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The Bank of Israel’s Financial Stability Report is published twice a year. In the report, the Bank’s
economists provide their assessments regarding the main risks to the financial system, ana-
lyze the main exposures, and assess potential stress scenarios and the likelihood of their re-
alization. The assessments and analyses in the report are based on a review of economic and
financial developments, an examination of the structural characteristics of the financial sys-
tem, use of analytical models, and an assessment of the background conditions in the global
and domestic economies. The report presents the risks that could affect the financial system
in the short and medium terms should they materialize, with the goal of enhancing awareness
of them among policymakers and the public, and of enabling suitable preparations.

Contributing writers: Roy Stein, Itay Kedmi, Natalya Pressman, Oded Cohen, Asaf Zilberstein, Noam
Ben-Ze’ev, Meital Graham Rozen, Tali Kamel, Hanoch Denenberg, and economists of the Economic
Unitin the Banking Supervision Department.
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1.1 The framework and structure of the report

The Financial Stability Report for the second half of 2020 assesses the stability of the domestic financial
system based on an assessment of the environment in which the system operates—the macroeconomic
situation, the asset markets, credit to households and to the business sector—and an analysis of the resilience
of the financial institutions. The Report thus provides an indication of the economy’s various exposures to
shocks originating in Israel and abroad. Based on the review of developments, the analytical models, the
findings of the Financial Stability Monitor, and an analysis of the financial institutions’ resilience, the Report
presents the financial system’s risk channels, and formulates assessments of the risks to the economy. The
Report also presents risk scenarios as derived from the economy’s financial exposures, which pose a threat
to continued economic activity.

Figure 1
Google Mobility Trends Report for the Retail
Trade and Leisure Industries, February—
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countries are increasing. Some countries began a second lockdown of some economic activity toward the
end of the year (Figure 1). The longer the crisis lasts, and the more difficult the country finds it to maintain
low morbidity levels, the worse the negative impact to economic impact will be. The significant increase in
the government deficit, and the resulting increase in government debt, are currently necessary in order to
support those harmed by the economic crisis. However, they will weigh down on government activity in the
coming years by increasing the expected burden of interest payments. In view of this, broad support of the
business sector and households may decrease, which leads to concern that the health crisis may spill over
into the financial system. However, the FDA’s approval of vaccinations by various pharmaceutical companies
toward the end of the reviewed period, and the start of vaccinations of the population, are significantly
increasing the likelihood that the health crisis will end during the first half of 2021.

1.3 Main findings!

Table 1 provides a summary of the environment in which the financial system operated during the reviewed
period, using a heat map that presents the intensity of the economy’s exposures over time. The following
are the main developments during the reviewed period.

+ The world is dealing with the health crisis by using fiscal and monetary policy tools of unprecedented
scope and with rapid response times that have helped maintain the flow of credit to the economy,
thereby preventing an additional negative impact on activity. The growth of government expenditures,
particularly in the healthcare field and as part of decisions to provide compensation to businesses and
workers, alongside a significant decline in taxes, has led many countries to deficits, and thereby to
marked increases in debt. Box 1 outlines the effect of the increase in Israeli government debt on the
cost of debt through fiscal risk factors, including the increased likelihood of a reduction in credit rating,
particularly in view of the political and economic instability.

+ Monetary policy utilized new tools in dealing with the crisis. In addition to foreign exchange and
government bond purchases, the Bank of Israel purchased corporate bonds for the first time (Section
2.1). During the second lockdown, the Bank increased the its volume of government bond purchases to
NIS 85 billion, accounting for about 14 percent of total registered capital.? These and other tools enabled
the capital market to operate with stability in the financial asset indices relative to many risk factors,
and to support economic activity even under conditions of great uncertainty.

+ Incontrast to the large impact of the crisis on the volume of government debt relative to GDP, the effects
of total private debt were not large, but its composition and risk were greatly impacted (Section 2.3). The
interest rates on credit remained relatively low thanks to many steps taken by policymakers, with the
main measures including: state-backed credit funds for businesses; Banking Supervision Department
directives regardingincreasing the possibility of financing through consumer loans backed by a dwelling;
and Monetary Committee measures including the provision of monetary loans with an interest rate of
-0.1 percent against credit to small businesses.

+ The option for banks to defer loan payments for the business sector and for households through a
simple and quick process prevented many borrowers from having to enter debt restructuring in view of

1 This Report is based on data published until the end of 2020.
2 The monetary capital of Israel government bonds on the stock exchange totals about NIS 600 billion as of October 2020.
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high unemployment rates and the stoppages of business activity in many industries, particularly during
lockdown periods. The volume of deferrals increased during the lockdowns, and the balance of creditin
respect of which payments were deferred® totaled NIS 51.8 billion at the end of November, accounting
for about 8.5 percent of the total household credit portfolio, and NIS 14.3 billion to the business sector,
accounting for about 2.9 percent of total credit. The percentages were higher among small businesses
and lower among large businesses.* At the end of November, the Banking Supervision Department
announced the formulation of an additional outline for deferring mortgage and consumer loan
payments, which was adopted by the banking system. The new outline is intended to help customers
who have been significantly impacted by the crisis and who meet a number of cumulative conditions. It
enables higher credit risks to be realized over a greater amount of time, which can slow and even reduce
the rate of loan losses to the banking system.

+ The effects of the crisis and government restrictions can clearly be seen in the residential real estate
marketin Israel, and particularly in the number of building starts and transactions. These developments
had some impact on demand for housing during the lockdowns, and also had an impact on the supply
side, which will have an effect on prices in the intermediate range.

+ Thedirect economicimpact of the current crisis is concentrated mostly among small companies, which
are more vulnerable than the large corporations that are more flexible in managing their expenses and
have access to the capital markets at low interest rates.

« The volume of business closures, according to Israel Tax Authority data, declined markedly during the
crisis, and we cannot identify any increase in the number of bankruptcies relative to the preceding
period. However, these data may change for the worse as government grants that are based on declines
in operating turnover relative to 2019 are reduced. The rate of businesses whose operating turnover
declined by 80 percent or more in July and August, when there were very few government restrictions,
is 12 percent compared with 17 percent during the first lockdown (March and April).

+ Thelarge companies that absorbed a significant impacted to their value include commercial real estate
companies (which account for about 20 percent of credit to the economy), financial firms, and mainly
commercial banks. Despite the declines in value of companies in these industries, the bond spreads
of companies operating in these industries did not increase relative to those of companies from other
industries. This combination of changes in financial asset prices shows that while the crisis it corporate
profits in those industries, the markets did not materially change their assessment of their stability.

The global environment

Countries worldwide continued with the trend of increasing debt with the aim of supporting the struggle
against the health and economic crisis, assisting the unemployed, and enabling the business sector to
continue employing workers. Actions were taken to maintain employment and prevent many bankruptcies
despite the economic damage. Central banks around the world increased their accommodative monetary
policies. In particular, the Federal Reserve and the ECB revised their forward guidance to the public.
According to the current guidance, the interest rate level is expected to remain low for a long time. The Fed
even changed how it defines the inflation target, and clarified that as of now, it will not increase the interest

3 The balance remaining with the status of “deferred”.
4 More information and details are available in Section 2.3.
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rate even if inflation expectations are higher than the inflation target, and that from now on, meeting the
target will be determined against the average actual inflation. The low interest rate environment made it
easier for the US and European countries to increase government expenditure despite the broad impact on
the tax base resulting from the impact to economic activity.

Many international agencies revised their growth forecasts, which now indicate contraction of the global
economy to an unusual and historic scope. The IMF growth forecast published in October is for global
contraction of 4.4 percent, accompanied by tremendous uncertainty regarding revenues in view of the
difficulties in forecasting morbidity trends and government restrictions imposed with the aim of reducing
morbidity.

Resilience of financial firms in Israel

Credit providers’ loan loss provisions increased, and the profitability of the insurance companies was
significantly impacted during the crisis. However, financial firms’ ability to absorb these losses is derived
from their capital adequacy ratios prior to the crisis. The financial firms have so far not recorded significant
credit losses, partly thanks to the financial assistance provided by the government and the option of
deferring loan repayments. These measures, alongside the reduced capital ratio requirement in the banking
system, enabled the banking system to continue providing credit and supporting economic activity while
maintaining capital ratios that are higher than the regulatory requirement.

The resilience of the insurance companies is mainly measured by their median repayment capacity. That
capacity (as of the most recent statements published in December 2019) is 103 percent, excluding the
leniencies issued pursuant to the transition directive-slightly higher than the regulatory requirement. This
is despite the decline in the insurance companies’ profitability. (For more information, see Section 3.2.)

Nonbank credit providers account for a very small share of total credit in the economy. As such, they do
not pose a risk to the resilience of the financial system, but they do increase access to credit for small
and medium businesses that have been adversely affected by the current crisis, hence their importance.
Outstanding credit from these providers declined significantly, and there was an increase in loan loss rates.
However, the resilience of the nonbank credit companies traded on the Stock Exchange was not adversely

affected.
Table 1
Vulnerability of selected exposure channels
2019:H2 2020:H1 2020:H2
Macro

Asset markets

Credit

Resilience

Very High Medium

intensity intensity

high
intensity

* The basis for these assessments is the results obtained from the Financial Stability
Monitor. The Monitor is a "heat map" summarizing 51 indicators of possible
vulnerability in the financial system. (See the Financial Stability Report for the first half
0f2020.)
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Economic policymakers around the world are currently dealing with two main challenges—the need to
support economic activity, which involves fiscal expansion and monetary accommodation of particularly
large scopes, and macrofinancial stability risks that may develop in the medium to long terms. The aim of
this Stability Report is therefore to monitor the implications of this policy for the financial system. In the
private sector, this policy may enable companies that are already insolvent to continue to survive, thereby
leading to the improper allocation of credit, which will make it more difficult for efficient companies to
operate. In the capital markets, easier financial conditions and financial asset purchases by the central
banks may continue and even increase support for financial asset prices, thereby increasing the risk of a
future impact to the financial system through a sharp correction of asset prices. Among the banks, the use
of capital buffers may lead to a reduction in the availability of those buffers to stop future shocks. Finally,
it is important to note that the significant increase in government debt around the world may reduce the
possibility of continuing the broad government assistance and limit the optimal policy in the medium term.

It is important to emphasize that there is still a high level of uncertainty regarding the development of the
COVID-19 pandemic and its effect on economic activity, due to the many challenges faced by countries
around the world in inoculating the population in order to bring the health crisis to an end. This situation
makes it necessary for us to discuss two different health scenarios when analyzing the stability of the
financial system, and to assume in both scenarios that there is little control over morbidity rates. In the first
scenario, with the distribution of the vaccine to many countries, and particularly to Israel, the health crisis
is expected to end during the summer of 2021. In the second, additional morbidity cycles continue around
the world, and particularly in Israel, accompanied by the imposition of additional lockdowns in the second
half of 2021.

If the health crisis ends thanks to the distribution of vaccines to the entire population by the summer of
2021, the main sources of risk to the financial system are, in our opinion, a wave of bankruptcies together
with the development of a credit crunch and an increase in risk spreads. This would weigh down on current
operations of large companies as well.

In contrast, if the health crisis continues into the second half of 2021 and beyond, the damage to economic
activity together with the continued increase in debt will pose many more challenges for economic policy,
since the debt repayment capacity declines as leverage increases. In formulating our assessments regarding
all of the risks that the health crisis poses for the financial system, we relate in this report to both health
scenarios. Section 4.1 outlines the risk to the financial system in the scenario based on a continuation of
the health crisis throughout 2021 and beyond, with uncontrolled morbidity rates. Section 4.2 explains the
apparent large gaps between the real economy and the capital markets, and examines the extent of risk of
a sharp correction in the equity market.

1.4 Boxes in the report

Box 1: Fiscal risk factors priced into government bonds, and Israel’s credit rating in view of the
COVID-19 crisis

The increase in public debt and in the deficit due to the COVID-19 crisis gave rise to the question of to what
extentitcould lead to anincreaseinyields and a declinein Israel’s credit rating as a reflection of the markets’
concern over the increasing risk of insolvency. The main finding in the box is that neither the level of public
debt in Israel in 2020 or the forecast for 2021 are excessive when compared with the other OECD countries,
but Israel is in the higher part of the distribution in terms of the deficit rate. The ratings agencies noted in
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their reviews that the absence of a budget for 2021, the extent of political stability, and the way in which
the government will deal with the structural deficit following the COVID-19 crisis are impacting the State of
Israel’s debt risk.

Box 2: The decline in value of commercial real estate companies in view of the COVID-19 crisis

The box shows that a decline in share values mainly reflects the market’s pricing relative to fundamental
prices and not a decline in the book value of commercial assets beyond their current fair value. Likewise,
at this stage, there is no significant increase in company leverage or in yield spreads. These findings show
that investors do not expect these companies to suffer a significant long-term adverse impact, but that it is
possible to distinguish certain differences between real estate companies in the decline in their value based
on their mix of assets (offices, commercial, or manufacturing), which may point to investor’s expectations
of a structural change.

Box 3: Institutional investors’ exposure to futures contracts on foreign equity indices

Futures contracts represent about 20 percent of institutional investors’ exposure to abroad, while it was near
zero in 2008. A significant portion of the money used to manage collateral for these contracts is invested in
government bonds, thereby creating a very strong link between changes in asset prices abroad and changes
in government bond holdings. The rapid developments that took place at the beginning of the crisis with
the sharp declines on international equity markets had a tremendous effect on the foreign exchange and
government bond markets in Israel, and the Bank of Israel acted to provide liquidity to these markets.

Box 4: The COVID-19 crisis’s impact on credit insurance companies

Credit insurance is intended to insure domestic exporters and suppliers in transactions in which the
customers do not pay for the goods at the time of transfer. Due to the COVID-19 crisis, and in view of the
increased risk, credit insurance companies lowered coverages and even completely closed coverages in
certain industries that were hit hard by the crisis. In order to help exporters and suppliers in the domestic
market continue their operations, the State provided insurance companies with $750 million in guarantees
to enable them to reinstate credit insurance coverages. This box outlines the impact to economic activity
through the activity of credit insurance companies, and shows the effect of government assistance to these
companies on business sector activity.

10
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This chapter analyzes the environment in which the financial system operates (the Monitor) based on
three main sources of risk: economic activity, distinguishing between the domestic environment in which
the economy operates and the global environment; developments in the asset markets; and credit in the
economy.

2.1 Economic activity

The domestic environment: real activity, H1:2020 H2:2020
monetary policy, fiscal policy

The global environment

Domestic and global economic activity has a direct effect on the financial system, particularly during the
current crisis. This crisis, which is due to the difficulty in continued current economic activity, has more of
a direct impact than all other crises on the economic environment, and the increasing concern now is that
the many risks will spill over from economic activity to the financial system. In the base scenario, the health
crisis ends during the first half of 2021, but control over morbidity rates remains low. In this situation, the
worsening of the crisis is halted, but the exit from the crisis poses significant challenges for policymakers.
On one side, the high debt created during this period and the possibility of its cost increasing will be an
increasing burden on expansionary fiscal policy. On the other, the difficulties with which the business sector
is dealing will lead to increased bankruptcies if government assistance is reduced. Unemployment will
remain relatively high under this scenario, the financial system will make further financial provisions against
doubtful debts, and the supply of credit will decline alongside an increase in interest rates. Our assessment
is that the macro risk in general remained high during the reviewed period, since the health crisis
continues to weigh down on economic activity, and the marked increase in fiscal expenditure that is
helping the business sector and households in dealing with the restrictions accompanying the crisis
increases the fiscal risk factors. However, reports regarding the distribution of the vaccine increase
the likelihood that the health crisis will end at the beginning of the second half of 2021.

2.1.1 The domestic environment

In mid-September, Israel entered a second lockdown and shutdown economic activity for about eight weeks.
The economy remained in a continued exit from this lockdown until the end of November.> This second
shutdown led to an additional direct impact to activity, while the number of job-seekers again increased
as about 230,000 new job-seekers joined the roughly half-million workers who were already unemployed

5 Some businesses whose operations were prohibited during the lockdown (such as street-front stores) returned to
operation, as did part of the education system. At the beginning of December, a number of shopping malls returned
to operations, as did the education system, but others—including many malls and outdoor markets, restaurants,
hotels, places of culture and entertainment—remained closed.

11



Bank of Israel

under the broad definition.® While the unemployment rate jumped again during the second lockdown, it
was slightly lower than during the first lockdown because many firms had already made adjustments and
were thus able to continue functioning. Many workers became more efficient and obtained appropriate
equipment for themselves and their children, and can therefore continue working from home.” According to
National Accounts data, business output declined sharply in the second quarter of the year, and increased
in the third quarter, but year over year (third quarter compared with the third quarter in the previous year),
business output contracted by almost 2 percent, compared with growth of 3.5-4 percent in 2018 and 2019.
According to the Bank of Israel Research Department’s staff forecast published at the beginning of January
2021, growth in 2020 is expected to be -3.7 percent, 7 percentage points lower than the pre-crisis GDP trend.

Itis important to emphasize that fiscal and monetary policy acted decisively and rapidly, and the volume of
expansion was unprecedented even relative to the 2008 crisis. Since the start of the crisis, the government
deficit has grown at an unprecedented scope, and with the imposition of the second lockdown in late
September, the deficit rate continued toincrease. The deficitat the end of 2020 is expected to reach 12 percent
of GDP, and government debt is expected to be close to 75 percent of GDP compared with 60 percent prior
to the crisis. The increase is due to the sharp impact on expenditures and on revenue, with the main impact
coming during the shutdown of the economy. The increase in government expenditure was mainly due
to unemployment benefits, assistance to businesses and the self-employed, and the distribution of grants
to households. The decline in state revenue was also significant, as stated, mainly during the lockdowns,
although the impact was slightly less sharp during the second lockdown than during the first.

The increase in government debt as a share of GDP in Israel is large, but not excessive relative to many
countries in the world. Israel’s starting point at the beginning of the crisis was better than many other
countries. Figure 2 shows the jump in the debt to GDP ratio of selected countries, including Israel. These
developments have a tremendous effect on the risk of sovereign bankruptcies, and therefore also on their
cost of raising debt. Box 1 provides a more detailed description of the risks derived from this policy as
adopted in Israel and many other countries.

The annual inflation rate has been below the lower bound of the inflation target for a number of years. With
the development of the crisis, inflation declined to negative levels, and was -0.6 percent in November. These
declines encompassed all components of the CPI except for housing, which continued to increase, but at
a more moderate rate than prior to the crisis.® With the start of the second lockdown, 12-month inflation
expectations also declined to negative territory, but since the start of November, they are again positive,
but still below the lower bound of the inflation target. The negative inflation rate, alongside the impact to
activity, confirms the assessment that this health crisis, with its negative effect on household income, is
generating a negative demand shock, which will have a greater impact on the economy’s ability to recover
following the crisis the longer it lasts.

The Bank of Israel utilized new monetary tools in dealing with the crisis. In addition to foreign exchange
and government bond purchases, the Bank for the first time purchased corporate bonds. Government bond
purchases at the end of December totaled NIS 46.2 billion (about 7.3 percent of total value). Corporate bond

®1n order to deal with the unique characteristics of the COVID-19 crisis, the Central Bureau of Statistics built an additional
index for calculating unemployment. This index includes the old definition plus those put on unpaid leave for reasons
having to do with the COVID-19 crisis and those not participating in the labor market due to the crisis. The full definition
can be found on the Central Bureau of Statistics website.

"There may have been less public discipline than during the first lockdown.
8 For more information on the housing market, see Section 2.2.2.
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purchases totaled NIS 3.5 billion (about one percent | Figyre 2

of total value), and foreign exchange purchases Government Debt to GDP Ratio, Selected
totaled about $21 billion in 2020.° Countries, 2000-19, and Estimate and Forecast
for 2020 and 2021

In the second half of the year, following the start of (annual data, percent)

the second lockdown, the Bank of Israel announced 150
an expansion of the government bond purchase
program to NIS 85 billion, about 14 percent of total
value. The Bank of Israel thus enabled the continued 90
financing of the many government expenditures
in the domestic market in a low interest rate
environment. The volume of tradable domestic 30
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billion (excluding swap tenders), compared with NIS
70 billion in 2019, which itself was an exceptional
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The adverseimpact to activity did not encompass all Estimats and forecast issued in October 2020.

SOURCE: Based on IMF World Economic Outlook.

industries. It is directly dependent on government
restrictions to limit gatherings, chiefly the
restrictions on opening restaurants and shopping malls, holding events, and both domestic and incoming
tourism. Certain manufacturing industries, such as food and communications, were not directly impacted,
and the high-tech industry even continued to grow. Accordingly, the impact was concentrated on industries
typified by small companies and the self-employed, and less on the larger corporations, particularly those
registered for trading. In view of this situation, the Monetary Committee decided to launch an additional
component of providing credit to banks, as part of which, loans bearing an interest rate of -0.1 percent will
be issued against loans that the banks provide to small businesses at a maximum interest rate of Prime +1.3
percent. In addition, in December, the Bank of Israel provided supervised nonbank credit institutions with
financing on tracks similar to those developed for the banks.

2.1.2 The global environment

Following a significant recession in the second quarter'?, the global economy recovered in the second half
of the year. The low GDP levels that were typical of the peak of the COVID-19 crisis increased, but have

9 The monetary capital of Israeli government bonds totals about NIS 630 billion, and the monetary capital of govern-
ment bonds traded on the Stock Exchange totals about NIS 357 billion, as of December 2020.

19 Debt raised in 2019 was greater than in previous years due to the increase in the government deficit and the decline in
debt raised abroad during that year.

I However, the Ministry of Finance also financed its expenses by raising debt in a variety of international markets,
including €3 billion in the second half of the year, which followed the raising of $10 billion and €1.6 billion in April and
May. These volumes made it possible to lower the volume of debt raised in the domestic market relative to financing
needs.

12 During the second quarter, most economies contracted by historic proportions, including the US (9 percent), Europe
(14.7 percent), and Japan (9.9 percent), in year-over-year terms.
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not yet returned to their pre-crisis levels—largely | pjgure 3

due to the continued spread of the pandemic and | Consumer Price Index, Major Economies,
restrictions imposed on economic activity in orderto | February 2016-November 2020

fight morbidity. The most moderate recovery was in (monthly data, percent)
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air travel, hospitality, and leisure.
4
The pace of global recovery differs widely between
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the economic blocs. China is recovering most rapidly,
and has even surpassed the level of activity that was 2
prevalent prior to the crisis.” In the western world, 1
the economic recovery in the United States is faster 0
than in Europe, while Japan’s recovery is particularly 1
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due to the high rate of spread of the disease, and in
view of their limited ability to react fiscally. World SOURCE: Bloomberg.
trade activity volumes, which were significantly
impacted during the initial outbreak of the disease',
point to continued recovery, but early data such as the export orders component of the global Purchasing

Managers Index indicate moderation in recent months.

Many international organizations revised their growth forecasts upward during the period, in view of the
increased clarity regarding the extent of the impact to the global economy and the faster-than-expected
recovery in the advanced economies. However, the forecasts still indicate contraction in the global economy
that is anomalous to a historic extent, and their assessments are that the recovery will be slow. In October,
the IMF revised its global growth forecast to -4.4 percent, compared with -4.9 percent in June, and the OECD
and the World Bank made similar upward revisions to their forecasts.'® However, these forecasts involve
a high level of uncertainty due to difficulties in forecasting the trends in the spread of morbidity and the
government restrictions that may be imposed with the aim of lowering morbidity, as well as forecasts of the
timing of the broad distribution of vaccinations and its safety and efficacy.

The inflation environment remained low around the world. In Europe, the Consumer Price Index declined
in annual terms during some of the period (Figure 3). This environment enabled central banks around the
world to continue with very accommodative monetary policies, but the trend of interest rate decreases
that was typical of the first half of the year slowed*’, and such decreases were mainly observed in emerging
economiesinwhichtheinflation environmentallowed it. The central banks continued taking unconventional
measures. The balance sheets of leading central banks continued to increase and supported the environment

13 Partly affected by significant infrastructure initiatives led by the State.
% India, Mexico, and South Africa. This is based on revised GDP data and growth forecasts by international organizations.

15 World trade contracted by about 14.2 percent in April according to CPB data—the sharpest contraction in the past
decade.

16.0n January 6, 2021, the World Bank revised its 2020 growth forecast upward by 0.9 percentage points to -4.3 percent.
On December 1, 2020, the OECD revised its 2020 growth forecast upward by 1.8 percentage points to -4.2 percent.

17 Partly due to the difficulty in lowering the interest rate to negative and deeply negative rates.
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of low interest rates on both government and
corporate debt (Figure 4). Many central banks,
led by the Federal Reserve and the ECB, revised
their forward guidance to the public to say
that the interest rate is expected to remain low
for a long time. For instance, members of the
Federal Open Market Committee expressed
the assessment that the interest rate in the US
would not be increased before 2023.18

The Fed even changed the way in which it
defines the inflation target, and clarified that
from now on, it will not increase the interest
rate even if actual short-term inflation is higher
than the target, and that it will examine how
the target is met against the average actual
inflation. This is a significant change, because
beforehand, the Fed increased the interest
rate on several occasions when its assessment
was that inflation was expected to reach the
target in the medium term.* Further to this, the
President of the ECB announced that it is worth
considering a similar change in Europe.?’ These
measures support the stated forward guidance.

In the fiscal sphere, many countries continued
the trend of increasing deficits with the aim of
supporting the struggle against the economic
and medical crises, including support for the
unemployed, and later on the employment of
workersandsupportforthebusinesssectorwith
emphasis on sectors that are particularly hard-
hit.”! These actions had a positive effect on the
recovery of employment and on the insolvency
rate. The insolvency rate of companies with a
speculative rating? increased less than during
previous crises (Figure 5).

