Chapter 1
Main Devel opments

1. THE ECONOMY, INFLATION AND MONETARY POLICY
a. Introduction

The relative stability in the exchange rate and prices during the previous three years
was disturbed in 2002. The consumer price index rose by 6.5 percent, far above the
targeted range of inflation for the year of 2 to 3 percent. The exchange rate of the
shekel against the dollar rose by 9.8 percent,® and the volatility of the exchange rate
increased considerably. Concurrently, the slowdown in activity prevailing in the
economy for the past three years intensified: Business sector GDP and business sector
employment fell by 3.1 percent and 1.2 percent respectively, while the unemployment
rate rose to 10.3 percent. Government borrowing increased greatly in 2002, and the
government debt expanded by 9.0 percent of GDP.

The supply of sources for credit from abroad decreased, against the background of
the uncertain security situation, the continued slump in domestic activity and the
continued worl dwide economic slowdown. The reduced supply coupled with the large
increase in government borrowing pushed up the cost of raising capital for the public
sector and private sector appreciably. Thiswas reflected by alarge and consistent rise
inreal interest rates.

The unexpected 2 percentage point cut in the interest rate at the end of 2001 (see
below) and the fiscal expansion during the first half of 2002 (in contrast to the
government decision) led to increased uncertainty and to instability in the financial
markets. This was apparent inter alia from the large fluctuations in the exchange rate
and share prices, thelarge and consistent increasein nominal and real interest ratesand
from other indicators (see Chapter 2).

The exceptional rise in the exchange rate and in prices occurred in the first half of
the year. Due to this situation and in order to adhere to the long-term inflation target,
the Bank of Isradl raised the monetary interest rate by 5.3 percentage points during the
first half of the year, from 3.8 percent at the end of December 2001 to 9.1 percent in
July 2002. Most of therisein theinterest rate (a cumulative increase of 4.5 percentage

! December 2002 average compared with December 2001 average.
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points) was made in the interest rate that was set for the months June and July. These
monetary measures, along with the government’s decision to adjust the State budget,
stopped the upsurge in the exchange rate and prices. During the second half of the year,
prices rose by only 0.4 percent in annual terms, although the large fluctuations in the
priceindex continued. However, nominal and real interest ratesfor al termsremained
high throughout the second half of the year, as did the uncertainty and instability in the
financial markets.

b. The upsurgein inflation and its containment

At the end of December 2001, the Bank of Israel reduced the monetary interest rate by
2 percentage points, from 5.8 percent to 3.8 percent. This was against the background
of the government’s decision to revert to fiscal discipline, and the government and the
Bank of Israel’sjoint decision concerning structural changesin the financial markets.
(See the Monetary Department’s volume in the Bank of Israel’s Annual Report for
2001.) This joint decision was based on the assumption that a resumption of fiscal
disciplinewould havethe effect of diverting resourcesfrom the public sector to private
sector activity, would create the conditionsfor areal depreciation (at atime of continued
recession in domestic demand) and a reduction in real interest rates at all maturities,
and would make it possible to achieve the objective of price stability at a lower real
(and nominal) interest rate and at a higher level of non-financia activity.

The unexpected 2 percentage point cut in the interest rate during the last week of
2001 led to an immediate rise in the exchange rate and in the prices of bonds and
shares. Therise in share prices ceased at the beginning of January. Thereafter, share
pricesfell until the end of the year. Bond prices began to fall from February onwards.
However, the exchange rate continued to rise until June, although its development
during the first half of the year was not uniform, and can be divided into three main
periods: (1) acontinued rise until February 10, prior to the Bank of |sragl’ sannouncement
of its commitment to achieving price stability and the explanation to the public of the
risks involved in converting shekel investments to foreign currency investments; (2)
stabilization at an average level of below NI1S4.70 to the dollar, with large fluctuations
around this level from February 11 until the beginning of April; (3) a continued rise
from the beginning of April and until the interest rate hike on June 11 (see below).

Although the sharp adjustment in the interest rate was expected to lead to a one-off
changein the exchangerate, therate cut wasfollowed by acontinual risein the exchange
rate, to an extent greater than it warranted. Prior to the announcement of the interest
rate cut, the exchange rate was NIS 4.26 to the dollar. Following the announcement,
the exchange rate rose consistently throughout the entire month of January and on
February 10, prior to the central bank’s announcement of its commitment to achieving
price stability, reached NIS 4.67 to the dollar (a depreciation of nearly 10 percent).
Concurrently, inflation expectations for a year and two years rose, though remaining
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within the targeted range of inflation. Therisein inflation expectations was al so halted
on February 10 and subsequently, during March, these expectations stabilized at a
level lower than that recorded in January and February.

Following the interest rate cut at the end of December 2001, long-term nominal and
rea interest rates both fell temporarily. Subsequently however, concurrent with the
upturn in the exchange rate and inflation expectations, the interest rates began to rise
despite the continued reduction in the monetary interest rate in real terms.? These
devel opments, together with other indicatorsfrom the capital market (asdetailed below
and in Chapter 2), were indicative of greatly increased uncertainty in the financial
markets and of the public’s reduced belief in policy-makers' ability and/or intention to
maintain the objective of price stability. Against this background, the Bank of Israel
raised theinterest rate for March by 0.6 percentage points. Thisincrease helped to stop
the rise in the exchange rate and to reduce inflation expectations during March.

