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This past year was characterized by a positive macroeconomic environment for
Israel’s economy. This included high tax revenues, a lower-than-target budget
deficit, a continuation of the real growth trend, and a supportive market for debt
management.

These factors contributed to the drop in the debt-to-GDP ratio, as well as the
decrease in the nominal interest expense. The latter is especially positive given the
increase in the nominal government debt balance.

Higher-than-expected tax revenues late in the year presented some challenges.
Dealing with unexpected situations demonstrates the importance of flexibility
when managing debt and liquidity. Through preparation and advanced liquidity
management tools, we were able to manage the rapid reduction in funding required
to finance government expenditures.

In August 2017, our credit outlook was revised upward by credit rating agency,
Standard and Poor’s, to 'Positive’ from 'Stable’. This is a reflection of the important
work the debt management team has undertaken to improve debt management
policy and reduce debt risks such as refinancing and liquidity risk. This, together with
the improvement in the debt-to-GDP ratio and the decrease in interest expenses
as a percent of GDP, should lead to even more positive developments in the future.

Global investor confidence and trust in Israel’s economy and financial strength can
clearly be seen in our January 2018 global bond issuance. High-quality investors from
around-the-world participated in the offering with record demand of USD 18 billion,
nine times the issuance size.

Implementing an effective policy for government debt management is an ongoing
challenge. As an example, we are not just tasked with supporting the state’s goals Annual‘ Report NO' 16 Of the
as an issuer of debt; we must also consider our position as a sovereign that supports GOVG rn ment Debt Management

the domestic capital markets as well. Looking forward, the debt management team

is expecting to face many additional challenges at the global and local levels. Unit in the ACCOUI’]tant General

These include uncertain developments in the global markets, the risk of sudden -
changes in the business cycle, an increase in the amount of designated bonds, and D|V|S|0n, f0r the year 2017
numerous others.

| would like to thank the Head of the Finance and Credit Division, Gil Cohen, the
Director of the Government Debt Unit, Lior David-Pur, and the Debt Unit team for
their devotion and professional work.

Respectfully,

Rony Hizkiyahu
Accountant General
Israel Ministry of Finance
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Shapshot

We are pleased to present the 16" annual report of the government debt management unit in the accountant general’s

office for the year 2017.

DEBT-TO-GDP RATIO

As was the case in previous years, Israel’s debt-to-GDP
declined in 2017. Reducing the debt-to-GDP is a policy
priority for the government of Israel because it strengthens
the state’s financial stability. In a global environment
where many developed countries have rising debt-to-
GDP ratios, Israel was able to reduce its public debt-to-
GDP ratio by 1.4% in 2017 relative to 2016 and is now 60.9%.
Likewise, Israel’'s government debt-to-GDP also decreased
by 1.5% in 2017 compared to 2016. The government ratio is
now 59.2%, below the Maastricht Treaty target (60%).

Government and Public Debt-to-GDP Ratio in 2008-2017 (in Percentages)
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ISRAEL CREDIT RATINGS

In April 2016, Fitch upgraded its credit outlook for the
State of Israel from "Stable” to "Positive”. In November,
it raised Israel’s credit rating from A to A+ and set a
"Stable” outlook.

Moody's Al stable

Standard & A+ POSITIVE
Poor’s
Fitch A+ stable

GOVERNMENT DEBT FUNDING IN
2017

Money raised in the domestic market was approximately
NIS 59 billion of tradable bonds, NIS 30 billion from non-
tradable and NIS 14 billion came from foreign currency
raised in foreign markets.

13
Foreign 5 8 %

Tradable Domestic

29

Nontradable Domestic

In 2017, government debt increased by approximately 0.9%
to NIS 747.1 billion. The total in 2016 was NIS 740.8 billion.
The primary reason for the nominal increase in government
debt originates from the amount of net non-tradable debt
raised. The drop in the USD ILS spot rate, however, was a
moderating force for the government debt balance.

SNAPSHOT
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GOVERNMENT DEBT RISK INDICATORS

The rollover ratio and the short-term debt-to-GDP index decreased relative to 2016, at 7% and 4%, respectively. This was
due to a lower than expected deficit in 2017 that enabled the execution of buybacks for 2018 bonds and reduced interest
rate payments.

Short-Term Government Debt Relative to Total Debt and
relative to GDP in 2008-2017 (in Percentage Points)
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EXTERNAL DEBT

In January 2018, Israel issued a benchmark size, dual-tranche, dollar-denominated issuance in the global markets. The
first tranche was a 10-year $1 billion bond with a coupon of 3.25 percent. It was issued with a yield spread of +75 basis
points over the U.S. Treasury, the tightest spread for Israel ever on a 10-year issuance. The second tranche was a 30-year
$1 billion bond with a coupon of 4.125 percent. It was issued with a yield spread of +125 basis points over the U.S. Treasury,
again the tightest spread for Israel on a 30-year issuance.

Demand for the issuance was the strongest in Israel’s history. With an order book of around $18 billion, the issuance was
roughly nine times oversubscribed. More than 300 investors participated in Israel’s offering, representing more than 30
countries.

GOVERNMENT DEBT EXPOSURE TO CURRENCY RISK

Israel’s external debt is 13% of total debt. As of the end of 2017, and without hedging, 74% of the foreign currency debt is
denominated in USD, 24% in EUR, and the reminder in other currencies.

