
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The higher the level of the reserves, the smaller the relative share of the reserves required to be
available for immediate use in case of an emergency, and therefore part of the reserves can and
should be invested with a longer term investment horizon, which allows an increase of the
investment in risk assets.

The average multiyear return on risk assets, in which an increasing share of the reserves portfolio
has been invested in recent years, is expected to be positive, which is reflected in the long-term
average shown in Figures 14 and 15. Nonetheless, risk assets are inherently volatile, and losses
can be expected in certain years, as was the case in the year in review.

Three-year measurement shows clearly that the reserves portfolio’s return is positive over time
and is less volatile compared to annual measurement. The three-year average rate of return on the
reserves portfolio moderated this year and reached the annual rate of 0.3 percent in terms of the
currency benchmark (Figure 16).

Figure 16

The Reserves Portfolio Return, Annual and 3rear Period, 20142022
(Annual, in terms of the currency benchmark)
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Source: Bank of Israel.
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2. Return on the reserves portfolioin shekel terms

The return on the reserves in shekel terms is the return in currency benchmark terms plus the gains
or losses from the currency exposure against the shekel. Due to the update of the guidelines, which
set a target for the return in shekel terms, such that it would, in the long term, at least cover the
financing costs of holdings the reserves, the return on the reserves portfolio is reported in shekel
terms as well.

Figure 17
Performance of theShekelvs. BenchmarkCurrencies, 2022
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In 2022, the rate of return on the reserves portfolioin shekel termswas positive, at 3.4
percent(Figure 18) due to gains of 9.7 percent from the currency exposure against the shekel, as
a result ofthe depreciation ofthe shekel against the majority of the currencies comprising
the currency benchmark (see above, Figure 17).

Figure 18
The Reserves Portfolio Return inShekel Terms, in Currency Benchmark Terms and the
Change in Exchange Rate of Currency Benchmarhekel,20142022
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From a long-term perspective, the five-year average rate of return on the reserves portfolio in
shekel terms is 0.7 percent, and the three-year average rate of return in shekel terms is near zero.
Even when the rate of return is measured in shekel terms, it is clear th#te rate of return
on the reserves portfoliois less volatile compared toannual measurement as the
measurement period is extende(@Figure 19).

Figure 19
The Return in Shekel Term$ Annual, 3-Year and 5Year, 20182022
(Annual terms)

Percent
8 -
6.7
6 i
4 | 34
27 0.7
0 - .
0.0
_2 i
-4
2018 2019 2020 2021 2022

mAnnual w3-Year m5-Year

Source: Bank of Israel.

D. ExcessReturn over the Basic Benchmark

The excess return is mainly the outcome of the decisions to invest in additional countries and
assets not included in the basic benchmark, or in different proportions, durations, and
diversification compared to the basic benchmark. Excess return decisions may be classified
according to the following types of risk: equities, duration and diversification, corporate bonds,
spread assets, and currency and asset exposures.

Since 2012the excess return over the basic benchmark her ei naf t er , haBexcess
had the greatest effect on the return on the reserves portfolio, while thiate of return of the

basic benchmark has beerrelatively low. Increasing the risk components in the portfolio

increases the long-term expected return due to the risk premium (the return on risk assets in

excess of the risk-free interest rate). At the same time, volatility is also expected to increase due

to the higher volatility of the risk assets. Increased volatility is offset, to some extent, by the

portfolio’s diversification across asset types.

This year, the excess returrhad a negative contribution of -5.9 percent to the rate of return
on thereserves portfolioin currency benchmark terms. Investment of the foreign exchange
reserves in risk assets was initiated in 2012 through investment in equities, and continued through
investments in investment-grade corporate bonds, which commenced at the end of 2014, and in
2022 investments were also made in below-investment-grade corporate (high yield) bonds. Over
recent years, the share of risk assets in the portfolio has gradually increased. Following the
revision of the guidelines, which permit an additional increase in risk assets, their share in the
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reserves portfolio was further increased this year to 32 percent of the reserves portfolio (see above,
Chapter B, Figure 12). The return in recent years clearly reflects the impact of the increasing
investment in risk assets in the reserves portfolio, which increased the medium-term expected
return, at the cost of higher short-term volatility.