From April and until the end of June, a consistent deterioration was apparent in al
therelevant indicators of price stability and financial stability. In particular, the exchange
rate continued to rise (to the accompani ment of increased fluctuations around thistrend),
as did inflation expectations for the coming years (see below for the reasons for this).
InMay, the Bank of Israel increased the monetary interest rate by 0.2 percentage points,
but without achieving the desired effect, and in June raised the interest rate twice, by a
cumulative 2.5 percentage points, to 7.1 percent. Although thisincrease halted therise
in the exchangerate, the level of the exchange rate remained high (at around NI1S 4.98
to the dollar), and inflation expectations for all terms aso remained far above the
upper limit of the inflation target. In order to bring prices back within the targeted
range of inflation and stabilize the financial markets, the monetary interest rate was
raised by another 2.0 percentage points from July (to arate of 9.1 percent). As aresult
of thisincrease and the cumulative 4.5 percentage point increase in the interest rate for
June and July, the exchange rate and inflation expectations began to fall gradually.
This trend continued in July and August. Subsequently, the exchange rate remained
volatile, but its average level (NIS 4.72 to the dollar) was much lower than the record
level of June 2002. During September and October, the inflation expectations derived
from the capital market rose dlightly, and in October expectations for a year ahead
reached approximately 4 percent (one percentage point above the upper limit of the
inflation target). In November and December, inflation expectations for a year ahead
fell to within the targeted range, although expectations for terms of over two years
remained much higher than the upper limit of the targeted range. From August 2002
until the end of the year, the Bank of Israel left the interest rate at 9.1 percent, due to
the assessment that thisrate woul d be adequate to restore price stability® (see detailsin
Chapter 2).

2 The monetary interest rate minus inflation expectations.
3 Despite continued major fluctuations in the exchange rate and in bond prices.
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c. Reasonsfor theupsurgein inflation

The reduction in the interest rate in December 2001 from 5.8 percent to 3.8 percent
was as stated unexpected, and relatively large. It is reasonable to assume that such a
measure might lead to arisein the exchangerate and prices. But in view of the continued
recession and three previousyears of price stability and in particular, the government’s
decision to revert to fiscal discipline, it was also reasonabl e to assume that the upturn
in the exchange rate and prices deriving from the cut in the interest rate would be a
passing phenomenon, which would be followed by aresumption of price stability. The
guestion therefore needs to be asked why the economy instead, began to enter an
inflationary spiral, along with the threat of a deterioration in financial stability.

Itispossiblethat the relatively large adjustment in the interest rate and the very fact
that it was unexpected were perceived by the public as detracting from the credibility
of monetary policy, with the result that the sensitivity of the exchange rate and prices
to domestic and external shocksincreased.* However, aswe will describe below, these
factors alone were not enough to explain the process. Apparently, the process derived
mainly from the substantial growth in government borrowing, and from the
government’s attitude towards the State budget and the Bank of Israel Law. These led
to a lack of credibility among the public regarding the government’s desire and/or
ability to adhere to its decisions regarding the State budget and its commitment to
aspiring to price stability. This lack of credibility was reflected by a large rise in
uncertainty and the emergence of considerable pressure for an increasein real interest
rates for al terms. The Bank of Israel’s interest rate cannot remain detached for long
from the structure of real interest rates, whose main determinants are beyond the central
bank’s control.

With respect to the element of surpriseintheinterest rate cut, itisgenerally assumed
that a policy of large and unexpected adjustments in the interest rate could lead to
financial instability. For thisreason, the Bank of Israel has practiced apolicy of gradual
adjustment of the interest rate both in periods when inflation expectations were above
the targeted range and in periods when these expectations were bel ow the target.® The
unexpected interest rate cut in December 2001 was an exception. This cut was made as
part of a comprehensive program, of atype that is not implemented frequently. It is
therefore reasonable to assume that the interest rate cut was not in itself intended to
create expectations that monetary policy would henceforth be directed at dramatic
changes in the interest rate. In other words, the surprise in itself should not have
undermined financial stability. However, the rapid depreciation that immediately
followed the interest rate cut and continued during January and at the beginning of

4 Oneindication of such a possihility isthat the depreciation in January and thefirst half of February was
much larger than that which could be derived from the two percentage point cut in the interest rate.
Another indication isthat the interest rate cut was followed by alargeincrease in theimplied volatility of
dollar options, which remained high during the entire year.

°An exception was the unexpected interest rate cut in August 1998, and the dramatic increase in the
interest rate in October 1998, when the economy was in the midst of acrisis.
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February, as well as the rise in the measure of uncertainty that occurred immediately
after the rate cut, indicate that the cut itself might have exerted an effect from another
aspect, the credibility aspect. Asaresult of thisdecision, the public may have regarded
the Bank of Isragl as backtracking from its commitment to price stability.

Asto the extent of the change: Before the rate cut, when the interest rate was at a
level of 5.8 percent, price stability prevailed and inflation expectations were below the
middle of thetargeted range and falling. This meansthat the conditionsin the economy
as reflected at the time in prices and capital market data were conducive to a certain
reduction in the interest rate. Although the required level of the interest rate may have
been higher than 3.8 percent, such a deviation from the required rate,® if it continues
over time, could lead to agradual risein inflation expectations and the exchange rate.
In such acase, amoderate increase in theinterest rate should bring inflation back to the
targeted range. The upsurge in inflation that actually occurred derived from the em-
ergence of avery large gap between the actual and the required monetary interest rate.