Structure by Currency with and without Hedging
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TRADING VOLUMES IN GOVERNMENT BONDS

Unlike in many countries, the majority of Israel’s government bond trading takes place on the stock market.

Breakdown of Trading Turnover in Different Segments
(NIS millions)
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Issuances

The Dbet Management unit used many funding tools
at its disposal this year. Allowing funding to be raised
during the course of the year. In 2017, most of the funding
needs were financed by the domestic, tradable market.
The total domestic tradable debt raised in 2017 was NIS
59 billion, compared to NIS ¢4 billion raised in 2016. In
2017 the net funding in the local tradable market was
negative and amounted to NIS 10 billion. The funding and
its deployment over the course of the year is adjusted for
the monthly deficit and changes in the Bank of Israel
fund balances.

TRADABLE DOMESTIC DEBT

In 2017, the distribution of the tradable domestic debt,
between nominal fixed-coupon and CPIl-linked debt,
shifted in favor of the nominal fixed-coupon debt. This
is mainly a result of a larger proportion of issuances in
nominal fixed-coupon as opposed to CPI-linked debt.
The CPI-linked tradable domestic debt ratio was 29%, the
unlinked domestic debt ratio, 60%, and the floating rate
domestic debt ratio was 11%.

The balance of domestic tradable debt was NIS 432.5
billion in 2017, compared to NIS 444 billion in 2016.

Tradable Debt Funding by Segment in 2017

11%

Floating Rate

29%

CPI-LINKED

60%

Nominal

12

Funding is executed through switch auctions and
buyback auctions. In addition to new bond issuances, the
issuances are carried out by expanding existing series
(tapping). As illustrated in the graph, most tradable
domestic debt raised is fixed-interest, NIS-denominated
bonds.

Breakdown of Tradable Debt Types in 2008-2017
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FUNDING IN THE TRADABLE DOMESTIC MARKET

Domestic debt is raised with benchmark maturities of 3,5,10 and 30 years. During 2017, the trend of longer-term duration
was kept in order to diminish the refinancing risk.

Distribution of Funding by Term to Maturity
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COVERAGE RATIO

The coverage ratio is calculated by dividing the demand for bonds by the amount offered. The ratio reflects the strength
of market demand. Factors influencing coverage ratios:

Prices and domestic Global market / Type of bond and
market conditions. conditions. é amount offered.

The following graph illustrated the average coverage ratio, per month, compared to the amount offered. There is a positive
correlation between the amount offered and the coverage ratio.

Coverage Ratio and Auction Amount

The average
coverage ratio of
all issuances in
2017 amounted
to 5.5 compared
to 4.5 in 2016.

W Coverage Ratio M Auction Amount

13
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PRIMARY MARKET | ISSUANCES

SWITCH AUCTIONS

At the end of 2007, the Debt Management Unit began using
switch auctions in order to perform early redemptions of
tradable government bonds and replace them with other
bonds.

The switch auctions allow more efficient management
of the government’s cash flow, enable the funding to be
spread out over the course of the year, and help replace
less tradable bonds with new bonds on-the-run.

Switch auctions also reduce rollover risk and budgetary
interest payments. Using this tool as part of the monthly
issuance plan improves the flexibility of managing the
government debt, increases the ATM, and enables quick
responses to rapid macro-economic changes.

Switch Auctions (NIS, billion)

2008 2009 2010 2011 2012

14

In 2017, the total debt raised by switch auctions was NIS 13
billion, compared to NIS 16 billion in 2016.

The graph below illustrates the switch auctions sizes over
the past the last decade.

13

In 2017, the total debt
raised by switch auctions
was NIS 13 billion

2013 2014 2015 2016 2017

BUYBACK AUCTIONS

In October 2008, the Debt Management Unit began using buyback auctions in order to perform early redemptions of
tradable government bonds. Under these tenders, the redeemed bonds are purchased off the market. Buyback auctions
differ from switch auctions because no bonds are switched for the redeemed bonds.

Main objectives of buyback auctions:

government'’s cash flow a
more efficiently

Managing the Q

Reducing o Reducing
refinancing risk /0

budgetary interest
payments

In 2017, the total purchases using buyback tenders reached approximately NIS 17 billion, compared to approximately NIS 4

billion in 2016.
Buyback (NIS, billion)
In 2017, the total purchases

using buyback tenders reached
approximately NIS 17 billion

I!

11 16

2008 2009 2010 2011 2012

2013 2014 2015 2016 2017
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Non Tradable Funding as % of Total Funding
IMPLICATIONS OF ISSUING

DESIGNATED BONDS:

. ¥ 1 Therateis
An increase in the inventory of CPI-linked debt
Non-tradable domestic debt o s above the
Over the past decade there was an increase of
approximately 4 percentage points in CPI-linked t0|era nce
debt out of total debt stock, which amounted 3T threshold for 29% 29%
to 53% in 2017. This trend is mostly due to the
increase in net issuances of designated bonds, the fourth
which are all CPI-linked, which came at the . consecutive
. . o 24%
In 2017, the total amount of non-tradable domestic bonds expense of issuances in the tradable markst. year
was NIS 29.8 billion. This sum was raised using the This led to a cessation in issuing a benchmark- 23
following instruments: indexed series for five years. 21%
M Designated bonds for pension funds These bonds 15363 8502 93 865 Arad and ) ) 20
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for th bond NIS 23.9 bill 2017,
|ssu.ances or these bonds was NIS ) _I 'on In ' 112t 4291 5412 Hetz total funding without a reduction in tradable 15
an increase of 35% from 2016 (NIS 17.7 billion). The net and external financing) was 23%. With certain
amount raised in bonds for pension funds was NIS 15 311 857 546 Others adjustments, the state can maintain a tolerance
billion in 2017. level of 25%.
16,173 13,650 29,823 Total 10
M Designated bonds for insurance companies From 1965
to 1990, non-tradable bonds called "Hetz” (life-linked) Domestic Funding by Non-Tradable Debt (2008-2017)

