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Stability and Normalization in the Euro Bloc: Prof. Ignazio Visco, Governor
of the Bank of Italy

e Good morning. Thank you very much for the invitation. | am very glad to be here, to
participate in this conference, which comes at a difficult and uncertain juncture for the
global economy, the euro area and Italy. After solid growth in 2017 and early 2018, world
GDP decelerated significantly in the second half of last year. Although there are signs that
the downward momentum might have stopped, in many countries economic activity
remains weak. According to the IMF’s latest forecasts, in 2019 the global economy will
expand at the lowest rate since 2009, when it recorded a recession.
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Trade tensions, mostly fuelled by the new protectionist strategy pursued by the United
States, and their effects on confidence, especially of private enterprises, are contributing
significantly to this poor performance of the world economy. International trade
progressively slowed in 2018, falling by 1.0% in the last quarter of the year, and recent data
suggest that this trend is not going to be reversed in the short run. The progressive
liberalisation of trade that has characterised the last few decades has come to a sudden halt
and is being reversed in some important economies. The average tariff rate applied to
imports by the United States has doubled in the last year. More generally, the system of
supranational institutions and multilateral rules on international trade that have supported
economic expansion after World War Il is encountering serious difficulties.

Protectionism is a response, and a wrong one, to the challenges of globalisation and
technological change, but these have momentous consequences for the job prospects of
workers with lower skills. In the OECD countries, for example, the rise of automation is
estimated to cause a high probability of as much as one job being lost out of seven, and of
three out of ten undergoing significant changes over the next fifteen to twenty years. Even
though new jobs will be created, managing the transition will not be easy. Not enough has
been done up to the moment to make appropriate plans for an affordable, timely, and
adequate retraining of workers, to invest resources in education, and to combat poverty and
inequality.

In the shorter term, global risks are still tilted to the downside. The economic outlook
remains vulnerable to persistent trade tensions, to a greater-than-expected cyclical
slowdown in China, and to the possibility that the UK exits the European Union without a
deal. The GDP growth decreased markedly in the euro area as well, to 1.8% in 2018 from
2.4% in 2017. The euro area is much more open to foreign trade than the US and Japan. For
this reason, its business cycle is highly correlated with the international one. Dependence on
external demand is especially high in Germany, where the export-to-GDP ratio is close to a
stunning 50%, versus 30% in France, Italy and Spain. This, clearly, is due to integration in the
global value chains, including the European ones, commonly known as the “European
factory".

The negative impact on GDP growth of weaker exports has been amplified by a slowdown in
domestic demand. Since mid-2018 the outlook for investment has progressively
deteriorated due to the adverse effects of increased global uncertainty on firms’ confidence
and capital accumulation plans, and other temporary factors which have affected the
automotive industry
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Against this background, the European Central Bank’s monetary policy continues to be
highly expansionary. The Governing Council expects official rates to remain at their current
low levels at least until the end of 2019 and, in any case, for as long as necessary to ensure
the convergence of inflation towards its target of a growth rate of consumer prices “below
but close to 2%"” to be maintained over the medium term. Even after the first-rate hike, the
Euro-system will continue for an extended period of time to reinvest in full the principal
payments from maturing bonds purchased under the QE, the asset purchase programme.
Last March we also decided to launch a new series of targeted longer-term refinancing
operations, the first of which will be conducted next September. These operations will help
to preserve bank lending conditions and ensure the smooth transmission of monetary policy.

Our stance does not endanger overall financial stability. In the current situation, the main
risks come from the weak growth and inflation outlook. As is well known, the global crisis
spurred a widespread debate on whether the mandate of central banks should be
broadened to formally include the preservation of financial stability. Even though the latter
is certainly a precondition for price stability, this change could raise potential conflicts
between the two objectives, undermining the credibility of central banks and the
effectiveness of their policies. Preserving financial stability should instead be the main task
of macroprudential action. The same considerations apply to regulation and micro-
prudential supervision: each policy can work well only if it has clear objectives and targeted
intervention tools to achieve them.

Now, the deterioration in the international outlook has also had a strong negative impact on
the Italian economy - economic activity progressively weakened in 2018, recording a slight
contraction in the second half of the year. Overall GDP growth was just 0.9% last year,
around half the level recorded in 2017, and all the main international forecasters expect it to
decelerate further this year.

The slowdown of activity in Germany, with which we share close economic ties, and the fall
in business confidence, have been especially important factors in the weakness of aggregate
demand and, especially, the marked deceleration in investment by Italian firms. We have
surveys that confirm that weak capital accumulation reflects greater cautiousness on the
part of enterprises in the face of uncertainty about economic and political factors, and the
persistent trade tensions .

Now, activity returned to slightly positive growth in the early months of this year. This trend
could continue, especially if the global rebound in investors’ confidence observed since late
2018 proceeds, but clearly this is predicated on the global economy recovering. Anyway, to
fully recover the path of sustainable growth, Italy must tackle its two main structural
problems, which are the stagnation of productivity observed since the 1990s and the high
level of public debt.
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Italy has been growing on average by around 1 percentage point less than the rest of the
euro area since 1999. This is not due to the euro having been adopted in the Euro area. It is
the result of the country’s delayed response to the big changes of our era: globalisation and
the technological revolution. A short-lived relief provided by fiscal or monetary policy, albeit
important, is not enough to solve this problem. To address it, Italy must quickly adopt a
consistent growth strategy combining measures to support innovation, with those to
improve the quality of human capital, and to create a more favourable environment for
“Doing Business”.

Following the double-dip recession associated with the two financial crises that erupted in
the past decade, the global financial crisis and the euro-area sovereign debt crisis, many
Italian firms have introduced organisational changes that have enhanced their efficiency,
making them more competitive on international markets. The restructuring process has
been more intensive in the export sector and, as a result, domestic firms have been gaining
market shares in many countries. It is a process that must continue and be supported by
appropriate public policies.

In recent years various measures have been introduced to support high-tech investments
and innovative start-ups. In order to be effective, industrial policy needs stable and
appropriate fiscal incentives, while the regulatory framework must be aligned with
international best practices. The Italian economy has many strengths that can help support
these recent positive developments: private sector net wealth is high, perhaps very high by
international standards, and the current account of the balance of payments is in surplus — it
has been this way for many years now, so much so that the net foreign asset position is
balanced.