The real interest rate is determined by forces of supply and demand. The demand
side consists of demand by the private sector (households and businesses) and the
government. The continued recession in real activity was reflected inter alia by afall
in the private sector’s demand for credit, which in itself has the effect of reducing the
interest rate. However, the government’s demand for credit increased greatly and the
public expected it to continue growing. Overall, considerable pressure for arisein the
interest rate was created on the demand side. Two factors operate on the supply side:
the components of the private sector’s supply (financial savings) that are directed at
thelocal market, which appear to have contracted during the year, due especially to the
recession in economic activity and increased uncertainty; and the supply from abroad,
which decreased considerably. These two factors also had the effect of increasing the
interest rate. In 2002 therefore, major pressurefor arisein theinterest rate was generated
on both the demand side and the supply side. As regards supply from abroad, this
decreased for objective reasons (the worldwide economic situation, which led to fears
of bankruptciesand areduction in credit lines) and for domestic reasons— government
borrowing and Operation Defensive Shield (see below). When the government debt
increases, suppliersof credit become more apprehensive, and demand ahigher interest
rate. One aspect of this devel opment was the reduction, or expectation of areduction,
in the country’s credit rating,” which also spurred an upturn in the interest rate.

The interest rate cut at the end of December 2001 was only one element in amore
extensive program, whose main component was the adjustment of the budget deficit to
atarget of 3 percent of GDP in 20028 and subsequently, a gradual reduction to one
percent of GDP in 2005. It was also decided to restore the gradual downtrend in the
government debt (in GDPterms). However, government borrowing actually increased

® The referenceisto a potential deviation between the actual interest rate and the required interest rate,
which as stated is estimated at |ess than two percentage points.

’ One of the rati ng companies reduced the rating on Israel’s domestic government debt in 2002.

8 After the targeted deficit for 2002 was raised from 1.5 to 2.4 percent of GDP when the original budget
was compiled in August 2001.
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greatly during theinitial months of theyear. It also transpired that thisfailed to expedite
the budget adjustmentsthat had been prescribed: The deficit planned in the budget that
was submitted in October 2001 amounted to NIS 11.1 billion, but in December 2001
the planned deficit wasraised to NIS 13.8 billion (this budget was approved in February
2002). During January and February 2002, net domestic borrowing totaled NIS 10.2
billion. Although the pace of borrowing slowed in March, bond issuesin April totaled
NIS4.2 billion, and altogether, up to and including April, government borrowing reached
NIS 14.6 billion, which was more than the planned deficit for the entire year. Excessive
government borrowing on such alarge scale creates pressure for an immediate rise in
the interest rate, as well as expectations of a further increase in the budget deficit (as
actually happened; see below). As a result, the uncertainty in the markets increased
and the demand for foreign currency surged.

Excessive borrowing on a scale as large as that recorded in the first months of the
year was as stated indicative of the government’s continued efforts to adjust the budget
and the budget deficit targets to changing conditions. Such an adjustment was indeed
made at the end of May 2002. InApril, the Finance Ministry drafted an assessment that
it submitted to the government,®which claimed that without remedial measures, the
budget deficit for the year 2002 would reach 5.5 percent of GDP, and the forecast
deficit for 2003 would be between 6.5 and 7 percent of GDP as compared to targeted
deficits of 3 and 2 percent of GDP respectively, which were stipulated in the budget
plan approved in February. These assessments revealed a loss of government control
over the State budget, and increased theinstability in thefinancial markets. Subsequently,
in May 2002, an additional adjustment to the 2002 budget was made as stated: the
targeted deficit for 2002 wasraised to 3.9 percent of GDP, and the planned deficits for
the coming yearswereraised aswell. In shekel terms, the planned deficit in the amended
budget reached NIS 19.3 billion.

The excessive borrowing during the first months of the year was accompanied by
government measures and other developments that aggravated the uncertainty in the
markets. One such measure was the draft amendment to the Bank of Israel Law that
was submitted to the Knesset in March. The preparation of the amendment was
concealed from the public and the Bank of Israel, and was submitted for the
government’s approval in a hurried manner, deviating from the normal procedure in
which draft laws such asthese are sent for the perusal and comments of thoseinvolved
in the relevant matter several weeks in advance. The draft legislation presented the
central bank with alarge number of clashing, and in some caseshighly elusive objectives.
Other elements of the draft legislation implied an end to the central bank’sindependence
in operating monetary policy instruments.’® Due to the manner in which the draft bill
was presented and its content, the public gained the impression that the government
was backtracking from its commitment to price stability.

% Economic Policy for the Years 2003-2004 (April 2002), Ministry of Finance.
10 Eor further details, see Bank of Isradl, Inflation Report for the First Half of 2002, No. 10, July 2002.
Later in the year, the government halted the process of enacting this law.
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Other developments that increased the uncertainty in the markets were: (1) the
deterioration in the security situation with the growing wave of terror attacks at theend
of March, which led to Operation Defensive Shield; (2) the recommendations (for
extensivetax reform) of the Rabinowitz Committee, which required budgetary sources
for their implementation; (3) laws initiated by individual members of the Knesset,
involving significant budget outlays, that the government had decided to abolish but
had not actually abolished.