This year, the negative correlation typically found between government bondsna equities,
was notobserved Despite the high risk due to the duration effect, this effect may, in certain
cases, reduce the overall risk of the portfolio, as government bonds are typically negatively
correlated with the return on equities, especially during crisis periods, due to investors’ flight to
quality. Nonetheless, this year, rising interest rates and heightened concerns of a slowdown in
economic growth created a positive correlation between government bonds and equities,
which led to an increase in the risk of the reserves portfolio and a negative contribution to the
return.

Figure 20
The Reservedortfolio Return, the Basic Benchmark Return, and théExcess Return
2014 2022
(in terms of the currency benchmark)
Percent
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Source: Bank of Israel.

Equities, and duration and diversification, were the components thamadenotable negative
contributions of -305 basis points (equities) and -286 basis points (duration and
diversification) (Table 5).

Table 5
Breakdown of the Excess Returrto its components, 2022022
(Basis points, in terms of the currency benchmark, annual)

2020 2021 2022

Equities 181 357 -305
Duration & Diversification 152 -57 -286
Currency and asset exposures -11 10 0
Corporate bonds 14 6 -7
Spread assets 4 5 6
Total 340 321 -592

Source: Bank of Israel.
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1. Equities (-305 basis pointg

The reserves’ investment in equities commenced in 2012, and tracks local equity indices in
investment markets. The investment is diversified in accordance with a broad equity index of
advanced economies, based on the MSCI Developed Markets index.

The contribution of investment in equities wasnegative this year {305 basis point9. The
investment in equities reached a record high in 2022, after investment in equities was increased
to 21 percent in the Committee’s benchmark, which was made possible by the revised guidelines,
which set the maximum share of investment in equities at 27 percent. The negative contribution
was recorded after the majority of the equity markets in which the reserves are invested declined,
in some cases by double digits in annual terms. Volatility was high in 2022, even in comparison
to the volatility in recent years (Chapter E, Figure 23).

The largestnegativecontribution was in the US The contribution is the outcome of the share
of the investment in a given market and the change in the equity index in that market. As of the
end of 2022, the major share of investment in equities was in US equities (approximately 13.5
percent). These US equities declined by approximately 19 percent, creating a negative
contribution of -263 basis points (Table 6).

Table 6
Shares of equities out of total reserves, by country and the contribution to the reserves
portfolio in 2022

Holding Percentage Index Retumn 2022 Equity
End of2021 End of 2022 (%) Con)tl;ibU“O”
p*
us 12.5 13.5 -19.2 -263
Japan 1.2 1.4 -3.1 -3
France 1.1 1.4 -7.7 -6
Germany 0.9 0.8 -17.3 -18
UK 0.8 1.0 1.6 1
Canada 0.6 0.7 -5.7 -4
Switzerland 0.5 0.6 -16.7 -9
Australia 0.4 0.5 -1.1 0
Hong Kong 0.3 0.3 -5.2 -3
Total 18.3 20.2 -14.2 -305

Source: Bank of Israel.

2. Duration and diversification (-286 basis points)

The duration of a fixed-income portfolio is an accepted measure of the portfolio’s interest rate
risk. The contribution of duration and diversification is a function of the decision to invest the
reserves at a duration that differs from that of the basic benchmark, and the decision to disperse
the assets differently along the curve compared with the basic benchmark. A portfolio with a
longer duration usually benefits from higher current income at a higher interest rate compared to
the basic benchmark, and generates capital gains when yields decline, but increases the portfolio’s
volatility and leads to capital losses when yields rise. The Monetary Committee decided at the
beginning of the year to slightly increase the portfolio duration from 24.6 months to 25.6 months.
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This year, due to the increase in yields to maturityduration and diversification had a
negativecontribution (-286 basis point9. This year, the duration of the reserves portfolio was
approximately 24.7 months, on average, compared to six months duration of the basic benchmark.
As noted above (Figure 6), capital losses were recorded this year due to the sharp rise in yields to
maturity. In several countries included in the currency benchmark, the yield curve became
inverted due to concerns of an economic slowdown (Figure 21).

Figure 21

Yield Curvesand Changes in Themi Currency Benchmark Government Bonds
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3. Corporate bonds (7 basis points)
Exposure to corporate bondsnade a negativecontribution (-7 basis pointg.