But a reduction in the risk premium on Italian public sector bonds is a crucial objective. At
the beginning of this week the yield differential with respect to 10-year German bonds was
over 270 basis points, more than twice the level of early 2018, before the latest general
elections. There is no question there is a correlation there. The premia on credit default
swaps suggest that the yield differential has risen as a result of the increase in both credit
risk and the risk of redenomination of bonds in a different currency — leaving the Euro. The
high public debt-to-GDP ratio exposes ltaly to the volatility of financial markets, and the
average residual maturity of the public debt is above 7 years, which implies that, initially, the
impact of higher interest rates on servicing costs is small but, if the increase in rates persists,
it would inevitably weigh on expenditure. Reducing the differential between the interest
burden on public debt and the nominal rate of growth of GDP — which is positive in Italy,
compared with negative values in most advanced countries if not all advanced countries,
with a slight exception of Japan which is very modest negative. The maintaining of an
adequate primary surplus is absolutely necessary for the country.
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The transmission of higher rates from government bonds to the cost of loans for households
and firms has been, so far, limited because of banks’ ample liquidity and improved balance
sheets, but there are signs of tension are beginning to emerge. A credible strategy to reduce
the burden of Italy’s high public debt in the medium term can no longer be postponed, this
is something that | continuously argue with the government, as you may imagine, and the
factors that are leading investors to perceive higher risks, such as lax budgetary conditions
and the prevalence of transfers and subsidies over growth-enhancing measures, should be
tackled.

I’d like to also talk a little bit about the financial sector. In the euro area, banks’ capital
position has strengthened considerably. Between 2015 and 2018 the capital ratio of the so-
called “significant institutions”, which account for around 80% of the area’s banking assets
and are under direct supervision of the ECB, increased from 12.7 to 14.3%. In Italy it is about
13.5%. The stronger capital position of banks has been accompanied, in my country, by a
substantial improvement in the quality of their assets, mainly thanks to large disposals of
non-performing loans. The deterioration in credit quality recorded during the global
financial crisis and the European sovereign debt crisis was due, for the most part - about
90% according to our estimates, to the negative developments in the macroeconomic
outlook. As of end-2018, the ratio of NPLs, net of provisions, to total loans had fallen to 4.3%
- it was 10% in 2015. In the same period, the value of net NPLs diminished from almost 200
billion to less than 190. According to the plans requested from all banks by us and the ECB,
the net NPL ratio should decline to around 3% by the end of 2021.

Notwithstanding this progress, in Italy and the rest of the area much remains to be done.
There are four areas which need special attention. One is banks’ profitability - clearly, there
is a need to tackle the difficult challenges posed by technology. The second is the
appropriate treatment of risks on the asset side of banks’ balance sheets. The management
of higher funding costs is also an important consideration, given the need to satisfy the new
requirements on “bail-in” liabilities, these liabilities can be used if there is a problem for the
banks to, somehow, to come with capital and cover the losses, and the framework for
managing banking crises. This has turned out to be very complex in recent years .

| will give a few thoughts on this because there have been a number of lessons we have
learned. On profitability, the average return on equity is around 6%, is low, and is barely in
line with the cost of equity in the area at large. The reasons are not only those related to the
weak economy, they are also related to the fact that the role of banks in financing the
economy has been diminishing for over a decade, making it difficult to increase revenues by
expanding credit volumes.

The transition towards a more market-based financial system is necessary in a modern
economy. We, in Europe, are still having a share of bonds about 10 percentage points lower
than in the United Kingdom and 30 points less than in the United States out of total
financing. This means that banks are really prevalent in that. The market capitalisation is
low, at least of non-financial companies. We have, at end of 2017, 25% of GDP in Italy, 60%
in Germany, 125% in the United States.
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In order to raise profitability banks must contain costs, diversify the sources of income, and
find ways to significantly raise efficiency levels. These are changes that are clearly posing
novel challenges, but also provide fresh opportunities for well-managed financial
intermediaries, and, clearly, today are facing FinTech, Big Tech and so on, which are offering
new financial services and exploiting innovative technologies and massive amounts of data.
Banks, commercial banks, have to somehow compete with these new developments.

On the assets side, we can draw a number of lessons from our direct experience. The first
concerns the treatment of impaired assets, | was talking about reduction in NPLs, there is a
difference between bad loans and loans which are considered very “unlikely to pay”. They
are considered equally by regulation nowadays. | think that something has to be done there,
especially because as far as the “unlikely to pay” loans, probably with the collaboration of
banks, one could resort to specialised operators, such as “turnaround funds”, to provide
knowledge and resources to relaunch impaired enterprises. These should be taken into
account, | think, by supervisory and regulatory authorities. There is a lot to do on that .

Another lesson is with regards to, something that we have discussed with former minister
Borg many times, the so-called “bank-sovereign nexus” or “doom loop”. Some have
proposed that the prudential treatment of banks’ sovereign exposures be made more
restrictive. These recommendations are built on the premise that a capital requirement or
the assignment of a risk charge would break the link between banks and the State. But this
link goes well beyond the holding of sovereign bonds. Indeed, it is the real economy that
provides the most important connection: a restructuring of the public debt, like the one that
took place in Greece for example, might be so disruptive that firms and households could be
swept away by it, damaging the entire banking system regardless of its capitalisation or its
holdings of government bonds. These proposals, moreover, overlook the stabilising role that
banks, by acting as contrarian investors, can play on bond markets in periods of tension .

The reduction in sovereign risk must ultimately come from sound government policy, as it
cannot be obtained by simply shifting sovereign bonds from the balance sheet of one
economic sector to that of another. This requires not only balanced and prudent fiscal
policies but, most importantly, structural reforms aimed at regaining sustained GDP growth.
The latter, in turn, would help make loans to households and firms more attractive, and
reduce in this way the share of government bonds that are in the banks’ balance sheets.

Now, there is also another side of assets of banks, which are the so-called “Level 2” and
“Level 3” asset structure financial products, which have somehow gotten lesser attention in
the past years. They are getting more attention now. They are difficult to measure, they are
very risky, they are as risky, | think, as NPLs, and this is something that both ECB and us are
paying a lot of attention to these days .
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The increase in the cost of funding is the third area that should not be neglected. We have,
these coming years, a need to raise a significant amount of “bail-in-able” liabilities in order
to fulfil the new global requirements and European regulation on loss-absorbing capacity of
banks. Now these may indeed pose a difficult challenge. Regulators and supervisors have to
strike the right balance between the need to set appropriate criteria in order to stop
taxpayers bearing the cost of future banking crises, and, on the other hand, the need to be
sufficiently rigorous. But there is a risk in persistently adverse market conditions for many
intermediaries, of ultimately increasing the probability of future banking crises, especially by
increasing very much the cost of funding, so a balance is needed.

Finally, the management of banking crises. We have had a few banking crises, which became
extremely politically relevant, applying a lot of tensions vis-a-vis regulators, supervisors and
so on. | think we have created a framework in Europe which is, in principle, fine, but in
practice is very complicated. There are responsibilities spread across a very large number of
institutions, there are long delays, and so on. This is something that needs to be tackled with
substantial care. In the US, the FDIC, which is a government entity whose reserves are made
up of private funds, but which can activate a large line of credit with the US Treasury — has
successfully managed the crisis of almost 500 banks since 2007, nobody has noticed it — 500,
minimising the harm for the economy at large. It is a lesson that we have to learn also and
take into account in Europe.