All the previously mentioned factors greatly increased the level of uncertainty in
the financial markets (as detailed in Chapter 2) and eroded the public’s credibility in
the government’s ability and intention to create the conditions for price stability. Asa
result, the demand for foreign currency surged again, inflation expectationsincreased,
and long-term real and nominal interest rates rose. Concurrently, government borrowing
grew continually and with it the pressure for arise in the interest rate.

During the whole of 2002, domestic borrowing totaled NIS 24.3 billion, compared
with planned borrowing of NIS 14 billion in the budget that was approved in February
2002 and NIS 11 billion in the budget that was submitted in October 2001. In GDP
terms, the budget deficit amounted to 4.0 percent of GDP, while the government debt
grew from 95 percent of GDP at the end of 2001 to 104 percent of GDP at the end of
2002. This development was reflected by a large increase in long-term real interest
rates. For example, thereal yield-to-maturity on 20-year CPI-indexed government bonds
rose from 4.0 percent at the end of 2001 to 5.6 percent at the end of 2002.

d. The exchange rate, inflation, fiscal policy and thereal interest rate

Thelarge depreciation of the exchangerate during thefirst half of theyear (15.5 percent
against the dollar and 17.8 percent against the currency basket)! led to a 6.5 percent
price increase during the year, most of which — 6.3 percent — was recorded in the
first half of 2002. From June until December, the exchange rate of the shekel against
thedollar fell by 5 percent dueto the substantial risein the Bank of Israel’sinterest rate
inJune. Thefall inthe exchange rate had the effect of moderating theincreasein prices
during the second half of the year, and this increase amounted to 0.2 percent.

During the years 1999 to 2001, exchange rate movements were relatively stable, as
compared with the past and with fluctuations in worldwide exchange rates, and were
devoid of aclear upward or downward trend. This last feature conformsto a situation
inwhichlocal inflationissimilar toworldwideinflation. During thoseyears, theincrease
in prices was indeed moderate and even dightly below the targeted increase. This
stability, despite shocksfrom home and abroad, largely resulted from fiscal and monetary
policy. On the fiscal side, low budget deficits were maintained during the years 1997
to 2000, and were reflected by a decrease in the ratio of the government debt to GDP.
On the monetary side, during the years 1999 to 2001 a policy of moderate and gradual
interest rate adjustments conforming to the development of the gap between forecast
1 3une 2002 average compared with December 2001 average.
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inflation and the inflation target was adopted. Such a policy contributes to stability in
the exchangerate, prices and inflation expectations. In turn, stability tendsto moderate
fluctuations in non-financial activity.

The exceptional rise in the exchange rate and prices during 2002, and the drastic
increasein theinterest rate that was required in order to halt the inflationary spiral that
developed in the second quarter of the year, showed that the stability achieved during
the previous three years was not necessarily sustainable. An essential condition for
financial stability isexchangerate and price stability, while essential conditionsfor the
|atter are agovernment policy directed at afiscal balance and amonetary policy aimed
at achieving and maintaining price stability by means of a gradual adjustment of the
monetary interest rate. The monetary interest rate (in nominal and real terms) that is
required to achieve price stability is derived inter alia from the size of government
borrowing, and from the extent of the government’s credibility concerning its
commitment to permit the attainment of price stability.

The element of surprise in the interest rate reduction in December 2001 appears to
have increased the sensitivity of the exchange rate and pricesto external and domestic
shocks. But in itself the element of surprise did not have a major influence on the
monetary interest ratethat iseventually required to maintain price stability. Asprevioudy
mentioned, the main causes of the inflationary process during the first half of the year
were the government’s conduct with respect to the budget, the government’s large-
scale borrowing, and the government’s attempt to abolish the central bank’s
independence. The higher the level of government borrowing and the lower the
credibility in the government’s intention of achieving afiscal balance, the greater will
be the pressure for arise in all interest rates in the economy. At the same time, the
nominal (and real) interest rate required to stabilize priceswill also increase. It should
be realized that forgoing the target of price stability will not have the effect of reducing
real interest rates in the economy. Forgoing this objective will in fact subsequently
lead to aninflationary spiral, aloss of financia stability, and to amuch larger increase
inreal interest rates.

e. Flexibleinflation tar geting

Theincreasein pricesduring 2002 amounted to 6.5 percent, far abovethe government’s
targeted level of inflation of 2 to 3 percent for that year. The exceptional increase in
prices occurred entirely in the first half of the year while in the second half, the price
increase was halted as a result of the large rise in the interest rate for the months of
June and July, and the government’s decision to adjust the State budget. By mid-year,
if not earlier in fact, inflation for the calendar year of 2002 was expected to exceed its
targeted level. We will now attempt to explain why, when it became clear that inflation
for the calendar year would exceed its targeted level, the Bank of Israel acquiesced in
theface of thisdeviation and merely sought to bring back inflation to within itstargeted
range from the second half of the year.



CHAPTER 1: MAIN DEVELOPMENTS

First of al, it isimportant to explain what monetary policy is capable of achieving
and what it isincapable of achieving, and within what terms of time.

Inthelong run, monetary policy is capable of affecting only nominal variables such
as prices and the exchange rate. Over time, monetary policy isunableto influencereal
variables such as GDP, employment, the real interest rate and the real exchange rate.
(However, the stabilization of prices hasthe effect of stabilizing the exchangerate, and
the stabilization of both these variables contributes greatly to reducing uncertainty and
to moderating the fluctuationsin real variables). Attemptsto increase real activity and
employment or reduce thereal interest rate by means of monetary expansionswill end
up spurring inflation, which will impair the efficient allocation of resources and the
division of income and assetsin the economy. For these reasons, many countriesin the
world have stipulated that the principal function of the central bank isto pursue price
stability.