were issued with a guaranteed vyield for insurance

The graph at right denotes the rate
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companies. These bonds had a fixed interest rate linked of non-tradable domestic debt- 5
to an index between 4% and 6.2%. In the early 1990s, new I 2017 raising out of total funding in 2008-
entrants were excluded from receiving these bonds. The __ 2017. As described in the chart, the
volume of these bonds was NIS 5.4 billion and the net 1 20 rate is above the tolerance threshold
capital raised was NIS 1.1 billion in 2017. Il I I = . for the fourth consecutive year. 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
B Emissions and various deposits under the management I 2015 ¥ Non Tradable Funding as % of Total Funding
of the Ministry of Finance. __
In 2017, emissions raised was NIS 546 million. This
amoun;ed to a negative net raise of approximately NIS _I 2014 The stock of non-tradable domestic debt increased by approximately 9% at the end of 2017 to NIS 217 billion. This constitutes
311 million. H 29% of the total debt and has been on a consistent upward trend since 2012. The stock of designated bonds issued to
I 2013 pension funds ("Arad”, "Miron”) grew by 11% in 2017 and totaled NIS 157 billion, compared to NIS 141.7 billion in 2016é.
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The chart shows the various issuances and repayments of tradable debt from 2008-2017. The increase in non-tradable debt
led to an erosion in tradable debt issuance and had an overall negative effect on the volume of tradable government bond
issuances in the primary market, as well as the level of liquidity and tradability in the secondary market. As a result, the
net tradable issuance was negative in 2017, amounting to NIS 10 billion.

Net Tradable Debt (NIS billions ) 2008-2017
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Due to the subsidies for the designated bonds, 6 9 A 1
there was an increase in interest expenses. "
Despite this, however, there was a decrease
in overall interest expenses in the government
bond market in 2017.

The subsidy for designated bonds at the end
of 2017 was NIS 6.9 billion. This was an increase
from NIS 5.8 billion at the end of 2016 (+19%).

The subsidy for
designated bonds at the
end of 2017 was NIS 6.9

billion.

The Current Annual Subsidy for Designated Bonds, 2014-2017 (NIS millions)

2014 2,732 1,136 3,868 46%
2015 3,503 1,324 4,827 53%
2016 4,260 1,519 5,719 61%
2017 5,168 1,690 6,858 68%

18

PRIMARY MARKET | NON-TRADABLE DOMESTIC DEBT

The chart of interest payments for non-tradable bonds

2014 % % %
illustrates three components: pension subsidies, 33% - >3%
insurance subsidies, and interest without subsidies
(market interest rate) for 2014 -2017: 2015 38% 14% 48%

The estimated subsidy for designated bonds is the result

of amount issued each year and the yield gap between 2016
these bonds and tradable CPI-linked government

bonds with the same duration (market yield).

435% 16% 39%

2017 91% 17% 32%

Designated bonds reduce debt management
flexibility. The amount of designated bonds’
issued for pension funds consist of three
main components:

B Pensions Subsidy B Insurance Subsidy
B Interest Without Subsidy

The funds’ Redemption
yield during the of designated
examined period bonds

Designated bonds have a higher sensitivity to an increase in yield compared to an increase in accumulation.

The funds’ net
accumulation

Increase of NIS 1 billion in 300
net accumulation

Yield increase of 1% 2,118

In addition, the monthly issuances have high volatility, as demonstrated in the graph below. The average monthly issuance
since 2008 is NIS 1,195 million with a standard deviation of NIS 919 million. As illustrated in the graph, within a period of
two months there may be a difference of approximately NIS 3 billion (e.g., April and June 2015).

The combination of sensitivity to yield and high volatility for designated bonds makes it difficult to predict the amount of
funding, thereby limiting the flexibility of debt management.

The Monthly Fundraising in Designated Bonds 2008-2017 (NIS Billion)
4,000 ¢
3,000 ¢
2,000 ¢

1,000 ¢

. & . . . . . ..
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Global Debt

SOVEREIGN ISSUANCES

The stock of sovereign bonds in foreign currency at the end of 2017 amounted to NIS 47.2 billion. Debt issuances in
foreign currency in international markets serve a number of strategic goals:

M Creating dollar and euro benchmarks for the State of Israel that assist the business sector in raising funds abroad.
M Establishing an additional source of funding in order to finance the government deficit.
M Expanding the State of Israel’s investor base.

20

Sovereign Issuance

In January 2018, a dual-tranche issue in USD
was executed in the global market: a 10-year
series of USD 1 billion, with a yield of 3.334%
and a spread of 75 basis points above the
benchmark rate (U.S. Treasury), and a 30-year
series amounting to USD 1 billion, with a yield
of 4.178% and a spread of 125 basis points above
the benchmark. The bonds were characterized
by the lowest spreads ever, for Israel, above the
U.S. Treasury.