As the economic prospects for the euro area are currently dominated by uncertainty, many
analysts fear that should the situation degenerate into a full-blown recession or lead to
deflation, monetary policy would be disarmed. This is a mistake. Central banks can rely on a
wide range of instruments to support economic activity and, if necessary, the Euro-system is
ready to use them all in order to fulfil its mandate. It is not only interest rates; we create
money and this is something that has to be remembered. But monetary policy should not
remain alone in sustaining the economy. In the absence of a common European budget,
threats to the growth or inflation outlook require greater coordination of national fiscal
policies, while structural reforms would provide essential help by boosting productivity
dynamics.

On the financial front, the most serious difficulties posed by the global financial crisis and
the European sovereign debt crisis are now being overcome. In Italy there has been
significant progress: NPLs have been halved, provisions have increased considerably and
banks’ capitalisation has risen significantly, even though the legacy of the double-dip
recession continues to weigh on some intermediaries .

Today there are also risks associated with the incompleteness of the European construction.
We have witnessed them since at least 2010. The standstill in the reform of economic
governance, due to a mutual lack of trust among countries that developed during the crisis,
is particularly dangerous at this stage.
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In the economic and financial domain, it is clear what the most immediate steps should be:
completing the banking union, rethinking the management of banking crises, and
establishing a well-functioning capital markets union. But, at the same time, the reasons for
discontent and criticism of European institutions also require a response. We must work to
restore in Europe mutual trust, enhance security, create a sense of belonging. This is
something that Italy has to consider as well and play its part, but | hope that, after the
forthcoming European elections, the conditions will be established for resuming the reform
agenda and pushing it forward with renewed vigour. Otherwise, as the song says, “the long
and winding road ... will never disappear”.
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Okay. Craig, this is for you. The one who is speaking is Professor Dani Tsiddon. Israel is, as you
know, among the countries with targeting monetary policy. Thus, it is very active in intervening
in the foreign exchange market. Do you think that this approach is really supporting growth and

stability?

e Mr. Craig Beaumont:

So, you are asking one of the most difficult questions for an IMF mission chief, but we may
see here there are three parts to the foreign exchange intervention. There is the building of
reserves we saw after 2009, which was appropriate and was needed to have a strong buffer.
There was the cash related intervention, which was a transition to the sovereign wealth fund
and was also fine. | think the interesting thing is this “leaning against” deviations from
fundamentals. The bank of Israel has done a lot of analysis. They find that the deviation
works, that is that it does, in fact, help stabilize the shekel, at least for some time, so that
would be a useful way to contribute to the economic stability in Israel.

What | would note, and it was very kind that Yaron showed the chart of the exchange
reserves, they really doing quite stable around 30% of GDP for a few years now. So, in terms
of the overall macroeconomic impact, it is not so large. Another way to see that is — the
shekel has actually kept on appreciating for a number of years, so the intervention has really
been about smoothing the noise rather than changing the trend. | have to put in my IMF
recommendation that the shekel continues to be flexible as a first line of defence against the

types of shocks that the country is exposed to.
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Craig, you know that in Israel there is a lot of discussion related to competition versus

stability. So, maybe we can ask the question —is the strife for financial stability some kind of
hurdle to competition? How do we balance those two? How do we look at them? Because,

as you know, digitalization is also a kind of competition .

e Mr. Craig Beaumont:

We see competition and stability both as important and good things. There is a trade-off,
but we think it is manageable. We very much support the long list of steps being taken to
promote the competition. The governor mentioned that promoting account mobility and
information platform, there is a long list. They promote efficiency, they promote innovation,
they could even broaden the access to financial services to people who are not being served

currently.

As was mentioned before, there is potential for landing standards to be eroded, especially
when there are new entrants who may not fully understand the risks they face. That type of
situation can undermine the health of banks and other financial institutions. So, we think it is
really important, given that risk, that there is a consistent level playing field, including for
regulation. Regulation should be treating all the different institutions, whether they are new

or old, equally, and the financial stability council is a key tool to keep on top of these

emerging developments and to make sure that regulation is applied fairly to all the different

players, including the new entrants.

M2 N 'aa

WA 7D WONT 1031 .01 29172 2°P0YY CRIWKRY 277173 DOPOYY ORIWK L2197 IRIWKR ¥ N¥P 7271 N2
522,717,228 ...repo MK ,0°0201 N12VY 119 0P DAY 007X MR 12WRN — 2RI O NM IV
SRIAWK L0IRT TROIWIIIR WO INTNR AT O NIY AN9ANT 0K - 092127 9°Hnn ORWR RWIIA ,NNT

M2 DY D 07277 MR PP10°0 IR pwnR RN VI 79 ORI T 0°p1aY 99°onn v107%

DT NT M

NPDDIA PTYRAT VYN I PTMT OMNAT 1T O°PIAT,0179 DWW WY °ID7 LMV NX IR YT ORI
DR IR ,DO9173 D°POYY ORIWRT NP0 50%-2 Mind on 0°p1277,2019-2,01°7 .0°9173 2°P0YY RIWK
M9 ,07MIRD1A ORI MYPW N2 ,MYa7 MN2M 07 2°I0RT 50%-1 N1 ,7°A0 PXAW 7732 03 7T

099173 DOPOYY RIWRD 2pWnn MW TN T A2°02an

POV 7Y W MR TIW IR 23R 171,070 2P0V QIRIIVAPT ORIWR 237,77 TORYY VWO
NN2R SXRY MYPWT "N22 PRIWRK 7097w DIWH LIWD 77 RY K17 PRI NWY1A 717 129107 — 20177




naxon [T

17270 N1"1*TNY *"TMmMnniran
7T M1t Nax vy n‘:,!-ln

-

YW O .RXINT NTIPI DXV IRN,DON2°0 210 PV TN 17D ,090120 W 79R7 172772 TMas 100 man
NNY MAWHORT DX NNY T°I% INR ,NP0119D;1 MR YW1 DRI P12 HW 7297 MI20WnD N ,00n2°0 b
,0°112°0 7117 NYTY MY a7 MNan® a1 R0 AR .00N5°0 91 YT RINW ARI02 SRIWR 20000 mwon?

,7702 200X 2O17137 MAWOR NNY O°X17 21978 RIWK 2237 1277 NN ,2%P1377 NIRD 13002 37 P
2¥72 727 9127 IR TR ORI KD 7122 IR OOWTIN TIWA DAR MKPIAT DR AN YA 1K QIR 1P TRD
77182 0°7277 DR MIWYY TR 0K DAR 0070257 PNOPWT NRT,MANN TV 21K, 190 .7V PR ORI KD
,7101 ©°112°0 9712 YW M — D°119°0 P11 2237 IR PWOY MU0 TRAYIIN 230 2T NONR PIrnw
DI7°1,73901 PRI N1 0P 12 3070 AT ,200I00 17 ORIWR YW 0270977 o1 1IRXIND?