Investments in investment-grade corporate bonds are made relative to a well-known benchmark
with broad coverage of dollar-denominated corporate bonds traded in the US and euro-
denominated corporate bonds traded in the European markets. In early 2022, the Monetary
Committee increased the allocation to investment-grade corporate bonds to eight percent of the
reserves. In 2022, the yield spread between these assets and government bonds increased, and
resulted in a negative contribution of -4 basis points to the return.

The Monetary Committee also, for the first time, approved a two percent allocation of investments
of the reserves in below-investment-grade corporate bonds traded in the US and European
markets. Investments are made relative to a well-known benchmark with broad coverage of
dollar-denominated corporate bonds traded in the US and euro-denominated corporate bonds
traded in the European markets.

In 2022, the yield spread between these assets and government bonds increased, and resulted in a
negative contribution of -3 basis points.

Figure 22
Rates of Returrt of the Main Corporate Bond Indices? in the Reserves Portfolio, Annual
and 5Year Period (Annual terms)

Return in Local Currency| Return in Local Currency, 2018-2022, Annual ter|
% » US.IG 1.49
5 2 US.HY 21
S@ EURIG ] -1.09
S) EUR HY || 0.29

Includes Interest.
Source: Based on Bloomberg.

4. Spread assetsgbasis points)

The total exposure to spread asset®ntributed 6 basis points The contribution was primarily
attributed to investment in debt instruments that are not included in the basic benchmark?3, such
as multinational and public-sector issuers, and government bonds denominated in a different
currency than the local currency of the issuing country. These assets generate a return that exceeds
government bond yields with a similar term to maturity. The spread mainly reflects a credit risk
premium relative to government bonds, and varies as a function of changes in the asset’s credit
risk.

13 Excluding corporate bonds, which are discussed separately in Section 3 of this chapter.
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E. Risk

Therisk in the reserves portfolio increasedn recent years due to the increaseshare of risk
assetsas part of theexcess return The volatility in financial markets this year was high, even
from a long-term perspective, and was affected by the sharp declines in equities and bond indexes
(Figure 23).

Figure 23
Standard Deviation of the ReservesPortfolio 2, S&P 500 Indexand 10-Year US Treasury
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The volatility of the reserves portfoliorose steeplyto a record high The standard deviation
of the rate of return on the portfolio over a one year period, which is a measure of financial-market
volatility, increased this year to a record high of approximately five percent.

In its investment policy guidelines, the Monetary Committee established the maximum risk level
of the reserves for a one-year horizon, in terms of CVaRsy. The maximum permitted CVaRsy is
900 basis points. That is, given the worst five percent of possible investment outcomes, the
average loss—the CVaRsy—Wwill not exceed 900 basis points over a one-year horizon.

In addition to determining the maximum level of this measure, at the beginning of each year the
Monetary Committee, based on its forecast of macroeconomic and financial background
conditions, determines the risk level (in terms of the CVaRsq,) to be used for setting the strategic
asset allocation for that year. The Committee chose a risk level of approximately 680 basis points
for the allocation in 2022. The CVaRsy hovered around this level during the year, but did not
exceed the maximum risk level defined in the guidelines (900 basis points).

Note that the increase in the risk level in terms of the CVaRs«, which resulted from the increased
volatility in the reserves portfolio and the increased share of the risk assets, was tempered by the
effect of the increase in current interest income on bonds, due to the increase in interest rates.

25



Appendices

Appendix 1. Foreign Exchange Reserves: Investment Policy

Guidelinest
In effect from April 7, 2021

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

1. Basic guidelines derived from the goals of holdinthe reserves

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

a) Achieving a return in shekel terms that, in the long term, will cover at least the financing
cost of holding the reserves®®;

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

¢) Managing the reserves with a high level of liquidity: A large part of the reserves are to be
invested in assets that can be liquidated rapidly at short notice and without negatively
impacting their value. The precise level of liquidity is to be decreased to the extent that
the ratio of the actual level of reserves relative to the adequate level is high (5(f) below).

2. The division of wak between the Monetary Committee and the Markets Department

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

The Monetary Committee will set the guidelines, in consultation with the Minister of Finance as
established by law, will update the guidelines to the extent necessary, and will monitor the
implementation of the investment policy by the Markets Department.

The Markets Department will implement the investment policy, within the framework of degrees
of freedom which will be set periodically by the Monetary Committee, and will report to the
Monetary Committee on a quarterly basis on the implementation of the policy: developments in
international markets and their impact on the management of the reserves, the investment
decisions reached by the Department, the portfolio's rate of return, and the financial and other
risks to which the portfolio is exposed.