Financial Stability Report, Second half of 2020

Figure 4
Central Bank Balance Sheets, 2007-20
(monthly data, $ trillion)
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Figure 5
Global Speculative Grade Default Rates for

Bond and Loan Issuers, October 2001-October
2020 (previous 12 months, monthly data, percent)
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18 According to forecasts by members of the FOMC, which were published on September 16,2020 and December 16, 2020.

9 Forinstance, at the beginning of 2016, the Fed embarked on a path of increasing the interest rate even though the core
CPlindices (CPland PCE) did not increase beyond the central bank target. This was based on its assessments that infla-
tion was expected to reach the target in the medium term.

0 Christine Lagarde, ECB Chairman, Frankfurt, September 30, 2020.
2L Sych as airlines.
22 Arating equal to or lower than Bal.
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The global markets

Equities markets around the world continued to recover, and the major indices in the US achieved positive
returns in 2020, led by the over-performance of the large technology companies, affected by the monetary
and fiscal measures taken by the governments and central banks with significant speed and scope. The
apparent disconnect between the real economy and the financial markets raises the concern that financial
asset prices are disconnected from economic activity, which is partly reflected in the P/E ratios of the
indices, which are at all-time highs?® (Figure 6). However, it should be noted that the yields on government
bonds, a low-risk alternative asset, declined to low levels. This is particularly true of yields on US Treasury
Bonds, which declined to a historic low (Figure 7). The sharp increase in equity prices, influenced by the very
accommodative interest rate policy, led senior central bankers around the world to take note of the need to
balance accommodative monetary policy with the concern of creating financial bubbles.?

Figure 6 Figure 7
S&P 500 P/E Ratio. November 2010-2020 Yields on 10-Year Government Bonds, Major
(daly data) ’ Economies, 2016-20
aily data (daily data, percent)
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The aforementioned significantfiscal support led to an increase in the debt-to-GDP ratios of countries around
the world. On its own, this should have increased the risk inherent in such debt, but the quantitative easing
programs of central banks around the world led to a decline in yields on government debt and reduced the
riskinherentin such debt. With that, in the medium term, increasing debt should weigh down on repayment
abilities, and countries around the world will therefore need to navigate between the need to reduce the
volume of debt and not harming the pace of the recovery.

The volume of debt in the nonfinancial business sector increased sharply during the year, despite the
slight decline in the third quarter (Figure 8). This is in contrast with previous crises, which were generally
characterized by a credit crunch, due to tremendous uncertainty combined with an increase in the banking

23 An estimation of the index multiplier that neutralizes the large technology companies shows a multiplier of about 22,
a level that is less anomalous from a historical standpoint.

2 Including comments by Eric Rosgern, President of the Federal Reserve Bank of Boston, to the Financial Times on
October 17, 2020.
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system’s losses, which reduced their volume
of surplus capital. The reason for this has to
do with the rapid actions of central banks and
governments, which led to the continued injection
of credit and to maintaining easy credit spreads.
The credit spreads for both investment-grade
companies and those below investment grade
remained stable at levels slightly higher than
those that prevailed before the crisis, despite the
high level of uncertainty during the period. The
risk level of debts in the medium range depends on
the pace of development and broad distribution
of the vaccination or of effective treatment of
morbidity, since the shutdown of activity and the
raising of further debt due to it may weigh down
on repayment ability or increase the number of
companies with low profitability for whom most of
theirincome is used to service their debt.

The global banking system entered the crisis
in a better financial state than in the 2008 crisis,
both from the standpoint of capital and from the

Financial Stability Report, Second half of 2020

Figure 8
Nonfinancial Business Sector Debt in the US,
2006-2020:Q3 (quarterly data, $ billion)
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SOURCE: Board of Governors of the Federal Reserve System.

standpoint of liquidity. The good state of the banks and the regulatory leniencies issued around the world
enabled them to continue provided credit during the crisis. According to an IMF analysis of the stability of
the global financial system, most banks can absorb the losses from credit failures and continue holding
adequate levels of capital, beyond the minimum requirements.? It seems that in the third quarter of the year,
a downward trend began in the volume of the banks’ loan loss allowances around the world, particularly in

the US and Europe.

All of the aspects mentioned above, particularly the actions of the central banks and the positive sentiment
in equity values, have led to continued improvement in the measures of financial conditions around the
world. However, in the view of the IMF, the negative effects of external debt have worsened the financial
conditions in the emerging markets relative to the advanced markets.

25 GFSR, Chapter 4, October 2020.
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2.2 The asset market

Financial assets: equities, government and corporate H1:2020 H2:2020

bonds

Real estate

Financial asset prices stabilized in the second half of 2020, with a decline in volatility, in view of
asset purchases by the central banks in Israel and abroad. Residential real estate prices continued to
increase during the crisis, while commercial real estate prices declined. Our assessment is that the
risk to the financial system posed by the asset markets declined slightly throughout the second half
of the year, but remains at a medium to high intensity level, since the direct impact of the health crisis
on asset prices is low and the distribution of the vaccine increases the likelihood that the health crisis
will end at the beginning of the second half of the 2021.

2.2.1 Financial assets

During the second half of 2020, the risk indices in the financial markets remained stable, at a lower level
than the peak that was reached in March-April. The stress index? in the financial markets returned to the
near-zero levels that prevailed prior to the crisis, as shown in Figure 9. Examining the risk of the equities
market, Figure 10 shows that the fear index (an index based on the prices of options on the equities index)
remained stable during the second half of the year at a lower level than at the peak of the crisis, but slightly
higher than the level that prevailed prior to the crisis. While bond prices are recovering from the peak of the
crisis, equity prices have not yet returned to their pre-crisis levels, in contrast to the global trend.

The equities market absorbed a significant impact at the start of the crisis. The General Shares Index
declined by 32 percent from the start of the year through March 22, but since then the declines have been
offset, coming to a total of about 1 percent. The declines in equity prices is slight compared with the declines
in previous crises and relative to the impact on economic activity.

The developing gap in Israel and abroad between the equities indices and the GDP growth rate raises many
questions regarding the long-term link between stock exchange performance and the growth rate. This link
exists because the aggregate profits of companies have an effect on the rate of economic growth.?’ Since
equity prices include companies’ expectations regarding future profits, insofar as the companies registered
for trading represent a larger share of economic activity, the General Shares Index will more properly
represent expectations regarding the state of the economy and will serve as a leading index of economic
activity and GDP growth. Eldor and Melnick?® examined this equation using a Granger Causality equation
based on data from the Composite State of the Economy Index, which serve as a monthly estimate of GDP,

26 See Y. Sa’adon and M. Graham (2013), “A Composite Index for Tracking Financial Markets in Israel”, Discussion Papers
Series 2013.01, Bank of Israel Research Department.

2T Corporate profits also affect corporate demand for labor, which lowers the unemployment rate and/or increases the
average wage, and therefore increases household expenses. Profits also impact new investments by those companies.
Hence the connection, at least in the long term, between the performance of equity indices and the growth rate.

28 Rafi Eldor and Rafi Melnick (2006). “The Stock Market as a Leading Indicator of the Israeli Economy”, Economic Quarterly,
53(3): 554-565, Israel Economic Association.
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Figure 9 Figure 10
Financial Stress Index, 2011-20 Implied Volatility of Selected Leading Equity
(daily data, percent) Indices, 2020 (daily data, percent)
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and the General Shares Index from 1995 to 2004, and found a significant leading link between the shares
index and the Composite Index in an average range of 5 months.

However, in the current period, a significant gap is developing between economic activity and share
performance. The reasons for this have to do with the characteristics of the current crisis, which mainly hit
small businesses that are more vulnerable than large corporations that enjoy more flexibility in managing
their expenses and greater access to the capital market at low interest rates. Another main reason for the
existence of the gap has to do first with the public’s assessments regarding finding an effective vaccination
that will obviate the need for further government restrictions, which strengthened greatly toward the end
of 2020 when the inoculation of the population began. When such assessments exist, it is likely that share
prices will remain relatively high, because they rely on future cash flow, which is expected to return to the
pre-crisis levels. The International Monetary Fund? also discussed the emerging gap between the equity
indices and economic activity, and argued that the effect of lower profitability of companies registered for
trading, both actual and expected, was offset thanks to the low basic interest rate and the decline in the risk
unit price (increase in risk appetite). Yield spreads on corporate bonds also declined beyond the economic
factors that are consistent with their inherent risk pricing.

Fiscal expansion and monetary accommodation have for years been among the tools used to support
economic activity and maintain the stability of the inflation environment. This policy, particularly bond
purchases by the central banks, makes it possible for interest rates to remain low, thereby increasing
consumption and investment. While monetary policy is helping economic activity, low interest rates have
a greater effect on the equity indices, acting not only to increase activity and profits, but also to decrease
the capitalization interest rate on the future flow of receipts. In addition, expansionary policies increase risk
appetite and investment in products and assets that involve risk, but also, by their nature, greater expected
yields than near-zero interest rates, such as corporate bonds or equities. As long as this policy is maintained,

2 October 2020.
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the upward pressure on financial asset prices will Figure 11

continue. International Comparison of Selected Equity

. . . i i i : Jan. =100
An international comparison can show that the Indices, 2020 (daily data, index: Jan. 1, 2020 )

main stock indices in the world reacted to the
COVID-19 crisis in a very uniform manner—a
sharp decline in March and April followed by
recovery. However, Figure 11 emphasizes the 110
fact that the Israeli market declined slightly more 100
than the markets in other reviewed countries, and
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shown in Figure 12 and Table 2. These differences
in industry Weights have a negative impact on SOURCE: Based on Bloomberg and Tel Aviv Stock Exchange.

the Tel Aviv 125, compared with the S&P 500.

For instance, on both indices, there are similar

negative returns in the energy industry, but in the Israeli index, the weight of this industry is almost double
what it is on the S&P 500. In the technology and communications services industries, returns are positive

Figure 12 Figure 13
Tel Aviv Industry Equity Indices, 2020 Tel Aviv 125 Compared to S&P 500 and
(daily data, index: January 1, 2020=100) Adjusted to Industry Weights, 2020
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SOURCE: Based on Tel Aviv Stock Exchange. SOURCE: Based on Bloomberg and Tel Aviv Stock Exchange.

30 By international comparison, Israeli bank and insurance shares declined at a similar rate to the parallel industries
abroad.
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and significant in both indices, and returns on technology shares on the Tel Aviv 125 are even much higher
than in the parallel industries on the S&P 500, but they account for a much lower proportion of the Tel Aviv
125 than of the American index. In contrast, the financial industry has a negative return in both markets, but
its share of the Tel Aviv index is much more significant than its share of the American index. Figure 13 shows
the development of these two indices, and also presents the Tel Aviv 125 when the industry weights of the
S&P 500 are attributed to it. The figure shows that the industry composition explains a large portion of the
difference in returns between the indices.

Another possible reason for the yield gap between these two indices is the Federal Reserve’s intervention in
the financial markets. When the COVID-19 crisis began, the Fed broadly increased liquidity in the financial
markets and intervened directly in the government and corporate bond markets. We can assume that this
intervention had a positive effect not only on bond prices and maintaining the low interest rate, but also on
equity prices® (see Section 2.1.2).

Figure 14 shows that the P/B ratio on the Tel Aviv 125 index, which reflects the total market value of the
companies included in the index relative to their total book value, declined in the first quarter of the year,
similar to the ratios in the reference countries, but in contrast with the ratios of the other indices, which
increased markedly in the second half of the year, it remained lower than the ratio at the beginning of the
year. The decline in this ratio shows that the decline in the market value of companies was greater than the
erosion of their equity, as reflected in the third quarter financial statements. It is important to remember
that there are time gaps between the two variables that make up the P/B ratio. While share prices relay on
the economic information available on the trading day itself, equity data is correct as of the end of the third
quarter—September 2020—such that it does not reflect the effect of developments in the fourth quarter of
the year, particularly during the second lockdown. A glance at the profitability of companies included in
the Tel Aviv 125 and S&P 500 indices (Figure 15) shows that in both countries, profitability in the first three
quarters of the year declined relative to the same quarters in the previous year, but the harm to profitability

Figure 14 Figure 15
International Comparison of P/B Ratios of the Rate of Change in the Profits of Companies
Major Equity Indices, 2011-2020 Included in the S&P 500 Index and the Tel
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3L This intervention by the Fed may have had an effect on financial asset prices in other countries as well.
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Table 2
Industry composition of the Tel Aviv 125 and S&P 500 indices, and cumulative industry returns for 2020 (percent)
Industry's weight in the index 2020 cumulative return
o .January 2020 pecember 2020 Tl AvivIs  S&P 500
Industry (GICS classification) Tel Aviv 125 S&PS00  Tel Aviv125  S&P 500

Energy 7.1 44 4.7 2.5 -33.9 -35.3
Technology 129 233 19.8 274 54.6 216
Communications services 1.7 10.5 24 11.2 40.0 40.9
Financial companies 22.2 12.9 205 10.5 6.9 -3.3
Real estate 20.3 2.9 18.8 2.5 6.9 -1.8

SOURCE: Based on Bloomberg and Stock Exchange data.

of Israeli companies is more significant than to those in the US.

Bloomberg data regarding the default probability of public companies (Figure 16), calculated based largely
on the companies’ share prices, show that the COVID-19 crisis led to a jump in this risk index, which reflects
the risk of corporate bankruptcies. The level has remained his since the start of the crisis, with an additional
increase at the start of the second lockdown and a significant drop in the fourth quarter. By historical
comparison, the increase in default probability during the current crisis is much smaller than the increase
that was observed during the Global Financial Crisis of 2008-9, when the index reached a level more than
three times higher than its current level.

Figure 16
In the second half of the year, there was a slight | Median Probability of Default Within Five
Years, All Public Companies in Israel, 2020

ineinthevi ity of
declineintheyield to maturity of governmentbonds, (daily data, percent)

alongside a slight increase in yields on corporate
bonds, following the high level of volatility that 3.5
typified the period around the start of the crisis.
Figure 17 shows some of the significant measures 3.0
taken by the Capital Market, Insurance and Savings
Authority, the Ministry of Finance, and the Bank of 25
Israel in response to the COVID-19 pandemic, and

the yields on government and corporate bonds. 2.0

Regarding the impact on corporate bond yields,

which affect companies’ abilities to raise debt and 1.5

finance their operations during the crisis, there are

two significant measures: an easing of the Hodek 1.0

guidelines, which was announced by the Capital P PP PP PP PP P
W g oV oV gV PV gV oV VRV
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Market, Insurance and Savings Authority on March
22, 2020, and the announcement of the Bank of SOURCE: Bloomberg.
Israel’s NIS 15 billion purchase program in the

corporate bond market on July 6, 2020.

As stated in the Financial Stability Report for the first half of 2020, due to the high level of public withdrawals
in March, the mutual funds were forced to sell off many assets, which led to surplus supply in the corporate
bond market, and a decline in their prices. Due to regulatory restrictions imposed on institutional
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Figure 17
Yield to Maturity, 10-Year Indexed Government Bonds and Tel-Bond 60 Index, in View
of Government and Bank of Israel Actions, 2020 (daily data, percent)
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Figure 18

Intraday Liquidity Indices Calculated on Bonds Included
in the Tel-Bond 20 Index Around the Announcement of
Easements in the Hodek Conditions

(daily data, March 23, 2020=0, percent)
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Price volatility: The average actual volatility of the transaction price of a security
during the trading day. The index is calculated as the standard deviation of the gap
between the highest and lowest prices in half-hour time windows. The trading day
of a security is divided into round half-hour segments, and the change between the
maximum and minimum transaction is calculated among trades made during the
opening of trading and those made during continuous trading. The daily volatility of
a security is the standard deviation of the rates of change.

Price spread: Calculated as the gap between the best purchase and sale prices
relative to the average mid price throughout the continuous trading day. The daily
spread is the average spread of the quotes from continuous trading.

Price impact (Pl): Describes the link between activity volume and change in the
bond price. The index is calculated using a linear regression in which the
dependent variable is a log of the change in the bond's price during a 5-minute
window, and the explanatory variable is the net number of transactions - total
transactions in which the purchaser is the initiator minus total transactions in which
the seller is the initiator. The regression's coefficient properly reflects the cost to the
investor making the transactions, as reflected in the price change. A low coefficient
reflects a more liquid market.

SOURCE: Based on Tel Aviv Stock Exchange.
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investors according to the Hodek Committee Figure 19

recommendations®? (heretofore and hereinafter Yield Spreads Between Corporate Bonds and
“the Hodek guidelines”), the institutional Similar Government Bonds, by Industry, 2020
investors were unable to absorb this surplus (daily data, percent)

and make unrestricted bond purchases, which 8 X

increased the gap between demand and supply / |

and increased the negative trend at the height of : E
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of a purchase program by the Bank of Israel @?&ﬁfﬂ:ifﬂzlﬁfsf; ::g S’;_forth)’ CPl-indexed and unindexed,
apparently led to a decline in spreads in all SOURCE: Based on Tel Aviv Stock Exchange data.

sectors and in all ratings at least in the short
term, even though the Bank did not directly
purchase bonds rated lower than A-. The decline
in yields means that companies can now recycle

Bank of Israel

Figure 20

Yield Spreads Between Corporate Bonds and
Similar Government Bonds, by Rating, 2020
(daily data, percent)
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SOURCE: Based on Tel Aviv Stock Exchange data.

32 The Hodek Committee imposed restrictions on the institutional investors regarding corporate bond purchases,
including a requirement to conduct a pre-purchase debt analysis on each bond series. The removal of this restriction
enabled the institutional investors to immediately purchase investment-grade bonds.

33 The liquidity indices calculated for the Tel-Bond 20 index under-estimate the effect, because that index includes large
liquid series regarding which we can assume that the institutional investors already have debt analyses.
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2.2.2 Real estate

Residential real estate prices have atremendousimpact onthefinancial risks of households, and commercial
real estate prices have an impact on operational risks in the business sector, since sharp changes in these
prices increase the uncertainty regarding the current operations of businesses. Since ownership of such
assets is accompanied by high leverage rates, a sharp decline in prices has implications for the stability of
the financial system.

The housing market

National Accounts data published in December

. . . . . Figure 21
show that investment in residential construction

. ) _ Residential Building Starts and Completions,
increased by 14 percent in the third quarter, but | and Investment in Residential Construction
this followed declines of 15.7 percent in the second Index, 2010-2020:Q3 (quarterly data)

quarter and 5 percent in the first quarter (Figure 16 170
21). These declines in investment, amounting to 7.6 15 160
percent over the past four quarters, are well reflected 14 150 I
in building starts, which declined markedly due to © 13 140 g
the COVID-19 crisis. Even though the construction % 1? g
[0
industry was excluded from the lockdown F 40 190 3
regulations, the general restrictions on employing : 120
workers were reflected in a significant decline in 8 110
the number of people employed in construction. 7 100
Data show that transactions declined mainly during S S oo 5o o555 o S
gg g a4 oo o oA
the first lockdown, but to a certain extent between 8883838888888

May and August as well, in most purchaser classes ==Building starts

fi . h b d th . . hei - Building completions

( Irst-time home buyers and those Improving their — Residential construction investment index (right scale)
hOUSII’]g).34 This collection of data shows that the SOURCE: Ba_sed on Central Bureau of Statistics (series not
COVID-19 crisis is having an impact on the demand seasonally adjusted).

side for housing, particularly during the lockdowns,

as well as on the supply side, which will have an impact in the medium term.

After home prices (according to the owner-occupied dwellings price survey) declined slightly in 2017-18,
they again creased in 2019 and 2020, even during the period when there were fewer transactions due to
the lockdown. The annual rate of increase in the Housing Price Index, an index that is largely based on
rental prices, tended to increase in 2019 and the beginning of 2020, but slowed since March 2020 (Figure
22), in view of the high unemployment rates. In order to deal with the difficulties in the housing market,
the government lowered the purchase tax on those purchasing a second apartment or beyond (defined as
investors) from July, thereby increasing demand of home purchases among them. Another contributing
factor to this trend was the decline in the mortgage interest rate (Section 2.3.2), mainly on the unindexed

34 According to Central Bureau of Statistics real-time surveys (Wave 7), about 40 percent of the surveyed companies in
the construction industry noted demand as a constraint on their operations. It is important to remember that the
lockdown also lowered the possibility of looking for homes, and the decline in demand that the companies experience
during the second quarter was temporary and does not indicate long-term changes in demand. However, transaction
data show that the impact of the second lockdown, which began in mid-September, was weaker than that of the first
lockdown.
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tracks where the interest rates declined to levels
that were even lower than those that prevailed
before the crisis.

In the short term, mainly in view of the high
unemployment rates, the slowing trend in the
increases of housing service prices due to the crisis
will continue for some time, and will mainly be
reflected in the Housing Price Index—rents. In the
longer term, in view of the decline in investment
in residential construction during the crisis, our
assessment is that the growth in surplus demand
will increase due to the difficulty in adjusting
supply to changes in demand.

In December, the Banking Supervision Department
published a directive regarding the cancellation
of the restriction on the prime interest rate
component of the mortgage and making do with
a restriction on the variable rate component.
Under the new rules, at least one-third of the total
mortgage will be given at a fixed rate, with the
type of interest on the remainder being decided
by the borrowers without any restriction. The
implementation of the directive, which will begin
gradually in January 2021, is expected to lower
the cost of mortgages to some extent, thereby
leading to an increase in the volume of mortgage
refinancing and of demand for home purchases.

An examination of the long-term pace of
construction shows that the supply of homes is
not managing to meet the increase in demand
in the long term, taking population increase
into account. The ratio of active residential
construction area to population®® began to
decline at the beginning of 2017, with the decline
increasing during the COVID-19 crisis, to very low
levels (Figure 23). These developments show that
demand pressure, which beyond the short term is
influenced by developments in the health crisis,
will remain the dominant factor in the housing
market, and may even increase.

Bank of Israel

Figure 22

Index of Home Prices, Index of Housing Prices
(new and renewing rental contracts) and the
Ratio between Them, 2010—November 2020
(seasonally adjusted monthly data)
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Figure 23

Ratio of Building Starts (sq.m) (sum over four
quarters) to the Israeli Population (thousands),
and Rate of Change in the Index of Home
Prices, December 2010-2020:Q3
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35 This ratio measures building starts by area and not by housing units. In view of the increase in area of the homes being
built in recent years, measuring by unit is expected to generate an even lower result than what is presented in the

Figure.
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The commercial real estate market

Since there are no proper statistics in Israel on commercial property prices, which mainly include offices,
commerce, and manufacturing facilities—contrary to other advanced economies, which include hotels in
this category—it is difficult to track and analyze developments in this market on a current basis. Due to the
crisis, which hit most industries in the business sector, it is very important to monitor the changes in this
market, particularly in rental fees.

The main risk factors to the resilience of the financial system come from the combination of ownership of
these assets, which is characterized by high leverage rates, and the sharp volatility of commercial real estate
prices, which are directly affected by economic activity. Box 2 examines the developments in this market on
the basis of the prices of commercial real estate companies’ financial assets and the financial statements
they publish. The box shows that the rate of losses from the revaluation of commercial real estate companies’
assets in the first three quarters is just one percent, and some differences can be identified according to
type of property (offices, commerce, or manufacturing).® If the profitability and cash flow declines being
absorbed by the companies during the crisis®’ continue beyond expectations, or if tenants’ tastes change,
or if their bargaining power increases (as tenants leave real estate areas), our assessment is that the losses
from the revaluation of commercial real estate companies’ assets will increase.

2.3 Credit to the private sector

The business sector H1:2020 H2:2020

The household sector

The development of credit in view of the COVID-19 crisis was not uniform across the various sectors.
Government assistance, particularly the establishment of State-backed credit funds and the Banking
Supervision Department’s loan payment deferral outline, had a very significant impact on it.

From the start of the year, and particularly since the start of the crisis in mid-March 2020, until the end of
October, private credit increased by a negligible amount (0.2 percent), but the trends in the various sectors
were not similar. In the business sector, bank credit increased while nonbank credit declined to the point
that it offset the growth of debt to the banks. In the household sector, credit increased due to the marked
increase in housing credit and in view of a contraction in nonhousing credit.

The various indicators point to an increase in borrower risk. The most prominent such indicator is the
volume of deferrals of loan repayments to the banks. The balance of credit in respect of which payments
were deferred was about NIS 161 billion, accounting for about 16 percent of outstanding bank credit, and 41
percent of this amount remained in deferral as of November 30, 2020. Deferral data in the business sector

3t should be noted that commercial assets are generally revalued according to an approach that discounts future cash
flow (DCF). This approach takes into account that the assets generate cash flow for an infinite range of periods.

37 Partly as a result of the leniencies issued to tenants. For more information, see Box 2.
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indicate that the crisis’s impact is greater the smaller the business is, a finding that joins other indicators
that point to the vulnerability of small businesses. In the household sector, borrowers of more than half of
mortgages and consumer loans that were in deferral have resumed payments, but the volume of mortgages
still in deferral remains high.

Despite the increase in risk and the impact to the resilience of some borrowers, the crisis has so far not led
to the realization of many credit risks. Government and Bank of Israel support made it easier for businesses
and households, but it cannot continue for an unlimited time. If the crisis worsens and continues beyond
what is expected, many more credit risks are likely to be realized.

2.3.1 Credit to the nonfinancial business sector

Credit trends

In first ten months of the year, credit to the business
sector increased slightly (about 0.3 percent), and
between March and October, there was a marked

Figure 24
Business Sector Bank and Nonbank Debt* and
Total Credit, December 2019—October 2020

difference in trends between bank credit and (monthly data, NIS million)

nonbank credit (Figure 24). Bank debt increased
since the start of the year by 2.5 percent, despite
a cumulative decline of about NIS 10 billion in the
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until the end of October, the trend of nonbank debt Total credit ~ —#=Bank  —#—Nonbank

changed, due to an increase in tradable bonds
in Israel and abroad. With the exit from the first
lockdown, the ratio of business debt to business
sector output increased by about 2.3 percentage
pointsto 94.5 percent, due to the declinein business

* Bond balances (under nonbank credit) in terms of registered
capital. Nonbank credit incudes credit provided by the credit card
companies (that is not backed by the banks), and indirectly includes
credit provided by other nonbank credit corporations (through their
financing sources).