101 O°10°0

W1 091747 DOP0YA .O°ORPIA PN 09013 DW 2 1127077 D1 N919°2 0OINA KD MR 1T A7 25Wa
71,700 PW AT 1990 DORING W IRIMW AN — Y2 IR ,NIND MRIYAPIY 2210 2°P0Ya ,NnTRNn
03 .0°°NPAR O°7VE2 DOWY1 19977 0O7277W 2RI MR ,VAND 21737 09w 0N WK P T, mann pw
ANy MMPL Tmna 1990 21272 AN 29778 MMPYT a3 1737 02078 MK ,2TIPR AR 3T 0
RakabY}a

MW 21227 NT2 NPHYATY TIRD 237000 PYET 177 12,0717 WD HW 2812 DORXA1 1NN D 7D W
SRIWRT OPD0 TXA 0N D MW TR 03 ,NP0I1°D77 NIIYNA MIRAY O°29X 1MIRY D037 220 2a0nn
0K O3 2 99A2 XD 29932 NPYIRA N2Y% 09977 19977 221277 L1103 PR DR 228 MK PR

2 N "2

MD 21X — PRI 2 MDY ,22N0ANT PR WA YR W0 0D ,2°119°0 101 DY O9IR NEP 1271 K12 TR 71T
2P0V YV 027277 MR OR 01112 22107 2P0V SRWIIA 'N°22 MR 11w 937,092 712 NRYANN
R12 TR ,ORIWK N1 PIT AR W1 PWIY 19787 PV ,077W NPT DR 297701 10IRY T o0 w0007
OMROW ,Pwnaa 10939277 MY YW 277 0w 2112 0210pa 2P0V 20071 19 MY W K]

BlueVine ,013°n N°011°977 7M1V RPNT QWY WM ANK QMR 3772 2OV X2 MR 7w 109w
7R NPT HW PR QORI P72 0°0321 077 907 4w 1032 1AW 2w AR 19K NIT M1Nam

7Y 017 '9170

771Y XD 777,238 77 29 922 ,0°011°07 1WA AXIN0 PATIY 0P0AW 1191 TIRD NARY AW IR
OAYDY .AXINT PN 0Y0P-07111°27 QOPOYTY Q21U 2OPOYT ,MNINRT MW 22wya 5902 HRIw?

SaR ,AXINT PATI RY 7987,7917 11°2°1 100 7Y 9R D972 MR - 070 M2 DOV 071102 YW 37702
17,0121 7YDIN T .NP0I1DT NIIWANN 2INA? XN AT, IR AT 110 — 217 11790 10 v ovpoy
72¥% 19127 MYYa NPARI00;T Movam FinTech-71 12w 9% 9012 2w 23pna 71,7317 3veIn
2YIN X229 72107 P72 19IRD NN 203N

307 72KRW 7 ,A7°7 IR NIRRT D007 NTYRT TIN2,0%0127 YImk IR 0°P12 TIN2 NYYIN K2R OR 1Pwoy
,7 71D ORI NIDWAN DR DUXRAW 778D 0°P12 W1 0201,0°212 DY 21wnh wsR Nvpa .mavwna 4

TA%1D ,NR 717 902 IR ANIR NP OR 1721 A0 MW 07 HY 0K P2, NRTT A0 DR RN
,7I727n MNa IR12° TR ,12090° 0°R1277 0K .31 T°2a05 TIND 2°0101 oM 97 N R Onhw A5 PR

3D AT N P2 AT QMR NP, YAIR2 23,797 T IR MWW M2 7725 120 2K 1137 MIXIR2
MDY 2°°0 717 POV 2aR L7011 N VTR Mnt




naxon [T

17270 N1"1*TNY *"TMmMnniran
7T M1t Nax vy n‘:,!-ln

-

X2 77 227917 02w 932 PRIWK 077 NNY 11p097 0721271 TYRT MMPYT DR X 7w 2wy TR
oYY, IR DIPRY 37°XA 09w DR PTAW QW piwn NN aphn ,Nt1ou apoi , M0 TIRD 7277
7T ORY,INIR 20,000 MR 7T DR NOWORY [PA91I007 .NP011°07 NIIYNA DPIpRw MY oMy emnb
D127 0 A D W TPRY 1T %P0 T°0 IR 2°P1an N2

TNy e

DR 779 7T 2w RY 00X QY0 AR 11021 ROV 0Ny 19X 2°wInT 229713 ,Big Data-2 AR RY 0K
?10°00

PPEAT'OMD e

NYHYI DAR ,112°00 IR DLV ORIWK 00N 0,992 ORIWK 1M RY 0K 217 119900 DR 79V I ORI
JIRWNT DR O3

PN e

Craig, well, we won’t talk about repo and securitization and whether it’s stabilized, | think,
unless you have any take on that regarding SMEs ?

e Mr. Craig Beaumont:
No, not really.
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So, Craig, let’s try to be less polite, maybe, because — you know, the last cable report might
mean something about financial advisors and regulation independence. Can you give us your

take on that?

Mr. Craig Beaumont:

Thanks. Let me follow up on the financial stability council, just briefly, next. It’s the typical
work of analysing the risk, heterizing the risks, and that side of things. The very big challenge
is to take decisions, as a committee, as a council. | work on Sweden as well, and they have a
financial stability council, and it has not always been easy because each member is very
independent. That may be the real challenge in making a financial stability council work —
how to really coordinate.

On the Cabel report, IMF has reviewed the banking supervision twice in Israel, recently. In
20125 we said it’s generally stringent and in-line with international standards, and in 2016
we said it’s very rigorous, comprehensive, exceeding, in many respects, standard practices.
We saw that in the global financial crisis, where so many banks failed or had significant
challenges, Israel came through with nothing like that. So, we think that the starting point in
Israel is really very solid, and at the same time, parliament certainly has a right to monitor
whether the banking supervision is exercising its powers effectively .

We understand that the bank of Israel is already reporting substantially to the public and the
parliament, but going forward, we are looking to discuss with the bank and with others
where there might be some areas for strengthening it even further, drawing on practices in
other countries. We think there is a need to find this right balance between the parliament
having enough information to do its mandate to monitor supervision, while at the same time
the supervisors are still operationally independent and can do their job and keep up the
good work of protecting financial stability.

PI2NWw ' e
So, balancing, it’s all about balancing between independence and political world?