The Markets Department will advise the Monetary Committee on fulfilling its functions, through
position papers and suggestions for discussion in the Committee.

14 The characteristics of the reserves portfolio are reported to the public in an annual report published on the Bank of
Israel website.

15 The financing cost of holding the reserves is the gap between the cost of raising the capital in shekels required for
holding the reserves and the return of the foreign exchange reserves in terms of the currency benchmark with the
addition of the gain or loss from the currency exposure vis-a-vis the shekel.
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The Monetary Committee will approve and update as needed the division of authorities regarding
the investment policy of the foreign exchange reserves.

3. The measurementof the holding rate of return on the foreign exchange reserveshe
currency benchmark andthe principles for its determination

The holding rate of return on the reserves shall be measured and reported in Monetary Committee
reports in terms of the currency benchmark and in shekel terms. The currency benchmark is a
basket of currencies that will be used, in addition to the shekel, for measuring the rate of return
on the foreign exchange reserves. As the rate of return on the foreign exchange reserves will also
be measured in terms of the currency benchmark, its composition will be defined as the risk-free
currency composition for the reserves portfolio managers.

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

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

(b) Stability: The principle of stability is important both for asset allocation as well as for currency
allocation. Given that the reserves are held for the long term, frequent or sharp changes in the
currency weights in the benchmark currency, which will lead as well to changes in the weight of
the assets in those currencies, are liable to lead to a loss in the long term. Therefore, the stability
of the composition of the currency benchmark should be maintained and frequent or sharp
changes in it should be avoided,;

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

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

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

The composition of the currency benchmark shall be examined by the Monetary Committee based
on the recommendation of the Markets Department, in accordance with changes in global markets,
at the end of each year or if there are material changes in said circumstances.

4. The risk profile

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

The risk profile will be set so that given the worst 5 percent of outcomes, the average loss will
not be greater than 900 basis points over a 1-year horizon (see 3. above). This risk level was set
with the goal of limiting risk in the short term and increasing the probability of complying with
the target of covering the financing cost in the long term.
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The risk level will be set at least once a year by the Monetary Committee in accordance with
background conditions.

5.

The rules for managingthe financial risks of the reserves

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

a)

b)

1)
2)

3)

d)

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

1. Bonds (including bonds with fixed interest, with variable interest, and CPIl-indexed
bonds)

2. Mortgage-backed securities (MBS) and asset-backed securities (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 with the full and direct guarantee of
governments, or by a PSE (Public Sector Entity) or by multinational institutions

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

7. Derivatives whose underlying asset is permitted for investment. It should be clarified that
the constraints in the guidelines regarding any permitted investment apply as well to
investment in derivatives on the same asset as noted in this section.

8. Cash.

Management against a benchmark

Control over the financial risk of the reserves is anchored in their management against a
system of benchmarks. The rules for managing the financial risks of the reserves generate the
currency allocation of the benchmarks, the features of their price risk (such as duration) in
each currency, and the asset types included in it. The 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 (Section 3 above).

Strategic currency exposures relative to the composition of the currency benchmark: The
extent of the strategic currency exposures is limited to 10 percent of total reserves. The
composition and amounts of the exposures will be set by the Monetary Committee.

Short and medium term currency exposures relative to the composition of the currency
benchmark: Their amount is limited to 2 percent of the total reserves. The composition and
amounts of the exposures will be set by the Markets Department.

Market risk:

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

1. The risk profile of the foreign exchange reserves in accordance with Section 4.

2. Total combined investment in equities (Section 6.a.5) and in corporate bonds (Section
4.e.5) shall not exceed 35 percent of the total reserves.
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f)

3. A share of at least 45 percent of the total reserves is to be invested in cash, government
bonds, or in deposits at central banks.

Credit risk:

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

Investment in the currency, or denominated in the currency, of countries® is permitted in
countries whose generic credit rating!” category is at least BBB. Investment in currencies, or
denominated in currencies, of countries whose generic credit rating category is BBB is limited
to 1 percent of the total reserves and requires the specific authorization of the Monetary
Committee.