SOURCE: Based on reports by financial institutions and businesses
to the Bank of Israel, financial statements, and the Tel Aviv Stock
Exchange.

activity during the lockdown, with the attendance
increase in debt. Later on, with the decline in debt in June, the ratio declined slightly, but at the end of
October it stabilized at 95 percent, higher than it was prior to the crisis.

In terms of the cost of debt, at banks, the average interest rate on credit*® to large and medium businesses
between April and September (2 percent and 2.7 percent respectively) remained similar to the average level
in the 12 months prior to the crisis. The lack of significant change can be explained by the fact that large
businesses have other options to raise debt, which did not decrease with the decline in yields in the market.
In contrast, the interest rate in the small and micro business sectors declined by about 40 basis points,

3 Nonresidents’ share of total business credit was about 14 percent at the end of September, down from its precrisis level
of about 16 percent. The decline was due both to loans from foreign financial institutes and credit from suppliers, at
similar rates.

39 The unindexed segments.
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to about 3.5 percent. This decline does not indicate a decline in risk, but is explained by government and
Bank of Israel programs that encourages the provision of credit at low interest rates (up to about 3 percent).
There was also a downward trend in nonbank credit providers (credit card companies and publicly traded
companies)*®, which provide credit mainly to small and micro businesses, mainly in the second quarter,
even though most of them are not participating in government programs, but this decline was offset in the
third quarter.

Bank credit

There was a marked difference in trends between large businesses and small and medium businesses during
the crisis.* Credit to the large business segment increased by about 6.4 percent over the first three quarters
of 2020. At the end of the first quarter, with the start of the crisis, credit to the large business segment
increased by about 11 percent and was the main source of the growth in bank credit, while toward the end
of the second quarter, it declined by about 6 percent. One possible explanation of this development is that
at the beginning of the crisis, when debt prices in the capital market were high (as detailed in the financial
assets section), large businesses utilized their credit facilities*? out of concern that the price of bank debt
would increase and the supply of credit would decline, and during the second quarter, as certainty increased
and yields on the capital market declined, they paid off that debt. In the third quarter, the balance of credit
again increased in accordance with the average quarterly growth rate (about 2 percent).*?

Credit to the small and medium business segments grew, mainly in the second quarter, to a large extent
thanks to the establishment of State-backed credit funds*, but at the end of the third quarter, the volume
of credit declined. Thus, the rate of increase from the start of the year totaled about 1.4 percent. As
outlined below, credit totaling about NIS 21 billion was provided to small and medium businesses through
these funds, while the balance of credit increased by only one-fifth of this amount (NIS 4 billion), which
may indicate that a considerable part of the loans issued through the funds enabled small and medium
businesses to recycle their debt.*

The construction and real estate industry was most prominent industry in this regard, accounting for a

40 This may be a result of a decline in demand from credit from these institutions, because the terms of credit in funds are
easier, but also because of the provision of credit to less risky businesses, as a result of credit rationing, as reported by
several of the companies.

4L Based on credit to the business sector from the five large banking groups, excluding Union Bank.

42 An analysis of industries shows that this phenomenon—expanding credit in the first quarter followed by declining
credit in the second quarter—is particularly prominent in the manufacturing, information and communications, and
electricity supply industries, and to a certain extent in the trade industry. The outstanding credit of these industries
increased by NIS 12 billion at the beginning of the crisis, but declined thereafter to NIS 7.5 billion. It should be noted
that small and medium businesses were much less able than large firms to utilize credit facilities. We therefore see this
phenomenon mainly among large companies.

43 The quarterly growth rate of credit to large companies was about 2 percent in the past two years, while the quarterly
growth rate of credit to small business was about 1 percent.

4 At the beginning of the crisis, small and medium businesses reported an increase in the severity of credit constraints
(financing difficulties), which moderated thereafter with the establishment of the funds. Credit issued to small busi-
nesses as part of these funds accounts for about half of new credit (for a term of more than one year) issued by the
banks to small businesses during this period.

45 Under the likely assumption that loans in the funds will not be redeemed because they were issued for a period of more
than one year.
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major portion (about 90 percent) of the increase in business credit during the first three quarters of the
year. The balance of credit to this industry was about one-third of the banks’ balance-sheet business credit
(see Table 5 below). Credit to the construction industry increased by about 8 percent, and credit to the real
estate activity industry (which mostly involves commercial real estate) grew by about 7 percent. In annual
terms, these rates are somewhat anomalous* (9 percent and 11 percent, respectively). As described in Box
2, the companies in the commercial real estate industry absorbed a decline in their profitability and their
cash flow.*” The increase in financing sources and in leverage may therefore have been intended to make it
easier for them by reducing cash flow difficulties.

Another industry that was impacted by the crisis is the hospitality and food industry.* Its outstanding credit
increased by about 17 percent (about NIS 2.5 billion)—a particularly anomalous increase, since the average
rate of change in credit to this industry has been negligible since 2016. It is likely that during the crisis, credit
to the industry was issued in order to moderate the impact to the companies in the industry, an impact
which led to liquidity difficulties among these companies. If so, it is possible to conclude that the growth in
business credit to some of the industries during the crisis was directed to dealing with liquidity difficulties
and less so to sustainable growth. As such, if the crisis worsens, the relative growth rate of credit may turn
into losses.

The opposite trend was observed in the financial services industry (excluding credit to institutional
investors and to holding companies). Outstanding credit in this industry declined by about 8 percent (about
NIS 4 billion), because of the slowdown in activity of credit card companies and nonbank credit providers. (A
resilience analysis later in this Report shows that the financing sources of these credit providers—mainly the
banking sources—declined due to the crisis.) It is also possible that leasing companies, which are classified
in this industry, took out less banking credit in view of the decline in their activity.

State-backed credit funds

Due to the COVID-19 crisis, the State established guaranteed loan funds totaling about NIS 46 billion (Table
3)%°, which total about 5 percent of total credit to the business sector. The main credit suppliersin these funds
are the seven large banks. The largest fund in this respect—the fund for small and medium businesses on
the ordinary track—reached full utilization (NIS 18 billion) at the end of September, and was therefore
expanded by an identical amount at the beginning of October. But since the end of August, the number
of credit requests submitted to the fund has declined—perhaps because most of the businesses with the
potential to obtain a loan (according to the terms of the fund) had already utilized their right to do so by that

4 n the construction industry, the average annual growth in 2018-19 was about 11 percent (although most of the growth
in 2018 is explained by regulatory changes, so this average is also somewhat anomalous), while the average growth in
the real estate activity industry during those years was about 7 percent.

4T Due to leniencies issued to tenants in their properties as a result of the crisis.
* The banking system’s exposure to this industry is not high—about 3.5 percent.

49 During December 2020, the Accountant General decided upon a series of changes to the funds’ activity in order to
expand assistance to businesses. Among these changes, the minimum conditions required as part of the increase risk
track were changed, the loan size to businesses was expanded.
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point.>* At the end of June, the fund for small businesses at increased risk was established, totaling about
NIS 4 billion. Its utilization rate is lower—perhaps due to more stringent criteria than the ordinary track fund
(new businesses and businesses that were significantly impacted by the crisis). In addition, a fund for large
companies was established, in which the utilization rates are even lower, the number of requests for the

provision of credit is low, and the growth rate is negligible. This is apparently explained by the fact that the
large companies benefit from better financing sources, since yield declines in the capital market enabled
them to raise debt from nonbank sources as well. (See the analysis of bond issuances later in this chapter.)

Table 3

Total activity of State-guaranteed credit funds, as of November 22,2020

Fund track type Level of Total facility in Percentage of requests approved
. Approved so far e e
guarantee in the fund (NIS (NIS billlion) Utilization rate nt F nt F
(number of requests submitted) the fund billion) erms o erms ©
quantity amount
Fund for small  Regular track 15% 36 19.3 54% 58% 32%
X (97,123)
and mdeium Atrisk track
businesses '(2’5922“)“ 60% 4 1.7 43% 82% 48%
Fund for large businesses (73) 12% 6 1.4 23% 51% 48%
Total 46 22.4 49% 58.60% 33%
SOURCE: Based on reports to the Banking Supervision Department.
In the fund for small and medium businesses on .
i ) Figure 25
the ordinary track, the ratio between requests Industry Distribution of Submitted and Approved
submitted (in amount terms) and the balance Loan Requests from the Small and Medium
of bank debt is higher than 12 percent, but Business Fund, Compared with the Industry
l h hird of th . Distribution of Bank Credit to Businesses, 2020:Q3
ess than one-third of the requests (in amount (totals, percent)
terms) has been approved, accounting for 3.7 20
. . 175
percent of outstanding bank debt (Figure 25). 18 171
In the hospitality and food industry and in the 16 14.2
. . . 14
agriculture industry, the ratio between request 12 11.4
amounts submitted and approved and bank 10
debt to these industries is higher than in the rest 8
of the industries. This means that they obtained 6
. . . . 4
credit beyond their share of the distribution ) I IH I
of bank debt. This shows that the increase in 0
. . . . . ) >
credit in those industries was mainly intended .o\\} éé Q@ «Q <&
to deal with the worsening in activity and not S R4 @’t> »&Q’Q
. . . @‘z’(\ Qb \’b
for recycling debt. The same is true in the trade 2 S
. . 5O S
industry, but at lower rates. In contrast, in the 6@0 N
. . . S mSubmitted ®A d
construction and real estate industries, loans P ubmitte pprove
in the fund account fOI’ a lower share Of the SOURCE: Based on published financial statements and reports to the
Banking Supervision Department.

01n general, once the request is approved, an additional request cannot be submitted. However, if the business received
only part of the amount to which it was entitled (according to the terms of the fund), it can submit a request for a
complementary loan such that, as part of the fund, the business can obtain a loan from up to two financing institu-
tions. The request for a complementary loan can be submitted immediately upon receipt of the original loan. Likewise,
if the request is rejected, an additional request can be submitted to a different financing entity (including the fund for

businesses at increased risk).

31



Bank of Israel

industry’s total debt. This may be due to the fact that a main part of bank debt to these industries is to large
companies, so the comparison to the industry distribution of total debt is biased.

The Bank of Israel’s monetary loan program

With the aim of encouraging the supply of bank credit to small and micro businesses, the Bank of Israel
began in April to issue 3-year loans to the banking system at a fixed interest rate of 0.1 percent. As part of the
program, the Bank allocated NIS 19.6 billion until the end of December, 2020. Against these loans, the banks
reported the provision of credit to small and micro businesses totaling NIS 34 billion. The credit issued as
part of this program is not a replacement for credit from the State-backed loan funds (and it may be issued
in parallel). This is in order to encourage the supply of credit and to support the accommodative monetary
policy. However, since creditto smalland medium

businesses increased by only NIS 4 billion in the | Figure 26
first three quarters of 2020, our conclusion is | Real Sector Bond Issuances by Ratings Group,

that a maior part of this proeram and of credit First Three Quarters of 2020 Compared with
Jorp program a the 2016-2019 Quarterly Average (NIS million)
from the funds enabled the recycling of debt.

Toward the end of October 2020, the Monetary
Committee decided to launch a new component
of the program to make credit to small and micro
businesses easier, totaling up to NIS 10 billion. 8,000
This component will be operated until the end of
June 20201. As part of this component, the Bank
of Israel will provide the banking system with 4,000
4-year loans at a fixed interest rate of -0.1 percent.
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In addition, as part of the expansion of the set

of monetary tools, the Bank of Israel announced 2016 2017 2018 2019| @1 Q@2 Q3

in December 2020 that it would begin making Quarterly average 2020

repo transactions with nonbank credit providers mAA- and up # A+ to A-

under its supervision (credit card companies) or BBB+and below  mUnrated

undersu pervision oftheCa pita[ Market Authority The quarterly average is calculated by dividing total issuances in
. o . ’ each of the years 2016 to 2020 by 4.

subject to the provision of credit to small and SOURCE: Based on Tel Aviv Stock Exchange data.

micro businesses.>
Nonbank credit

Nonbank business credit totaled about NIS 493 billion in October 2020. This sum is divided into a number
of segments, the main ones (other than nonresidents) being corporate bonds and loans from institutional
investors. In the years prior to the crisis, another channel of nonbank credit providers began to develop,
which increased access to credit for small and medium businesses.

The credit provided by the institutional investors totaled about NIS 82 billion in October—a decline of
about 5 percent compared with the start of the year. In the months preceding the crisis, this channel of
credit, which is mainly provided to large businesses, increased by high rates—an average annual rate of
about 6 percent in the previous 2 years.

51 For more information, see https://www.boi.org.il/en/NewsAndPublications/PressReleases/Pages/13-12-20.aspx
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Corporate bonds>’ of the nonfinancial sector: In the first quarter of the year, there was an apparent decline
in bond issuances on the Stock Exchange relative to the quarterly average of previous years, a result of the
almost complete halt to such issuances in March with the start of the crisis. However, during April, there
was an increase back to the monthly average level of issuances, which continued in the following months
and was prominent in the second quarter of the year (Figure 26). In contrast, there was some slowdown in
issuances during the third quarter, despite the launch of the Bank of Israel’s corporate bond purchasing
program®:, with the total volume of issuances being lower than the quarterly average of the previous years.
Data from the beginning of the fourth quarter (October) indicate an increase, again, to the monthly average
of issuances (slightly more than NIS 3 billion).

In the two quarters following the outbreak of the crisis (the second and third quarters of the year), most
issuances (about 94 percent) were rated A- and above, which is higher than the average between 2015
and 2019 (about 84 percent). This is because the yield spreads of the high ratings groups returned to their
precrisis levels, while those of the lower ratings groups did not. The construction and real estate industry
(and particularly commercial real estate companies) were prominent in this, being responsible for about
two-thirds of issuances during the first nine months of the year. This is both a result of the high expectations
of redemptions in 2021, and due to the decline in activity, which led to some increase in corporate leverage
(see Box 2). The background for the maintenance of a relatively high average level of issuances in general
(about NIS 29 billion) during this period is the expectation of high redemptions (about NIS 34 billion) in the
nonfinancial sector in 2021, compared with NIS 31 billion in 2020 and NIS 29 billion in 2019.

Nonbank credit providers to small and medium businesses>*: In contrast with the rapid positive growth
that was typical of the precrisis years, there was a decline of more than one-fifth (about NIS 1.8 billion) in
the balance of credit provided by these institutions in the first three quarters of 2020. Figure 27 shows that
the main part of the decline during this period was in one publicly traded company (the largest of them, in
which the balance of credit declined by more than one-third relative to 2019—about NIS 1 billion), while
there was a decline of roughly NIS 500 million (about 20 percent) among the credit card companies. The
other publicly traded companies showed a decline of about 9 percent in their balance (a decline that was
mainly due to a company that held the second-largest credit portfolio). This result can be explained by the
parallel processes of a decline in demand for nonbank credit and the limitation of credit (“credit rationing”)
to relatively risky customers.>

The risk profiles of the borrowers in credit card companies and the largest publicly traded company are
similar,and are considered less risky than the borrowers from other nonbank credit providers. (Theindication
of this that we have is the interest rates that the companies charge.) Some of the less-risky borrowers may
have received a response as part of the State-backed credit funds and the Bank of Israel’s program, which

52 The analysis of bond issuances did not include structured, foreign, bank, insurance company, or government company
bonds.

53 The program launched at the beginning of July 2020, totaling about NIS 15 billion. Thus far, the Bank of Israel’s
intervention in the secondary market has totaled about NIS 2.5 billion. Its intervention in corporate bonds was
negligible compared with its intervention in government bonds. Therefore, the intervention in government bonds at
the beginning of the crisis contributed more to the decline in yields and the increase in issuances.

54 There are two main credit providers that provide the public with available information—credit card companies and
companies traded on the Stock Exchange that operate mainly in check discounting.

%5 The financing sources constraint for nonbank credit providers, in view of the short duration of their liabilities and the
difficulty in recycling them during the crisis, may also have caused a decline in the supply of credit that they provide,
at least at the outset of the crisis, when bond yields were high and reached double digits. (For an analysis of financing
sources, see the chapter on the resiliency of nonbank credit companies later in this Report.)
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encouraged the provision of credit to small and medium businesses under conditions that should be better
than those offered by the nonbank credit providers. More risk borrowers, or those whose risk increased due
to thecrisis, likely did not receive a response as part of those programs or from the credit card companies or
the larger publicly traded companies, due to credit rationing, and therefore approached the other nonbank
companies that typically serve more risky customers.

Figure 27
Balance of Credit from Nonbank Credit Providers (NIS billion) and

Their Share of Total Credit to the Business Sector, Yearly Data 2015—
2019 and 2020 Until Q3
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The number in parenthees is the number of companies in the group of companies. The data on
credit card companies relate to credit that is not backed by the banks.

SOURCE: Based on Central Bureau of Statistics.

The indicators of business sector activity and credit quality

In the first six months of the crisis, from March through August, about half of all businesses in Israel
experienced some adverse impact relative to the same period in the previous year (Figure 28). The impact
was stronger for smaller businesses and for those belonging to industries in which more stringent restrictions
were imposed.”®® Among the businesses that were adversely affected, about 10.7 percent of them suffered
significant declines in turnover (more than 50 percent) between March and August, and a further 4.2 percent
experienced increasing declines in activity. It is important to also mention businesses that suffered from a
sharp downward trend in activity only in July and August (about 10 percent of all businesses), even though
government restrictions during those months were minor and activity in Israel was high compared with the
previous months of the crisis.

%6 By way of illustration, during these six months, an average of 43 percent of businesses with a turnover of up to NIS
300,000 recorded a decline in turnover of more than 40 percent. About 32 percent of businesses with a turnover of NIS
300,000-NIS 20 million recorded such a decline, and only 18 percent of businesses with turnover of more than NIS 20
million recorded a decline of more than 40 percent. The prominent industries in this regard are art and entertainment,
hospitality and food, and transportation and storage.
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Focusing only on July and August shows that there Figure 28
was a significant decline (more than 50 percent) in Rate of Businesses that Suffered a Decline in
about 22 percent of businesses, including a decline (Transa)““’“ Turnover between March and August
. L. . percent
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about 12 percent of businesses.”” This amounts to .
. . 90 . .
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and a small share (09 percent) Of the deferred debt (published on November 18, 2020) relying on reports by businesses for
for WhiCh payment has resu med is Still in arrears three bimonthly periods: March—April, May—June, and July—August. The
: businesses were divided into 4 categories (strong decline, moderate
decline, stability, and strong increase) in each of the four periods,
The balance of deferred creditto the business sector according to the rate of change of transaction turnover reltaive to the
. o . same period last year. We compiled the categories presented in the
as of November 30,2020 is about NIS 14 billion. This figure accordingly, as follows: o
Signifiant decline relates to a strong decline in activity (more than 50
amount is about 3 percent of the total bank debt of percent) over the three periods. Increasing decline relates to a
. L moderate or strong decline in activity in March—April and May-June
the business sector, and it is clear that the smaller followed by a strong decline (more than 50 percent) in July-August.
Prolonged decline relates to a moderate or strong decline in activity in
the business is. the greater the share of deferred March—April and May-June followed by a moderate decline in July-
’ August. Worsening decline relates to a strong decline in activity (more
credit is and the [onger the deferral is. These than 50 percent) in July-August or two consecutive periods of decline in
activity following a period of stability/growth. Decline in activity refers
two aspects are pa rticula r[y prominent among to businesses that experienced a moderate or strong decline that was
not consecutive or in a clear trend. Improving trend refers to
microbusinesses (F|gu re 29 and F|gu re 45 in Section stability/growth in turnover following one or two periods of decline in
L. . activity. Stability/growth refers to a small decline in turnover (up to 15
3.1). It is important to clarify that the deferrals are percent) or growth in turnover.
. . , . SOURCE: Based on Israel Tax Authority.
not fully reflected in the banking system’s credit

5T This means that in about 10 percent of surveyed businesses, the decline in activity was greater than 50 percent but less
than 80 percent, and in 12 percent of businesses, the decline was greater than 80 percent. Combined, this amounts to
22 percent of all businesses.

%8 Thisanalysisis based on an Israel Tax Authority survey for July and August. Among 635,000 authorized businesses, about
541,000 submitted reports for those months. The survey and the analysis were based on about 447,000 businesses
(regarding which the data are comparable).

9 According to Israel Tax Authority data, there were only about 14,000 businesses that closed between January and Sep-
tember, a decline of 33 percent compared with the same period in 2019. Together with the aforementioned 65,000 busi-
nesses the total is about 80,000 businesses, compared with an average of about 43,000 business that close each year.

0 On May 7, 2020, the Banking Supervision Department announced a comprehensive outline for the deferral of loan
repayments for a six-month period in order to assist bank customers in dealing with the ramifications of the COVID-19
crisis, and the banking system adopted the outline. The final date for submitting a request to defer loan repayments
was December 31, 2020.

6L A business is defined as a microbusinesses if its operating turnover is less than NIS 10 million.
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quality indices. (By way of illustration: Figure 29
the weight of deferred creditin small | Debt Deferred More than 6 Months as a Share of Total
and micro businesses is about 5 Deferred Debt, by Business Size, as of November 30, 2020
percent of outstanding credit, while (pe;(c)em)
the loan loss provision as a share of
outstanding credit for this segment 50
in the first three quarters of 2020 was
just 1 percent). 40
%
Returned checks®’ data also show 20 /
an increase in risk and a decline %
in activity in the business sector, 20 /
particularly among small businesses. /
During the first seven months of 10 /
the crisis, the number of checks //
presented for payment declined by 0 _ _ %
X Micro Small Medium Large Total

about 25 percent compared with a businesses businesses businesses businesses  Business

. PR debt
perlod of the same duration in 2019’ * Divided into supervisory activity segments.
evidence of a decline in activity.63 SOURCE: Based on reports to the Banking Supervision Department.

Returned checks accounted for 3.54

percent of checks presented for

payment between mid-March and mid-October 2020, compared with 2.63 percent in the whole of 2019. At
the beginning of the crisis, with the Banking Supervision Department’s announcement at the end of March
that the commercial banks and the Postal Bank would suspend restrictions on customers and on their
bank accounts due to checks that were returned due to insufficient funds, the rate was high (more than 5
percent on average). But later on, the Banking Supervision Department published clarifications regarding
the sanctions and the economic price of not covering checks. When the first lockdown ended, the number
of returned checks declined, and stabilized at a rate only slightly higher than the rate in 2019 (an average of
about 3 percent between May and October).

An examination of the reason for returned checks compared with the same number of months in 2019
shows that more than twice as many checks were cancelled (Table 4), which may indicate both a decline in
business activity (for instance, the cancellation of checks to suppliers due to an expected decline in demand
for goods) and a concern on the part of individuals and businesses of noncoverage of checks. There was a
prominent increase in checks that were returned due to insufficient cover by small and large businesses,
and a decline among individuals and sole proprietors, which indicates an increased risk among businesses.

Credit quality indices: The decline in business activity and the increase in vulnerability led to a certain
increase in the likelihood of credit failures, as shown by the credit quality indices. In all activity segments,
loan loss provisions increased compared with the same period in the previous year® (Figure 30). The rate
of impaired debts and the rate of loan loss provisions were highest among small businesses, but the gap

62 This analysis appears in the section on credit to the business sector because most checks—even those written by
individuals—are payable to businesses. Out of all checks presented to the banks for payment, there are those that are
returned to their writers, due to cancellation by the check writer, insufficient cover, improprieties on the check, and
other reasons.

83 However, some of the decline may be due to an increase in the use of cash and the shadow economy.

% In this section, quarterly data from previous years are analyzed, as opposed to the analysis presented in the section on
the banking system.
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Table 4
Number of returned checks (thousand), by reason for return
Cancelled checks Checks without cover

Individual and Small Large Total Individual and Small Large

. . . . Total
self-employed  businesses businesses self-employed ~ businesses businesses o

7-month relative portion of
2019°

March-October 2020 173 48 89 310 394 43 74 511

96 17 32 145 428 28 52 508

Rate of increase compared
with the relative portion of 81% 187% 175% 114% -8% 55% 42% 1%
2019

* Assuming that returned checks are distributed uniformly across the entire year.
SOURCE: Reports to the Banking Supervision Department.

relative to the other business segments was small

even though the small business segment recorded Figure 30

Credit Quality Indices, by Business Size*,
many more deferrals and the rate of credit in Third Quarter Data, 2018-2020 (percent)
respect of which payments were deferred as a share

of the credit portfolio was higher than in the other 2.0
business segments. The decline in the credit quality
indices among large businesses can be attributed to
an increase in the risk of the mining and quarrying 1.0

1.5

industry. 05

It should further be noted that among nonbank
credit providers as well, the loan loss provision
rate doubled, and it is similar to the rate among 05
banks in respect of the small and micro business
segment. This is even though the borrowers from
nonbank credit providers are considered more
risky (as seen by the difference in interest rates®).
These companies may have deferred payments to
businesses that encountered difficulties, such that Small and micro Medium Large

the deferrals were partly reflected in the credit businesses businesses businesses
quality indices.

Rate of impaired debt
Loan loss provisions
Rate of impaired debt
Loan loss provisions
Rate of impaired debt
Loan loss provisions

=30/09/2018  =30/09/2019  m30/09/2020
An examination by industry shows that all of the
business sector credit quality indices in the banking * Divided into supervisory activity segments.

system, in almost all industries, declined in the first | to Bumking euaonior Dosariment - - ors andrepors to
three quarters of 2020 relative to the same period
in the previous year (Table 5). The most prominent
industry in this regard is mining and quarrying. It should be noted that in respect of most industries, the
loan loss allowance is a group allowance. A possible explanation for this is that for the banks, the realization
of risks of specific borrowers remains unclear, partly in view of the leniencies provided for businesses
regarding the deferral of loan repayments. This can also be seen by examining the rate of write-offs (which,

at this stage, has not increased excessively), and by analyzing the various credit quality indices. Thus, in

65 Estimated as a two-digit number among nonbank credit companies and an average lower than 4 percent among the
banks.
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certain industries, the loan loss allowance increased,
while there was no similar increase in problematic or
impaired debt. (In this regard, the construction and
real estate industry and the manufacturing industry
are prominent. Together they account for about 44
percent of business credit from banks.)