PRIMARY MARKET |

Nineteen sovereign issuances were carried out between 1995-2018, in the United States, Europe, Japan,
and in the global market. In recent years, the size of the issued series has increased due to the policy
of benchmark-size series as well as the high demand in foreign markets for State of Israel sovereign
issuances.

Historical Sovereign
Issuances 2250
(USD/EUR millions) 2,000 2,000

1,700
1,500 1,500 1,500 1,500

2009 2010 201 2012 2013 2014 2015 2016 2017 2018

usb EUR usb usb EUR usb EUR usb
10Y 10Y 10Y 10Y&30Y 10Y 10Y&30Y 10Y&20Y 10Y&30Y
5.125 4.625 4% 3.15%8&4.5¢ 2.875' 2.875%8&4.5 1.5%&2.375%  3.25%&4.125%

T+262.5 MS+130 T+205 T+125&T+145 MS+90 T+105&T+150 MS+87&MS+125 T+75&T+125

2018

The dual issue
was nhoteworthy
for particularly
high levels of
demand of
approximately
USD 18 billion.

2017

The bonds were
characterized by the
lowest funding cost ever
for the State of Israel.

Sovereign Issuance

In January 2017, a dual-tranche issuance in euro was

executed in the global market. The tranches consisted of a

10-year series of EUR 1.5 billion, with a yield of 1.552% and a PRIVATE PLACEMENTS

spread of 87 basis points above the benchmark rate (mid- The stock of private issuances as of the end
swap), and a 20-year series amounting to EUR 750 million, of 2017 reached approximately NIS 468 million.
with a yield of 2.456% and a spread of 125 basis points There is currently a single unredeemed loan
above the benchmark rate. The bonds were characterized made in 1999 in sterling, 100 million, maturing
by the lowest funding cost ever for the State of Israel. in 2034. The last private issuance was in June
2012 to an Asian institutional investor in the
The dual issue was significant for Israel by the high levels amount of USD 200 million, for a term of two

of demand of approximately EUR 9.8 billion, following a years at a floating rate based on LIBOR interest
three-year absence from the EUR market. This was the rates. The issue was carried out under the

first time the State of Israel has issued in a maturity shelf program (EMTN) for issues by the Israel
greater than 10 years in the euro market. government.

21
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ISRAEL BONDS ORGANIZATION Bond Debt, by Currency - 2017

The Israel Bonds Organization (Development Corporation for Israel) was
established in the 1950s in order to assist with the government’s financing
needs. It is a platform for raising non-tradable debt in foreign currency. 4 90/
nd /0
CAD

0.5%

Its primary goal is to expand the base of investors and diversify government GBP. EUR

funding sources from retail customers.

As of the end of 2017, the accumulated debt from the Bonds Organization
totaled NIS 17.3 billion.

Since its founding, the Bonds Organization has displayed a counter-
cyclical nature.

This means that in years of recession or geopolitical uncertainty, the 9A
amount of debt raised by the organization increases. UsD

Israel Bonds Organization

Sales and Redemptions
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ISSUANCES GUARANTEED BY THE U.S. GOVERNMENT

The stock of bonds guaranteed by the U.S. government as of the end of 2017 was NIS 31.2 billion. In April
2003, the U.S. Congress approved a program to provide guarantees to the Israeli Government in order to
raise a par value of USD 9 billion abroad for three years. The bonds issued by Israel’s government and
guaranteed by the U.S. government have a credit rating similar to that of the United States. The yield at
which the bonds are sold is only slightly higher than the yield on U.S. government bonds.

The plan has been extended by the U.S. government over the years, most recently in 2015 when it was
extended to 2019, with the option of taking advantage of the program in 2020 as well (carryover year).

Under the guarantee program, in 2003-2004 (years with major deficits in the State budget) the State
of Israel issued bonds with a par value of USD 4.1 billion. The Israeli government has not utilized the
guarantees program since November 2004. As of the end of 2017, the balance under the program amounted
to USD 3.8 billion.

The U.S. guarantees program serves as a financial "safety net” for the Israeli government. Preserving the

U.S. guarantee framework supports the State of Israel’s ability to raise money in international markets
during emergencies as well.

©

THE STATE OF ISRAEL'S CREDIT RATING

The State of Israel's

D Q) aens

outlook from S&P
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Credit Rating
Agencies Review Israel:

STRENGTHS

A strong, dynamic and resilient economy with
effective institutions that have a satisfying level of
transparency and credibility, which have allowed
the state to successfully deal with global and local
shocks.

A diversified economy whose industry and service
sectors have high added value.

Optimal fiscal policy in recent years and monetary
flexibility.

The current account and the balance of payments
have been in surplus for more than a decade. This
contributes to a positive external position (net
creditor to the world).

Favorable access to the international capital
markets, an active program of issuing bonds to
diaspora Jews and a U.S. government guarantees
program in case of sudden market stocks.

Recent gas discoveries and use of the large offshore
gas resources offer Israel increased energy security

and contribute to the development of the economy

and its fiscal position.

State of Israel - Credit

Apr 2008: <]

Moody’s upgrades Israel r

July 2000:Kc

Moody’'s upgrades
Israel to A2 |

WEAKNESSES

Frequent adjustments to the
fiscal rules puts the positive
fiscal trends at risk.