Mr. Craig Beaumont:

| think it’s defining what information is needed by the parliament, and what information is
needed that should not be shared, to make sure that the supervisor can keep doing its job so
the mediation continues.
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So, you are less concerned. | think | read an article that you wrote, that you said
Independence of the bank might be in some kind of danger through politics, but | think it
was you who said that, so after that if you could respond on that I'd be very happy.
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Can Israel become Sweden - Mr. Anders Borg, Former Swedish Minister of
Finance

e Thank you very much for inviting me to Shlomo and Zvi. | am really happy being here. |
always feel like home-coming here in Israel, and | also want to extend a thanks to the bank
of Israel because in my 8 years as a finance minister, Zvi and Stan Fisher were very good
advisers. | had very regular contact with the bank during that period got very good advice, so
I'd also like to offer thanks, in retrospect, to the bank of Israel.

e | would obviously try to give you a few words on how | perceive the risks for Israel and the
opportunities. | think there are some very severe challenges that Israel has to stand up to, in
terms of demographics, labour participation and, particularly, productivity. My conclusion
would be that there is a need for a comprehensive reform package, based on educational
reform, based on labour market reform, welfare state reforms and obviously also
deregulation and investment.

e If youlook at Israel and Sweden in many respects the countries are quite similar. We were in
the 80’s and early 90’s in a deep problem. We have had long periods of low growth, and
then, through very extensive reforms, the two societies have really transformed themselves
and have become the star pupils of the digitalized, globalized, modern economy. It is pretty
clear that some of these factors are quite similar. Both of these countries went through
reforms. We have a very stringent macro-economic frameworks that have created price
stability, and also proved a framework for fiscal policy. Both of the countries are also pretty
successful when it comes to being a part of this new global tech economy.

e Just to give you a scene-set of where we are coming from. Sweden had 0 real wage grow
from 1970 to 1990 - a long period of currency volatility, high inflation, increasing debt, and
quite rigid labour market that really didn’t produce a good environment.

e What we’ve done is basically making very broad-based reforms works. We have a very tight
framework - the ministry of finance and the department of finance have a very strong
position in the government context in Sweden. We have probably one of the tightest fiscal
frameworks in the Europe, and it has delivered. During the crisis, | was able to keep the debt
level at 40%, even if we did demand stimulus of some automatic stabilizers and direct
programs of some 10% of GDP.
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What we done over the last 20 years is to transform the labour market. Today, it is,
probably, one of the most flexible ones. There are challenges, but we’ve done a substantial
reform of our tax system, so if today you are a low-income earner or middle-income earner,
you pay less taxes than the OECD average, even if we have a relatively high tax level in
general.

The reason for this is to support and have driving forces for labour force participation,
because we know that low-income earners have much higher elasticity in participation rates
than other groups, so it is very important to have strong incentives for people to enter and
stay in the labour market.

We have done a very radical reform to our pension system. Today, if you look at the OECD
data, one of the most correct ones. So, if you stay at the labour market, your pension is
increasing quite substantially, and it is also, to a large degree, a funded system, where
people are also allowed to save, particularly at the stock market.

We have done a very comprehensive overhaul of our welfare system. Today, most of the
support system, be it for early retirement, sickness benefits, or unemployment, are quite
tight. The eligibility criteria are tough and, in most cases, there are strong driving forces to
be on the labour market. So, we have very comprehensive welfare systems, but they are
built to reinforce the labour force activity.

We've also done a quite substantial overhaul of the wage setting process. It used to be quite
disorganised and chaotic, and today we have a very stringent process, where the export
industry sets the norm for wages, and all the other union areas are negotiated so that they
are not coming about the level. That system has been tested many times, but it has been
very stable and robust, and it worked very well to provide a framework for competitiveness.

We also have had a huge undertaking of increasing employment in the service sectors,
particularly household services and in restaurants business, where we used to be quite
underemployed with people, and today it is actually quite a large contributor to overall
employment.

We’ve also done quite extensive reform on our taxes system. It used to be that
entrepreneurs left Sweden very early on, and now they are staying and reinvesting, because
the tax regime is one of the most entrepreneurial-friendly that you could have in Europe.
There is no wealth and inheritance tax, and there have also been very extensive reforms to
increase competitiveness in almost all domestic sectors.
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Having said this, it is also quite clear that Israel and Sweden are now facing quite tough
challenges. Productivity has come down in both countries, it is quite a challenge going
forward, because it is pretty obvious that productivity is the essence of the economic policy,
and we also have a long-term labour supply issue that is in common. Sweden, today, has
around 10% of the population with its roots in the middle east, and that part of the
population is probably going to grow up to 20-30% looking forward. So, there are some long-
term supply issues that are also quite similar.

Participation rates have improved markedly, particularly for disadvantaged groups Population Composition: Official Projections
A Mal B. Femal (Percent)
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Source: Ministry of Einance. Sources: Central Bureau of Statistics; and IMF staff calculations.

StatLink S hetp://dxdot 0rg/10.1787/388933673 161

So, what is the challenge for Israel? You’ve probably seen these graphs before — they are
from the IMF, article 4. It is pretty clear that labour force participation from ultra-orthodox
men and also from Israeli-Arab women are too low. It’s very low, and given that composition
of the population in Israel is changing, with the Haredi communities growing quite rapidly,
this is going to be a very important long-term challenge. It is also quite clear that these
groups have a quite different educational patterns, so there is a risk that in the long run this
will have a huge impact on the productivity. | think the bank of Israel’s annual reports are
indicating that the long-term cost for Israel is a sustainable growth level at well below 1%,
which is a very large challenge - it really implies that the improvements in living standards is
going to be quite meagre, and that obviously is a increases the risk for discontent and
populism and so forth.

Net income replacement rates for unemployment
Net income when unemployed as a percentage of net income when working!

A. Initial?

Average (2014)
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e Why is this the case? Well, if you look at the Israeli welfare society, it is pretty clear that
there are strong support systems and a tax system that creates and contributes to poverty

traps.
Family with one breadwinner and four children
Thousand NIS/year Thousand NIS/year
180 180
w— Taxes wm  Family benefits w— Net income
wee Gross earnings after taxes s Housing benefits A Decile points
150 = Social assistance In-work benefits 150
120 | 120
920 90
60 60
30 30
0 0
-30 -30
0 20 40 60 80 100 120 140 160 180 200

Earnings level, % of median eamings

This is from the OECD report on Israel, and what you can clearly see is that if you are a family
with one breadwinner and you have many children, the income level that you need to come
to before it is actually sustainable to be in the labour market is very high. There is a big risk
here that the welfare systems are contributing to the long-term problem of Israel on labour
supply. Also, quite surprisingly, Israel is actually quite high in some of these welfare systems
when it comes to net replacements, even compared to Sweden.

e From my point of view, this is one of the biggest challenges for Israeli society. Obviously,
labour force participation is a very complex phenomenon: it has to with culture, it has to do
with attitudes, but there are also institutions that matter. For example, the labour market,
education, the tax system, social security, employment protection. All of these institutions
add up to how much labour participation you have, and if there are cultural norms that are
pointing towards lower labour force participation, it is pretty obvious, to my mind, that then
the other institutions should be clearly formed in a way that would contribute to
participation in the labour market.