Industries in which there was a particular worsening
of all credit quality indices include the trade,
transportation and storage, and hospitality and food
industries, which were heavily impacted during the
crisis. The industry with the most significant share of
total bank credit to the business sector is the trade
industry (about 17 percent). Figure 31 shows that the
impact to real activity is reflected in credit losses in the
banking system (a high negative correlation of -0.8),
but since most of the provision is, as stated, a group
provision, it cannot be attributed to the realization
of risks, and obviously not to the suitability of the
provision.

Indicators of the resilience of public companies

An industry analysis®® shows that the construction and
development industry and the tourism and airlines
industry are the most prominent industries in which
profitability and repayment capacity declined. In
contrast, neither the profitability nor the repayment
capacity declined in companies in the trade industry
(including the clothing and footwear industry), despite
the restrictions imposed on the industry. In most
companies, the aggregate leverage and liquidity were
notimpacted, and in some of them they evenimproved.
The exception is the tourism and airline companies,
which were the strongest hit by the crisis.

Box 4 of the Financial Stability Report for the first half
of 2020°" provided a forecast of the financial strength
and liquidity of nonfinancial companies traded on the
Tel Aviv Stock Market for 2020. That forecast has a high
and positive correlation (correlation coefficient of 0.54)
with the results of the first half of the year (Figure 32).

Bank of Israel

Figure 31
Loan Loss Provisions Relative to the Adverse
Impact to Industries (percent)
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SOURCE: Based on Israel Tax Authority and reports to the Banking
Supervision Department.

Figure 32

Profitability Estimated as Part of the Model
Analyzing Public Companies' Resilience
Relative to their Profitability (actual N=280)
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Actual profitability rate

This figure shows the correlation bewteen the results of
nonfinancial public corporations in the first half of the year and their
results of the model that estimated their robustness (Box 4,
Financial Stability Report for the first half of 2020), under a
scenario without an increase in financing expenses (since bond
spreads returned to their precrisis levels) and without the
government imposing additional restrictions (since the actual
results reflect only the results of the first lockdown). The horizontal
axis relates to the companies' ROE (net profit relative to equity to
the start of 2020) normalized to the year. The vertical axis relates
to the rate of impact to capital in 2020 as measured by the
scenario.

SOURCE: Based on published financial statements.

% |n this analysis, we omitted the commercial real estate industry, which is analyzed separately in Box 2, and the financial
services industry, because we analyzed the nonbank credit companies separately in the section dealing with resilience.

67 See https://www.boi.org.il/en/NewsAndPublications/PressReleases/Pages/11-8-20.aspx
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This means that the actual company results are in line with the results we obtained from the analysis in the
box (from an industry standpoint as well®), and they therefore allow us to relay on the same forecast in
assessing the resilience of the publicly traded companies under various scenarios. It should be noted that
in the more pessimistic scenario presented in the box, we saw that 70 percent of the companies are not
expected to encounter difficulties in capital or liquidity distress. Against that, 8 percent of the companies,
holding 3 percent of the total financial debt of the companies analyzed in the box, can be expected to suffer
a significant impact to capital and liquidity.

2.3.2 Credit to the household segment

From the start of the COVID-19 crisis in Israel in March until October, credit to the household segment
increased by 1.95 percent. Housing credit increased by 5.4 percent, while nonhousing credit declined by 4.8
percent (Figures 33 and 34). The number and volume of new mortgages from the banks increased sharply
in March, out of concern of an increase in interest rates due to the crisis. The interest rate did increase on
all tracks (Figure 35). Bringing new mortgage-taking forward and the decline in the number of housing
transactions between March and May led to a temporary decline in new mortgage-taking, but already in
June, with the marked decline in morbidity and the return of home buyers to the market, the volume of
new mortgages taken from the banks exceeded NIS 6 billion. The interest rates on mortgages resumed
their decline, in accordance with the decline in yields on bank bonds and thanks to the lowering of the
Bank of Israel interest rate. On the unindexed tracks, rates even fell lower than the rates that prevailed prior
to the crisis. Nonhousing credit declined among all types of lenders—banks, credit card companies, and
institutional lenders.

Housing credit
Figure 33 Figure 34
Housing Credit by Source, 2017—October 2020 Nonhousing Credit by Source, 2017-October
(monthly data, NIS billion) 2020 (monthly data, NIS billion)
18 450 25 180
16 400 160
20 140
14 350 120
12 300 15 100
10 250 10 80
8 200 60
6 150 5 40
4 100 0 (2)0
2 >0 bbb ee2220QQ
0 0 SSIIJIISJIISSILLLERE
~eErono200202289838 tEscecisceciEsczase
OO0 0O O0O0O0O0O0O0O00O0 0 OO0 o O OO v~ O O O «~ O OO «~O o o
S§SssSSesgsgRsgeses From credit card companies not under banks'
O O O v O O O «vwO OO T«“WOoO OoO o responsib.”ity .
From gov't sources (targeted for housing) == From gov't sources (targeted nonhousing)
= From institutional investors (mortgage portfolios) e From institutional investors
== From banks (right scale)
From banks (right scale)
SOURCE: Based on Reports by the financial institutions and businesses SOURCE: Based on Reports by the financial institutions and
to the Bank of Israel, financial statements, and the Tel Aviv Stock businesses to the Bank of Israel, financial statements, and the Tel
Exchange. Aviv Stock Exchange.

%8 | ooking at industries, the model showed that companies from the construction and real estate industries can expect
liquidity difficulties but no significant impact to capital. In contrast, companies in the tourism and airline industry can
expect capital and liquidity difficulties. This finding is in line with the actual results described above.
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The decline in morbidity, and the opening of the Figure 35

economy that began in May, generated optimism  Interest on New Mortgages Issued During the
even though the number of unemployed and Month, by Indexation Type and Interest Type,
work absentees remained high. The rapid 2017-November 2020 (monthly data, percent)
awakening of the housing market following
the first lockdown may hint that buyers took

advantage of the opportunities created during

the crisis, but the stability of the Index of Home W
Prices throughout the period since the start of T————————

the crisis (despite monthly volatility) weakens
this hypothesis. Another explanation is that the

oMWW ARMMN
ovmouwowmowmowmo

potential home buyers are people who were not NN ®O0®R2222998 S
impacted during the first lockdown. The crisis’s S S U O N A A O A S O N N AR
S . : 8S883c-c8883c-888c-c8838 ¢
effect on the various industries was not uniform,
. = |ndexed variable rate
and weaker employees, who are concentrated in —Indexed fixed rate
industries with relatively low wages, absorbed —Unindexed variable rate

. . . . Unindexed fixed rate
most of the impact, while the financial state of

stronger employees did not deteriorate. This is

apparently what explains the high demand for

dwellings and for mortgages. An examination of new mortgage volumes by the prices of the dwellings for
which they were taken supports this. While the mix did not significantly change, there was an increase in the
rate of properties valued at more than NIS 2 million, and a decline in the rate of assets priced at less than NIS
2 million, between March and November 2020 relative to the pre-crisis period.®®

SOURCE: Reports to the Banking Supervision Department.

The total volume of new mortgages taken out between March and November, 2020, was about 14.6 percent
higher than in the same period of the previous year, compared with an increase of just 2.8 percent in the
number of mortgage transactions. This indicates some of the increase in the total volume of new mortgages
since the start of the crisis is explained by an increase in the average mortgage size. This is partly due to the
increase in mortgages with an LTV rate between 60 and 75 percent as a share of total mortgages during those
months. The increase in new mortgage volume took place in view of the marked decline in the number of
transactions in the housing market (a decline of about 7.4 percent between January and October compared
with the same months in the previous year). Some of the conflict is explained by the fact that about 35
percent of the additional mortgage volume was due to mortgages intended to finance the purchase of
dwellings as part of the Buyer’s Price program. While home buyers in the program (similar to other buyers
of homes currently under construction) can pay the developers according to progress in construction, and
even among housing upgraders, and particularly upgraders in waiting (those who have not yet sold their
existing home), itis common to defer payments, many may have recently brought forward their mortgage-
taking after interest rates declined and stabilized at low levels.

Examining new mortgage volumes by purpose—purchase of an investment dwelling, purchase as part
of the Buyer’s Price program, mortgage refinancing from another bank, and other—a uniform trend can
be identified: overshooting in March, reflected in a sharp increase in the volume of mortgages issued in

89 Restrictions on movementin the public space and the transition to working from home apparently increased demand for
dwellings that are larger, more spacious, and have special characteristics (such as garden apartments). It is reasonable
to assume that the proportion of more expensive dwellings will also increase because, as stated, the purchasing power
of stronger workers was impacted much less than that of workers with lower wages.
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that month, and a sharp decline in April and Figure 36

May (Figure 36). Between March and November, New Mortgages Taken Out, by Purpose, 2014—
the total volume of new mortgages increased | November 2020 (monthly data, NIS billion)

by about 13.2 percent compared with the same

period in the previous year. This growth was 1.60 7
due to an increase of about 33 percent in new 1.40 6
mortgage-taking as part of the Buyer’s Price 1.20

program (an expected phenomenon as the
program advanced toward fruition), an increase
of 7 percent in other mortgages, and an increase
of about 108 percent in mortgage refinancing
from different banks™® (apparently due to the 0.40
decline in interest rates following the decline in 0.20
the Bank of Israel rate and its effect on the cost of
raising long-term financing sources), combined
with the 2.7 percent decline in new mortgage-
taking for investment dwellings.

1.00
0.80
0.60

- |nvestment dwellings

== Buyer's Price

- Refinancing from another bank
Other mortgages (right scale)

the second lockdown, which began in mid- SOURCE: Based on Rrports to the Banking Supervision

Housing market transaction data show that

Department.

September, did not have a similar effect to that
of the first lockdown. The number of dwellings sold in September 2020 was similar to that of September
2019. It is likely that optimism following the success of the vaccinations may lead to a rapid recovery of the
economy, anincreaseinthe number of housing transactions, and continued expansion of housing credit. The
sale of dwellings that were auctioned as part of the Buyer’s Price program will continue as building permits
are issued. Even though the program has officially ended, there is a considerable accumulation of projects
that were marketed in previous years and will continue to be built and sold. The purchase rights of those
who won lotteries on dwellings and have lost their ability to finance the purchase will move to households
that were registered for the lotteries but did not win. The demand for lower-cost dwellings increased as
a result of the end of the program and uncertainty regarding the feasibility of alternative programs in the
absence of a budget to finance the land.™ In addition, in recent months, many homes were sold out of the
stock of homes available for sale without lotteries for those eligible under the program. Apparently, most
of the buyers of these homes were housing upgraders.” The reduction of the tax rate on the purchase of
an investment dwelling, the low interest rate environment, and the expectation of continued demand for
housing services on the part of households impacted by the COVID-19 crisis may lead to an upward push in
demand for investment dwellings, and therefore for housing credit.

0 The volume of mortgage refinancing at the same bank (which is not included in new mortgage-taking) between June
and November 2020 was only about 43 percent higher than during the same period in the previous year. The preference
for refinancing mortgages from a different bank is probably due to the activity of the Credit Data Register, the aim of
which is to improve access to credit and lower its cost by sharing information between credit providers.

"L For instance, in mid-August, about 17,000 households registered for a follow-on lottery for 790 dwellings since there
was no demand for them in previous lotteries.

" These are dwellings whose developers had difficulty selling them to the winners of the lotteries due to their location in
the periphery or due to their high prices as large or special dwellings. This stock declined to 1,404 in May 2020, and to
601 as of December 24, 2020 (a decline of 803 dwellings). At the same time, the number of housing upgraders defined
as winners of a lower cost dwelling increased from about 2,200 to 2,749 (an increase of 549 dwellings).
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Nonhousing credit

Contrary to housing credit, the balance of nonhousing credit from all types of lenders, with the exception of
institutional lenders, declined since the start of the crisis (Figure 36). This is apparently due to the decline in
demand for consumer credit. The crisis’s impact on employment and on the wages of many self-employed
and of salaried employees forced them to lower their current expenses and to put off large purchases.
The “closed skies” led many to forego vacations abroad, and the prohibition against operating event halls
and the restriction on the number of participants in public events led to a deferral or cancellation of large
family gatherings. In the first half of the year, private consumption declined by 22.5 percent in annual terms
compared with the first half of 2019. The decline in the balance of nonhousing credit was not due to it
becoming more expensive. While the interest rates at banks and credit card companies did increase at the
beginning of the crisis, they declined thereafter and stabilized at a level that was lower than what it had
been during the precrisis period, as did the spread from credit activity relative to the average balance of
bank credit. Unlike credit from the banks and the credit card companies, credit from nonbank institutions
declined in tandem with the increase in interest rates compared with the precrisis period. The increase in
interest rates at nonbank institutions may have been due to their increased financing costs.

The argument that the decline in the balance of Figure 37

nonhousing credit was motivated by the decline All-Purpose Loans Secured by a Residential

in total demand for consumer credit is also Property: Total New Loans, Number of Loans,
supported by the fact that there was no increasein | 2nd Average Loan Size, 2014-November 2020

. . . (monthly data)
the relatively inexpensive loans, such as loans from 600 3,000

institutional lenders (advanced training funds,

pension funds, provident funds, and insurance 500 2,500
companies). There was an increase in another type 400 2.000
of relatively inexpensive loans—all-purpose loans

300 1,500

backed by a dwelling—since the start of the crisis,
particularly since June (Figure 37). In mid-March, 200 1,000
the Banking Supervision Department permitted
the public take out such loans with an LTV rate of
up to 70 percent (on condition that the loans would - -
not be used to purchase an investment dwelling), (19"‘)‘ (19'\6 (,9"6 ,19'3 (19"% ,19'9 (19‘19
instead of the 50 percent restriction that was in
place prior to the crisis. As a result, the rate of
loans with a relatively high LTV rate increased, but
this did not have a marked effect on the average
size of the loan, which remained similar to what it
was before the crisis.

100 500

Total new loans (NIS million)

Average amount (NIS thousand)

Number of loans (right scale)

SOURCE: Based on reports to the Banking Supervision Department.

The total volume of new loans increased due to the increase in the number of loans, but the amounts are
relatively small. The average monthly volume of new loans between March and November is just NIS 126
million higher than it was during the same period in the previous year. These loans therefore make a small
contribution to total credit, which is not comparable to the sharp decline in total nonhousing bank credit. In
addition, we cannot rule out the possibility that some of the mortgages for which payments were deferred
were used as a low-interest alternatively to consumer loans. Therefore, the freeze was not necessarily due
to an inability of households to continue servicing their housing debt, but we cannot assess the dimensions
of this phenomenon. The only data that can help is that for more than half of mortgages for which payments
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were deferred, the borrowers resumed normal monthly payments even though the crisis is still ongoing.

It is reasonable to assume that the decline in households’ income will cause them to avoid taking out new
credit and using previous savings—liquid funds in advanced training funds, provident funds, deposits, and
so forth. In order to make it easier for the public, the Ministry of Finance even permitted the withdrawals of
illiquid funds from the advanced training funds without paying capital gains taxes, but limited the withdrawal
amount to NIS 7,500 for six months. Figure 38 shows that at the beginning of the crisis, withdrawal amounts
from the advanced training funds and the provident and severance funds jumped, but that in the following
months they declined sharply and then stabilized at the levels that were prevalent prior to the crisis. The
withdrawals at the beginning of the crisis may have been mainly due to the public’s concerns over losses
due to stock market declines.

The average monthly withdrawal amounts in the two savings channels in 2020 are similar to the monthly
average in 2019. This finding is not surprising, since these savings instruments are typical of households
that belong to the high income deciles, meaning employees who were not adversely affected by the crisis or
were affected only slightly, and therefore did not need to find additional sources of income. The only savings
channel in which there were net withdrawals since the start of the crisis and that have still not recovered is
mutual funds. However, this is apparently a result of the increased risk in the capital market. These funds
may also have flowed to the housing market or to current account balances and deposits at the banks,
as the increases in these channels indicate. All of these data support the assessment that the decline in
nonhousing credit is led by the decline in demand.

A joint survey by the Bank of Israel and the )
kdale Institute™ showed that about half of | wgre 33
Brookdale Institute™ showe at about hafl o Withdrawals from Advanced Training Funds
respondents changed their financial behavior. and Provident and Severance Funds, 2016—
One-third of respondents reduced their deposits October 2020 (monthly data, NIS million)
to savings, and one-fifth of respondents withdrew
. . . 2,500
money from their savings (at higher rates among
those dismissed or placed on unpaid leave, but 9000
also among the rest of the population). About ’
one-tenth of respondents took out a loan from 1,500
a financial entity, and a similar rate went into
overdraft. Fourteen percent of respondents 1,000
received monetary assistance from family
members or friends. One-quarter of those who 500
borrowed from a financial entity also required
assistance from family members or friends.
2o Q 2 2 X
I S S S S N
Most employees who were dismissed or put on v v v v V
unpaid leave are apparently less in need of credit Advanced training funds
. . Provident and severance funds
to finance their current expenses because they
. . . SOURCE: Based on reports from the institutional investors.
are receiving unemployment benefits, which

are promised until June 2021.7 This is in view of

73 S. Laufer, M. Haran Rozen, and S. Somekh (2021). “Israeli Households’” Use of Financial Resources and Government As-
sistance During the COVID-19 Crisis”, Myers-JDC-Brookdale Institute (forthcoming).

™ In contrast to what is normally practiced—a gradual cut as the unemployment period continues—the government
decided to cancel this cut.
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the reduced expenses, including in the areas of education, culture and leisure, tourism and recreation,
restaurants, and so forth. The self-employed and business owners are supported by grants (even though
the compensation given to them for the for their loss of income is only partial), and can obtain loans from
the assistance funds for small and medium businesses backed by the State at easy interest rates. However,
some population groups may be required to pay high interest on the credit, and it may be that some of
those requesting credit are not receiving it. As a result, the Ministry of Finance recently issued a tender to
banks to establish a dedicated fund for the provision of loans to those “excluded from credit” (individuals
with low credit ratings due to past debts).

The risks in household credit

An examination of the risk indices in new .
Figure 39

mortgages shows that most of the risk indices
(averages) did not increase, except for the
estimated average mortgage size, which jumped

Distribution of Total New Mortgages Issued
During the Month, by LTV, 2015-November
2020 (monthly data, percent)

from about NIS 700,000 at the end of 2019 to about
NIS 800,000 in mid-2020. This was apparently due
to the increase in the share of mortgages intended
to finance the purchase of a first dwelling. A look
at the distribution (rather than the averages)
shows a worsening over time in other risk indices
as well. The rate of mortgages with an LTV rate of
between 60 and 75 percent increased consistently
from about one-quarter of all mortgages at the
end of 2016 and the beginning of 2017 to about
40 percent in 2020, at the expense of the rate of
mortgages with an LTV rate of less than 60 percent
(Figure 39), which declined. This is also a result of
the increase in first-time home buyers as a share

45
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of mortgage borrowers. The distribution of the PTI
rate also shows a marked increase in the rate of
households with mortgages that have a PTl rate of
between 30 and 40 percent of their income. This
rate increased following the start of the crisis,
following a decline in 2019 (Figure 40), and its
increase in recent months reflects a decline in

SOURCE: Bank of Israel data.

household income due to the crisis.

With new mortgages, the situation has, apparently, returned to routine, but the volume of mortgages in
respect of which payment was deferred remains high. At the peak of the crisis in April and May, the volume
of housing debt under deferral reached about one-quarter of all housing debt, but thereafter, payments
began to thaw, and in July, the rate of outstanding housing debt under deferral (“grace”) declined to about
11.5 percent (compared with 3.4 percent before the crisis). The start of the second wave led to a renewal of
deferrals, but at a lower volume, and in November, the rate of mortgages under deferral was 13.3 percent.
According to data revised to the end of November, payments were renewed in about 56 percent of housing
loans under deferral and in about 52 percent of nonhousing loans under deferral. The balance of housing

44



credit under deferral due to the crisis is about
10.8 percent, while for nonhousing credit the
balance under deferral is about 4.1 percent. Due
to the second lockdown, the Banking Supervision
Department announced a continuation of the
deferral outline. The period in which a request for
deferral could be made was extended to the end of
2020, and the deferral period for new requests is
half a year. Anyone who froze payments at the start
of the crisis could continue the deferral period until
the end of the year (up to nine months in total).”™

Debt deferral arrangements prevented many
customers from falling into arrears on their
payments, and prevents the banks from classifying
such loans as problematic debt or debt in arrears.
However, at the beginning of the crisis, the banks
markedly increased their loan loss provisions due
to theincrease in therisk level in the economy and
due to expectations of the realization of losses
following the end of the deferral period. Figure
41 shows a sharp increase in loan loss provisions
relative to the balance of credit, both housing and
nonhousing, already in the first quarter of the year,
an even sharper increase in the second quarter
relative to the same periods in previous years, and
moderation in the third quarter.™

There was a similar phenomenon in the behavior
of the credit card companies regarding loans to
households and their credit card debts (Figure 42).
However, as opposed to the banks, the intensity
of the response of these companies was strong in
the first quarter and more moderate thereafter,
particularly regarding credit loss allowances for
loans. The credit card companies were not subject
to the Banking Supervision Department’s loan
repayment deferral arrangement, and adopted
a similar outline only in mid-October regarding
consumer loans of up to NIS 100,000 that were not
in arrears. These loan payments could be deferred
foraperiod of three monthswithoutthe company’s
discretion, and foranotherthree months with their
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Figure 40

Distribution of Total New Mortgages Issued
During the Month, by PTI, 2015-November
2020 (monthly data, percent)
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SOURCE: Bank of Israel data.

Figure 41

Loan Loss Provisions Relative to Qutstanding

Balance-Sheet Housing and Nonhousing

Credit, Total Banking System, 2017-2020:Q3

(end of period, quarterly data, percent)
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> For housing loans, the banks are required to freeze both the principal and the interest payments. For nonhousing loans,
freezing the principal is not at the bank’s discretion, but freezing interest payments is voluntary.

8 This section analyzes quarterly data for various years, as opposed to the analysis in the section on the banking system.
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Figure 42 Figure 43
Loan Loss Provisions Relative to Outstanding Loans 30-90 Days in Arrears as a Share of
Balance-Sheet Credit, Credit Card Companies, Nonimpaired Loans (not backed by the banks),
2017-2020:Q3 (end of period, quarterly data, Credit Card Companies, 2014-2020:Q3
percent) (quarterly data, percent)
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agreement, as far as the principal was concerned. Regarding the deferral of interest payments, the company
was given discretion in the first three months as well. Since the credit card companies had not deferred
payments thus far, the data on the rate of debt in arrears can show the extent of borrowers’ difficulties in
repaying their loans. As Figure 43 shows, the rate of debts in arrears on consumer loan repayments in the
first half of 2020 was similar to the average between 2017 and 2019. In contrast, credit card payments show
some increase in arrears since the beginning of the crisis. Later in the year, the rate of arrears declined,
which apparently explains the decline in loan loss allowances.

H1:2020 H2:2020

The banks, insurance companies, and nonbank credit
companies

The COVID-19 crisis led to the realization of some credit risks among financial system participants, and the
loan loss provisions at the banks and nonbank credit companies also increased relative to the same period
in the previous year. (For more information see Sections 3.1 and 3.3 respectively.) The ability of financial
system participants to absorb this increase in credit losses and maintain their stability is derived from their
capital adequacy ratios. The Common Equity Tier 1 capital ratio of the entire banking system recovered
partially in the third quarter, to 11.02 percent, compared with 10.6 percent in March and 11.2 percent at the
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end of 2019. All of the banks in the system held capital levels that were higher than the original regulatory
capital requirements, despite the reduction in capital requirements at the beginning of the crisis. (For more
information, see the section on capital adequacy and leverage.) Among the insurance companies, the
media repayment capacity was 103 percent at the end of 2019. An analysis of bond spread data shows that
according to assessments by investors in the market, the prudential risk of the insurance companies did not
increase due to the crisis. Among the nonbank credit companies, the aggregate leverage is 0.65—lower than
it was prior to the crisis, when it was 0.8.""

3.1 The banking system

This section outlines the resilience of the Israeli banking system on the basis of financial statement results
for the first nine months of 2020.

The intensity of the crisis has thus far been reflected in a number of different channels. These include a
relatively sharp decline in the prices of bank shares, which reflects the public’s expectations of the banks’
profits in view of the crisis—although the spreads on bank bonds, which serve as an indicator of risks
that the market attributes to the banking system, remained low throughout the period relative to other
industries (see the section on the prices of financial assets), such that bond spreads in December were
close to the precrisis levels. Furthermore, in view of the volatility in the markets at the outset of the crisis,
unprecedented volumes of money were diverted from the capital market to savings in the banking system
(see the section on balance-sheet activity)—another indicator of the public’s trust of stability in the banking
system.

The Israeli banking system was in a good opening position at the start of the crisis, as characterized by
adequate capital and liquidity ratios and a high-quality and diversified credit portfolio. These conditions
made it possible for the Bank of Israel to adopt many important measures to try and minimize the impact
to the public, assist Israeli banks through various regulatory tools, continue supporting economic activity,
expand the supply of bank credit to households and businesses, and minimize as far as possible the impact
to customers of the banking system. (For more information on the measures adopted in the first months
of the crisis, see Box 3.1 in the Annual Review of Israel’s Banking System for 2019. For more information
on Banking Supervision Department measures later in the crisis, see Box 1 in the Banking Supervision
Department’s Semi-Annual Review for 2020.)

