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Press Release: 

The Bank of Israel is publishing a report on Israel and the global crisis of
 2007-09, and the lessons to be learned
The recent global crisis was the most severe since the Great Depression of the 1930s. It began as a financial crisis in the US, but spread to additional markets and countries and quickly developed into a global crisis. It intensified dramatically with the collapse of Lehman Brothers in September 2008, and peaked in the remaining months of 2008 and the first quarter of 2009. During the crisis financial systems in the developed countries were severely affected, several prominent financial institutions collapsed, and it was only the vigorous intervention of the authorities that prevented others from collapsing as well. Global GDP fell and global trade collapsed. The intensity of the policy reaction by governments and central banks was unprecedented and it focused on stabilizing the financial system. As a result of the policy measures, the crisis was contained earlier than expected: in the second quarter of 2009, some stabilization was evident, and during the second half of that year a slow recovery process began in most countries. 

Financial markets in Israel reacted right at the onset of the crisis in July 2007; however, in the first stage the Israeli economy was perceived as being relatively immune to the effects of the crisis. The situation changed drastically during the last quarter of 2008; as the global crisis intensified, so did its effects on the Israeli financial system. The fourth quarter of 2008 and the first quarter of 2009 thus constituted the peak of the crisis in Israel as well – both in terms of the actual situation, and in terms of the fears and uncertainties. In retrospect, the financial system in Israel weathered the storm, Israel’s financial institutions, including the banks, showed resilience relative to the intensity of the crisis, their stability was maintained, and none collapsed. However, there were real fears at the time concerning the stability of some financial institutions and the continued proper functioning of the financial system. The main effect of the crisis was in the non-bank credit market, which was essentially paralyzed and became the focus of risk for Israel's financial system during the crisis. The recovery of the markets in Israel began toward the end of the first quarter of 2009, along with the recovery in global markets, and gained momentum over time. 

The effect of the global crisis on real activity in Israel developed gradually. While the rapid growth of the economy continued during the first half of 2008, there was a turnaround in the second half of the year and the economy slid into recession. GDP growth was negative in the last quarter of 2008 and in the first quarter of 2009. Beginning in the second quarter of 2009, with the start of the global recovery, the economy again began to grow, with the rate of growth accelerating later in the year. Thus, the economy suffered a significant, though short-lived, recession, and its effect was more moderate than in other developed countries and relative to the concerns that prevailed at the height of the crisis.
Several factors helped mitigate the effect of the global crisis on the Israeli economy and its financial system. These included the timing of the crisis, which followed five years of rapid growth, and certain features of the economy and of the financial system, among them a conservative banking system that is subject to tight regulation, a conservative mortgage market and the virtual absence of sophisticated assets. These factors helped prevent the development of over-leveraging and a real estate bubble in Israel during the years prior to the crisis. 

Economic policy in Israel sought first and foremost to maintain the stability of the financial system and the financial institutions and to ease the liquidity and credit shortage. The policy response was vigorous and contributed both to moderating the effect of the crisis on the economy and on the financial system, and to the relatively rapid recovery. Monetary policy played a central role, involving unprecedented monetary expansion during the crisis and the use of unconventional tools for quantitative easing. These included the purchase of government bonds, in addition to the purchase of foreign currency—which had begun earlier in order to increase foreign exchange reserves and in view of the appreciation of the shekel. The response of fiscal policy was more restrained, due to the lack of an approved budget, among other things; however, fiscal policy did allow automatic stabilizers, to operate through decreased tax revenues, and also focused on the provision of guarantees. The statements by policy makers of their confidence in the resilience of the financial system and their willingness to take additional steps if needed helped to calm the markets. 
During the crisis, the Banking Supervision Department focused on strengthening capital adequacy in the banking system and improving the banking system's risk management, in line with long-term processes that it was involved in prior to the crisis. It also concentrated on closely monitoring the exposure of the banks to developments in Israel and abroad, particularly exposure to foreign assets and large borrowers in Israel, on increasing transparency with regard to their exposure, and on intervening when necessary. 

There are numerous lessons to be learned from the crisis which are relevant to policy issues. The process of determining these lessons and implementing them is still ongoing both in Israel and world wide. The lessons can be divided into two main categories: 

a) Lessons for reducing the risk of a crisis developing, for the early detection of its development, and for reducing vulnerability to a crisis: Emphasis is being placed on the need for macroprudential policy for maintaining financial stability and reducing the risk of a crisis. Such a policy should be based on an integrative view of the financial system and the interrelationships among its various components. In addition, the importance of a high level of capital adequacy is being emphasized alongside the need to improve risk management in all financial institutions and the regulation of those institutions. In particular, there is increasing awareness of the importance of supervision of non-bank entities, instruments and markets. 

b) Lessons for policy and conduct during a crisis and upon emerging from it: The emphasis here is on the need for quick and determined action in order to stabilize systemically important financial institutions, including non-bank entities, and to inject liquidity into the financial system and relevant institutions. This is in addition to the need for a quick and large-scale response by monetary policy, which includes quantitative tools. 

This report describes the crisis and the policies implemented during the period 2007–09 and the lessons to be learned. Chapter 1 provides an overview. Chapter 2 briefly describes the global crisis as a basis for understanding developments in Israel. Chapter 3 describes in detail the crisis in Israel and the policies adopted. Chapter 4 presents the lessons of the crisis focusing on those that are relevant to Israel.
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