e When you look at the Israeli system, it is pretty clear that taxes here are quite low, but it is
also clear that, when you look at the OECD chart, that there are some tax contributions here.
It’s also quite clear that, if you do the comparison, the earned income tax credit that is
operated here is very small. The Swedish earned income tax credit is 10 times bigger than
the Israeli one. We have constructed it in this way to give very strong incentives for people
at the bottom end to be on the labour market, so that the tax level should be particularly
low when you are working half time, when you work at the service sector or if you have a
weak attachment to the labour market, or have to work at jobs that are less rewarding and
where you don’t have a career opportunity - so it is pretty clear that Israel can do some
improvements here.
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| also think that it is a big issue that Israel is underspending on child care, and that is for two
reasons. If you have big differences in educational level, you also have different inheritance
in education and child care can compensate for that. Early child care training, particularly
with a strong emphasis on Hebrew knowledge, so people that come into the labour market
have good training and therefore don't have a language barrier, that super important.

Public expenditure on childcare and early education services!
As a percentage of GDP, 2013

2.00 2.00
= Total B Pre-school @ Childcare & Total, 2008

1. Childcare expenditure covers children under three enrolled in childcare and children between the ages of three and five enrolled in
pre-school. Childcare refers to formal day-care services, such as day-care centres and family day-care. Pre-school includes
kindergartens and day-care centres which usually provide an educational content as well as traditional care for children (ISCED 0
under UNESCO's classification system). Local government spending may not be properly captured in the data for federal countries. For
Austria, Czech Republic, Denmark, Estonia, Ireland, Luxembourg, Slovenia, Poland and Portugal, the data cannot be disaggregated by
educational level.

Source: OECD, Family and Social Expenditure Databases.

StatLink 4uzr™ http://dx.doi.org/10.1787/888933456344

A big difference between Sweden and Israel is that it is much more profitable for a secular
woman to go into the labour market in Sweden, and the big difference there is that we
provide free child care, of high quality, that is under the condition of labour force
participation: you get it for free if the women are working. That is actually a very strong
incentive to be on the labour market, because parents want their children to have good
education, and therefore it is reinforcing the pattern. Secondly, it is also freeing up the
opportunity to work, so it is education and labour force. | would argue strongly for a broad-
based child-care reform.

We also have very generous maternity benefits, but those benefits are also conditioned on
previous income and labour force participation. So, if you have been educated, go into the
labour force, then you can stay home for a period with your children, take care of them, and
you can divide it between men and women, but its conditioned on you having been already
established on the labour market. Many parents want to have that, but it also comes with a
price, and the price is that you first have to establish yourself on the labour market and be
actively working.
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These types of reforms, | think, will take some time in Israel. It is a big undertaking because,
basically, you need to rework most of your benefits and tax systems, but it is extremely
important, and | can tell you from the Swedish experience that the elasticity and effects of
these reforms are very high — women and low-income earners are very sensitive to
economic incentives, and if you do these reforms it can have a big impact on labour force
participation.

The second part | want to speak a little bit about is productivity. Israel has a strong high-tech
sector, but overall productivity in Israel has been quite disappointing, and | think it has been
reinforced due to crisis, and if you look at the bank of Israel’s long-term projections, they
have a total factor productivity assumption of 0.4%. That would imply that in 20 years
incomes would increase 10%. If you have instead 2% - incomes would increase in 50%. 0.4%
in terms of total factor productivity is basically pre-industrial time, and is basically
stagnation. If you have these kinds of levels in the long-term, you will be a stagnant society,
and that is fine for Switzerland or Japan, but it is not fine for Israel, because you are a
country that still should be converging upwards. Dealing with social issues is much easier if
you do it on the backdrop of raising income.

Here we have a chart that is indicating productivity in different countries in the tradable
sector and the not-tradable industry, and what you can see here is that Israel is doing pretty
well when it comes to the tradable

. The relationship between productivity growth

SECtOI’, pa rtly due to the high—tech’s in the business sector and productivity growth in tradable
and non-tradable industries
pa rt’ but When we Iook at a nhnon- Average growth rate from 1995-2015 in real terms
. Tradable industries
tradable sector there is a huge Productivity growth rate in business sector

difference. What you can see here that
Sweden has the same productivity
growth in tradable and not-tradable
sectors, while Israel has a very low
productivity growth when it comes to T
the non-tradable sector.

R* = 0.8336
-2% 0% 2% 4% 6% 8%
Growth rate in tradable industries
Non-tradable industries
Productivity growth rate in business sector

Slovak Republic

1.0% 0.5% 0.0% 0.5% 1.0% 1.5% 2.0% 2.5%

Growth rate in non-tradable industries
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There are two main factors behind this. One is the educational level. The Swedish work force

is better trained in the Israeli one, also in
the tradable sector, though the difference is
not that big. But if you look at the Swedish
educational level and the Israeli in the non-
tradable sector, you will see a huge
difference. This is also important because
the standard theory is that you have labour
mobility between those sectors, but that
labour mobility has to imply that people can
actually transfer from one sector to the
other, and that is very difficult if you have
this type of very large educational barrier. It
is also pretty clear that you want to increase
the productivity, it is education for people
that are at the lower area that is super
important. So, one factor, again, has to do
with education reforms and labour force
participation. You need to train the people
here much better. You have to spend more
money on education and more money on
active labour market measures, so that

Skill level of workers in the business sector
Achievement on the adult skills exam (PIAAC), average of 24 countries = 100
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people that are in the labour market have better skills.

The second issue is actually the

20

95

96.2

100.0

Israel’s business environment remains less favourable than in other OECD countries
Distance to frontier, from 0 (worst performance) to 100 (best performance)
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the differences between countries
like Sweden and Israel?

|

Doing Business sample since 2005.
Source: World Bank (2017), Doing Business 2018: Reforming to Create Jobs.

w
o

The distance to Tfontier helps assess the absolute level of regulatory performance over time. It measures the distance of each
economy to the “frontier”, which represents the best performance observed on each of the indicators across all economies in the

StatLink wew http://dx.doi.org/10.1787/888933673370
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The big difference is regulation. We deregulated, particularly the retail sector, banking,
transport, telecommunication, household services and basically the better part of the
domestic sector. So, the graphs that | showed you, good productivity from 1995 to 2015 -
that’s true for Swedish domestic sector, but it wasn't true before 1995. It is a result of two
decades of very systematic deregulation of the domestic economy. Particularly on retail, |
think, it is a huge barrier. | think Sweden has the least regulated retail sector, while Israel has
among the highest regulated retail sectors, and that is particularly costly in terms of
consumer prices, and it is also important because it is a large sector in terms of employment.

| can’t say which sector you should start with - | am an economist from Sweden, and | am not
familiar with all the details. My point here would be do it very systematically. We invited a
cooperation with the world bank, to go through all the economic sectors in Sweden and to
come up with solution and ideas, because their “Doing Business” team has a very deep and
detailed knowledge of where the regulatory costs are highest. A government here should
absolutely set up a long-term work on deregulating domestic sector. It is not easy and it is
not simple, because it is a big question - there are conflicts of interest when you deregulate
these types of sectors, but it has to be done, and it has to be done over systematically, over
a long period. | would suggest that a commission that really works through how to
deregulate the domestic economy is a high priority.