At this stage, the macroeconomic situation’s impact on the banks’ balance sheets and financial statements
is reflected in two main channels. The banks markedly increased their loan loss allowances (mainly group
allowances), which reflects expected credit losses in the future; and the loan repayment deferral outline is
having an effect on the structure of bank assets and on their cash flow.

Looking to the future, there is tremendous uncertainty regarding the effect of the spread of the virus on the
economy, which depends on how the virus is handled. There are many potential scenarios, which differ in
terms of the intensity and duration of the restraints on the economy. In order prepare the banking system
for eventualities, the Banking Supervision Department has in recent months examined the effects of a stress
scenario on the system. The test was based on a uniform scenario that included a worsening of morbidity
in Israel together with a tightening of restrictions on economic activity. The results of the test show that as

" The capital adequacy ratios in the various groups are calculated according to various directives: at the banks accord-
ing to Basel 3 provisions; at the insurance companies according to Solvency provisions; and at the nonbank credit
companies as the ratio between total liabilities and total assets as per the financial statements prepared according to
Generally Accepted Accounting Principles.
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the crisis intensifies, the banking system is expected to absorb significant losses, mainly in respect of the
consumer credit and business credit portfolios, but these losses are not expected to harm the system’s
ability to continue supporting economic activity during and after the crisis. These results illustrate the
strength and stability of the Israeli banking system in general, and of each of the banks in the system on its
own. (For more information, see Box 2 of the Banking Supervision Department’s Semi-Annual Report for
2020, and Box 5 of the Financial Stability Report for the first half of 2020.)

Business results

The net profit of the five large banking groups declined significantly in the first nine months of 2020
relative to the same period in the previous year (about 61 percent) to about NIS 4,708 million, due
to the effects of the COVID-19 crisis. Return on equity was about 5.5 percent (in annual terms’é)—the
lowest figure since 2008—compared with about 9.6 percent in the same period of the previous year
and about 7.8 percent for 2019 as a whole. A main component of the impact to net profit during the
reviewed period was the significant increase in loan loss provisions (about 466 percent relative to the same
period in the previous year). Likewise, net interest income declined by about 3 percent, and noninterest
financing income declined by about 4 percent, while income from fees remained unchanged. The impact
to net profit was slightly offset by a decline of about 5 percent in operating expenses as a result of a decline
in wage and associated expenses (about 11 percent), partly due to the reduction in grants in view of the
decline in monetary expenses in the system.

Operating efficiency

During the first three quarters of 2020, a trend of improvement developed in the banking system’s efficiency
indices. The operating efficiency ratio™ declined slightly during the period (58 percent) compared with
the same period in the previous year (59 percent), and the output unit cost (1.61 percent) declined by a
relatively significant amount compared to the same period in the previous year (1.82 percent), both due to a
decline in the total operating and other expenses and due to an increase in average total assets. The partial
improvement in the efficiency ratio was achieved as a result of the decline in operating costs.

Credit risk

During the first three quarters of 2020, the balance of credit from the five banking groups increased by 3.6
percent (in annual terms). Housing credit (an increase of 8.9 percent) remained the main source of growth
in the credit portfolio, while consumer credit declined by about 9.4 percent during the year, and the growth
rate of the business credit portfolio slowed (to about 2.9 percent in annual terms). The COVID-19 crisis,
which impacted economic activity and both household and business income, led to a worsening of the
credit quality indices. This is partly reflected in the rate of credit in respect of which payments were deferred
(about 7 percent of the total credit portfolio)—a main risk focus in the bank credit portfolio. (For more
information on commercial credit and consumer credit, see the sections on credit to the business sector
and credit to households, respectively.)

Loan loss allowances

The worsening of the macroeconomic situation and of the state of households and businesses led to a sharp
increase in loan loss provision rate during the first half of the year (to 1.07 percent of the balance of credit),
while the rate in the third quarter of 2020 was about 0.89 percent—lower than in the first half of the year but

8 All rates of change in this section are in annual terms.
™ The ratio between total operating and other expenses and total net interest and noninterest income (cost-to-income).
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still higher than during the two years prior to the crisis (an average of 0.25 percent). In the first three quarters
of the year, the five banking groups made loan loss allowances of about NIS 7.2 billion, about 86 percent of
which were in the group allowance in view of the uncertainty in the economy and the impact to borrowers’
repayment capacity. The worsening of the credit portfolio’s quality was also noticeable in the write-off
ratio (0.19 percent at the end of the third quarter, compared with 0.16 percent in 2019) and in the weight of
problematic credit (2.79 percent at the end of the third quarter, compared with 2.33 percent in 2019).

The effects of the spread of the COVID-19 virus have not yet been fully reflected, in view of the measures that
allowed borrowers to defer their loan payments and the measures taken by the government to support the
unemployed and businesses whose revenue was impacted due to the crisis. As the crisis lengthens beyond
the duration of the assistance programs, its effects may lead to a further worsening of the credit quality
indices.

Loan payment deferrals

In May, the banking system adopted a comprehensive outline for the deferral of loan payments as a form
of assistance to bank customers in dealing with the ramifications of the COVID-19 crisis.®® According to
November data, since the start of the crisis, loans totaling about NIS 175 billion had their payments deferred
in all segments, and about 41 percent of this credit is still under deferral. The balance of credit under deferral
inthe household segment accounts forabout 71 percent of all credit under deferral (most of which is housing
credit—about 61 percent of all credit under deferral). As of December 11, 2020, payments totaling about NIS
10.8 billion were deferred, accounting for about 1 percent of the credit portfolio and about 38 percent of
the total growth of credit during the first three quarters of 2020. Likewise, about 87 percent of the balance
of credit under deferral is expected to reach the end of the deferral period between December and March.

Figure 44 Figure 45
Loans for which Payments Have Resumed as a Deferred Credit as a Share of Total Credit,
Share of Total Deferred Balance, as of Total Banking System, as of November 2020
November 2020 (percent) (percent)
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SOURCE: Based on qublished financial statements and reports to SOURCE: Based on published financial statements and reports to
the Banking Supervision Department. the Banking Supervision Department.

80“The Banking Supervision Department announces a comprehensive framework that has been adopted by the banking
system for deferring loan payments as assistance to bank customers in dealing with the ramifications of the corona-
virus crisis”: https://www.boi.org.il/fen/NewsAndPublications/PressReleases/Pages/7-5-2020b.aspx; “The Banking Sys-
tem Will Further Extend and Expand the Comprehensive Framework for Deferring Loan Payments”: https://www.boi.
org.il/fen/NewsAndPublications/PressReleases/Pages/29-9-20.aspx
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Capital adequacy and leverage

Due to the lessons of the 2008 Global Financial Crisis, the Bank of Israel has acted during the last decade to
strengthen the stability of the banks by improving the quality and volume of their capital. The objectives
of this were to minimize as much as possible the likelihood that a realization of unexpected risks would
endanger the public’s deposits and to ensure that the banking system would be sufficiently resilient to
continue supporting the economy even during a crisis. Prior to the COVID-19 crisis, the volume and quality
of the banks’ capital put the banks in a good position to deal with crises in general, and with the COVID-19
crisis in particular.

Atthe beginningofthe crisis, there were shocks in the markets, which were reflected partly inasharpincrease
of bond yields and a decline in equity prices. These shocks led to a rapid deterioration in the banks’ overall
capital, mainly through a decline in the value of bonds available for sale. At the same time, business credit
increased rapidly due to the high utilization of credit facilities, mainly among large businesses, which led
to a rapid increase in risk assets in the banking system. (For more information, see the section on business
credit.)

Due to the increase of business credit and of risk assets, the banks’ capital ratios deteriorated rapidly. In
response to these shocks, and with a long-term view of the development of the economic crisis and the
credit needs of the economy, the Banking Supervision Department called on the banking system early in
the crisis to use capital buffers, and later on it decided to reduce the supervisory capital requirements.®!
The implementation of this tool was made possible partly due to the allocation of capital in the banking
system, together with the increased rigidity of the minimum requirements and the requirement to
sequester additional capital against the unique

charact?ristics of th.e banking industry a.nd the Figure 46

domestic economy in the decade following the Common Equity Tier 1 Capital Ratio, the Five
Global Financial Crisis. These measures were taken Banking Groups, 2016-2019 and 2020:Q3 (in
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8L For more information, see the press releases regarding the reduction of capital requirements in the banking system:
(1) “The Banking Supervision Department announces a reduction in the banks’ capital requirements, and instructs
them to examine the distribution of dividends in order to increase the supply of credit in the economy” March 29, 2020:
https://www.boi.org.il/en/NewsAndPublications/PressReleases/Pages/29-3-2020a12.aspx; and (2) “Leniencies in the
provision of housing loans in view of the Corona crisis”, April 21, 2020: https://www.boi.org.il/en/NewsAndPublica-
tions/PressReleases/Pages/21-4-20.aspx
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The leverage ratio deteriorated in the first nine months of 2020, to 6.3 percent compared with 6.9 percent
in December 2019, due to a sharp increase in total exposure in the system. At the beginning of the crisis,
there was a sharp increase in the public’s deposits, which led on the uses side to an increase in the volume
of cash and deposits at the Bank of Israel. While this exposure did not led to an increase in risk assets
(because it was not accompanied by risk to the banking system and is therefore risk weighted at 0 percent),
it did increase the total exposure of the banks. As the decline in the leverage ratio continued, the Banking
Supervision Department announced a reduction in the requirements regarding the ratio from the banking
system. As a temporary order, the requirement was reduced to a minimum rate of 5.5 percent at the large
banks (compared with 6 percent currently), and to 4.5 percent at the medium and small banks (compared
with 5 percent currently).®?

An examination of the robustness of the banking system® shows that the realization of the pessimistic
scenario®, which included a renewed outbreak of the virus in the fourth quarter of 2020 and another
shutdown of the economy, would have a significant impact on the banking system. However, the banking
system is expected to continue maintaining its strength and stability, and none of the banks’ capital
adequacy ratios are expected to decline below the minimum level required by the Banking Supervision
Department in the stress scenario—a Common Equity Tier 1 Capital ratio of 6.5 percent—despite the high
losses that the banking system is expected to absorb, partly in view of the increase in credit losses. This
result emphasizes the importance of the processes led by the Banking Supervision Department in recent
years to strengthen capital (an increase of about 3 percentage points in the Common Equity Tier 1 Capital
ratio over the past decade).

Most of the expected losses in the stress scenario are in the credit portfolio. The impact to businesses
and the increasing unemployment make it difficult for households and the business sector to meet their
commitments, thereby causing significant losses in the credit portfolio of the banks and a material impact
to capital. Consumer credit reaches the highest losses in the scenario (an average annual loss rate of about
2.1 percent), derived mainly from the sharp increase in the unemployment rate. For more details on the
examination made, see the Banking Supervision Department’s review for the first half of 2020.

82 See the press release on the subject dated November 1, 2020.

83 The examination’s conclusion was based on statistical tools for the analysis of stress tests that were based on the sce-
narios in the Research Department’s macroeconomic staff forecast for May, 2020.

841n the forecast prepared in May 2020.
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Liquidity risk

The liquidity coverage ratio (LCR)® of the banking corporations continued to increase over the first nine
months of 2020, thereby remaining above the minimum requirements set by the Banking Supervision
Department (100 percent). The ratio was estimated in October at 144 percent—higher than the level that
was prevalent prior to the COVID-19 crisis (126 percent in December 2019).

The sharp increase in the ratio over the year was mainly due to a sharp increase in the stock of high-quality
liquid assets (HQLA)—an increase of about 40 percent in annual terms since the beginning of the year. This
reflected a sharp increase in the public’s deposits with the banking system, some of which was translated
into an increase in the balance of cash and deposits at the Bank of Israel, which are the main part of the
banking system’s liquidity buffer.

Balance-sheet activity

The aggregate balance sheet of the five large banking groups increased during the first nine months of
the year by a particularly high rate of about 19 percent® (in annual terms) to about NIS 1,836 billion. The
increase took place in view of the significant growth of the public’s deposits (about 22.5 percent). The rapid
growth of the public’s deposits began at the start of the COVID-19 crisis in view of the sharp volatility in
the capital market. This volatility spurred the public to divert assets from the capital market to the banks,
which the public considers a secure investment channel. The development of the balance sheet was almost
unaffected (about 0.4 percent) by the appreciation of the shekel against the dollar, such that adjusting for
the exchange rate effect leads to almost no change in the increase in the balance sheet of the five groups.

3.2 Insurance companies®’

This section analyzes the stability of the insurance companies. First, we analyze the effects of the COVID-19
crisis on these companies’ profitability—both from investments and from underwriting activity—and
outline the effect of the crisis on the companies’ market value. The negative effect on their stability should
moderate the broader their capital is, and if they made sure to transfer some of the risk to stable reinsurers.
Therefore, we will later survey the solvency capital requirement (SCR) ratio of the companies prior to the
crisis and the robustness of the reinsurers with whom they entered into contracts. To conclude, we will try
to learn about the prudential risk that the market attributes to the companies from the development of the
spreads on the bonds they issued.

8 The LCR, developed by the Basel Committee to enhance the short-term resilience of banking corporations’ liquidity
profiles, is a measure of the quantity of HQLA (High Quality Liquid Assets) that banking corporations should hold in
order to withstand a significant stress scenario that lasts thirty calendar days. The LCR is composed of two elements.
The first, on the numerator side, is the inventory of HQLA (High Quality Liquid Assets), comprised of two levels of as-
sets: Level 1 includes high-quality assets that may be held in unlimited amounts, while Level 2 assets are limited to a
maximum aggregate holding of 40 percent of the HQLA inventory. (This level is divided into two sublevels: 2A and 2B. At
the latter level, the share of assets that may be held is limited to 15 percent.) The second element, on the denominator
side, is the total net cash outflow, i.e, the expected total cash outflow less the expected total cash inflow in the stress
scenario. The expected total cash outflow is calculated by multiplying the balances of different categories or types of
balance-sheet and off-balance-sheet liabilities by their expected runoff or drawdown rates. The total expected cash
inflow is calculated by multiplying outstanding contractual receivables by the rates at which they are expected to be
received in the scenario, up to a cumulative 75 percent of the predicted total cash outflow.

8 The merger of Union Bank into the Mizrahi-Tefahot group explains about 20 percent of the total growth of the aggregate
balance sheet of the five large banking groups.

87 The data and analyses in this section relate to the five largest insurance companies.
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During the first half of 2020, the insurance companies Figure 47

recorded a total aggregate loss of NIS 600 million, Profits from Insurance Companies'
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companies during crisis periods, such as the current

crisis, is impacted by the composition of their nostro

asset portfolio: The higher the rate of risk assets in the

nostro portfolio, the higher the expected losses from investments during a crisis. An analysis of the weights
of the various asset types in the companies’ nostro portfolio shows that most of their investments are in
relatively low-risk assets (cash and government bonds).

In addition to the companies’ losses from investments and management fees, the COVID-19 crisis had a
negative impact on their income from underwriting activities. Thus, following a long period of growth,
income from premia declined in the first half of 2020 to about NIS 54 billion (in annual terms), compared
with NIS 56 billion in 2019 (Figure 48).

Itis worth noting that, had the income from premia grown at its long-term growth rate of 5 percent, it would
have been about NIS 59 billion (in annual terms) in June, 2020—more than NIS 5 billion higher than the
actual level. The background for the decline is the decrease in employment and the placement of many
workers on unpaid leave due to the crisis—phenomena that were reflected in lower premia in the long-

8 Profits from investments were calculated on the basis of the “Net profits from investments and financing income” item
in the companies’ Profit and Loss statements. These profits include investment profits from assets held against yield-
dependent liabilities, and do not include profits presented as part of Other Total Profit, such as “Securities available
forsale”

89 According to the companies’ statements, in the period from June 2020 until the publication of the report for the second
quarter of 2020, there were further increases in the capital markets, which offset a significant portion of the investment
losses that accumulated in the first quarter.

9n their various activity segments, the insurance companies deal with the management of assets for their members, in
return for which they collect management fees. In respect of the management of assets in profit-sharing policies sold
since 2004, the company is entitled to fixed management fees at a monthly rate of up to 0.05 percent of accumulated
assets. In respect of the management of assets in profit-sharing policies soled between 1992 and 2003, the company is
entitled to these fixed management fees as well as variable management fees at a rate of up to 15 percent of the real
yield after deduction of the fixed management fees. In the case of a loss, the company is not entitled to the variable
management fees until the cumulative loss is covered. The profits from investments in the second quarter of 2020 were
not sufficient to cover the losses caused in the first quarter of the year, so during that period, the insurance companies
were not allowed to collect the variable management fees, and their income declined accordingly.

9 In the period from June 2020 until the publication of the second quarter statement, increases in the capital market
partly offset the management fees that could not be collected, such that the latter totaled about NIS 300 million.
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term risk segment. Beyond that, premia from travel
insurance declined, due to the restrictions imposed
because of the pandemic. Looking forward, some of
the insurance companies believe that in view of the
slowdown in the pace of opening new businesses
and the increased likelihood of existing businesses
encounteringfinancial difficulties, a declineinincome
from merchant insurance activity can be expected.

In contrast, the decline in activity due to the crisis was
also reflected in a declinein the insurance companies’
expenses in respect of claims in the health and
vehicle insurance fields. Accordingly, the insurance
companies’ average loss ratio® in the vehicle and
property segment in the first half of the year was 62
percent, compared with 66 percent in the first half of
2019. Moreover, the negative effects of the crisis on
business results motivated the companies to take
efficiency measures and to reach agreements with
their workers’ committees on changes to collective
agreements and reducing wage expenses.

In recent years, the market value of the insurance
companies has been lower than their equity.®® This
phenomenon has increased in view of the negative
impact of the COVID-19 crisis on market values. From
March 2020 (when the financial statements for 2019
were published), the ratio between the companies’
market value and their equity (MV/BV) continued to
decline (Figure 49). This decline may reflect investors’
assessments that the negative impact of the crisis
will lead to future losses for the companies, which
will lead to an impact on their capital.*

The companies’ ability to withstand a negative shock
such as during the current crisis is derived from
the extent of their financial robustness prior to the
crisis. An examination of their SCR ratio, calculated
according to the Solvency Il directive®, shows that
as of December 2019: the median SCR ratio in Israel
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Figure 48

Insurance Companies' Gross Income from
Premia, 2011-19 (annual data) and 2020:Q2 (in
annual terms) (NIS billion)
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SOURCE: Based on the insurance companies' financial statements.

Figure 49

Insurance Companies' Market Value and
Equity, 2008-19 (annual data) and 2020:Q2 (in
annual terms) (NIS billion)

35

30 mEquity B®Market value

25

1 ||
1
0

Q\Q ‘LQ\‘b ,\b‘ N ,\‘b X\ ,\‘b .\% v
’L‘L‘L'L’I«'L‘L’L‘L'L‘L'L(LQ

o

[¢)]

o

[é)]

'1«
To clarify, the data for 2018, for instance, reflect the equity that
appears in the companies' annual reports for 2017, which were
generally published in March 2018, and their market value in March
2018.

SOURCE: Based on the insurance companies' financial statements.

was 103 percent; all of the companies meet the regulatory SCR ratio requirement after taking the transition

92 The loss ratio is equal to the ratio between payments and changes in liabilities in respect of insurance contracts and

gross income from premia.

93 There is a broad discussion of the matter in the Financial Stability Report for the first half of 2016.
9 The declinein market value can also be explained by corporate governance challenges faced by some of the companies.
9 A broad discussion of the Solvency Il directive appears in the Financial Stability Reports for the first and second halves

of 2015.
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directives into account®; and three of the insurance
companies meet that requirement even without
taking the transition directives into account. It should
be noted that the SCR ratio for December 2020 is
expected to be published in May 2021.

In recent months, the Supervisor of the Capital Market
worked to adapt the SCR regime in Israel to the
European directive. The change includes adjustments
in the calculation of capital requirements in respect of
various marketriskcomponents,and givingcompanies
the option of extending the transition period at the
end of which it will be required to meet the final SCR
ratio until the end of 2032 (instead of the end of 2024)
in accordance with the SCR regime on long-term
liabilities. The update is expected to be reflected in an
improvement in the insurance companies’ SCR ratios.

According to reports from the companies, the option
of having the insurance companies’ reinsurers absorb
losses due to the COVID-19 crisis led to a worsening
of the ratings and of ratings forecasts of some of the
reinsurers. However, as of December 2019, most of the
exposure of the insurance companies in Israel—about
61 percent— isinsured by reinsurers rated AA or higher
(Figure 50).

The bond spreads of the companies, which increased
to high levels in March, declined sharply from April,
to levels that are similar to their long-term average
(Figure 51).

In summation, it seems that despite the crisis’s effect
on the insurance companies’ activity, investors in
the market believe that their prudential risk has not
increased.
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Figure 50
Insurance Companies' Exposure to Reinsurers,
by Rating, end of 2019 (percent)
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Figure 51
Spreads on Bonds Issued by the Insurance
Companies, 2020 (daily data, percent)
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% 0n June 1, 2017, the Capital Market Supervisor of the time published a circular that contained directives that apply an
SCR regime based on the Solvency Il directive on the insurance companies. The circular included transition directives
regarding the implementation of the directive’s provisions, according to which the companies must gradually increase
the ratio between recognized capital and required capital, according to milestones, in the coming years. According to
the circular, beginning on December 31, 2024, the companies will be required to meet a recognized capital to required
capital ratio of at least 100 percent. As stated below, the Capital Market Supervisor has recently been working to adapt
the transition period to the rules accepted in Europe. Therefore, the manner of calculating the transition directives was
changed, and companies that implement the European model will be required to have an SCR ratio of 100 percent by

the end of 2032.
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The third quarter of 2020

The total accumulated profit of the insurance companies was NIS 0.6 billion in the third quarter of 2020,
compared with NIS 1.6 billion during the same period of the previous year. Investment profits in the third
quarter, which together with those recorded in the second quarter totaled NIS 14 billion, covered most of
the investment losses recorded at the beginning of the first wave of the COVID-19 pandemic, so that the
cumulative investment loss as of the end of September 2020 was only about NIS 4 billion. The investment
losses led to a decline in income from management fees, which was about NIS 3 billion at the end of the
third quarter, compared with NIS 4.5 billion in the same period of the previous year. The volume of gross
premium income was about NIS 40 billion at the end of the third quarter—about NIS 2 billion lower than in
the previous year.

3.3 Resilience of nonbank credit companies in view of the COVID-19 crisis

The nonbank credit providers are not putting the stability of the financial system at risk, since their share of
total credit to the business sector is negligible (as detailed in the section on credit to the business sector),
and the exposure of the banking system and the corporate bond market to these companies is small—less
than 1 percent. However, it is important to analyze the trends in nonbank credit and the resilience of the
companies, since these credit providers do make credit more accessible for small and medium businesses,
which are in particular need of such credit during the crisis. In order to assess the resilience, we will examine
a number of financial ratios and the quality of the credit portfolio of the nonbank credit companies traded
on the Tel Aviv Stock Exchange.”’

Financing sources and leverage - Compared with the end of 2019, the nonbank credit companies’ financing
sources declined by about one-third (Figure 52). The main decline was in financing provided by the banking
corporations and the institutional investors (including through tradable securities). The decline in bonds
and capital certificates was smaller, since most of them have not yet reached maturity, and there were
almost no debt issuances. This may show that during the crisis, the companies encountered difficulties
in recycling short-term debt®® and could not raise debt on the Stock Exchange because the yields on their
bonds were high (see the section on financial assets).

Since the rate of decline in financing sources was higher than the rate of decline in the credit that they
provide (as described in the section on credit to the business sector), their leverage improved such that its
aggregate declined from 0.8 at the end of 2019 to 0.65 as of September 2020. (An individual examination
shows that the improvement in leverage encompassed all companies in the industry.) In addition, some
of the companies strengthened their equity through public share offerings, including private placements,
during the first three quarters of the year (although not necessarily during the crisis).

Liquidity - The publicly traded nonbank credit companies operate with a very short credit duration. (On
average, most credit is repaid within 120 days.) They therefore finance their operations through short-term
liabilities. On average, about 90 percent of their liabilities are current. In general, the companies maintain a
current ratio (current assets to current liabilities) higher than 1, but their current assets are mainly customer

9 Most of whose activity is in check discounting. The analysis is based on the 11 companies reporting to the Tel Aviv Stock
Exchange. Two of these companies, as small companies, did not report in the third quarter, so the analysis regarding
them is based on second quarter statements. For the rest, it is based on the third quarter.

% There may have been a decline in demand for credit from these institutions, or they may have decided to reduce the
credit they provided, and therefore did not require sources of financing. However, since their activity is currently being
financed from equity more than it was prior to the crisis, it is reasonable to assume that at least some of the decline in
credit is due to difficulty in raising sources of financing.
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credit. Cash balances on their balance sheets are
very low. Prior to the crisis, the ratio of cash to
current liabilities in most companies was close to
zero (4 percent aggregate among all companies).
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Figure 52

Total Financing Sources of Nonbank Credit
Companies Traded on the Tel Aviv Stock
Exchange, December 2019 and September 2020

(NIS million)

This means that the (immediate) liquidity rates 5 000

of their current assets are very low, and during
a crisis, when credit losses may be high, some 4.000
of the companies will have difficulty covering
the liabilities that are paid off in the short term 3,000
(due to industry concentration or concentration
of liabilities to individual institutions). In view | 2:000
of the crisis, most of the companies made
marked improvements to their current ratios and
strengthened their cash bases. The aggregate
current ratio improved from 1.26 to 1.52 and the
aggregate immediate liquidity ratio improved
from 0.04 to 0.12.
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prior to the crisis were low (even compared with
other nonbank credit providers such as credit
card companies).”® In the first three quarters of
2020, credit losses doubled in view of the crisis. Credit losses as a share of outstanding credit was about 0.84
percent, compared with 0.42 percent during the same period in the previous year (aggregate calculation).
Doubtful debt provisions increased from 2.4 percent at the end of 2019 to 3.7 percent in September 2020.1%°
These companies may have deferred payments for businesses that encountered difficulties, such that the
deferrals were partially reflected in the credit quality indices.