Investment is permitted in bonds and commercial paper (CP) issued by governments, or with
full and direct government guarantees, if their generic credit rating category is at least BBB.
Investment in the BBB generic rating category is limited to 1 percent of total reserves, and
requires the specific authorization of the Monetary Committee.

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

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

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

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

Activity is permitted with banks and brokers whose generic credit rating category is at least
BBB. Activity with banks and brokers whose generic credit rating category is BBB is limited
to DVP*8 (delivery versus payment) alone.

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

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

16 Country—in this document, foreign countries.
17 Credit rating: The credit rating of at least one of the international credit rating agencies—IBCA International Rating

Agency, Moody’s Investor Services, or Standard & Poor’s Corporation, or another rating company based on the Bank
of Israel internal rating—in accordance with the approval of the Monetary Committee.

18 DVP activity is when the payment and the asset are transferred between the sides at the same time and thus the credit
risk in such activity is essentially zero.
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liquidated in large amounts at short notice and without negatively impacting their realization
value.

1. The assets in which the reserves are invested are classified into 3 levels of liquidity:
a. Highly liquid assets that can be realized within a month without negatively
impacting their realization value.
b. Assets that can be realized within three months without negatively impacting
their realization value.
c. Low-liquidity assets that can be realized in a period exceeding three months
without negatively impacting their realization value.

2. The Monetary Committee is to set a minimum level of investment for highly liquid assets,
and set a maximum level for low-liquidity assets. Classification of assets into the various
liquidity levels can change due to changes in market conditions.

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

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

6. The nonfinancial risks inherent in managing the reserves

In determining the investment policy for the reserves, the exposure of the Bank and of the
portfolio to the various nonfinancial risks inherent in investing the reserves—reputation risk, legal
risk, political risk, operational risk, and so forth—should be taken into account as well.

7. Measuring returns and reporting them

The reserves are managed with transparency. The Markets Department shall report periodically
to the Monetary Committee (see 2 above) on the amount of the reserves and changes in them, the
currency benchmark composition, changes in currency exposures, the asset allocation, portfolio
duration, country exposure, credit risk, liquidity risk, and the return on the portfolio and its various
components in terms of the currency benchmark and in shekel terms. The report should include
an analysis of the current developments in the financial markets and their effect on the
management of the reserves.

8. Handling passive breaches

The Monetary Committee will set the rules for handling passive breaches from the investment
policy guidelines.
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Appemnd@Ixossary

Term Explanation

1 | Active management | An investment management style in which the portfolio manager
tries to achieve a return greater than that of a benchmark or market
index by deciding to buy or sell securities or by various investment
strategies .In this report, the term describes the contributions of
decisions to invest in additional assets and countries that are not
included in the basic benchmark.

2 | Basic benchmark Represents an asset composition that is low-risk and investable,
(currency which meets the reserves’ investment policy objective of managing
benchmark them with a high degree of liquidity. Its currency composition is

L identical to the currency benchmark composition. It includes short-
composition . X
term government bonds in the currency benchmark currencies.
benchmark)

3 | Basis point 0.01 percent; one ten-thousandth, or one hundredth of a percentage
point.

4 | Below investment- | A credit rating below BBB- (at Fitch and Standard and Poor’s) or

grade rating below Baa3 (Moody’s). Known as High Yield (HY).

5 | Benchmark A hypothetical investable portfolio constructed according to
portfolio agreed-upon rules, which is used as a yardstick for evaluating the

performance of an investment portfolio manager and as an anchor
for the portfolio risk management.

6 | CVaRp The risk index that is used to quantify the level of risk, in terms of
(Conditional Value | the expected loss on the investment portfolio in a specific time and
at Risk) given a certain probability (p). In the guidelines, the Monetary

Committee set the maximum level of risk for the reserves, so that
given the worst five percent of possible outcomes, the average
loss—the CVaRs¢—would not be greater than 900 basis points
over a one-year horizon.

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

The major international rating agencies are Fitch, Moody’s
Investor Services, and Standard and Poor’s Corporation.

8 | Credit risk The exposure to the possibility of loss due to failure of timely
payment on debt, whether of an issuer, a financial institution or a
country, or as a result of changes in the market’s assessment of the
probability of such an event.

9 | Currency A currency basket used for measuring the returns on the foreign

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

10 | Currency risk The exposure to the possibility of a loss as a result of a change in
exchange rates.