The second issue with productivity, if you Public investment
. . L. As a percentage of GDP
see education and regulation, it is also 6 6
. . |2010-15 A2005-102 A A
clear that the Israelis are underspending s 5

on public investments. The gap between
Sweden and Israel is huge - it is almost 2%
of GDP, and it is an annual investment, so
over a 10-year period it is a 20% of GDP
difference in investments. | travel to Israel
every year, and for me it is pretty clear

4 A
Average (2010-15)

1. Average 2010-1¢4 for Chile, New Zealand, the Russian Federation and Turkey; 2010-13 for Mexico.

that you have huge investment gap. Why 2. Average 2006-10 for Turkey

Source: OECD, Econamic Outlook Database.,
Statsink e hitp://dx.doi.org/10.1787/888933456570

isn’t there a subway system in TA? Why is
there no fast train to Jerusalem? Why isn’t there a standard quality of roads that you can
have without congestion? Why are there no congestion fees? Why aren’t you introducing
these congestion fees to finance new roads and new infrastructure? It is a puzzle to me. This
is a young country, it is only 70 years old, how can you not invest in your infrastructure? That
is a priority - to build for a future that you have to do. It also has to be done systematically,
so it’s not only about raising the level of infrastructure, but also about prioritising based on
cost-benefits analysis and where you’ll really have the rewards in terms of economic

profita blllty, in terms of the State control: involvement in business operation
projects. It has to be & 02013 22008 &
. 5 5
transparent, and it has to be
4 A 4

done, but at arms-long distance
from the political port-belly, ;
otherwise there is a big risk that Yy 1
you lose a big part of its effect. s

Average (2013)

Source: OECD, Product Market Regulation Database and Koske, 1., I. Wanner, R. Bitetti and O. Barbiero, (2015), “The 2013 Update of the OECD
Product Market Regulation Indicators: Policy Insights for OECD and non-OECD Countries”, OECD Economics Department Working Papers,
1200/2015; OECD-WBG Product Market Regulation Database for Argentina, Colombia and Costa Rica.

StatLink & http://dx.doi.org/10.1787/888933456428
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e Totry to sum this up and give you my perspective, | think almost always a comprehensive
strategy for reform is important. Because, if you do the deregulation, the labour market
reforms, and education reforms, they reinforce each other. It is easy for people to become
mobile if they have the skills, and if you have the driving forces it is more likely that they will
move, and also if you also then open up the economy. It is quite likely that you will have a
long period of lower inflation, because deregulatory reforms have big impact on price level
in the short term, and that would open more for support from demand in terms of the long
period of low interest rates, and | think, probably also with an impact on the currency. The
appreciation of the Shekel is a problem for the export sector, and part of that is because
inflation has not been allowing the central bank to be expansionary enough. So, | think it is
important to do this in a structured and comprehensive manner, that you combine the
reforms to get the best effects. If you only do deregulation, or if you only do labour supply
reforms, the impact will be weaker.

e From my perspective, this has to be taken seriously. If you look at a long-term outlook for
Israel, the demographic is a huge problem unless you change labour force participation, and
the productivity levels are very low. This is a country that has been a shining light in North-
African and Middle-East region, the only one that has been really strong in growth, but if you
want to remain that way you have to do reforms. You can’t have the economy growing
below 1% and still remain an example for others. Thank you very much for listening.
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Investments and Productivity: Global Prospective - Dr. Carlo di
Notaristefani, Executive Vice President, Global Operations, Teva

Thank you for inviting me. To say couple of words about myself: | am from Italy, | am a chemical
engineer by training, and I've been in the pharmaceutical industry for 35 years at this point -
always in operations, manufacturing, the supply quality, these areas. Besides Italy, | work in
Spain, France, the Netherlands, and the US — multiple times, and for the last 20 years, | am in the
us.

| know Teva doesn’t need a lot of introduction, but just a few facts because there’ve been many
changes in the last few years. We are still the leading generics company in the world. We are
leading by volumes, 100 billion units manufactured and distributed around the world, we serve
200 million patients around the world, and our largest markets, by presence, are the US and the
UK in terms of volumes. We employ about 40 thousand plus employees around the world today.

The operations, the part | am responsible for, which includes all the manufacturing sites around
the world — we have 72 manufacturing plants in 32 different countries and 25 thousand
employees. So, it is a little over half of the company. But majority of our volumes are
concentrated in 10 sites. 10 out of 72 supply 70% of our volumes. The other ones are mostly
specialized in technologies or by countries.

As | said before, 100 billion units - it is by far the largest volume of any pharmaceutical company,
generic or specialty. There is large complexity, given the number of markets we serve and
products we have. This is the group that has always been the focus of productivity, not only
within Teva, but throughout my career any company I've been, and I’'ve been in operations for a
large number of years, that’s the group where the companies always looked at for generating
productivity.

Lots of things have changed. Teva has been redesigned and rebuilt. The rational, obviously, is
there - we made strategic acquisitions and now we are loaded with debt and we need to reduce
that debt to improve our profitability, and the productivity, obviously, is a big part of this plan.

We have a mission that is to continue to be the leader in generics. That is a very important part
of who we are, we would continue to operate in that manner, and we will improve, through
biopharmaceuticals, the life of patients, investing in innovation as well.
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A few words about the industry we are in, because it is a fascinating industry, | love it, I've been
there for 35 years. It is an industry which has changed at a very fast pace at the recent years, but
the changes started many years ago. Maybe | am, sort of, a living proof - | worked for 20 years
for the same company, but company name changed every 24 months, because we were going
through an acquisition, a merger, a consolidation, a spin-off, and it has been this way for 35
years now.

Specifically, the generics industry has been interesting, because while there has been growth,
that growth has come out, for years, from a strange combination of growth in volume and
erosion in price. To survive and actually thrive in that environment, you need to drive
productivity every day. If you fail to do so, very quickly you will lose competitiveness and
disappear in this market. It has happened, it continues to happen, and it is a risk we are all
involved in.