Exposure to security and
geopolitical risks. Lack of
progress in the Israeli-
Palestinian peace process
requiring allocation of
significant budgets.

The low level of productivity
in Israel and a forecast

of insufficient progress in
dealing with other structural
issues in the Israeli economy.

The increase in housing
prices. Real housing prices
rose by 100% since 2007.

The political system can be
unpredictable, with frequent
changes of government.

S&P upgrades Israel
to A+

SECONDARY

MARKET

S&P upgrades Istrgit Fitch upgrades Israel Fitch upgrades Israel

to A to A+
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As was the case in recent years, 2017 was characterized
by a low interest environment in Israel. The Bank of Israel
maintained the interest rate at 0.1% since March 2015.
The inflation environment remained below the target
range of 1-3 percent. Inflation rose to 0.4% (annual)
compared to 0.2% in 2016.

With the improvement in the global economy, as well
as a decrease in deflationary pressures, the policy gaps
between countries continued to emerge. While the
European Central Bank and the Bank of Japan continued
expansionary monetary policy (interest rates unchanged
since 2016), the Federal Reserve increased its interest rate
three times during the year with the bank’s projections
for three increases in 2018. Great Britain and Canada also
began a more restrictive policy.

The financial markets reacted to a number of political
developments during the year, including the U.S tax
reform (mainly reducing corporate tax from 35% to 20%)
and local elections in principal countries. Negotiations

between the UK and the European Union regarding
conditions for exiting the EU continued as well.

In general, global stock markets were characterized by
increased prices, led by the U.S. indices, reached record
level. Government bonds, on the other hand, were mixed
(in Europe, government bonds were characterized by
increases, while in the U.S. the yield on 10-year bonds
remained unchanged year over year).

In the local market, the stock indexes were characterized
by rises (led by TA-90 index) along with the government
bond market with an annual yield of roughly 3%. The 10-
year yield rose from 1.62% to 2.06%. Likewise, corporate
bonds climbed by an average of 6% in 2017.

Trade in government bonds takes place in a number of
exchanges: the Tel Aviv Stock Exchange, MTS (a trading
for primary dealers in Israel government bonds), as well
as over-the-counter (OTC) trading.

MARKET MAKING IN GOVERNMENT BONDS

The Market Making reform came into effect in 2006. The primary goals of the reform are: developing an effective
and competitive government bonds market, entry of international investors, increasing the levels of demand, and

reducing financing costs.

Primary dealers are required to comply with the primary market obligation (purchase in issuances) and in
the secondary market (provide liquidity). Primary dealers are entitled to benefits such as exclusive issuances,
participating in noncompetitive auctions ("green-shoe”), access to the government bonds lending facility, and
eligibility to participate as a counterparty in hedging transactions.

In 2017, there were 13 primary dealers, six of which were international banks.

Recently a reform was introduced in the Market Making model with the aim of re-arranging existing procedures
and addressing the challenges faced by the Government Debt Management Unit, inter alia:

S

Having permanent and
continuous demand
during issuing.

Improving liquidity and
tradability of the government
bond market.

%

T

0-0

Increasing importance of
compliance obligations, along
with increased benefits.

Among the changes expected to take effect in the beginning of 2018:

v N\
A

quarterly purchase obligations.

M Increasing primary dealer’s role in the primary market; Participation and minimum

B Updating noncompetitive auctions ("green-shoe”) model; Greater compensation to the

liquidity providers, emphasizing the importance of compliance with obligations.

M Adding a long-term fixed-interest nominal government bond to quoting obligation.
M Using a new method for determining the maximum quoting spread.
M Using a new secondary market ranking model.
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PRIMARY MARKET RANKING:

SECONDARY MARKET

The primary market ranking is based on the volume of purchases (quarterly and yearly) in government bond auctions.

SECONDARY MARKET RANKING:

Ranking in the Secondary Market is based on the trading and quoting activity on the trading platform exclusively for primary
dealers- MTS, in each asset class (non CPI-Linked and CPI-linked bonds, separately) for period of week, month, quarter and a year.
The Green Shoe allocations are determined based on these rankings.
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TRADING VOLUMES IN GOVERNMENT BONDS:

Trading volumes of government bonds decreased to an average of NIS 2,875 million per day in 2017, compared to NIS
2,945 million per day in 2016. The trading volumes on the Tel Aviv Stock Exchange decreased over the course of 2017,
from NIS 557 billion to NIS 527 billion.

Volumes on MTS increased from approximately NIS 52 billion to é1 billion in 2017. OTC volumes increased from
approximately NIS 111 billion to 115 billion in 2017.

Trading on the MTS platform takes place Monday-Thursday.

Trading Volumes of Government Bonds in 2017 (NIS millions)
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0
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@ TASE B MTS W OTC

BREAKDOWN OF TRADING BY SEGMENTS:

In 2017, similar to 201¢, trading in government bonds was mostly in the nominal fixed coupon segment. The ratio
between the different segments over the course of 2017 was: Nominal fixed-coupon segment: 62.76%% (2016 - 64.86%). |
CPI-Linked segment: 34.33% (2016 - 33.33%). | Floating rate segment: 2.91% (2016 - 1.81%).

Breakdown of Trading Turnover in Different Segments
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TASE MTS oTC
1 4 870/ Total volume 8 68 0 Total volume 1 6 A50/ Total volume
u o (2016 — 77.25%). u o (2016 — 7.15%). u o (2016 — 15.6%).

