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Israel's Upgrade to the MCSIWorld Index: a macro-international comparison

by Prof. Leonardo Leiderman,Victor Bahar and Irit Motzrafi, Economics Department, Financial Division, Bank Hapoalim.

e Starting in May this year, Israel's stocks will be included in the MCSI index for developed markets, known as MSCI
World.

® Global investors are likely to examine the Israeli market in comparison to a peer group of economies similarly
weighted in the index.

e Comparing Israel's positive fundamentals and performance against the peer group suggests that the timing of the
upgrade is extremely favorable to the Israeli capital market.

@ Over time, we expect the actual weight of equity investments in Israel to exceed that implied by its weight in the
index.

Israel |oins the MSCIl World Index

, : : e MSCI World Weights*
In May this year, Israel is expected to change its classification in the
MSCl indices from an emerging market to a developed market. MSCI USA 47.98%
indices are designed for investment allocation and to a considerable UK 10.12%
extent; the classifications reflect the risk level for each country. .
. . . Japan 9.67%
Therefore, there is considerable symmetry between a country's 5 179
classification and the rating of its debt. The guidelines for the France SR
classification of countries in the MSCI index are: |. A sustainable Canada 4.84%
degree of economic development, a developed capital market and Australia 3.94%
properly functioning governmental and legal agencies. 2. The absence Germany 3.79%
of significant political risks. 3. The irreversibility of the country Switzerland 3.60%
attributes that prompted the upgrade. It |’s reasonat.)Ie to assume Spain 2.15%
that the upgrade was also affected by Israel's advance in the process
L . Italy 1.62%
of joining the OECD later on this year.
Netherlands 1.26%
It is estimated that the global equity invested in funds that follow Sweden 1.18%
the MCSI amounts to 1.5 trillion dollars, of which 1.3 trillion dollars Hong Kong 1.10%
are in the developed markets. That said, the importance of theses Singapore 0.69%
indices is much greater because there are many entities that do not Finland 0.53%
invest in the index but are still restricted to investment in economies il o
. 0
included in the index, and the inclusion of Israel in the developed
. L . . Israel 0.41%
market index now allows these entities to invest in Israel.
Denmark 0.41%
Israeli shares’ weight in the MSClWorld index (which includes only Norway 0.37%
developed markets) is v?]ry likely to be low at merely 0.4%,and that Greece 0.24%
will position Israel as 20t out of 24 countries. The countries included Austria 0.15%
in the Index with similar weight to Israel are:Austria, Irelanf], Belgium, Portugal 0.15%
Denmark, Greece, Norway, New Zealand, Portugal and Finland.We Ireland 0.13%
believe that potential investors in MSCI World will look at New Zealand e
the Israeli market in comparison to economies with a ew feaan 0.05%
similar weight, and not so much in comparison to the leading * Economics department's estimates
economies such as USA, Japan, and Germany. Therefore, we have for the expected weights
examined key characteristics of the Israeli economy against those * Peer countries are in gray background

of a peer group of countries that have a similar weight, with the
exception of New Zealand and Norway, which in our opinion are
countries with differing, unique characteristics, constituting a less Sources: Bank of Israel, Israeli Stock Exchange,
adequate basis for comparison. Central Bureau of Statistics, IMF, Bloomberg.
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The Israeli Economy Relative to the ' The population is younger in lsracl
Peer Group of Countries

Israel has a relatively young population, ageing at a slower pace
than its peers

The population growth rate in Israel is 1.7% per annum, significantly higher
than all of the peer countries. Accordingly, on average the population is
Israel is younger than in its peer countries, a feature that shows in the
"dependency ratio," i.e., the ratio of population with age above 65 divided
by population at working age of 15-64. We expect the gap between Israel
and its peers in the dependency ratios to widen over time. This has various
implications, such as the relatively rapid growth of the Israeli workforce,
and the lower health and pension costs.
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High growth potential

GDP growth in Israel during the years before the global crisis was markedly
higher than in the peer countries. Between 2004 and 2007, average growth
in Israel was some 5.2%, compared with an average of about 3% in the peer
countries. Ireland stood out during those years with an average growth of
5.5%. However, the Irish economy was severely battered during the recent GDP growth: annual average 2004-2007
crisis. With a view to the future, it is possible to estimate that the growth 55%

potential for the Israeli economy is much higher for a number or reasons. 5.2%

First, as indicated, Israel’s population is younger, growing at an annual rate 5%
of 1.7%, while population growth in the peer countries is negligible. Second,
Israel benefits from high quality human capital, which can be expected to
raise productivity levels over the long term.Third, Israel's starting point is
lower, with a level of GDP per capita that is lower than in most of the peer
countries (with the exception of Portugal), and this gap is expected to 2
narrow over time.

