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Summary of Monetary Committee discussion on August 14, 2012 regar ding the management
of the foreign exchange reserves

First part:  Matterssubmitted for the approval of the Committee
1. Numerairedistribution update
Background

The numeraire is the neutral currency compositibthe reserves, and serves as an anchor for the
management of their currency risk. The compositibrthe numeraire is examined annually in
accordance with the guidelines drafted by the Manye€Committee. The numeraire distribution is
examined through an assessment of the liquiditthefcurrencies in which the reserves can be
invested, according to their potential use in &isrsituation and in accordance with the global
distribution of the reserves. This is in order taimtain the purchasing power of the reserves in
terms of their potential uses.

In December 2011, as the result of a change ircdineency position management framework, the
composition of the numeraire was changdd. July 2012, the Market Operations Department
adjusted the currency composition of the potentsals of the reserves, including imports and short-
term foreign-currency government debt servicinge Thepartment examined the composition of
these updated potential uses through an assessimta liquidity of the currencies in which the
reserves can be invested, according to their paterge in a crisis situation and in accordancd wit
the global distribution of the reserves. Also exasdi were various scenarios for potential uses in
an emergency or in a crisis situation.

As result of this examination, the Market Operatiddepartment submitted for the Monetary
Committee's approval a proposal to update the wayréistribution of the numeraire whereby the
weightings of the dollar, the euro and the Brigmund in it will be 65 percent, 32 percent and 3
percent, respectively, (instead of the present migigs of 62 percent, 33 percent and 5 percent).

Decision of the Monetary Committee

The recommendation was passed by a majority oetlicdes. One Committee member abstained
and one member objected to the recommendation.

The opinion of those in favor of the recommendatia@s that there is an advantage in examining
the numeraire every year on the basis of the pammthat have been determined: the composition
of imports, the need for intervention in an emenyeithe composition of the short-term debt, and
the currency composition of the foreign exchangeemees of the world's central banks. The

! This change was made without examining the currenayposition of the potential uses of the reserwbich were
last examined back in 2009.



determination of the desired distribution of thenauaire is known to be highly important, because
of the need to maintain the purchasing power oféilserves in terms of potential uses, as the Bank
of Israel would likely have to supply liquidity Bn emergency and at times of crisis, in accordance
with the currency distribution of these uses.

The opinion of the person objecting to the recomuaéon was that the numeraire is a unit of
measurement that is intended to measure the ratetofn on the investment of the foreign
exchange reserves portfolio in terms of a neunalenicy basket. In order to fulfill this function,
the composition of the numeraire was determinetherbasis of the various goals which determine
the currency composition of the foreign exchangemees portfolio held by the Bank of Israel, and
the unit of measurement should as far as possibléety unchanged over time. The numeraire
composition was last determined at the end of Déeen2011, and the data presented to the
Committee do not show a change in the compositidhengoals which would necessitate a change
in the composition of the numeraire.

The Governor asked that the composition of usee{examined while adopting a larger number of
scenarios and taking into account the effect ntt on the weightings of the uses components, but
also on each and every component.

The decision was passed on August 14, 2012, antlimtereffect at the beginning of September.

2. Proposal for changing the composition of the strategic currency position

Background

Under the policy of diversifying the reserves ahnelittinvestment in countries with good economic
data, the Market Operations Department submittedttie Monetary Committee's approval a
recommendation to add an additional currency toctimposition of the strategic position without
changing its overall scale (9 percent). The Depantnibelieves that diversification of the reserves
into an additional currency, whose volatility isMer, without changing the scale of the position
will have the effect of reducing the risk in therfbalio.

Decision of the Monetary Committee

The Committee approved the proposal by a majofitioor votes, with one member abstaining.
The recommendation will be applied at a timing suits market conditions.

The decision was passed on August 24, 2012.