Trading volumes of government bonds decreased to an
average of NIS 2,875 million per day in 2017

YIELD CURVE:
The following are yield curves of CPI-linked and fixed-interest bonds at the end of 2017 and the spread from 2016 yields.
Nominal Curve
3.5
3
2.5
2
1.5
1
0.5
-0.5 I I I I I I
0.04 0.79 107 135 191 3.03 3.23 3.61 449 476 556 @ 1.17 7.26  8.39 1530 18.64

-1

I Nominal Curve M Difference from 2016

CPIYield Curve

3.5

9.06 14.21 18.47 23.75

[ CPI Curve M Difference from 2016
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DEVELOPMENT OF THE CDS SPREADS:

CDS (Credit Default Swap) transactions are agreements that enable two parties to transfer a third party’s credit risk from
one to the other. In practice, such transactions represent the sale of bankruptcy insurance.

The CDS spreads are customarily regarded as an (partial) indication of investor confidence in the third party’s redemption
ability, which serves as the underlying asset for the transaction.

The graph illustrates the CDS spreads of the State of Israel in 2017.
CDS

01/01/2017 01/03/2017 01/05/2017 01/07/2017 01/09/2017 01/11/2017

10Y M 5Y

BOND LENDING FACILITY:

Along with the Tel-Aviv Clearing House the Ministry of Finance established The bond lending facility was introduced
in September 2006 as part of the Market Making reform, a bond lending facility that allows primary dealers to borrow
government bonds. Those interested in borrowing bonds (such as 2018’s restriction of NIS 1.5 billion per primary dealer,
in accordance with its performance) may contact the Tel-Aviv Clearing House and borrow the bond, in return for cash
collateral for, which interest is received.

In 2017, the facility ranged between NIS 2.5 and 5 billion (compared to NIS 2.5-5.4 billion in 2016), the amount is equivalent
to the market value of the bonds borrowed.

Government Bonds Hldings 2017

2.6%

BREAKDOWN OF HOLDINGS IN
TRADABLE GOVERNMENT BONDS:

1.3% The holding rate of pension funds in tradable government bonds
in 2017 totaled 17.1%, compared to 16.1% in the previous year. In
2017, amount held by the provident funds and education funds
22 1% amounted to 22.1% compared to 20.7% at the end of 2016.The
- weight of foreign investors’ holdings in government bonds was

5.6% compared to 5.2% at the end of 201é.

10.5%

The weight of public holdings as of the end of 2017 was 14.9%
0 of the total inventory of government tradable bonds, compared
17.1/0 to 15.2% at the end of 2016. The weight of the banks holdings
at the end of 2017 fell to 12.6% compared to 16.0% in 2016. The

weight of holdings of mutual funds in government bonds was

10.5% versus 11.4% in 2016. The Bank of Israel’s share of holdings in

14 9% tradable government bonds in 2017 was 1.3% compared to 1.7% in

. the previous year.

15.9%

12.6%

M Bank of Israel Fureign investors I Mutual funds Insurance companies M Banks M Public M Pension funds B Provident and education funds
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Year Total Listed Public Mutual Provident Pension Incurance Foreign Bank

Capital (NIS funds and funds companies investors  of
(billions education Israel
funds

2008 318 28.2 1.3 20.2 12.6 145 10.1 2.2 0.8
2009 3615 26.4 13.0 17.9 12.3 12.9 9.3 2.7 5.5
2010 3887 2.2 13.2 18.8 13.3 12.8 9.7 3.0 5.1
2011 4088 22.3 8.5 19.3 14.9 14.1 9.8 63 4.8
2012 4595 2.7 9.6 19.8 155 12.8 11.2 5.6 3.7
2013 4807 19.9 1.8 203 15.9 13.0 12.3 3.7 3.1
2014 4962 18.5 13.6 20.1 15.4 1.9 12.6 5.5 2.4
2015  s027 17.1 135 20.0 14.9 14.0 13.0 5.5 2.0
2016 987 15.2 114 20.7 16.1 16.0 13.7 5.2 1.7
2017 4925 14.9 105 22.1 17.1 12.6 15.9 5.6 13

Source: Bank of Israel, breakdown of tradable government bond holdings.

BENCHMARK: Yields of Sovereign Bonds in Foreign Currency

The graph denotes
yields of Israeli bonds
denominated in foreign
currency that matures in
5,10 and 30 years. These
yields form a benchmark
curve showing the
Israeli economy’s risk
in dollar and euro. This
helps Israeli companies
looking to issue debt
abroad.
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DEBT PORTFOLIO

In 2017, government debt increased by approximately 0.9% (NIS 747.1 billion), compared to NIS 740.8 billion in 2016. The
primary reason for the nominal increase is the rise in non-tradable net debt. conversely, the drop in the USD/ILS exchange

rate decreased the government debt balance.

As noted in the chart, the proportion of external debt, out of total debt, has been diminished in recent years. CPI-linked
debt has increased. The decline in floating debt was due to significant redemptions in 2017.