Yet the central bank’s ability to stabilize prices (or their rate of increase) at every
point in timeislimited. Thisisdueinter alia to the following reasons.

1. Aninterest rate adjustment affects priceswith alag. Thislagis not fixed and varies
according to the circumstances.

2. Pricesand the exchangerate are affected by other factors apart from monetary policy,
for example, fiscal policy and other domestic and external shocks.

3. At any point in time, the information on the present situation of the economy is
partial and thefuture development of the economy isclouded in considerable uncertainty.

Since the ahility to control inflation at any point in timeislimited, and the interest
rate affectsinflation with alag, monetary policy-makersact in aforward-looking manner,
that is, they attempt to adjust the interest rate to forecast developments, and not to
developmentsthat occurred in the past (although past devel opments may constitute an
important element in the assessment of future devel opments).

Like other central banks that have adopted an inflation target regime, the Bank of
Israel makes a regular assessment of future developments by using all relevant
information on the current situation and the expected situation of the economy. Derived
from thisisthe estimated path of the future course of the interest rate that conformsto
the attainment of the inflation target for the coming one-to-two years. According to
thiscourse, theinterest rateis adjusted as necessary in the appropriate direction. When-
ever additional information is obtained, a re-assessment is made of the course of the
interest rate, and afurther step istaken along the updated path of theinterest rate on the
basis of this re-assessment. Naturally, actual inflation could deviate from the targeted
range that was set. Since monetary policy operates in a world of uncertainty, such
deviations cannot be avoided. However a forward-looking policy minimizes these
deviations over time.

Accordingly, acquiescence in the face of atemporary deviation from the inflation
target in a given calendar year does not necessarily constitute backtracking from the
policy of maintaining a constant effort at achieving price stability. The interest rate
hike in June 2002 was intended to halt the upsurge in inflation and to restore price
stability from that month onwards, that is, to achieve theinflation target for the coming
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year and two years, rather than remedy the past deviation. An attempt to remedy the
deviation in the past would have implied that inflation during the second half of 2002
would have had to be much lower than the target. This could have actually led to a
downward deviation from the inflation target for 2003 and thereafter.

Another consideration for the retroactive acquiescence with atemporary deviation
from the inflation target in a particular calendar year is the desire to avoid, as far as
possible, frequent changesin theinterest ratein opposite directions.?? Changes such as
these could lead to unnecessary fluctuations in the exchange rate and prices, and
undermine financial stability. The principal manifestation of this consideration is the
phenomenon known in economic literature as' interest rate smoothing,” which essentially
consists of agradual adjustment of the interest rate. However, alongside the advantage
of thisapproach — the maintenance of financial stability — thereisalso adisadvantage:
Since the re-convergence of inflation to the targeted range is gradual, theinflation rate
can exceed the targeted level for a certain period, which could impair credibility.
Eventually, the resulting conflict between the maintenance of financial stability and
the risk to credibility might necessitate a drastic adjustment in the interest rate. The
ability to manageaflexiblepolicy islargely dependent on the credibility that isachieved
with time.

Credibility therefore playsakey rolein moderating short-term fluctuationsin nominal
and real variablesand in the achievement of financial stability. The declineininflation
sincethe mid-1990s and the rel ative stahility in the exchange rate and prices during the
years 1999 to 2001 evidently contributed to credibility. These developments, which
occurred despite numerous domestic and external shocks, especialy in 2001, can be
attributed to the competent management of monetary and fiscal policy (which was
reflected inter alia by adecreasein the government debt). But the government’sbehavior
regarding the budget and the Bank of Israel Law against the background of the monetary
expansion at the end of 2001, as detailed above, badly harmed this credibility in 2002.
Government adherenceto the budget deficit targets and to areduction in the government
debt is an important element also in establishing credibility, which favors a flexible
approach to price stability.

2. DEVELOPMENTSIN THE CAPITAL MARKET
a. Summary of developmentsin the capital market during 2002

Yields on Treasury bills and government bonds rose in 2002 after gradually falling
during 2001, while the decreasein share pricesthat began in 2002 continued. Asyields
rose, the sopes of the yield curves became positive following the negative slopes
2An attempt to remedy the deviation of the first half of the year would have necessitated a further large
riseintheinterest rate. Subsequently, in order to adhere to the inflation target for 2003, alarge cut in the

interest rate would have been necessary. Clearly, such apolicy could lead to instability in the financial and
non-financial markets.

10
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recorded in 2001. The government borrowed heavily, netting nearly twice as much as
in 2001 and 20 times more than in 2000. This was concurrent with the shortening of
the term-to-maturity of government bond issues, a growth in the proportion to total
issues of CPl-indexed bonds and a decrease in the proportion of unindexed bonds, in
contrast to the trends of recent years.

The exchange rate depreciated considerably during the year and the level of
uncertainty regarding the exchange rate rose appreciably. This was apparent from the
indicators obtained from the shekel-dollar options that the Bank of Israel sells and
from the shekel-dollar options that are traded on the Tel Aviv Stock Exchange. The
probabilities of exchange rate changes of various magnitudeswasreflected by arisein
premiums and the implied volatility of options.