SOURCE: Based on published financial statements.

Profitability - An examination of pretax profit shows that most of the companies continued to show similar
profitability to that which was prevalent prior to the crisis!® (relative to the quarterly average in the two
years prior to the crisis)—both as a share of total quarterly income on an aggregate basis (about half) and as
the return on the average of assets in the quarter (yearly adjusted—about 6 percent). In contrast, the return
on equity was lower than the quarterly average of the past two years (about 17 percent compared with 25
percent), mainly due to the expansion of the capital base, as described above.

Examination of resilience - An analysis of the above financial ratios shows that due to the crisis, the
nonbank credit companies’ liquidity and leverage ability improved. Furthermore, their profitability has
not thus far been impacted, despite the increase in credit loss rates. However, a further worsening in their
activity may be expected (in view of the spread of morbidity and the additional restrictions imposed by the
government), and some of the problematic credit may not yet have been reported, as noted above.

9 The annual average of credit losses as a share of outstanding credit in the past three years was less than one percent.

190 Aggregate calculation. In a calculation of the simple average, it increased from 2.3 to 3.6. This calculation is based on 7
of the 11 companies, regarding which this information is available for the second or third quarter. Their credit portfolio
accounts for about 88 percent of the total credit portfolio of all companies.

191 The explanation for this is that while activity declined in tandem with an increase in credit losses, the sources of financ-
ing declined even more, resulting in a decline in financing expenses.
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For the 11 publicly traded companies, we examined
the write-off rate at which point the company opens
a deficit (in other words, where the company’s equity
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Figure 53
Number of Companies that Opened Deficits
and their Share of Credit*, Relative to Loan

. . . Loss Rates, as of 2020:Q3
becomes negative). Figure 53 shows that at a write- ’ Q
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conclude that at this stage, most of the companies
Loan loss rates

have capital buffers that are able to absorb higher
credit losses than they have, and that the companies’
liquidity (excluding two of the smaller companies) is
resilient to credit write-offs. The companies will begin
encountering liquidity problems only if the write-off
rate exceeds 20 percent.

The uncertainty regarding the development of the COVID-19 pandemic and its effect on economic activity
remains high, and it is unclear when the health crisis will end. In one scenario, the health crisis will end
with the distribution of the vaccine to many countries, and particularly to Israel, by the summer of 2021.
However, in the more severe scenario in which the efficiency of the inoculation process is impaired, there
will be further waves of morbidity in many countries, including Israel, which will be accompanied by the
imposition of further restrictions and lockdowns in the second half of 2021 and even beyond that.

Deficit companies' share of credit
#Number of companies that have opened deficits (left scale)
* Their share of credit supplied by the nonbank credit companies

analyzed in this section.
SOURCE: Based on published financial statements.

4.1 The imposition of restrictions in view of the continuation of the pandemic beyond
the winter, and the effect on debt repayment abilities

From March until the end of the year, the economy went through three large waves of morbidity. As a result,
the country shut down economic activity, thereby adversely impacting business sector activity, particularly
that of small businesses. In parallel, it increased expenditures and the deficit climbed. The most serious
impact to economic activity was during the first lockdown. GDP was also significantly impacted, with the
loss being estimated at NIS 5.4 billion for each week of shutdown.? During the second lockdown, the scope
of restrictions was less than during the first lockdown, and many companies and households were infinitely

192 The cost beyond the impact to GDP in a situation of the pandemic without a lockdown.
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more prepared for remote working, which led to a smaller economic impact—about NIS 3.2 billion for each
week of shutdown. Toward the end of the year, a third lockdown began, with an even smaller scope of
restrictions. The Bank of Israel Research Department estimates the cost of the third lockdown at between
NIS 2.5 and NIS 3.5 billion per week. The combination of these developments puts a heavy burden on
government debt, a phenomenon that is common around the world during the current crisis.

Based on the findings of an analysis of credit risk of both the country (Section 2.1.1 and more information
in Box 1) and the private sector—households and the business sector (Section 2.3)—we can assume that
bankruptcyrisksdidincrease, butthatitisdifficulttoidentify such atrend currently,inview of the government
grants that were promised until mid-2021 for companies and exempt proprietorships.®* A main indicator
reflecting the increased risk in the business sector, particularly among small businesses, is the broad scope
of the impact to operating turnover during the summer, when there were no government restrictions on
the opening of businesses in Israel (Section 2.3.1). Another indicator that reflects more than others the level
of vulnerability of the economic environment is the volume of deferrals of bank loan repayments both by
households and by the business sector, particularly small businesses. At the end of November, the balance
of bank credit for which payments were deferred!®* for households was NIS 51.8 billion, accounting for
about 8.5 percent of the total household credit portfolio, while for the business sector the total was NIS 14.3
billion, accounting for about 2.9 percent of total bank credit to the business sector. The rate among small
businesses is higher than among large businesses.!%

If the economic shutdowns continue into additional waves in the first half of 2021, the volume of government
debt will reach about 82 percent of GDP, and the deficit will remain high—about 11 percent—according to
the Research Department’s forecast. If the more risky scenario plays out and the health crisis continues
into the second half of the year and beyond, the volume of government debt may, according to empirical
estimates, come close to 90 percent of GDP, and the deficit will remain high at about 6 percent of GDP. Due
to the increase in fiscal risk factors, the cost of the debt will increase by 1.5 percentage points relative to the
precrisis period.t% In such a situation, the government will have difficulty in continuing its assistance policy
toward the business sector and households, the high unemployment may remain in place, and there will be
more bankruptcies. These bankruptcies, together with the high unemployment rates, will be translated into
broad credit losses recorded by the financial institutions, and may develop into a credit crunch throughout
the financial system.

4.2 A sharp correction in the equity market in view of the apparent large gaps
between the real economy and the capital markets

Contrary to previous crises, in which the equity indices declined sharply, in the current crisis they declined
sharply for afew days at the beginning of the crisis, but there was a low rate of cumulative declines during the
crisis. In contrast, growth rates dropped more sharply during the current crisis than during previous ones.
The international agencies discussed the apparent differences, and argue that equity prices are relatively

193 n respect of the negative impact to operating turnover relative to 2019 data.
194 The balance remaining in deferred status.
195 More information and details appear in Section 2.3.

19 An additional 0.9 percentage points to the cost of the debt in respect of a 30 percentage points increase in the debt
to GDP ratio, and a further increase of 0.45 percentage points in respect of a 3 basis point decline in the rate of taxes to
GDP. See Box 1.
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high and corporate bond spreads are relatively low thanks to the low interest rates and the increase in
risk appetite. The fiscal expansions and monetary accommodations have for years served as tools for
supporting economic activity and the inflation environment. This policy, which increased greatly during the
current crisis, enables the interest rates in the economy to remain low, thereby increasing consumption and
investment—but not the worthwhileness of investing in products and assets that involve risk. As such, the
credit currently being taken out at low cost also increases yield-seeking among investors (a decline in the
price per risk unit), so that the asset portfolio tends toward more risky assets such as corporate bonds and
equities. As long as this policy is maintained, the upward pressure on equity prices will continue.

Ifinvestors aredisappointed by the vaccine’s expected effect on morbidity rates, and government restrictions
on economic activity continue, the expansionary fiscal policy will contract due to the difficulty in continuing
to increase the debt. Even if the activity of large companies is not impacted, consumer’s demand and the
security level of companies in making new investments will be impacted, and both of these will have a
negative impact on profitability and on expectations of continued growth. In such a situation, equity
prices will drop sharply from their currently high levels. The sharp correction in equity prices in view of the
economic situation may have implications for the stability of the financial system, particularly the insurance
companies (Section 3.2), because part of their equity is invested in financial assets. Households will also be
impacted by such declines, which would lead to a decline in their current consumption, and thereby further
deepen the contraction of economic activity.
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Box 1

FISCAL RISK FACTORS PRICED INTO GOVERNMENT BONDS, AND ISRAEL’S CREDIT
RATING IN VIEW OF THE COVID-19 CRISIS

« The level of public debt in Israel in 2020 and the forecast for 2021 are not anomalous compared
with the other OECD countries, but Israel is in the higher part of the distribution in terms of the
deficit rate. The ratings agencies noted in their reviews that the lack of a budget for 2021, the
extent of political stability, and the way in which the government will deal with the structural
deficit following the COVID-19 crisis are affecting Israel’s debt risk.

+ OnOctober 27, Moody’s confirmed Israel’s credit rating at A1 and the country’s stable forecast. On
November 13, S&P also confirmed Israel’s credit rating, at AA-, with a stable forecast.!

+ Thelinkfoundintheresearch literature between changes in the debt ratio and deficit and changes
in government bond yields and credit rating shows that the current rise in Israel’s debt and deficit
heightens the risk of an increase in yields and a decline in the credit rating. However, the changes
in yields and ratings are also influenced by many other factors, some of which act in the opposite
direction.

Introduction and main findings

The increase in the public debt and deficit .
Figure 1a

in view of the COVID-19 crisis in many IMF Forecast of Debt to GDP Ratios, Selected
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1 OnJanuary 13, 2021, Fitch also confirmed its rating for Israel.
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The findings of this box are as follows:

1. Anincreaseinthe debtto GDP ratio leads to a statistically significant increase in long-term yields.
A number of studies have found that the debt’s impact on yields or on default risk is not linear,
but increases as the debt level increases. Beyond that, an increase in debt is correlated with a
future decline in the economy’s growth rate, particularly if the debt exceeds a threshold estimated
at about 80-90 percent of GDP. Therefore, an increase in the debt to GDP ratio increases the
probability of a decline in the credit rating. The probability of a change in rating due to a change
in the ratio is not uniform across countries.* For instance, Japan and Israel have the same rating
even though the debt to GDP ratio in Japan is much higher than itisin Israel.

2. Anincrease in the deficit also raises long-term yields. A number of studies have examined the
effect of changes in the taxes to GDP ratio on long-term yields, and have found that the effect is
similar in nature to the effect of changes in the deficit.

3. Beyond fiscal policy, the main factors affecting yields are growth, unemployment, demography,
the current account, inflation, and bond purchases by the central banks.

2 The effect of investors’ responsibility to conform to financial regulations regarding the credit ratings of

companies on the cost of debt.

3 An increase in the ratio of one percentage point leads to an increase of 2-10 basis points in the long-term
interest rate, and about 3 basis points according to the new study. (See Section 3 in this box.)

4 The composition of debt, not just the volume of debt, has an impact on the rating. An increase in the weight of
short-term debt and of external debt (mainly in developing economies) increases the probability of a decline in
rating.
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4. Changes in credit ratings have a surplus impact (beyond the impact of basic factors) on yields.
The impact is neither linear nor symmetrical, and is mainly felt when the ratings are lowered,
particularly when they are lowered to below investment grade.

Even though the research findings show a strong causal connection between changes in debt and
deficitand changesinyield and rating, the complexity of the picture and the limitations of the analysis
in a number of aspects connected to Israel must be taken into account:

« The fact that the increase in debt and deficit in Israel is taking place in parallel with a similar
phenomenon around the world may affect how the market and ratings agencies interpret the
increasein Israel, butitis not clearin which direction. On one hand, anincreasein debtin Israelin
parallel with increases around the world may indicate to the market that this is normal behavior
given the global circumstances. On the other, an increase in debt together with an increase in
demand for loans worldwide may push the interest rate upward and make it more difficult to raise
and refinance debt in all countries, including Israel.

+ An increase in debt at a time of quantitative easing raises the question around the world of
whether the central bank’s actions to lower long-term yields reduces the latent risk in the public
debtorjustblursit. This question may also arise in Israel regarding the Bank of Israel’s large-scale
purchases of government bonds in the secondary market.

+ The lack of a budget for 2021 and government operations based on an interim budget also have
an impact on long-term economic activity, and the extent of political stability may thereby also
have an impact on Israel’s sovereign debt risk.

The structure of the discussion

1. A description of the main indicators of the development of debt crises and lowering of credit
ratings according to a review of the literature.

2. Asurvey of the effect of the COVID-19 crisis on Israel’s credit profile and that of other countries, as
measured by the ratings agencies.

3. The effect of fiscal risk factors on the cost of government debt, as reflected in long-term bond
yields.

1. Main indicators of the development of debt crises and declines in credit rating

The past decade has been characterized by low interest rates and a broad and rapid accumulation of
debt relative to the previous 50 years (Kose et al, 2020). The COVID-19 crisis exacerbated these trends,
and there is increasing concern for global financial stability both due to the direct effects of the crisis
and dueto thefinancial risks caused by dealing with the crisis. In recent decades, there were a number
of waves of debt accumulation, some of which led to crises in various advanced and developing
economies. The waves of debt accumulation all began in low real interest rate environments and
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involved unexpected changes in the financial markets, which fanned the risk in the credit market and
led to financial, currency, and debt crises in many countries. The world is now dealing with a real
crisis that was caused by the spread of the COVID-19 pandemic, which is intensifying the wave of debt
accumulation.

The literature on debt crises and the literature estimating the sovereign default risk premium point to
a number of main variables: GDP growth, the debt to GDP ratio, interest expenses as a share of total
expenses, the deficit or the cyclically adjusted deficit, taxes as a share of GDP, the log of per capita GDP
(indicating the standard of living in a country), the perceptions of corruption in the country, default
history, and political stability. The literature reports many additional variables, including inflation,
the exchange rate, and the current account deficit.

Augustin et al (2020) examined the effect of fiscal restrictions on the link between the daily change
in the number of COVID-19 cases and the daily change in the CDS spread between October 2019 and
April 7,2020. They found a link between the rate of COVID-19 cases and the CDS, but when they added
fiscal restrictions, they found that the link was due to the interaction between these restrictions and
the change in the rate of COVID-19 cases. The changes in the CDS spreads of countries are positively
and significantly correlated with the changes in the index of fiscal restrictions, given the same
percentage of increase in the rate of COVID-19 cases. The index of fiscal restrictions was built for 30
advanced economies in 2018. The index ranks the countries according to 6 parameters: government
expenditure, gross public debt, and interest expenses (all relative to GDP), unemployment, GDP
growth, and credit rating. It should be noted that Arellano et al (2020) found that in developing
economies, the higher the debt to GDP ratio is, the lower the government’s ability to implement
lockdowns and other measures to prevent or deal with the virus.

Public debt

One of the main issues in the literature in this field is the effect of public debt on growth. The main
issues in this literature include the question of whether there is a debt to GDP level above which debt
reduces economic growth, and if so, what that level is. One of the most influential articles in the field,
Reinhart and Rogoff (2010), shows that growth of the debt to GDP ratio beyond a certain threshold is
correlated with a future decline in GDP. This issue was examined in many articles, and their overall
findings show that this threshold is between 80 and 90 percent. It was also found that an increase
of one percent of GDP beyond this threshold is correlated with a significant decline in annual GDP
growth.

There were also direct links found between the debt to GDP ratio and a change in credit rating. Hadzi-
Vaskov (2019) examined the link between public debt and credit rating in a sample of 106 countries,
and found that an increase in the debt to GDP ratio raises the probability of a ratings decrease. For
instance, a 10 percentage point increase in the debt to GDP ratio is correlated with a decline of half a
grade in the country’s credit rating. This negative correlation is not linear, but depends on the place
of the existing rating on the ratings scale.
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Deficit

Since the main channel of change in the debt to GDP ratio is the deficit, changes in the deficit are also
expected to have an impact on yields and on the sovereign rating. The evidence from the literature
shows correlations similar to those of debt. There is a negative correlation between the deficit and
growth, and a positive correlation between the deficit and yields. Baldacci and Kumar (2010) found
that a one percentage pointincrease in the deficit increases yields by about 20 basis points. Laubach
(2009) found a correlation between the expected government deficit and long-term forward interest
rates, where a one percentage pointincrease in the expected deficit to GDP ratio increases the 5- and
10-year forward interest rates by 20 and 29 basis points, respectively.

The taxes to GDP ratio is highly correlated with the deficit, but they are not identical. The material
differences between them are that the taxes to GDP ratio reflects only the public revenue side and
not the expenditure side, and that it directly reflects the changes in economic activity and the State’s
ability to rely on its revenue more than on its sources of financing, while the deficit is impacted by
both taxes and expenditures.

Politics and the lack of fiscal stability

The literature discusses the effects of fiscal, institutional, and political stability, which are defined as
qualitative variables, on changes in credit rating. The main variables in this area are: the perceptions
of corruption in the country (the Transparency International index); whether it has of a history of
defaults; and political stability (the World Bank index). Amstad and Packer (2015) found that a high
perception of corruption and a history of defaults have a negative impact on a country’s credit rating.
Teixeira et al (2018) obtained similar findings regarding these two variables, and also found that a high
level of political stability has a positive impact on the credit rating. Andreasen et al (2019) showed a
theoretical model in which political constraints (public support or a representative parliament) can
force a government to default (at a given debt level) even in cases when it would have been prepared
to cut expenditures and pay off its debts. These constraints have a greaterimpact the higherinequality
is and the more regressive the tax system is.

Current account deficit and reserves

The literature also examined the effect of economic reliance on the flow of foreign capital to finance
current activity in the current account, and the size of foreign exchange reserves, as variables that
impact the probability of countries to fall into recession. Lane and Milesi-Ferretti (2011) found that
the countries that were harder hit by the Global Financial Crisis in 2008 were those that had a larger
current account deficit, those that were more open to international trade, and those that were
characterized by greater growth of the ratio of private credit to GDP prior to the crisis. Dominguez
et al (2011) examined the variation in foreign exchange reserves between countries prior to the
2008 crisis and the exchange rate policies and reserves during the crisis, and identified a positive
correlation between a relatively large quantity of foreign reserves and a relatively rapid pace of GDP
growth following the crisis. Similarly, Llaudes et al (2011) found a nonlinear correlation between the
quantity of reserves prior to the crisis and the reduction in GDP during the crisis.
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External debt

A country’s dependence on foreign loans, common among developing economies, is also correlated
with a slowdown in growth. This is due in part to lenders’ ability to demand interest and principal
payments from the issuing country and to sue borrowers in the courts of other countries. The ratio
of external debt to GDP is one of the main variables explaining sovereign defaults, particularly among
developing economies. Regarding developing economies, Reinhart and Rogoff (2010) found that
when the ratio of external debt (public and private) to GDP crosses 60 percent of GDP, GDP growth
declines by an average of 2 percentage points, and that when external debt crosses the 90 percent
of GDP threshold, growth is cut by half. Other articles find similar correlations between the ratio of
external debt to GDP and GDP growth and the decline in credit ratings: Manasse et al (2009); Franekl
and Saravelo (2012); and Karadam (2018).

2. Survey of the effect of the COVID-19 virus on the credit profiles of Israel and
other countries® as measured by the ratings agencies

2.1 The ratings agencies’ view of the credit quality of various countries

The economic contraction resulting from the COVID-19 crisis impacted government revenues and
raised their expenditures, due to the broad support countries are providing to businesses and the
public. Budgetary deficits and debts therefore expanded significantly during the year, and further
expansion is expected. The expansion of deficits combined with low growth are causing a high debt
burden and an increase in debt to GDP ratios around the world. However, the three main ratings
agencies (Moody’s, S&P, and Fitch) view the changes in these variables differently.®

Due to the pandemic, Moody’s changed its ratings and forecasts for a number of developing
economies, but not for advanced economies (except for Italy and the UK). According to the company,
despite the expectation of increased debt to GDP ratios in all countries, the credit rating assessment,
being forward-looking, is less sensitive to a one-off increase in debt due to the crisis. Two factors are
expected to affect countries’ credit profiles—the pace of economic recovery, and the effectiveness of
the policy to lower the debt over time.

According to Moody’s, in advanced economies, the greater ability to service their debts reduces the
implications of high debt for the credit rating, given the low inflation environment and the low interest
rates. However, debt affordability may be adversely affected if the country’s revenues recover more
slowly than expected.

Since the beginning of the crisis, S&P has changed its ratings for more than 20 countries, and changed
its forecasts for more than 40 countries. Similar to Moody’s, the negative impact on countries’ ratings
is, for the time being, mostly in the developing economies that rely on a single major industry.
These countries generally have much less possibility of executing a noncyclical fiscal policy than the
advanced economies. The longer the need for fiscal stimulants is necessary to support GDP, the more

5 The survey relates mainly to the advanced economies and to developing economies whose credit rating is high,
as they are comparable to Israel.

® Changes in credit ratings in the second half of the year appear in the appendix.
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pressure will be placed on the ratings of additional countries. S&P believes that the ability to service
debts depends more on monetary flexibility, external position, and economic resilience than on the
debt to GDP ratio. According to the agency, it is too early to assess the crisis’s ramifications on the
production capacity of economies and on the government’s preparedness to enact growth reforms.
If the countries manage to recover from the loss of growth in the current year, we will see most of the
ratings remain at their current level in 2020-21. In contrast, if the pandemic continues and growth
rates remain low or decline, there will be pressure on the ratings.

Fitch lowered its ratings for more than 20 countries since the start of the crisis, and changed its
forecast to negative for more than 30 countries. In contrast with S&P and Moody’s, Fitch changed
its ratings and forecasts for advanced economies as well. According to Fitch, the low interest rates
and access to financial markets provide some support for the rating in the short term, but they are
attributed to the country’s liquidity management capability more than to its repayment capacity, and
are not expected to affect other factors in determining the rating. The factor common to changes in
the credit risk assessment of the advanced economies are a high level of debt relative to the rating
group prior to the crisis.

A comparison of the sovereign ratings methodologies shows that the ratings agencies attribute a
higher weight to economic and institutional robustness (growth, the stability of state institutions,
and the effectiveness of policy) than to fiscal strength (debt data).

2.2 Israelin the view of the ratings agencies

The three main rating agencies have rated Israel within the range from A+ (Moody’s and Fitch) to AA-
(S&P) with a stable outlook. Since the start of the crisis, all three of them confirmed Israel’s rating. In
April, Moody’s confirmed Israel’s rating but changed its rating outlook from positive to stable in view
of the weak fiscal outlook due to the crisis and the weakening effectiveness of fiscal policy driven by
the unstable political environment. In October, Moody’s again confirmed its rating for Israel and its
stable outlook.

Israel’s credit profile shows significant economic resilience to shocks, which is reflected in the stability
of its growth rate in the medium range, thanks to the high-tech industry and the natural gas reserves.
Monetary flexibility, the high level of household savings, the current account surplus, the volume of
Israel’s foreign exchange reserves, and the medium-term growth potential are also strong points for
Israel. To these are added Israel’s good debt structure and the fact that most of the country’s debt is
denominated in domestic currency.

In November, S&P positively noted the Bank of Israel’s monetary flexibility and the actions taken in
the past year to minimize the economic impact of the COVID-19 crisis.

Instability in the political system, budgetary management, demographic difficulties related to the
labor market, and tension in the Middle East are the risk factors to Israel’s credit rating. The outlook
may be lowered if the economic recession continues longer than expected. The lack of a budget
and a greater-than-expected increase in debt data may have a negative impact on the credit rating.
However, the low impact on growth in Israel, in view of the high percentage of young people and the
composition of exports, is moderating the increase in the debt to GDP ratio.
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Israel’s debt to GDP ratio is higher than in other countries in the same ratings group. However, the box
shows that this is not the only significant variable in determining the country’s credit rating (Table 1).

Table 1
Forecast 2020 debt to GDP ratio of investment grade countries (rating of BBB- or higher), divided by rating (heat map)
Aaa Aal Aa2 Aa3 Al A2 A3 Baal Baa2 Baa3
Luxembourg Finland Umtefi Arab Estonia Botswana Peru Bulgaria Indonesia Russia
Emirates
27 68 37 21 39 24 38 19
Denmark Austria South Korea |Czech Republic Kuwait Iceland Latvia Thailand Philippines Kazakhstan
35 85 48 39 19 52 44 50 49 23
Norway France Qatar Saudi Arabia Malta Lithuania Panama Colombia Romania
40 119 68 33 57 48 55 68 45
Sweden e Chile Poland Malaysia Mexico Uruguay Hungary
Kingdom
42 108 33 60 68 66 69 77
New Zealand Belgium China Slovakia Slovenia Mauritius India
48 118 62 62 81 86 89
Switzerland Israel Ireland Spain Portugal
49 77 64 123 137
Netherlands Italy
59 162
Australia
60
Germany
73
Canada
115
Singapore
131
United States
131

SOURCE: Debt ratio based on IMF World Economic Outlook revised to October; ratings based on Moody's global.

3. The main findings of a new research study’”: “The factors explaining long-term
government bond yields in Israel and similar countries”

A new study being conducted by the Bank of Israel Research Department estimates the impact of the
fiscal risk factors and of other variables on the cost of government debt.® The fiscal risk factors that
affect default risk are estimated by two variables—the debt to GDP ratio and the taxes to GDP ratio.
The study accounts for the impact of many economic factors that do not necessarily affect default
risk but do affect the yields themselves, such as long-term structural factors and cyclical factors. The
researchers thus manage to isolate the other effects and examine the impact of the fiscal risk factors
on the estimated cost of government debt.

The main findings of the study are as follows:

1. Thedebt to GDP ratio has a statistically significant impact on the cost of debt. An increase of one
percentage point in the debt to GDP ratio raises the cost of debt by 3.8 basis points.

2. Adecline in the tax to GDP ratio also increases the cost of debt, with an even greater extent of

" The study (by Noam Michelson and Roy Stein) is close to being completed, and will be published as part of the
Research Department’s Discussion Papers Series.

8 The estimated cost of government debt is measured by the nominal forward interest rate in the range of 5-10
years, which is calculated from the (published) yields on unindexed government bonds for those terms.
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sensitivity. A decline of one percentage point in the taxes to GDP ratio raises the cost of debt by

about 15 basis points.