4%

3%

1%

Low vulnerability during the recent global financial crisis 0%
Relative to the peer countries, the Israeli economy’s vulnerability during the
recent global economic crisis was moderate and in fact, GDP actually grew
by 0.7% in 2009. In contrast, in the peer countries GDP dropped by % to
8%. Moreover, recovery in Israel’s economy during 2010 appears to be far
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more impressive than in the peer countries. The key negative effects on the Israel was less affected by the crisis
Israeli economy in 2009 were caused by a sharp drop in exports, and the than the peer countries

effects the global crisis had on Israeli companies conducting their principal ) GDP growth

activities abroad - specifically real estate companies. In practical terms, the M 2009 5%

crisis was exogenous to the Israeli economy and local factors actually
mitigated the effects of the global crisis on the domestic scene.The Israeli
economy did not develop the risk factors characteristic of the developed
economies. That is, Israel did not feature a housing market bubble. In fact,
real home prices have been on a downward trend for several years, and
idiosyncratically began rising during the crisis. Other positive fundamentals
have been the fact that private saving rates were high and stable over the
long term, and consumer leverage remained at low levels, the relatively large
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surplus in the current account and the fact that commercial banks were %

conservatively managed under tight supervision. The bottom line has been 4%

the lack of need to bailout any banks or financial institutions with taxpayers' EAREA

money. Ireland ~ Greece  Belgium  Portugal Finland  Austria  Denmark  Israel
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The labor market in Israel was not hit hard

Labor markets in the developed countries, including the peer countries,
suffered severe setbacks. Europe lost jobs at a rapid rate and unemployment
figures skyrocketed. When the crisis broke, Israel’s employment situation
was in a far healthier state than in the past, with unemployment reaching
some 6%, which is relatively close to the economy’s natural unemployment
level. Massive layoffs, or labor unrest were not seen in the last years.
Unemployment did rise to 8% during the crisis, but quite surprisingly,
unemployment rates began dropping again and reached 7.4% in
the fourth quarter of 2009. The relative stability of the labor market in
Israel also means that consumer purchasing power dropped very little and
consumer confidence rapidly returned to its pre-crisis level.

Fiscal situation - no longer an Achilles heel

High public debt was a leftover from the 70s and 80s, principally because
of onerous defense costs. The fiscal policies applied in Israel over the past
two decades have been on the whole, very sound and brought about a sharp
drop in the debt to GDP ratio, which now stands at about 80%. During the
recent crisis, the government did not adopt any grandiose plans to stimulate
the economy and did not provide any special support programs for the
financial sector.As a result, the rise in the level of public debt was minimal.
In view of the current status of the global economy, it is reasonable to say
that the level of public debt in Israel is not at all high and as an added bonus,
the budget deficit predicted for 2010 is only 4% of GDP. In current times,
when there is a well based fear of a growing debt crisis in the developed
countries, the Israeli economy is reaping the harvest sown during the exercise
of sound policies in previous years.

Israel's country risk has remained low

For some time now, the high level of stability in the Israeli economy has
been priced by the credit markets. That is, the CDS-implied insurance
premiums on government debt are a bit higher then in most of its peer
group; but even so, it is important to remember that Israel’s debt rating is
lower than the rating given for the peer countries, due to geopolitical risks.
These premiums remained steady throughout the crisis, compared
with a sharp rise in them for some of the peer countries such as Greece,
Portugal and Ireland.

Conclusions

We believe that as far as Israel's capital market is concerned, the
timing of the planned upgrade is extremely favorable. Israel's
economic outlook and performance stands out in terms of almost
every possible parameter in an international comparison against
a relevant peer group of countries.Accordingly, after some gradual
learning of global investors about Israel, we expect that the actual
volume of investments in Israeli companies will be much higher
than the level implied from Israel’s weight in the MSCI World
index. That said, for this to happen, investors will have to be
convinced that the very good relative marks of the Israeli economy
stressed in the foregoing analysis are a durable and not a transitory
phenomenon.
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A sound fiscal position
public debt as a % of GDP, 2009
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Debt to GDP has been declining over time
public debt as a % of GDP,2009
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Note:The remarks in this Report should not be considered as investment advice or
an alternative to personal consulting which considers the personal specifics of the
client,taking into account his data,special and other needs,his financial condition and
the special circumstances and objectives of every person.It does not replace them
and should not be acted on without obtaining personal advice which takes into account
the personal needs and data of every investor.
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