Structure of the Government Debt

20% 19% 19% 16% 14% 15% 14% 13% 13%
5% 6% 6% 6% 6% g
8% 8% 8%
48% 49% 50% 50% 51% 53%
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
M CPI-Linked Nominal M Floating M Foreign currency
Public Debt-to-GDP Ratio in 2017
DEBT-TO-GDP RATIO 240.3% [ Japan
.. . 133.0% Ital
The debt-to-GDP ratio is a major ’ Y .
indicator for det ining | v 113.9% G20 Countries
in :jc? ort' or e:rtr:lnlng :ra’e S 66T US
gre i .ra ing an e country's 106.3% Economies avg.
financial stability. The trend of 98.7% Spain
lowering the debt-to-GDP ratio is a 96.8% France
direct result of prudent economic 89.6% Canada
policy. The reduction in the ratio 89.5% U.K
contributes to the country’s 87.4% Euro zone
financial strength. This is especially 83.4% Brazil .
noteworthy when compared to the 75.0% | Slovenia
significant increases of this ratio in Sl Germany
' : 60.9% Israel
developed countries since 2008. The e Poland*
. . . . (]
public debt—to—GDP'r.atlo (includes o Mexico
debt of local authorities) decreased 50.9% Slovakia®
in 2016 | 0 46.3% Peer group avg.
42.8% Switzerland
w 38.0% South Korea*®
Source: Ministry of Finance and compa red to 37.8% Denmark
Bank of Israel, Gross domestic . 34.5% Czech Republic*
(o)
product in 2018 according to the 62°3 A) N 201 6‘ 33.1% Norway
National Accounts of the Central 2.9% Chile*
Bureau of Statistics February L ® ® ®
2018. other countries — Fiscal 300.0% 200.0% 100.0% 0.0%
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INTEREST EXPENSES

Interest expenses totaled NIS 37.1 billion in 2017. The rate of interest expenses relative to GDP was 2.9% in 2017 compared
to 3.1% in 2016, and has been steadily declining over the past decade. In addition, the interest payments on tradable debt
dropped nominally, while interest payments on the subsidy for non-tradable bonds rose to NIS 7 billion in 2017.

Interest Expenses Relative to GDP in 2008-2017

Interest payments on
tradable debt dropped

% o nominally 50
4.3% 4o
4.0% )
— 3.9% 3.9% -
: 3.5%
3.3%
4% 3.1% 2.9% ¢ 40
3.8 —
5.8
2% ¢ ¢ 30
33.3 33.9 34.8 36.3 38.3 38.4 35.1 31.8
0% » 20
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

[ Subsidy M Interest Expenditure B Interest Expenditure to GDP

RISK MANAGEMENT OF GOVERNMENT DEBT

The main risks for the government debt portfolio are refinancing risk, liquidity risk, market risk, and credit risk. Risk
management is carried out in accordance with an organized policy and is part of the long-term strategy for managing the
government’s debt, treasury, and liquidity. The risk management strategy relies on models, scenarios, and simulations that
minimize economic and budgetary risks, through the use of designated systems for government debt risk management.

KEY FINANCIAL RISKS:

Refinancing risk means that the state might not be able to issue new debt to repay its past obligations or has
to refinance its debt at higher costs. Consistent debt raising of similar volumes over the course of months and
years creates certainty for decision-makers and capital market operators. This, in turn, leads to issuances with
higher bid-to-cover ratios, efficient debt refinancing, and reduced risk of refinancing. In addition, extending the
government debt ATM helps lessen the refinancing risk.
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Rollover Ratio

M Examining the extent of short-term debt (debt
redeemed over the upcoming year) relative to total
debt (rollover ratio). According to the risk management
policy, it should remain within the range of 10%-12%.

6% 10% 12%
MIN AVR MAX

In 2017 this index was lower than the target at 7.3%. This was due to a lower-than-expected deficit, caused early redemptions
of bonds with maturities in 2018 and allowed for reduced interest expenses.

The following is a global comparison of the rollover ratio with selected countries. Israel is below the average at 8.5%

ROR Index - Spain | 16%
Global Comparison Slovakia* | 15%
Czech Republic*® | 143

US. | 10%

Israel | (7N —

France 7%

Canada 6%

UK. _| 9%

Slovenia* 5%

South Korea® 5%

Germany 3%
o—o——0 0 5o o o o 0o 0

*peer countries 0.0% 2.0% 4.0% 6.0% 8.0% 10.0% 12.0% 14.0% 16.0% 18.0%

B Average Time to Maturity (ATM) - This index reflects the average life of the debt portfolio, weighted by the average
of principal and interest repayment dates. Since this index is only an average, it estimates the risk in a non-complete
manner. Therefore, it is examined in combination with the ROR for one and three years ahead. A combination of these two
indices is used to estimate the risk of refinancing. The risk is reduced by maintaining a constant policy in which consistent
amounts are issued over consistent periods of time 3, 5, 10 and 30 years (benchmarks), with the aim of smoothing the
redemption curve. As illustrated in the graph, the debt portfolio’s ATM has been significantly extended and is at its highest
level in the last ten years.

ATM Index

The debt portfolio's ATM has
been significantly extended
and is at its highest level in
the last ten years.

MIN AVR MAX
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In order to determine a target ATM for the debt portfolio, a comparative analysis was conducted. The analysis
examined global trends and identified countries with similar characteristics to the State of Israel. To demonstrated in
the chart, the ATM index of Israel’s debt portfolio is higher than both peer and developed countries .