3. Credit rating changes are highly correlated with the debt to GDP ratio, but it seems that this
correlation is created only after the debt to GDP ratio, which is one of the central estimations in
fiscal risk, is reflected in the pricing of bonds among investors.’

The researchers examined the developments of the fiscal risk factors in Israel since 2006, a period
during which the credit rating agencies raised Israel’s rating five times. The following are the debt and

tax data for Israel during those years:

1. The debt to GDP ratio declined by about 20
percentage points between 2006 and 2017.

2. Between 2007 and 2009, the taxes to GDP
ratio declined by 3 percentage points (from
29 to 26 percent), and remained at the lower
level with some volatility until 2017. In 2018,
the ratio declined by two percentage points.

Figure 2 shows that the decline of the debt to
GDP ratio lowered the interest on debt in Israel
by about 80 basis points, but the decline of the
taxes to GDP ratio led to an increase of about
40 basis points in the cost of debt in 2007 and
2008, offsetting half of the positive effect of the
decline in the debt to the GDP ratio. The taxes to
GDP ratio declined again in 2018, leading to an
additional 20 basis point increase in the interest
paid on the debt.

Figure 2
The Effect of Fiscal Risk Factors on Long-
Term Forward Yields and Rating*, 2006—
2018 (annual data, percent)
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Based on the Research Department’s assessment, Israel may reach a debt to GDP ratio of about 82
percent and a deficit of 11 percent of GDP at the end of 2021 (the equivalent of a taxes to GDP ratio of
0.22 percent). If both of these estimates are realized, the effect of these fiscal risk factors on the cost
of debt will increase by 1.3 percentage points relative to their effect prior to the crisis (when the debt
to GDP ratio was 60 percent and the taxes to GDP ratio was 0.25 percent).

9 The estimation equation explains the effects of the various factors on yields (and not the effects on credit rat-
ings). In terms of the credit ratings, the study examines whether the information contained in the ratings, be-
yond the economic factors, has any added value, and finds that no such value exists, except in the information
contained in ratings declines, particularly declines from investment-grade to speculative ratings.

69




Bank of Israel

Country | Date Ratings Action Reasons
agency
Italy Oct. 23 S&P Improved outlook from |« The virus had a strong impact on the economy,
negative to stable, and the country’s GDP will not return to 2019 levels

rating affirmed at BBB. | before 2023.

+ As a result, the government presented a fiscal
incentive program totaling 6.1 percent of GDP.

+ The ECB expanded its asset purchasing program,
enabling low debt financing costs. The EU launched
a recovery program that is expected to provide loans
and grants totaling 12.5 percent of GDP to Italy,
subject to the advancement of growth-encouraging
reforms.

« Therefore, despite the economic uncertainty, the
measures give the government an opportunity to
jump start the economy.

UK Oct. 16 Moody’s | Lowered rating from + Growth weakened considerably since the previous
Aa3 to Aa2. rating reduction in September 2017, and it is
expected to remain weak. The negative structural
trend was made worse by the decision to leave the
EU and the inability to reach agreements on how
the departure will be done. Growth will also be
impacted by the ramifications of the pandemic,
which has already hit it hard.

« Fiscal robustness eroded. Government debt,
which was already high prior to the crisis, has risen
further as a result of the pandemic. While the UK’s
reserve currency status provides a high capacity
for carrying debt, the increase in debt poses risks
to debt affordability in future years, particularly

in the absence of a plan to reduce government
indebtedness. Moody’s believes that the
government will not succeed in lowering the debt in
the coming years due to the political situation and
the low growth.

« In recent years, public policy and institutional
strength have been seen as weakening. Policy has
become less predictable and less effective.

The combination of these three factors will make it
difficult for the UK to improve its economic state in

the foreseeable future.
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Spain

Sep. 18

S&P

Negative outlook,
rating affirmed at A.

+ The virus had a strong impact on the economy,
and the country’s GDP will not return to 2019 levels
before 2022.

+ A new budget was not passed following 2018, which
is having an adverse impact on economic reforms.

+ Against that, Spain benefited from membership
in the eurozone and from the ECB’s purchasing
program.

us

July 31

Fitch

Negative outlook,
rating affirmed at AAA.

Change in outlook due to the decline in public
financing and the lack of a credible fiscal
consolidation program:

+ The budgetary deficit and debt were in an upward
trend even before the current crisis.

+ The risk that the government will not carry out
fiscal consolidation in order to stabilize the debt
following the pandemic.

+ A higher debt level than all other AAA-rated
countries, which is expected to increase to 130
percent of GDP. The assessment is that the US will
return to the precrisis debt-to-GDP level in 2023,
given a low interest rate environment.

Japan

July 28

Fitch

Negative outlook,
rating affirmed at A.

+ The expansion of the budgetary deficit due to the
economic support provided is contributing to an
increase in the debt to GDP ratio, from its already
high precrisis level—both in absolute terms and
relative to the ratings group.

+ Anincrease in morbidity is increasing the risk of
preventative measures, which will lead to a further
contraction of GDP.

+ The high debt levels will make it difficult to reduce
the debt. A decline in the labor force and the aging
of the population will make it difficult to realize
potential growth.
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Canada |June24 | Fitch Lowered rating to AA+. | Adecline in public financing due to the crisis:

SElSEHIS + Asharp increase in the government deficit as a

result of the pandemic. The government deficit is
expected to increase to 16 percent of GDP, compared
with a surplus of about one percent in 2019.

« Significantly higher debt ratios than in 2019—

the government debt to GDP ratio jumped to 115
percent this year compared with 88 percent in 2019.
Government debt in Canada is among the highest in
the AAratings group. Canada has experience in fiscal
adjustments from the 1990s. However, the fiscal
system in Canada is decentralized, which makes it

difficult to carry out such an adjustment.

72



Financial Stability Report, Second half of 2020

Box 2
The decline in value of commercial real estate companies in view of the
COVID-19 crisis!

Main points

+ At the height of the COVID-19 crisis, the aggregate value of commercial real estate companies
declined by about 40 percent relative to the end of 2019, and did not begin to recover from this
sharp decline until the end of September.

+  Prior to the crisis, the pricing of commercial assets in the market was higher than their book
value—perhaps due to the optimistic growth forecasts prior to the crisis—and the decline in
market value of the assets during the crisis mainly reflects a correction relative to the book value,
but not beyond that.

« All of the indicators show that the decline in value of the commercial real estate companies is not
evidence of an increase in risk to the financial system on the part of these companies.

+  With the announcement of positive trial results for the COVID-19 vaccine, the trend changed in a
positive direction. As of the end of December, the decline in value since the beginning of the year
had moderated to 20 percent.

Figure 1
Cumulative Change in the Value of Shares
Traded on the Stock Exchange Divided Into

An industry examination of the main equity
indices shows that the construction and real
estate index, lunlike the other real lindustry Three Groups, 2020 (daily data, index: December
indices, did notrecover by the end of September 31,2019=100)

from the sharp declines that hit the financial 140

markets at the height of the COVID-19 crisis in 130

March and April. (See the chapter in this report ﬁg

on financial assets.) A division of the publicly | 149

traded equities in this industry into three 90

groups—commercial real estate companies, 80
. . 70
construction and development companies, 60

and all the others—sharpens the distinction 50

that the commercial real estate companies are
the ones that pulled the construction and real
estate index downward following the initial
decline (Figure 1). At the aggregate level, the
figure shows that the value of these companies
dropped by about 40 percent as of the end of
September, relative to the end of 2019. With

O O O O
g o e
NP TFRE L

Commercial real estate companies
== Construction and development companies
Other shares

*Real estate and construction companies were classified manually
according to their main operations. All other shares traded on the
Stock Exchange were classified as "other shares". The value of
the companies was totaled for each day and normalized to 100 at
the start of the examined period.

SOURCE: Based on Tel Aviv Stock Exchange data.

1 The daily data (on share prices and yield spreads) in this box are up to date as of December 31, 2020.
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the announcement of positive trial results for Figure 2

the COVID-19 vaccines the trend changed in a Cumulative Change in the Value of

positive direction, and the decline in value as | Commercial Real Estate Shares, by Their Mix
of Assets, 2020 (daily data, index: December 31,
2019=100)

A more focused look at the commercial real 120
estate companies by their type of activity | 110
(in terms of the mix of properties) shows 100

of the end of December was about 20 percent.

that the market is pricing retail and office %
, 80

space more negatively than other real estate
. . : . . 70
uses (residential and industrial)? (Figure 2). o0
An examination of commercial real estate 50

companies by their main investment also 288 9888988882828
) S S8 S8 888 S
shows that the market’s assessment of the =T I B I B O K B S = A
. . o O o o O O o o [eBERS ~—

value of companies geared toward the retail , .
Offices Industrial
Retail Residential

industry is lower than that of companies with
*The value of commercial real estate companies is divided by the

a broader diversification of assets, althOUgh mix of their assets (for instance, if the value if 100, and 60 percent

h l . l dinied of its assets is commercial and 40 percent manufacturing, then 60
these results are not unequivocal, an Itis clear percent of the value is commercial and 40 percent is

H . manufacturing.) We totaled the vaue of each of the uses each day
that the lack of récovery of companies in the and normalized it to 100 at the start of the examined period.

industry is more Widespread' SOURCE: Based on Tel Aviv Stock Exchange data.

The publicly traded commercial real estate companies have financial debt totaling about NIS 160
million (as of the third quarter of 2020)—about 17 percent of nonfinancial business sector debt.
According to the global literature, this industry is a significant factor in the acceleration of financial
crises®, which leads to the question: Does a decline in the value of commercial real estate companies
put the stability of the financial system at risk? The answer provided by this analysis is that it does
not.

At the aggregate level, there were revaluation losses totaling about NIS 3 billion in the first three
quarters of 2020, about one percent of total commercial assets recorded in the balance sheet (which
are recorded at fair value, in accordance with the accounting standards).* Therefore, the companies’
aggregate leverage, calculated by dividing total financial debt by the fair value of commercial real
estate, is about 0.64, and increased slightly relative to the precrisis leverage (0.62 as of December

2 This finding may show that the market is pricing in a future structural change generated by the crisis, in which
consumption patterns change to greater use of ecommerce and the labor market transitions to remote working
and less use of office space.

3 As described broadly in the box “Commercial Real Estate in Israel”, Financial Stability Report, December 2018,
That box also describes the various uses of commercial properties for retail, industrial, office, and residential
space.

4 The institutional investors that own commercial real estate also recorded a negligible decline in value of about
0.5 percent. However, it should be noted that these declines in value do not reflect the value of all aspects of
commercial real estate, such as street-front stores, which are generally note owned by public companies or
institutional investors, and the value of which may decline by higher rates during crisis periods. It is also pos-
sible that later on, with the development of the crisis and its expected effect on commercial real estate, higher
revaluation losses may be recorded for public companies and the institutional investors.
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2019). Another parameter of leverage, which is calculated by dividing financial debt by CAP (financial
debt and owners’ equity), also shows that leverage increased slightly®> (0.59 in September 2020
compared with 0.57 in December 2019). In terms of pricing in the bond market, bond spreads (Figure
3) show that the market is not pricing in greater leverage or risk relative to the precrisis period.

The decline in the companies’ value shows that the capital market is pricing their assets lower than it
was prior to the crisis, which leads to the question of whether this trend shows an equivalent decline
in the value of the assets on the companies’ balance sheets that would lead to a dangerous increase
in their leverage. In order to answer this question, we analyzed the companies’ leverage, as priced by
the capital market, for two points in time (prior to the crisis—the fourth quarter of 2019—and the third
quarter of 2020), and in two different ways:

1. Theleverage derived from the market , where Fi 3
FV — MV igure
v is the market value of the company’s Corporate Bond Spreads Divided into

Three Groups*, 2020 (daily data, percent)
9

equity at the quarters’ end (December 31,
2019 and September 30, 2020) and %—I—D is
the fair value of the commercial assets on the

balance sheet.

2. Financial debt to CAP as derived from the
#w , where MV is the market value
of the company’s equity at the quarters’ end
(December 31, 2019 and September 30, 2020)
and D is the financial debt on the balance
sheet.

market:

O =~ N W » OO O N ©

B e e T

Commercial real estate
Construction and development
Other companies

It should be noted that if we take into account the

fact that the commercial assets are recorded on
: : 6 *Weighted by bond value. Companies whose bonds are traded

the balance sheet at their fair value (FV), and that | 1 .%ided accordng to the division in Figure 1.

it is customary to revalue the fair value of assets SOURCE: Based on Tel Aviv Stock Exchange data.

through the future cash flow (DCF) method, we

would basically expect that the calculation of

leverage in both of these methods would lead to equal results such that”: V=MV __ D
FV _ MV+D

5 At the aggregate level, the financial debt of commercial real estate companies increased (by about 7 percent),
while the value of commercial real estate did not significantly change.

6 And notin historical cost terms (such as other tangible assets on the balance sheets of nonfinancial companies,
such as inventory or fixed assets).

" The development of this equation leads us to equivalence: MV+D=FV, which will later be used in examining
the asset pricing in the market. It should be noted that this calculation assumes that the financial debt on the
balance sheet is close to fair value (a reasonable assumption).
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Table 1
Leverage ratios calculated by book value (BV) and by market value (MV), December
31,2019 and September 30, 2020

Leverage ratio 2019:Q4 2020:Q3
BV Financial debt to fair value of assets 0.62 0.64
Financial debt to CAP 0.57 0.59
MV Leverage derived from the market 0.4 0.64
Financial debt to CAP (as derived from the market) 0.5 0.64

SOURCE: Based on Tel Aviv Stock Exchange and published financial statements.

Figure 4
Table 1 shows the leverage ratios that were Book Value of Real Estate and Aggregate

calculated through these methods atboth points | Book Value of Equity and Debt of

in time. The Table shows that in book value (By) | Cemmercial Real Estate Companies, 2010-
. . 2020:Q3 (quarterly data, NIS billion)

terms, as described above, leverage increases

slightly with an increase in the financial debt of 590
the companies in the industry, but the level does 300
not change materially. In contrast, in market 250
value (MV) terms, there is a marked increase in 200
leverage derived from the pricing in the capital 150
market. The table shows two main findings. 00

First, in the third quarter of 2020, the leverage
derived from the market is similar to the 50

. O 00 0O O o o o o g o
leverage calculated from the books (BV), while S £t d s ¥ 6 6K s 5 S
in the fourth quarter of 2019, there was quite & 8 8 8 8 8§ 8 8§ 8§ %

Value of equity and book-value debt

a large gap between these two calculations.
= Fair value of assets

Second, both methods of calculating leverage

from the market lead to the same result. with * This figure presents the aggregate value of commercial assets as
’ recorded in the books at fair value (blue line) and the aggregate

the eq uation mentioned above showi ng eq ual value of equity on the stock exchange and book-value debt (black
line) of all commercial real estate companies for each of the
results. quarters from 2010 onward, to the end of the quarter. The value of

the real estate of one company (with large volumes) includes the
value of the holdings of real estate companies it owns (that were
We can therefore conclude that the market’s not consolidated into its financial statements.)

pricing of commercial real estate companies | SQURCE:Based onTel Aviv Stock Exchange data and published
corrected itself in view of the crisis to nearly

the level at which the assets were revalued in

the companies’ books, such that the leverage in the books will be equal to the leverage priced in
by the market. This finding shows that the value of the commercial real estate companies did not
decline below the book value of their assets—a calming message from the standpoint of the financial
system—and, as stated, may be only a correction of the commercial real estate companies’ pricing.
In order to examine this hypothesis (whether it really is a correction), we examined the ratio between
the market value of the companies’ equity and their book value (as an indication of the market’s
pricing of their assets), and the fair value of the assets:
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Since the vast majority of the commercial assets® is at fair value and the financial debt is also close
to fair value, this ratio must be close to 1. We examined the numerator and the denominator of this
portion at the aggregate level for each quarter from 2010 onward (Figure 4), and found that in general,
the market pricing of the equity together with the book value were equal to the fair value of the assets
(meaning that this ratio was close to 1) until the end of 2016. In 2016, the fair value of the asset
declined due to the sale of assets and exit from consolidation that took place in one large company
and was not immediately reflected in the numerator (in MV+D). The gap that was created between
the numerator and the denominator was gradually closed until the end of 2018, and market pricing
was then “disconnected” from the fair value until the end of 2019, just prior to the crisis. In the first
three quarters of 2020, due to the COVID-19 crisis, there has been a marked convergence back to
pricing in which MV+D=FV. This disconnect of market prices from asset prices in 2018 may attest to
more optimistic growth forecasts (or expectations of higher profitability and dividend receipts) than
according to the assumptions at the basis of the valuations in the financial statements, which were
later on shown to be false.

The disconnection of financial asset prices from the fundamental data on real assets (“overpricing”)
may increase the risks to the financial system. The convergence of financial asset prices back to the
fundamental pricing is therefore a positive finding showing that the risk of overpricing in the market
is low (near zero). This development, together with the fact that the market is also not pricing the
companies at a value lower than their book value in view of the crisis, show that shareholders in the
market are not evaluating the companies’ leverage as higher than the leverage that they see in the
financial statements, so that the decline in value does not put the financial system at risk.

An individual analysis of the commercial real estate industry as part of a broader analysis of publicly
traded companies’ resilience in view of the COVID-19 crisis®—in which an increase in capitalization
rates leading to a 10-15 percent decline in the book value (far beyond the revaluation losses recorded
in the first three quarters of 2020) was assumed—showed that the companies in the industry have
strong capital with which to absorb significant losses and significant devaluations. A box published
in the Financial Stability Report for December 2018 that dealt with commercial real estate in Israel®®
and its financial stability also indicated the financial strength of the companies in the industry, which
was reflected in a continued decline in their leverage and an increase in their liquidity and in their
repayment capacity. The main conclusion from the stability analysis is that the companies in the
industry accumulated sufficient capital during the boom period to deal with the ramifications of a
crisis such as they are experiencing now.

In the first three quarters of the year, the profitability of the commercial real estate companies was
impacted, and there was also a marked impact to their cash flow but not to their repayment capacity
or liquidity (Table 2). The capital that they accumulated, which is based on commercial properties
they own (which as of the end of September 2020 had a market value, as stated, similar to their book
value), enables them to raise further debt and take on leverage so that they can service their current

8 Other than assets being constructed or land that is generally not of significant amounts.

9 The analysis is described in Box 4 of the Financial Stability Report for the first half of 2020, but the industry
aspect was not published. For more information:

https://www.boi.org.il/he/NewsAndPublications/PressReleases/Pages/28-7-2020.aspx (in Hebrew).
19 For more information: https://www.boi.org.il/en/NewsAndPublications/PressReleases/Pages/19-12-2018.aspx
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liabilities even when experiencing a lack of cash. Since the value of their commercial properties was
not significantly impacted, which enables them to currently raise additional sources of financing, the
commercial real estate companies should not encounter liquidity distress that would impact their
stability or the stability of the financial system. This conclusion is supported by both risk pricing in
the bond market, as seen in the development of bond spreads during 2020 (Figure 3), and the credit
quality indices in the banking system.!!

Selected financial ratios of commercial real estate companies, September 30, 2019 and September 30, 2020

NOI from assets Current cash flow from assets Repayment capacity Immediate liquidity
Q3/2020 Q3/2019 Q3/2020 Q3/2019 Q3/2020 Q3/2019 Q3/2020 Q3/2019
Aggregate calculation 3.91 (65%) 4.32 2.46 (76%) 3.54 1.95 (48%) 3.06 0.69 (43%) 0.65
Simple average 3.63 3.95 1.31 1.75 2.59 2.52 1.62 138
Median 3.41 4.21 1.91 2.7 2.1 1.6 0.59 0.49

SOURCE: Based on published financial statements.

The table shows selected financial ratios of the publicly traded commercial real estate companies as of September 30, 2020 and for the same period in the previous year. The NOI (net
operating income) from assets is calculated as operating profit excluding revaluation profit/loss during the period divided by the value of commercial assets as of the beginning of the
period. Current cash flow for assets is calculated as cash flow from current operations during the period divided by the value of commercial assets as of the beginning of the period.
Repayment capacity is calculated as cash flow from current operations divided by financing expenses during the period. Immediate liquidity is calculated as cash and short-term
investments divided by current liabilities. The rate of companies with a ratio in 2020 that is lower than the 2019 ratio is noted in parentheses next to the aggregate calculation.

11 As of September 30, 2020, the rates of problematic debts and impaired debts in the real estate activity segment
of the five large banks were 3.5 percent and 1 percent respectively, similar to the rates as of September 30, 2019.
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Box 3
INSTITUTIONAL INVESTORS’ EXPOSURE TO FUTURES CONTRACTS ON FOREIGN
EQUITY INDICES

This box describes the effect of institutional investors’ activity on the domestic government bond and
foreign exchange markets during the COVID-19 crisis that began in March.! The main argumentin this
box is that the characteristics of the institutional investors’ exposure to futures contracts on foreign
equities, which mostly involves the use of domestic government bonds? as collateral for investment
in such contracts, intensified the domestic reaction relative to the world. This led to a significant
liquidity and currency risk: Whereas the currency exposure is dollar-denominated, its main source
of financing is in shekels. As a result, the requirement to complement the collateral due to sharp
declines in the global equity markets and in contracts that track those indices created a significant
lack of liquidity and foreign exchange among the institutional investors, which forced them to sell off
a significant volume of government bonds? to finance significant foreign exchange purchases in the
market. These actions intensified the increase in yields in the government channel, the depreciation
of the shekel, and the liquidity distress in the dollar swap market.

The development of the institutional Figure 1
. . General Asset Portfolio Divided into Public
’ 4
Investors® asset portfolio and Institutional Investors, 2010-2019 and
The institutional investors’ portfolio doubled | 2020 (two observations) (annual data, NIS billion
- and percent)
over the past decade, from about NIS 900 billion 5500 50
in 2010 to about NIS 2 trillion currently, and ’ 45%
its share of the public’s total financial assets | 2900 gg;"
portfolio is close to 50 percent (Figure 1). This 1,500 30%
is a rapid pace of growth, particularly relative 000 233’
to the more moderate growth rate of the public ’ 5%
portfolio. This can be explained by long-term 500 10%
. . 5%
regulations, such as compulsory pensions 0 0%
that‘applled from 2008 to the entire salaried ’19\6‘79\\‘19@‘79@‘19\“‘9\6‘19\%‘9(\"9\%‘19'2&%%5@
public and from 2018 on the self-employed. v
. X mm [nstitutional share of the total portfolio (right scale)
These are accompanied by demographic and e Total institutional portfolio
macroeconomic changes, chiefly population =Public portfolio
5 q SOURCE: Based on Capital Market Authority, reports by the
grOWth: an increase in the number Of employed institutional investors to the Bank of Israel, reports to the Banking
. . . . Supervision Department, and Tel Aviv Stock Exchange data.
persons, and increases in nominal wages and in

the rate of pension deductions.

1 The most influential factor is the global financial shock due to the COVID-19 pandemic. Withdrawals from mu-
tual funds also had a significant effect.

2 In addition to these, makam and existing shekel and forex liquidity were used.

3 Thevalue of institutional holdings as a share of total stock of government debt declined by 7 percentage
points between February and March, while most of the decline can be attributed to the decline in the sale of
government bonds in order to finance foreign exchange purchases of significant volume.

4 The institutional portfolio equals all medium- and long-term savings entities. The public portfolio equals the
public’s direct holdings plus mutual funds. The general asset portfolio is comprised of both.
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Another angle that illustrates the increase in the institutional investors’ portfolio is its current ability
to contain, in value terms, all tradable assets in the domestic market. This is unlike the situation in

2010, when the portfolio was about half the value of domestic assets.®

The increase in value of assets managed by the
institutional investors led, among other things,
to a rapid increase in the rate of exposure to
foreign assets, to about 32 percent of the total
portfolio. In nominal terms, this represents a
change of about NIS 500 billion, about half of
the total increase in the institutional portfolio
over the past decade (Figure 2). Since the main
asset in the foreign assets portfolio is equities,
the weight of equities in the total portfolio
increased. As a result, the effect of this channel
on the portfolio’s performance and on capital
movements in the domestic market, in both
shekels and foreign exchange, increased.

Institutional investors’ exposure to foreign
equities

Exposure to foreign equities is mainly through
direct holdings of equities, ETFs, and futures
contracts on equity indices. The mix of exposure
to foreign equities changed, and the tendency
in recent years has been to increase the weight
of futures contracts at the expense of other
exposures (Figure 3). The reasons for this are
presented in Table 1, and are mainly connected
with the greater tradability and lower cost of
futures contracts than of the alternatives.

Another main difference is that investment in
contracts is leveraged, which means that only a
small part is invested in the contract, and only
this part is exposed to changes in the exchange
rate. The rest of the amount is mostly invested
in tradable unindexed government bonds,
which serve as collateral for the investment in
the contracts. This is an advantage from the
institutional investors’ point of view, in that it

Figure 2

Weight of Assets Abroad, 2010-2019 and 2020
(two observations) (annual data, NIS billion and
percent)
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SOURCE: Based on Capital Market Authority and reports by the
institutional investors to the Bank of Israel.

Figure 3

Equities and Contracts as a Share of
Institutional Portfolio Abroad, 2010-2019 and
2020 (two observations) (annual data, NIS billion
and percent)
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5 The reference here is to tradable government debt, makam, equities, and corporate bonds.
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enables them to be exposed to foreign assets without creating a full exposure to foreign exchange,
whichis sometimes not desirable forthem. However, a futures contractis a volatile asset that depends
on market developments, so this advantage may erode rapidly and expose the institutional investors
to foreign exchange and liquidity risks as a result of the demand for collateral in the case of prolonged
market declines.® In such a case, due to the large exposure to futures contracts on equities and the
currency mismatch, the institutional investors may face demand for significant shekel and foreign
exchange liquidity, which may have a strong impact on the domestic capital and foreign exchange
markets, as happened during the COVID-19 crisis in March. For ETFs and equities (assuming that
the equity reacts the same way), an increase in market volatility causes a deviation from the desired
exposure rates in the institutional portfolio, making adjustments necessary—foreign exchange sales
and purchases, sometimes of significant volumes. However, in contrast with contracts, investments
in these assets are not leveraged and do not require collateral. As such, even during periods of high
volatility in the financial markets, foreign exchange purchases and sales in respect of ETF and equity
holdings do not have to be immediate, so the effect of institutional investors’ activity on the domestic
capital and foreign exchange markets as a result of this exposure is generally relatively moderate.