Other indicators a so revealed the increased uncertainty in the capital market during
2002: Inflation expectations measured from the differential between nominal yields
and real yields for the term of ayear aswell asfor long terms of up to ten yearsrose,
thedifferential between inflation expectationsfor ayear derived from the capital market
and private analysts' averageinflation forecastsfor the same period increased, and the
distribution of analysts’ forecasts expanded.

Anather indicator of the uncertainty prevailing in the capita markets and the economy
as awhole during 2002 was the development of the public’s financial asset portfolio:
The proportion of unindexed shekel assets in the portfolio remain static after rising
consistently since the beginning of the 1990s, while the proportion of CPl-indexed
assetsincreased for thefirst timefor adecade. The proportion of short-term assetsal so
increased, for the first time since the mid-1990s.

Despite the numerous elements of uncertainty that affected developments in the
capital market during 2002, the markets managed to function well and investors engaged
in adiverse range of activities. The proper functioning of the capital markets and the
bond and treasury bill markets in particular during 2002 is clearly evident from the
impressive growth in turnover in the course of the entire year: average daily turnover
in Treasury bills and bonds during 2002 increased by one and a half times compared
with 2001. Although the largest increase in turnover during 2002, by a factor of 2.5
times compared with 2001, wasrecorded in Galil CPl-indexed bonds, Shahar unindexed
bonds remai ned the most highly-traded bonds, and accounted for 40 percent of turnover
in the bond market. Nevertheless and as stated, the government chose to substantially
reduce the proportion of these bonds among its total issues during 2002.

Another striking example of the smooth functioning of the bond market in 2002
was the development of the Shahar bond market during the third quarter of the year:
Prices of these bonds fell heavily due to sales by the mutual funds and the provident
funds, while turnover in them remained high, and the banks and the non-financial
private sector acted as stabilizers. Thelatter reacted to therapid dropin pricesin order
to purchase these bonds. Accordingly, the rapid drop in prices at the time, like the fall
in prices among the majority of bonds during the year, reflected investors' demand for
anincremental yield in view of theincreased uncertainty in the economy, and was not
dictated by market failures or by investors taking only one side of the market.

11
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b. Main trendsin the capital market during 2002

As with developments in the area of inflation and monetary policy during 2002,
developmentsin the bond market during 2002 can be divided into two principal periods:
the first half and the second half of the year.

During the first half of the year, developments in the capital market were affected
by the one-time 2 percentage point cut in the Bank of Israel’sinterest rate at the end of
2001, and by the continued lax state of fiscal discipline, which raised doubts as to the
government’s commitment to adhering to a multi-year declining path for the budget
deficit. Thistook place against the background of adeterioration inthe security situation
and fearsthat the Bank of Isragl’ sindependence would be curtailed by the government’s
legidative initiative (which was later shelved).

Developments during the second half of the year were influenced by the Bank of
Israel’sinterest rate hikes and the continued uncertainty regarding the State budget for
2003 onwards. Adding to these factorswasthelowering of the credit rating of anumber
of large banks and the subsequent reduction in the government’s internal debt rating
by theinternational rating companies, the tense security situation in the region and the
election campaign for the Knesset.

Yieldsin the capital market did not fall during thefirst half of the year, despitethe 2
percentage point reduction in the Bank of Israel’s interest rate. Quite the contrary in
fact, for yields-to-maturity on government bonds of different types and terms and on
Treasury bills actually rose concurrent with the decline in share prices. The rise in
yields was not immediate, and neither was it uniform in its extent: Yields fell dightly
at the beginning of the year, but began to rise rapidly as early as March. The slopes of
theyield curves, which were positive at the end of 2001, became steeper, in an apparent
reflection of expectations of an even sharper rise in yields, and that the risk premium
demanded as a result of the uncertainty in the economy would increase as well. The
timing of these developmentswasfar from random. Large-scal e government borrowing
was recorded already in thefirst quarter of the year, and the budget deficit targetswere
raised repeatedly. Credibility in the government’s commitment to adhering to the budget
framework therefore decreased. In addition, credibility concerning the Bank of Israel’s
resolveto maintain acourse of gradual reductionsin theinterest rate while maintaining
price stability also decreased to some extent. Yields-to-maturity on Shahar unindexed
bonds reached 10 percent in December 2002 compared with 6 percent in December
2001, while yields on Galil CPI-indexed bonds reached 4.5 to 5.5 percent compared
with 4 percent at the end of 2001. Thiswas despite the continued recession, the decrease
in investment and consumption, and the upsurge in unemployment.

Other indicatorsrelating to the capital market, including theforeign currency market,
showed aconsiderableincreasein the level of uncertainty in the economy, including a
rise in inflation expectations: The inflation expectations derived from the differential
between nominal yieldsand real yieldsfor theterm of ayear rose from 2 percent at the
end of 2001 to 5 percent in June 2002, whileinflation expectationsfor long terms of up
to 10 years increased dightly, from 2 to 3 percent. An increased differential was also