ATM Index - Global Comparison

Chile*

Israel

Slovakia®
620 Countries”| GG
South Korea |

Poland”|

Czech Republic* |

( @ @ @ @ L L
0. 2.0 4.0 6.0 8.0 10.0 12.0

o

Source: Ministry of Finance and Bank of Israel, other countries — Fiscal Monitor, October 2017

SEVERAL MODELS ARE USED TO MANAGE THIS RISK:

90.0¢ M Issuances Model - This model is used for maintaining
a stable debt structure through a constant funding policy,

reducing the risk of refinancing.
75.00

60.09¢

45.09
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M Foreign Currency M Non-Tradable Domestic Tradable Domestic B Issuances Model
M New Series Model — This model is used for preplanning bond series during the year, in order to minimize monthly
redemptions and the volatility in the interest rate budget.

M Monitoring of Key Indicators - such as average to maturity (ATM) and the rollover ratio.
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Liquidity Rsk - The risk that the existing sources of financing are not large meet to finance the state’s needs.
Estimation and management of the risk are executed through models and scenario analyses (central scenario,
pressure scenarios, and extreme scenarios) and simulations for daily monitoring. Liquidity instruments are also
used, including short-term bonds, switch auctions and buyback auctions. The State of Israel retains a liquidity
cushion that examines the deficit between income and expenses and maintains a minimum cushion for dealing
with various scenarios, in accordance with the risk management strategy.

Credit Risks — The strategic goal of hedging is to reduce the exposure of government debt to changes in the
exchange rate, as part of market risk management. The hedge transactions are distributed over the long term
through CCS and short-term hedging through forward and FX swaps. In 2017, hedging transactions were executed
for principal and interest payments totaling $2.7 billion.

The state's activities in hedging agreements expose the government to credit risks in the event of insolvency on behalf of
the counterparty in the transaction. In order to manage this risk, the state only practices hedging transactions with primary
dealers who have signed a CSA agreement under an ISDA contract. In line with to this agreement, collaterals are transferred
on a weekly basis in accordance with the fair value of the transactions. Transferring the collateral reduces exposure to the
counterparty’s insolvency risk.As of December 31, 2017, the government’s hedging transactions totaled $3,883 million. The fair
value (mark-to -market) of all positions as of December 31, 2017 was approximately $81 million in favor of the counterparties.

Balance of Hedging 2500 ¢
Transaction as of
12.31.2017 (in millions)

Euro usD CPI-Linked NIS
M Underlying Asset 1,583 2,250 50
y g _500 . ! r
B MTM 75 -140 -16
Market Risks - There may be revisions in both government MD Index

debt and the interest budget as a result of changes in
market factors (CPI, interest and exchange rate). This risk
estimate is carried out via sensitivity analyses. that measure
government management of hedging exposure with
financial instruments (such as forward transactions).

This risk is estimated using the following indices:

B Modified Duration (MD) is an index that helps determine
the influence of the interest rate on the debt’s market
value. The dashboard shows that the total duration of

the government debt rose to 7.3, from é.8 percent in 2017, 5 5.83 7.3
following the rise in 2016. MIN AVR MAX
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AVERAGE SERIES SIZE AND NUMBER OF SERIES

Average Time to Refixing (ATR) is an index that examines the interest risk to the
issuer. Most of Israel’s debt is at fixed interest rates, so the ATR is very close to

The debt management policy at the Accountant General’'s Department is to limit the number of outstanding
ATM.

series of government bonds and to increase their volume. This policy contributes to increasing the
tradability and liquidity of the bonds, and helps to lower funding costs.

In 2017, five new series were issued on the local tradable market: NIS government bonds (ILGOV o121
maturing in 2021, ILGOV 1122 maturing in 2022 and ILGOV 0347 maturing in 2047), a CPI-linked government
bond (ILCPI 0527 maturing in 2027) and a floating government bond (ILFRN 0526 maturing in 2026).

Four series matured in 2017 and the inventory of existing series increased to 31, compared to 30 in 2016.

Number of Tradable Series in 1995-2017

250 ¢

215

B Exposure to Consumer Price Index: The rate of CPI-linked debt is 53% of the
total debt, so most of the debt portfolio’s sensitivity is affected by the Consumer
Price Index. A 1% rise in the CPI leads to an increase of approximately NIS 3.9 200¢
billion in debt.

152
136

Additional Risks: Additional factors are under inspection and 150
monitored as part of analyzing all possible financial risks, including
potential future risks.

120

105

N
o~

100 ¢

Additional Models Regarding the
Management of Government Debt Risks

20 ¢

M Risk cost model — Analysis of the risk cost of issuance policy for the
short, medium, and long-term.

I Structure debt simulations — Building simulations of developments
in the short, medium, and long-term debt, according to the key
exposures and different funding strategies.
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Average Series Size in 1995-2017 (NIS Bilions)
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M Debt-to-GDP forecasts — The debt-to-GDP-ratio is a key indicator 16
of the state’s financial stability. Providing forecasts of the ratio’s g : :; =
development, under different market and economic scenarios, 14 |.n : . - a
optimize management of the government debt. 12 g TS
M Financial pricing — Pricing financial tools, such as pricing bonds 10
and hedging forex exposures using different analytic models.
8
M Forecast of interest payments - The forecast is based on a bottom-up
method that distributes current payments, according to expectations of é
changes in market factors in Israel and abroad, and examines changes A
in various redemptions schedules (new issuing, switch auctions, and ~
buyback auctions). 2 _ - e I I I I I I I I
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