The things that have changed in the last few years, which is new, is that the growth in volume is
no longer as robust as it used to be in the past. That is because the generics are now established
part of the US market which, is one of the largest, of the European market, certainly here in
Israel, and it is becoming an established part of the market
even in the emerging markets which are supposed to take.
So, overall, the volume growth is less and less, and is unable B < g
to offset the price erosion. If you combine this with the fact :

that markets have been open, and competition started from . e
lower-cost parts of the world, like India and China, this has

made for a very difficult dynamic. Over the last 6-7 years, |

believe our price erosion has been between 5%-10% every

year, with exception of one year.

Price growth in generics negative since 2015

This has driven consolidation, in the innovative part of the industry, and in the generics part of
the industry. Recently we have started seeing that the first bankruptcy in the generic industry.
Even established companies and key players give up and move on.

At the same time, in the last 3 years there has been a pressure from the regulatory authorities
around the world. It started, as it usually does, with the FDA in the US, and quickly other
regulatory authorities followed the lead. There has been a significant increase of enforcement
action. The regulators have raised the bar - the have become aware of some data falsification in
some companies, and they completely re-established their enforcement program, driving big
disruption as a consequence in the market place. They issued three times the number of warning
letters and import bans to the US market in the last three years than they did in the previous 10.
Every time that happens there is a huge disruption in the market because products are not
supplied anymore, without a notice and without a planning.




naxon [ WX

17270 N1"1*TNY *"TMmMnniran
7T M1t Nax vy n‘:’!‘ln

-, .

In this situation, how do we manage to remain competitive, to reduce our cost day in and day
out? As | said, it is a fascinating industry, because the reality is - in generics we all make the same
products. We all buy equipment from the same manufacturers. We all use the same
technologies. The real differentiating factor between the different companies are the people,
the culture, and some of the processes that we developed internally.

If you take any product in the US market, there are probably between 3 and 25 manufacturers
who manufacture the same product. By definition, the products are all the same. They are not
differentiated by of quality - by definition the quality is the same. The FDA has recently made a
public statement to reinforce the fact that all products have the same quality, because the FDA
certifies them. The only real differentiation in the market is the price, and the only way to drive
that differentiation and stay competitive in the environment is through the culture and the
people that work in the different factories, and that requires a really comprehensive approach.

Several countries have tried to attract the 7
pharmaceutical industries, and | am sure (“

you are familiar with these examples |

have here, with maybe a slightly different Puerto Rico reland Singapore

focus for each of these countries. Puerto

Rico, obviously, started several years ago, and they focus on attracting companies that would
employ large number of direct labour. The incentives and the companies they cater to have
pretty manual, basic, operations. At the opposite end, Singapore has been slanting towards a
more sophisticated level of technologies, investment in R&D, automation, and providing a lot of
support on the more sophisticated technical aspects in the manufacturing. Ireland has been
somewhere in the middle, and they had meek success, as we all know.

What has been the Teva model in this environment? How have we approached, over the years,
this pressure to stay competitive and actually drive productivity, which means reducing the cost
of our product? Every year our product has to cost somewhat less than the year before, all that
in an environment where the price of raw material goes up, price of energy goes up, utilities cost
more - we know it. So, only the efficiency of the operations can drive that result.

We've been consolidating our network. Over the years we had to reduce the number of sites,
this is a process that started many years ago, every acquisition we’ve made has created
redundancies that have allowed to use this. We have created a culture of efficiency by launching
what we call the Teva production system, which is really a lean sigma culture.
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This has been remarkable in the effect on our operations. We’ve leveraged the procurement
organization - we are the largest in this industry, which also means we are the biggest customer
of our supplier for this industry. We have partnered with those customers because we expect
our suppliers to reduce their cost just the same way we have to reduce ours. It is not just about
the labour cost, and about energy and utilities. The raw material is significant faction of our
product cost - about 50%. We focused on customer service - that is a differentiating factor in our
market. When there’ve been disruptions, the fact that we have been the ones who have been
able to supply the market during that disruption has been an important factor. Then there are
many other, smaller, things that have contributed to this.

Just to name a few examples of some of our sites, and those are real operations, real sites. Oral
Solid Dosage product sites, these sites manufacture tablets and capsules, our Ulm site in
Germany is a very large operation - supplies all Europe. Their productivity, which was very good
to start with in 2015, has improved by 20%. They can make 20% more product with the same
level of resources. In Spain - similar improvement. In the UK it is more remarkable - 50%. Truth
be told, they didn’t start at a comparable level, they had more opportunities for improvement in
front of them. Even in the US, our Cincinnati site has improved by 30%, and they plan to
continue on this trend.

So, it is really a culture where we enable people to contribute to this process. It is not a
management-driven target-setting process. In Israel we had to take some difficult decisions to
consolidate the manufacturing. Right now, for the future we plan to have two sites, two major
operations. Similarly, our R&D has been consolidated in a smaller number of sites, but
continuing the same activities that they have done in the past. As with the rest of our
operations, we focus on this productivity lean sigma culture, and we have similar improvement
results in our operations here. Focus on execution, because at the very end these results have to
get to impact the company results.

So, a few words on my perspective - what have | learned in these years, and what can a country
contribute, and how can a country contribute, to this productivity rise? Obviously, investment in
education and technology are critical, because, as | said, in our industry people are the
differentiating factor - more than anything else. The social contract - the company’s objective is
to thrive, and we don’t see the maximization of the profit as the only objective. Profits are
important because the company has to be sustainable, and no company can be sustainable
without generating profit, but that is not the only objective. We don’t have only shareholders,
we have stake holders, and our employees are significant stake holders, so having an
environment where there is a harmonious collaboration and a long-term view can make a
significant difference.
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e Accepting this mindset, that productivity is not optional, is the reality of business, and it is a
reality of life - it must become the way of life every day. It is an incredibly important mindset.

Of course, the incentives are important, but they are not really the critical factor - the
infrastructure is critical.

e So, as a final word, productivity and competitiveness is not an end - it is a mean. It is a mean to
ensure the sustainability, it is what we need to do in order to survive and possibly thrive, to
deliver long-term goals - which is a common objective, at the very end, of all the people
involved. Thank you for your attention.
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. Dr. Carlo di Notaristefani-5 78w mioab 717 2% 2000 Hw maian® 71oxw 21

Carlo, may | ask you a question? You were talking about the productivity issues in Teva, and we were
curious to know if you have any insights into the issue of the low productivity problem we are facing
in Israel?

Dr. Carlo di Notaristefani, Executive Vice President, Global Operations, Teva

e Well, I can, again, speak for my observations - | have been working in Teva for seven years. So, it
is certainly not an issue with innovation and knowledge, | think that’s well stated and well
clarified. What | have observed, the key to innovation, at least in our industry, is culture. It is
creating a culture where people can work together. It is not a matter of one individual turning
things around, it is about how to create a team that works well together to bring about the
culture of change, innovation and productivity in a complex environment. | think there are all
the ingredients to make it work, and | am absolutely confident that it will work, but,
unfortunately, it is not a linear process. It goes through some peaks and valleys, like every
cultural evolution.
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