12



CHAPTER 1: MAIN DEVELOPMENTS

recorded between inflation expectationsfor ayear and privateanalysts’ averageforecasts
for inflation for the same period. This gap reflects the uncertainty inherent in inflation
expectations data. At the same time, the distribution of analysts' forecasts expanded,
providing another indicator of the uncertainty regarding the future development of
inflation. The same trend in uncertainty was revealed by the increase in the actual
implied volatility of the exchange rate of the shekel against the dollar, from a monthly
level of 5 percent during the second half of 2001 to 10 percent in thefirst half of 2002.
The uncertainty inthe foreign currency market was also apparent from theinformation
derived from the shekel-dollar options that the Bank of Isragl sells and the shekel-
dollar options that are traded on the stock exchange. A notable increase was recorded
intheimplied volatility observed at the Bank of Israel’stendersfor the sale of put and
call options, from 5 percent in 2001 to an average of 9 percent in 2002. The probability
of adepreciation of the shekel against the dollar for the term of six months as derived
from these optionsincreased greatly, from 3 percent during 2001 to 15 percent in June
2002. The shekel-dollar options traded on the stock exchange reflected an increase in
the level of uncertainty in the foreign currency market during the first half of the year
compared with the beginning of the year, to a particularly high level in June. These
developments were accompanied by a continuing depreciation of the shekel against
thedollar, by acumulative rate of over 8% during thefirst half of year. Another indicator
of the uncertainty prevailing at the timein the capital markets and in the economy asa
whole was the devel opment of the public’sfinancial asset portfolio: The growthinthe
proportion of unindexed assets in the portfolio, which began at the beginning of the
1990s, ceased during the first half of the year, and this proportion remained at a level
of 31 percent, similar to that in 2001. Concurrently, for the first time for a decade, the
public increased the proportion of CPI-indexed assetsin the portfolio, and for the first
time since the mid-1990s, increased the proportion of short-term assets.

In the second half of the year, shortly after the Bank of |sragl’sinterest rate hikesin
mid-2002, the situation changed: Inflation expectations fell back to within the long-
term targeted range of inflation, and the exchange rate of the shekel against the dollar
remained practically unchanged. However, the level of yields and uncertainty in the
capital markets, including the foreign currency market, remained high and similar to
those prevailing during the first half of year. As an example, yields-to-maturity on
Treasury bills and government bonds were 5 percent higher than at the end of 2001.
The considerable uncertainty in the foreign currency market was evident from the
monthly implied volatility of the exchangerate, which remained high at 9 percent. The
probability of adepreciation of the shekel against the dollar by over 10 percent during
the coming six months and the implied volatility of Bank of Isragl optionsremained at
thelevelsthat they reached during thefirst half of theyear. The high level of uncertainty
inthe economy was also reflected by theyield differential s between | srael Government
bonds traded in the USA and the yields of US government bonds for the same terms,
and by international rating companies’ reduction of the credit rating of a number of
large banks and the government’s domestic debt rating towards the end of the year.
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c. Developmentsin gover nment borrowing during 2002

Thepublic'sbehavior inthe capital markets, in the climate of uncertainty that prevailed
in 2002 (especialy the move away from unindexed government assets and towards
shorter maturities) was reinforced by the government’s behavior in the market. The
government changed the composition of its bond issues during the second half of the
year, reducing itsissues of unindexed bonds and shortening the term-to-maturity of all
the bonds that it issued during the year. The proportion of government borrowing via
Shahar unindexed bonds, which had increased continually from athird of total govern-
ment bond issues in the mid-1990s to half during the years 2000 and 2001, fell back
downtoonly athird of total issuesin 2002. The proportion of borrowing viaGalil CPI-
indexed bonds rose to 40 percent of total issues, similar to the proportion of these
bonds in the mid-1990s, after the proportion had fallen to a tenth of total issuesin
2000. Inthe second half of the year, the government stopped i ssuing long-term 10-year
Shahar bonds® and 20-year Galil bonds,** and issued bonds for considerably shorter
terms: Shahar bondsfor 3.5 years™ and Galil bondsfor fiveyears.’ Thiswasin contrast
to the policy that had been practiced until then, of issuing bonds for medium and long
terms that would serve as benchmarks for the capital market. As aresult, the average
term-to-maturity of issues of Shahar bondswas reduced from 7 yearsin 2001 to only 5
years at the end of 2002, and the average term-to-maturity of Galil bonds was reduced
from 14 to only 8 years. When taking this action, the government decided to cope with
the problem of the increased cost of borrowing not by reverting to a framework of
fiscal discipline as necessary, but by changing the composition of itsbond issues, even
at the price of deviating from apolicy that was aimed at enhancing the development of
the bond market, and which until then had shown considerable signs of success. The
continuation of a policy such as that adopted during the period under review leads to
the shortening of the term-to-maturity of the government debt as well, which will
underminethe international capital markets' assessment of the government’s ability to
repay the debt and will harm itsfinancial status. Thisisin view of the very large (net)
issues of tradable debt instruments in 2002 — 60% more than that derived from the
budget plan for the year; the failure to adhere to the deficit target in 2001 and the
frequent adjustments to the deficit target for 2002 onwards; and the rise in the debt-
GDPratio for the second consecutive year, to 104 percent, in contrast to the multi-year
downtrend in this ratio from 160 percent in the mid-1980s to below 100 percent in
2000.

Itisessential for the debt to be managed in a manner that is completely transparent
and that demonstrates a commitment to a relatively long-term borrowing program,
which is published in advance and that establishes consistent benchmarks for medium
and long-term interest rates. Such apolicy, together with the promotion of the reforms
B These issues were stopped between October 2002 and February 2003.

“Were not issued in October 2002.