3. Proposal to update the country quota principles

Background

Under the guidelines drafted by the Committees ipérmitted to invest in a country whose debt

rating is not less than A—. Exposure of the reseteesovereign risk is therefore restricted to a
narrow list of countries whose risk is low, relatito that of other countries.



The motivation behind the proposal for updating ntop quotas is the continuing difficulty in
investing the reserves. This difficulty results mgifrom increased sovereign risk worldwide,
which has led to a reduction in country allocaticared a narrowing of the list of countries
conforming to the criteria for the allocation ofajas. The proposal submitted to the Committee
included a request to add to the parameters detemgnthe country quotas (rating and GDP), a
parameter expressing the depth and liquidity ofntees’ government debt market. The proposed
allocation method makes it possible to add to thesgnmt list of countries a number of other
countries, and thereby to increase the opportgnitiediversification. All this is without changing
the rating threshold permitted for investment coantry.

The Department asked to change the allocationeofjttotas for international financial institutions
in accordance with the criteria determined for RuSkctor Entities (PSE's).

Decision of the Monetary Committee

The Committee unanimously approved the criteriadelecting countries whose currencies are
permitted for investment and for determining thguotas, and the criteria for determining the
guotas for international financial institutions.

The decision was passed on August 14, 2012.

4. Recommendation for changing the assets included in the composition of the liquidity
componentsin the compliance guidelinesfor 2012

Background

The assets in which the reserves are investedassifted into three liquidity levels: assets tbaih

be realized within a week, a month, or six montitheut detracting from their value. A minimum
level has been determined for the two highest diuilevels, and a maximum threshold has been
determined for the third level. Due to changes erkat conditions, which led to changes in the
level of liquidity of some of the assets in the tfmio, the Market Operations Department
recommended that the liquidity classification obdsh assets be changed. It was recommended that
a number of assets that were in the component etefirealizable within a month" should be
reclassified as assets "realizable within a weakd that other assets be added to the "realizable
within a month" component.

Decision of the Monetary Committee

The Committee unanimously approved the changeamrtdimposition of the assets included in each
of the three liquidity components. As a resultlo tdecision, the details of the composition of the
assets in the liquidity components will have tachanged in the guidelines.

The decision was passed on August 14, 2012.

5. Quarterly report to the Minster of Finance on the management of the reserves (second
quarter of 2012)



Background

In accordance with Section 40(c) of the Bank ofaésr Law and the Memorandum of
Understanding between the Bank of Israel and theidtr of Finance, Market Operations
Department representatives presented the Commuiteehe quarterly report on the management
of the reserves which has to be submitted to thadWr of Finance.

Decision of the Monetary Committee

The Committee approved the report after the Departradded a comment defining the liquidity
levels.

The decision was passed on August 14, 2012.
Second Part: Mattersreported to the Committee

1. Quarterly report to the Monetary Committee on the management of the reserves (second
quarter of 2012)

Pursuant to the decision of the Monetary Committiee,Market Operations Department reported
to the Committee on the management of the resdovdbe second quarter of 2012. The level of
the reserves, the holding period rates of returnthenreserves portfolio, and the portfolio's main
currency, price, and credit risk exposures wereseed. Also presented was the effect of a
number of extreme case scenarios on the expedted @ the reserves.

2. Update of bank and broker quota allocations

The Market Operations Department reported to theni@istee on the annual update of the quota
allocations to banks and brokers, which the For€grmrency Committee approved on 2.7.2012.

3. Update of PSE issuersand issuerswith gover nment guar antee

The Market Operations Department reported to the@ittee on the update of PSE (Public Sector
Entity) issuers and issuers with a government guaea the principles for investing in them and the
allocation of the quotas which the Foreign CurreBoynmittee approved on 2.7.2012.

4. Report on the update of compliance guidelines for 2012

The Market Operations Department reported to theni@ittee on the update of the compliance

guidelines within the framework of the periodic exaation for 2012. The update was also
reported to the Foreign-Currency Committee on D122
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