Investment in a futures contract

An investment in a futures contract is made based on a notional amount. This means that when
the contract is signed, only a certain percentage of the value of the investment is deposited with a
broker. This is called the initial margin (IM).” Most of the amount is held in another asset that serves
as collateral for the investment in the contract. This asset is generally risk-free, liquid, and short-term,
because of the need for it to be available and to maintain its monetary value in case the collateral
is called in. This asset may be a US Treasury bond, liquid dollar or shekel deposits, or unindexed
Israeli government bonds. For reasons of investment convenience and the need to avoid unwanted
exposure to foreign exchange and the accompanying additional cost, institutional investors generally
use tradable domestic government bonds. This tendency explains a significant portion of the
increase in the rate of holding of this asset in the past decade (Figure 4). When the cumulative loss
reaches a certain level, a variation margin (VM) must be paid in addition to the IM. The use of the VM
is referred to as a margin call (a call to complete the collateral), and is made currently as a result of
the basic volatility of the market, in both directions.® The VM as a result of price declines is the main
risk factor in this investment, due to the uncertainty regarding its scope, when it will take place, and
itsimmediacy. In this case, the risk is intensified due to the lack of a natural correlation between the

 The volatility also exists in a case of price increases, but since in this case there is no margin call, the risk is
mainly an exchange rate risk, which can also be material for the market and the institutional investors, since it
largely has an appreciatory effect on the shekel.

" Inthe case of an E-mini contract on the S&P 500, which is acceptable to the institutional investors. Forinstance,
in November 2020, the initial margin was about $13,200—about 8 percent of the notional amount of the con-
tract. The notional amount is the underlying asset multiplied by the contract size. If the value of the index is
3,500, and we are interested in about 50 contracts (the minimum amount), then the total notional amount is
50*3,500=175,000.

8 A VM also exists when prices increase, and it may have a significant appreciatory impact on the shekel, as has
happened in the past. However, in thisinstance, the institutional investors are not obligated to immediately sell
the foreign exchange that they receive.
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exposure to contracts, which is in dollar terms, and -
he collateral, which is in shekel In additi Figure 4
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SOURCE: Based on Capital Market Authority, reports by the
institutional investors to the Bank of Israel, reports to the Banking
Supervision Department, Ministry of Finance, and Tel Aviv Stock
Exchange data.
Table 1

Main differences between investments in contracts and direct investments in equities and ETFs”

Risk: Exchange rate, Foreign exchange

Asset Tradability Liquidity Holding costs o, Ty r0aT
Low initial exposure
Futures contract Throughout the day High Low - LIBOR interest Medium to high but there is a daily
MTM* risk
During trading hours . Management fee +
ETF o High S st T B Low Full exposure
. During trading hours ~ High - depending on .
+

Equity ailly the stock Spot + FX Basis Low Full exposure

* Market to Market is a daily asset revaluation mechanism that is intended to reflect the real market price. The result dictates whether the
investor receives or injects collateral.

* The comparison is to an E-mini contract on the S&P 500. An equity holding is not a complete alternative to contracts. There is also a small taxation gap
in favor of the contract.

Events in the domestic market in March

The following is an outline of the ramifications of institutional investors’ exposure to futures contracts
on the domestic capital market during the crisis, through three channels—the government bond
market, the foreign exchange market, and the dollar swap market. The analysis focuses on the period
around the height of the crisis in mid-March. Prior to the crisis, institutional investors’ total exposure
to futures contracts was about NIS 110 billion, or about $31 billion (Figure 5), and the main asset held
against this exposure was tradable unindexed Israeli government bonds.*°

9 See a discussion of the issue at the international level: BIS Bulletin No 13: The CCP-Bank Nexus in the Time of
COVID-19.

10 Contra assets were also held in other instruments, foreign exchange liquidity, and makam, but the main
instrument was tradable domestic government bonds.
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The global spread of COVID-19 during February,
and its definition as a pandemic, generated a
financial shock in the global markets, which
was reflected in sharp declines on the equity
indices and an increase in yields on government
bonds. In the foreign exchange market, the main
currencies depreciated against the dollar, and the
domestic interest rate in the dollar swap market
in nondollar markets declined sharply (due to the
increase in the dollar interest rate).

The declines on the equity indices intensified
during March, and at the end of the period, the
S&P 500 index fell by about 30 percent.!* During
that period, there were days with very anomalous
decline sequences that were unprecedented
even during the Global Financial Crisis (GFC) in
2008. As such, the institutional investors had to
increase their collateral by cumulative amounts
of billions of dollars during March. As noted
above, the institutional investors do not manage
dollar or shekel liquidity of the volumes required,
so in order to finance this, they were forced to
liquidate government bonds held as collateral
against their exposure to contracts.

Figure 6 shows the change in value of the
institutional investors’ holdings of various assets
and selected dates on which significant changes
were recorded. The decline in government bond
holdings in March is more prominent than the
decline in other, riskier, assets, as well as relative
to past events. During the GFC, the decline in
government bond holdings was marginal, with
most of the declines coming n risk assets, as
expected. The main reason for this was that the
near-zero exposure to futures contracts at the
time. Such volumes of sales of the safest asset in
the domestic market at the height of the crisis by
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Figure 5

Volume of Futures Contracts Held by
Institutional Investors, 2010-2019 and 2020
(two observations) (annual data, NIS billion and
percent)
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Figure 6
Monthly Change in the Value of Institutional
Holdings by Type of Asset, Selected Dates (NIS
billion)
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SOURCE: Based on Capital Market Authority, reports to the
Banking Supervision Department, reports by the institutional
investors to the Bank of Israel, and Tel Aviv Stock Exchange data.

a participant perceived as “steady hands” is a rare phenomenon, particularly when the asset should
generate profits during a crisis. The explanation for this is the use of domestic government bonds as
collateral against holdings of futures contracts, in the absence of sufficient foreign exchange liquidity
and in view of the anomalous nature of the COVID-19 crisis. The use of another asset with that is

11 The comparison period chosen is from February 20 to March 20.
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naturally correlated with exposure to contracts
would apparently have lowered the need to sell
government bonds, such that the increase in
yields in Israel, which was more prominent than in
other countries, would have been more moderate
(Figure 7). Itisimportant to note that the increase
in yields was also supported by huge withdrawals
from the mutual funds, a large portion of which
was in government bonds.

The shekel return from the sale of the bonds was
used to purchase more than $10 billion in foreign
exchange (Figure 8). This amount is quite in line
with the VM requirements for that period—a
decline of about 30 percent in the S&P 500
multiplied by close to $31 billion in exposure to
contracts.!? Figure 8 also pointsto the link between
changes in the S&P 500 index and the institutional
investors’ cumulative foreign exchange purchases,
which strengthens as the COVID-19 crisis worsens
and is correlated with the marked depreciation
of the shekel in that period. This phenomenon
reflects a connection, that has been built up over
a number of years, between changes in the US
equities index and institutional investors’ activity
in the foreign exchange market, in view of the
increased exposure of the institutional investors’
portfolio to abroad, mainly to contracts. This link
is bidirectional, and it also acts for price increases
on the S&P index, which cause a positive VM
and foreign exchange sales that support the
strengthening of the shekel. An example is the
declinein cumulative foreign exchange purchases
that began in April, which indicates a transition to
foreign exchange sales that is consistent with the
recovery of the S&P 500 during that period.

The link described so far between exposure to
contracts and developments in the bond market
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Figure 7

Change in Yield on 10-Year Nominal
Government Bonds at the Peak of the Crisis,
March 6-22 2020 (percent)
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Figure 8

Institutional Investors' Cumulative Foreign
Exchange Purchases (+) and S&P 500 Index,
2018-May 2020
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and foreign exchange purchases s relatively clear and direct. In the case of exchange rates and swaps,
the link is more complex, because these markets have global impacts that are intensified in many
countries during periods of crisis. This is generally due to the reduction of dollar sources in the global
banking system, which mainly impacts the small economies that have no natural sources of dollar

12 This amount does not include foreign exchange liquidity that was obtained through the dollar swap market.
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financing.’® Figure 9 presents the performances
of the major currencies relative to the US dollar
around the height of the crisis, and shows
that most of the currencies reacted through
depreciation. The intensity of the shekel’s
depreciation, about 10 percent, which was more
prominent than others, is evidence of the large
impact of the institutional investors’ foreign
exchange purchases on the shekel exchange
rate at that time. In the dollar swap market,
there were significant liquidity difficulties, and
as a result, the shekel interest rate inherent in a
one-week transaction declined sharply (Figure
10). This interest rate reflects the deviation from
the interest rate that should be effective in a
“normal situation” according to the interest rate
equivalence rule, which means that during the
crisis,adollarborrowerwasforcedtoabsorbaloss
of about 6 percent in annual terms relative to the
forward rate during the transaction period. Even
though the global factor is the main explanation,
the fact that the interest rate inherent in a dollar
swap in Israel was quite negatively prominent, in
addition to the depreciation, around the height of
the crisis indicates a significant domestic factor.
This can be attributed to the anomalous volume
of institutional investors’ activity in the market
in view of their large foreign exchange liquidity
needs. The operation of the Bank of Israel’s
swap program, which injected about $7.5 billion
of liquidity into the swap market, succeeded in
returning the swap market to proper function.
The shekel interest rate inherent in this market
increased to close to equilibrium, and the shekel
appreciated.

Conclusion
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Figure 9
Changes in the Major Currencies Against the
Dollar, February 26-March 17, 2020 (percent)
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Figure 10
Implied Interest Rates in 1-Week Dollar
Swaps, February-March 2020 (daily data in

annual terms, percent)
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Institutional investors’ exposure to futures contracts and the use of a shekel asset—domestic
government bonds—as the main collateral for such transactions, created a direct and non-natural
currency risk between the US equity market and the government bond and foreign exchange markets,

13 US Dollar Funding Markets During COVID-19. BIS Bulletin No. 15, May 12, 2020.
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which intensified the events in the domestic market at the start of the COVID-19 crisis relative to the
rest of the world. The intensity of the shock and its ramifications on the domestic market were among
the factors that led the Bank of Israel to take various policy steps to stabilize the markets.

More broadly, the realization of the risk with the intensity that was observed in the market apparently
shows its underestimation, particularly relative to a situation of rapid decline in the markets, but
also shows the increasing effect that institutional investors have on the domestic capital and foreign
exchange markets. The underestimation can be explained by the fact that the COVID-19 crisis is
global, and anomalous in scope and intensity. Even so, the use of a dollar asset as collateral for
contracts apparently moderated the need for foreign exchange liquidity, and thereby the need to sell
government bonds. As a result, it also moderated the anomalous domestic response in the foreign
exchange and dollar swap markets.

From this standpoint, the decision of some institutional investors, due to the crisis, to hold dollar
liquidity buffers against exposure to contracts is an important step that can be integrated into their
investment policy that is based on a long-term risk-adjusted yield expectancy. This measure can help
them deal with significant margin calls, and can also moderate, although no completely prevent, the
institutional investors’ impact on volatility in the domestic capital and foreign exchange markets,
mainly during financial crises.

86



Financial Stability Report, Second half of 2020

Box 4
The COVID-19 Crisis’s Impact on Credit Insurance Companies:

« Creditinsuranceisintended to insure exporters and domestic suppliers in transactions where the
customers do not pay for the goods following receipt.

« As a result of the COVID-19 crisis, and in view of the increased risk, credit insurance companies
reduced the insurance coverage they provide in respect of transactions, and even stopped
providing insurance coverage altogether to certain industries that were seriously affected by the
crisis, such as the airline and hotel industries.

+  With the aim of helping exporters and suppliers in the domestic market continue to operate,
the government decided to provide guarantees totaling $750 million in order to reinstate credit
insurance.

+  The guarantee will back up to 100 percent of the initial coverage that the insurance companies
provide, with a deductible of 10 percent for export companies and 15 percent for companies
whose operations are domestic.

« Data from “ICIC—The Israeli Credit Insurance Company” show that the decline in the acceptance
rate—the rate of the insurance amount that the company provides as a share of the total insurance
coverage that a client requests—as a result of the crisis, was corrected upward due to the
guarantees, but the coverage has not yet returned to the pre-crisis rates. From March to June, the
number of transactions in which the purchaser was in arrears on payment increased significantly,
and arrears are reported even as of the end of October in about 70 percent of those transactions.

+ The guarantee is an example of government assistance intended to overcome a market failure
during the crisis, and it has a very significant impact on continued activity in the economy.

Credit insurance is intended to insure suppliers in transactions where the customer does not pay
for the goods following receipt. Both exporters and domestic suppliers work with credit insurance
companies. The first instance insures foreign trade, and clients can insure themselves against
commercial and/or political risks. Studies show that this insurance encourages exports, mainly in
small countries? (Auboin and Engemann, 2014; van der Veer, 2015). When the credit insurance is for
domestic suppliers, the clients can insure themselves against commercial risks, and the coverage is
a common way for them to finance their operations. Commercial risk is realized when a customer
becomes insolvent or encounters financial difficulties and does not make payment for a predefined
period following the agreed-upon payment date. Political risk is realized when a customer does not
make payment due to political events in his country: revolution, prohibiting the export of foreign
currency, nationalization, cancellation of import licenses, and so forth.

L with thanks to ICIC—The Israeli Credit Insurance Company for the database and the cooperation.
2 Countries in which the population totals less than one million residents.
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Figure 1: Summary of Credit Insurance Activity
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There are three private credit insurance companies in Israel: “ICIC—The Israeli Credit Insurance
Company”, “Clal Credit Insurance”, and “Coface Israel”. ICIC was established in 1957 as a government
company, and was split into two separate companies in 2000: Intermediate and long-term insurance
activity remained under government ownership and is managed by “Ashra”3, and short-term insurance
activity (up to one year) was privatized and is managed by ICIC. In 2019, ICIC insured transactions
totalingabout $20 billion—about 40 percent of which were transactions with abroad, and the remainder
(about $12 billion) were in the domestic market. In short term export transactions (up to one year),
ICIC is the largest credit insurer, insuring about 65 percent of insured goods exports (more than 50
percent of total Israeli exports) (Figure 2).# In domestic transactions, Clal Credit Insurance is the largest
insurer, insuring about 45 percent of the market (about 79 percent of all of its clients), ICIC holds about
35 percent of the market®, and Coface Israel, which entered the domestic market in 2015, insures the
remainder (approximately 20 percent).

The activity of the credit insurance companies in the second half of the year can provide an indication
of the economic ramifications of the COVID-19 crisis. Figure 3 shows that in the first half of 2020 there
was a jump of more than 70 percent in the “payments and changes in liabilities” item® (as a share of
total liabilities in respect of insurance contracts)—actual claims plus the credit insurance companies’
provisions for future claims—relative to the first halves of the previous five years. This jump shows that
the credit insurance companies foresee a significant increase in claim payouts to clients that did not
receive payment from customers who encountered difficulties. The Figure also shows that following a
number of years of increase in the ratio of firms to claims, this ration declined significantly in the first
half of 2020.

w

This company insures credit and investments in intermediate- and long-term export transactions (from one to
15 years), mainly against political risks.

Clal Credit Insurance insures about 30 percent, and Coface Israel insures only about 4 percent.

As of October 2020, ICIC had hundreds of clients selling to more than 15,000 Israeli buyers, and the volume of
domestic transactions it insured totaled about $7.5 billion in the first half of the year.

6 |n the Profit and Loss Statement.

w
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Figure 2a: Distribution of Credit Figure 2b: Distribution of Credit
Insurance Companies' Activity— Insurance Companies' Activity—Domestic
Exporters Suppliers
(2019 figure, percent) (2019 figure, percent)
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These assessments are reinforced by reports from international credit insurance companies. Euler
Hermes, one of the leading companies in the world in this field, reported in July that in the second
quarter of 2020, the number of large companies (companies with financial turnover of 50 million euros
or more) that encountered insolvency increased by 99 percent relative to the second quarter of 2019
(147 companies compared with 74). Compared with the first quarter of the year, there was an increase
of 91 percent. According to the Euler Hermes report, the average financial turnover of the companies
that became insolvent in the second quarter increased both compared with the second quarter of the
previous year (by 21 percent) and with the first quarter of 2020 (by 34 percent). The report also shows
that the industries in which the increase in the number of bankruptcies in the second quarter was
highest are retail trade, services, energy, and vehicles.

Oneofthethree creditinsurance companies—ICIC—sent us data on the insurance coverageit provides,
which gave us another way of learning about the change in the activity of these companies during this
period. ICIC requires its clients to report to it when a buyeris 30 days in arrears. Arrears can end either
with payment by the buyer or with the submission of a claim by the insured client. Graham-Rozen
and Michelson (2020)" found a correlation between the accumulated periods in which there were
many payments in arrears and known crisis events (the Second Lebanon War, the Global Financial
Crisis, the European Debt Crisis, and so forth). Studies also show that a series of arrears is a leading
indicator of companies’ financing difficulties in the next quarter (a correlation coefficient of 0.62),
and a leading indicator of the state of the economy two quarters hence, according to the Composite
State of the Economy Index (-0.5). Figure 4 shows the rate of arrears as a share of the number of
active insurance policies in the domestic market (in a given month) from the beginning of 2015. The
Figure shows that from March to June, the number of arrears reported increased significantly, while
in recent months, there was no significant increment to transactions in arrears as a result of the

" Meital Graham-Rozen and Noam Michelson, “Credit Insurance in Israel: An Initial Overview and Analysis of
Considerations Affecting the Acceptance Rate”, Israel Economic Review, Vol. 18, No. 1.
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Figure 3: Total Payments and Changes in Liabilities and Gross Premia of
the Three Credit Insurance Companies as a Share of Total Liabilities in
Respect of Insurance Contracts
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second lockdown. However, it should be emphasized that as of October 2020, only 30 percent of the
transactions reported as being in arrears from March ended in payment by the customers. In other
words, 70 percent of the transactions that were defined as transactions in arrears since March were
still defined as such at the end of October. In addition, the percentage of insured transactions that
were in arrears reached a peak of just one percent (around mid-March).

The acceptance rate of credit insurance companies is the insurance rate that the company provides as
a share of the insurance volume requested by the client. Since the insurance price is generally fixed
and equal to a certain percentage of the declared amount of goods sold, the volume of risk from the
insured client’s customers in the view of ICIC is mainly reflected in the acceptance rate. Graham-Rozen
and Michelson (2020) found that the acceptance rate in domestic transactions is mainly affected by
the size of the insured client and by the risk of the buyers with which it operates. Thus, beginning in

Figure 4: Arrears As A Share of Coverages
(monthly data, 2015—October 2019, percent)

1.2

1

0.8

0.6

0.4

0.2

0
N W WO O O NMNNMMNOOOGWOOWOO OO O O
™ YT T T T OT O OT O OTI OTIOT OT O™ v v v (NN AN
O O O O O O O O O O O O OO o o o o
AN N AN N AN AN AN AN AN ANANANNANANANANAN
~ N N SN S S SN S S S S N S S S S e =
— O O — IO OO «— WO O «— I O «— 1B O
O O O O OO O O OO o oo oo o o o

SOURCE: ICIC.

90



Financial Stability Report, Second half of 2020

March, due to the COVID-19 crisis, there was a decline in the acceptance rate from an average rate of
83 percent between January 2019 and February 2020 to a rate of 77 percent between March and May
2020. From the insured client’s perspective, a lower acceptance rate reduces the expected profit from
a transaction with a customer, and may affect sales to that customer, thereby harming economic
activity.

In view of the increase in risk, which is mainly reflected in a decrease in insurance coverage to
domestic suppliers and to exporters against the risk of failure in payment on the part of buyers, and
with the aim of assisting exporters and suppliers in the domestic market in their continued activity, it
was decided in May to provide government guarantees in order to increase credit insurance for both
export transactions and transactions in the domestic market.® Thus, credit insurance companies can
insert the State into transactions where they have reduced coverage due to the crisis. It should be
emphasized that the decision to insert the State into a transaction is a decision made by the credit
insurance company. In transactions in which it thinks the probability of default is high, it will cancel
the insurance completely rather than use the State guarantee. Moreover, one of the conditions of the
agreement is that the guarantee will be provided only to exporters that produce at least 30 percent
of their products in Israel. Thus, the State wants to prevent assistance to companies or businesses
that do not produce in Israel. The amount of the guarantee given to the three private credit insurance
companies operating in Israel is $750 million, and the amount is divided evenly among them.® The
guarantee is provided in the form of Top-Up Cover'?, according to which for every shekel covered by
the insurance company in a given policy in accordance with its accepted underwriting rules, the State
provides an increment that completes the coverage up to 100 percent.!* The State’s commitment will
apply only on short-term credit insurance policies—those where the number of credit days does not
exceed 365—and only for a Top-Up cover issued from April 1, 2020 to December 31, 2021. In addition,
the State can bring forward the expiry of the guarantee at its discretion.

Toillustrate: If a creditinsurance company issued coverage of NIS 1 million to a particular supplier prior
to the crisis, and now, due to the crisis, the risk of that supplier has increased from the standpoint of
theinsurance company and it decides to issue only NIS 500,000 of coverage, it could lead that supplier
to sell only half of the goods it customarily sold prior to the crisis. According to the agreement, in such
a case, the State provides a guarantee for the remaining NIS 500,000 of coverage, so that the domestic
supplier will return to almost its original status.*? In case of an insurance failure, the insured client will
first make a claim against the credit insurance company in respect of the initial coverage, and only

8 This type of assistance is also provided in other countries, including the UK, France, the Netherlands, Italy,
Portugal, and Canada.

9 As of December 2020, the companies had utilized NIS 2.1 billion of the guarantee amount. The option to ex-
pand the amount is constantly being examined by the Ministry of Finance in accordance with the needs of the
credit insurance companies.

19 There is another state guarantee program for credit insurance that is available. In Germany, for instance, the
credit insurance companies commit not to lower their coverage rates, and the State commits to provide a
full guarantee for that amount, plus a certain predetermined percentage. It should be emphasized that most
credit insurance companies back their coverages through reinsurers.

1t should be noted that in the case of an insurance failure, the insured client in export transactions would
generally pay a 10 percent deductible, and in domestic transactions a 15 percent deductible.

12 Not completely to the original state, because currently, the client would pay slightly more than the premium
rate for the same coverage that the State provides.
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then would make a claim against the State (for the Top-up Cover). It should also be emphasized that
the premium moves from the insurance company to the State, minus operating fees that remain with
the company. It should be noted that such an agreement existed between 2008 and 2014 due to the
Global Financial Crisis, but in that case, the State made the program applicable only for exporters.'3

The data show that due to the assistance, the average acceptance rate at ICIC returned to high rates.
Between June and October 2020, the average acceptance rate reached 80 percent, although it remains
about 3 percentage points lower than during the same period in the previous year. Divided by the
buyer’srisk rating!*, we can show that this increase was recorded regarding buyersin all ratings, except
for those in the two most risk ratings (which make up about 2 percent of all buyers). Regarding those,
the acceptance rate continued to decline even after the guarantee. Even the rate of transactions with
an acceptance rate of zero declined slightly after the state guarantee was obtained (from 14.3 percent
between March and May to 13 percent between June and October, although it did not return to its
rate of the previous year (an average of 11.8 percent). This is apparently due to an increase in risk
during this period, and the assumption that despite the guarantee, ICIC would not insure transactions
that had become too risky, in which it believes that the chance that those customers would pay the
insured client is very small.

Atthebeginningof April,the Moody’s globalcreditratingagency published an examinationitconducted
of the ratings of credit insurance companies operating directly in Israel, in view of the COVID-19 crisis.
Based on the examination, Moody’s decided to leave the rating in place, but to change the ratings
horizon of two of the companies (Clal Credit Insurance, rated A3, and Coface, rated A2) from positive
to negative. In contrast, ICIC’s A3 rating was left in place with a stable horizon. Moody’s explained the
change in horizon. The ratings horizon changed from positive to negative for Clal Credit Insurance
and for Coface, in its assessment that these companies would be more seriously impacted than ICIC
in the event of a particularly serious stress scenario connected to the COVID-19 crisis, which would
include a prolonged impact to businesses and the financial markets, and a higher claims rate than in
the 2008-9 crisis. While ICIC would be similarly affected by these pressures, it enjoys an advantage in
that it is supported by its parent company (Euler Hermes), which would moderate the effects of the
realization of its credit risk.

It should be noted that the credit insurance companies do not finance themselves through bonds, and
that the ratings are for the benefit of the existing and potential insured clients of those companies.
Moreover, an international rating in the A group enables financing transactions with the banks. Such
cooperation between the banks and the credit insurance companies are built on the financing bank’s
recognition of the company’s insurance policy as fair collateral for the credit that it provides, and
combined with the company’s high rating, this can enable a reduction of capital that the bank holds
(reduction of 50 percent in capital confinement). The company’s clients are thereby also able to
leverage the company’s credit insurance in order to obtain additional financing.'®

13 Striving to also assist suppliers in the domestic market in obtaining higher insurance coverage, ICIC (for
instance) got leading reinsurers around the world, who were prepared to take on credit risks under terms
identical to those of the government, to join this program.

14 The company’s internal rating.

15 And in some cases to improve the financial ratios on the balance sheet by reducing the receivables item and
increasing cash in the balance sheet (deduction of receivables).

92