1 1§ Duration The sensitivity of a small change in the value of a debt instrument,

expressed as a percentage of its original value, to the change in the
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yield to maturity (with the opposite sign) of the instrument.
Measured in units of time.

12

Excess return

The difference between the return on the reserves portfolio and the
return on the basic benchmark, which measures the decisions to
invest in additional assets and countries that are not included in the
basic benchmark. Also termed “contribution of active
management”.

13

Foreign exchange
reserves

Financial assets that are issued by foreign entities and which are
denominated in a foreign currency (including gold). They are
exclusively owned and managed by a central bank and are available
to it for carrying out its statutory functions without delay.

14

Information Ratio

The Information Ratio measures the excess return of the portfolio
manager relative to the risk taken, and indicates the degree of
consistency in the manager’s ability to generate excess returns on
additional risk. It is calculated as the ratio of the excess return to
its standard deviation.
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Interest rate risk

The exposure to the possibility of a loss as a result of an increase
in yields to maturity.
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Investment-grade
rating

A credit rating in the range of AAA to BBB- (at Fitch and Standard
and Poor’s) or between Aaa and Baa3 (Moody’s). Known as IG.
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Investment policy
guidelines

The investment policy guidelines include details on the assets, risk
profile, and quantitative and qualitative limitations on the types of
assets permitted for investment. It should be emphasized that the
limitations on the various asset types are not a recommendation for
the actual share of investment in those asset types.
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Liquidity risk

The exposure to a potential loss resulting from the compulsory
liquidation of assets in a short period of time and at a larger volume
than what the market is able to handle without a negative impact
on the market price and/or the buy/sell spread.
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Mark-to-market

The change in reserves in one currency terms attributed to realized
profits from interest and capital gains income, and to the change in
value from asset price differentials and from exchange rate
differentials vis-a-vis this currency of the currencies in which the
reserves are invested. In this report, the currency is dollar. Also
termed price differential.
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Market risk

The exposure to a potential loss resulting from changes in asset
prices. The market risk of bonds combines the interest rate risk and
credit risk, if there is any.
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Monetary
Committee

The Monetary Committee was established in accordance with the
Bank of Israel Law, 5770-2010. The Committee consists of six
members-three from the Bank and three representatives from
among the public. The Governor of the Bank of Israel serves as
chairperson of the Committee. The Monetary Committee sets the
policy for achieving the Bank’s objectives, including monetary
policy, and decides on the activities that the Bank must take to
achieve them. The Committee is charged with outlining the
guidelines for the reserves’ investment policy, in consultation with
the Minister of Finance, and with monitoring the implementation
of such policy. The Committee also approves and updates the
division of authorities with regard to the reserves’ investment
policy, between it and the Markets Department.
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Portfolio duration

The average duration of a portfolio of fixed-income instruments
(where the duration of each asset is weighted according to its share
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of the portfolio); a widely accepted measure used to estimate the
portfolio’s interest rate risk.

23 | Risk assets Assets featuring higher risk than government bonds. In this report,
the term refers to equities and corporate bonds.

24 | Risk-free portfolio | A portfolio in which the investor is not subject to gains or losses.

25 | Risk premium The excess return of a risk asset over the risk-free interest rate.

26 | Spread asset An asset with a yield to maturity that is greater than that of a

government bond with a similar term to maturity, due to
differences in exposure to credit risk, liquidity risk, operational
factors, etc.

The yield spread of this asset is measured as the difference between
its yield to maturity and that of a government bond with a similar
term to maturity. Spread assets include also government bonds
denominated in a currency which is not the local currency of the
country of issuance.
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Standard deviation

A statistical measure used to quantify the dispersion of a
distribution around its expected value. Often used as a measure to
quantify the exposure to uncertainty. See also volatility.

28 | Volatility The standard deviation (see definition in this glossary) of the
distribution of rates of return of a financial asset, such as a security
or portfolio, over a defined time (a day, a week, etc.).

29 | Yield curve A line that plots the yields to maturity of bonds with similar
characteristics (such as the bonds of a particular country in local
currency) but different maturities.

30 | Yield spread The difference between yields to maturity of two debt instruments.

31 | Yield to maturity The rate of return, in annual terms, which would be obtained from

holding a debt instrument until its final redemption, if it was
possible to invest all of its cash flows at the same rate of return
until that date. Synonymous term: internal rate of return.
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