5] ssues of these bonds began in November 2002.
18] ssues of these bonds began in October 2002.
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that are necessary in the capital market and the implementation of afiscal policy that
conforms to international norms, will strengthen the capital markets' immunity in the
face of shocks, given the numerous elements of uncertainty activeinthelsragli economy
and in the local capital market in particular.

d. Structural changesin the capital market during 2002

Although no progresswas madewith thereformsthat are essential in the capital market
during 2002, anumber of important structural changeswereimplemented in the market
in the course of the year:

» Theremoval of the Treasury bill ceiling, permitting the Bank of Israel to sell
Treasury billsto the public exclusively on the basis of its own considerations, without
being subject to any quantitative restrictions. The change enables the Bank of Israel to
base the management of monetary policy on Treasury bills, which are a marketable
asset, instead of on deposits from the banks at the Bank of Israel, and has gradually
begun to do this. In this manner, monetary policy is managed with the entire public,
and not merely with the banks. The change does much to improve the pass-through
from monetary policy to the system of interest ratesin the economy, and will contribute
to the development of non-banking financial intermediation that competes with the
banking system.

« A further change in the regulations governing long-term institutional investors,
principally the provident funds and the insurance companies. The change is mainly
conceptual : from now on, institutional investors are permitted to invest asthey seefit
with the exception of investments that are expressly forbidden. Under the new
regulations, most of the numerous quantitative restrictions applying to investments
wereremoved, stability-oriented normsfor risk management were established, and the
ingtitutional investors have been charged with most of the responsibility for managing
their investment portfolios. Although similar regulations were prescribed regarding
the assets of the pension funds that are invested in the capital market, most of these
funds' assetsaretill held in theform of earmarked bonds and within the framework of
agreements with the Histradrut’s Labor Federation.

» Theabolition from 2003 of the remaining restriction on long-term institutional
investors' investments in assets abroad. This was the last step in the liberalization of
theforeign currency market that began in the mid-1980s, and that waslargely compl eted
in 1998.

» Theincometax reform that went into effect in 2003, whereby investment assets
in the capital market have become liable to tax for the first time.

In addition, the committee on market making that was established by the Securities
Authority in cooperation with the Bank of Isragl, the Ministry of Finance and the Stock
Exchange formulated its recommendations regarding the building of aframework for
market-makers’ activity in the Israeli capital market. Regulations were defined for the
rights and obligations of market-makers in bonds and Treasury bills, in sharesand in
derivative assets. These regulations were based on experience from abroad, which
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indicated the significant contribution of market-makers to liquidity in the marketsin
which they operate.

e. Implications of the income tax reform for taxation of the capital market

Theincometax reformisintended to rationalize the tax structure that has been practiced
in Israel until now, in view of the fact that income from capital was hardly taxed at all
while income from work has been taxed at very high rates, by international standards.
With respect to the taxation of income from capital, the tax reform has abolished most
of the discriminatory elements that existed until now, and has reduced the taxation
differentialsthat existed between different financial assets. Thereform wasthereforea
positive and essential measurefor the capital market in particular, and for thetax system
in lsrael asawhole.

Itisimportant for the tax structure in the capital market to be based on asimple and
uniform structurefor all assets. Evenif itiscloser tothe optimal tax structure, ardatively
complex tax structure could result in tax considerations affecting investors' decisions
regarding the structure of their financial asset portfolio. Under asimple and neutral tax
structure by contrast, investors' considerations are limited to considerationsrelating to
return, risk and liquidity alone. Moreover, it isimportant for the taxation structure to
be similar to that practiced in worldwide capital markets, in line with the process of
globalization in the Israeli economy.

Dueto the previously mentioned factors, certain elements of discrimination between
different assets and different investors are still embedded in the tax structure in the
capital market following the implementation of the reform. These elements derive
partly from the structure of the reform itself, as determined by the committee that was
charged with drafting the reform, and partly from the gradual implementation of the
reform. In the latter case, the discriminatory elements are only temporary, although
their impact is apparent in the capital market. It should be noted that the tax structure
prescribed in the reform resulted inter alia from operational conditions, in order to
make the reform fully effective. The changes necessary in the reform must therefore
be made after a pre-defined period has elapsed.

» Different rates of tax were determined for similar financial assets: for example
different rates of tax on income from tradable shares and from non-tradable shares,
and different rates of tax on income from tradabl e derivativefinancial assetsand income
from non-tradable derivative financial assets.

*  Under thereform, tax wasimposed on real incomefrom indexed financial assets'’
— indexed to the consumer price index or to the exchange rate — and a different tax
wasimposed on nominal income from unindexed financial assets. Although thisderived
from operational considerations that were intended to ease the implementation of the
reform with respect to these assets, the resulting situation has created atax preference
towards indexed or unindexed financial assets that depends on different investors

7 For this purpose, the reform relates to shares as an indexed asset.

16



CHAPTER 1: MAIN DEVELOPMENTS

inflation expectations. Accordingly, after a pre-defined period, especially when price
stability becomes consolidated inthelsragli economy, it will be of paramount importance
to determine a nominal and uniform rate of tax (at a relatively low rate) on income
from all financial assets. A change such as this will end tax preferences, equalize the
tax structure from income on capital in Israel with that practiced in the developed
economies, and help to reduce the indexation mechanisms in the economy.

» Adifferent approach was adopted to the taxation of incomefrom interest —against
which interest expenses or other expenses cannot be offset — and to the taxation of
capital gains from the increased value of assets, against which capital losses can be
offset. This creates atax preference for bondsthat pay interest at arelatively low rate,
compared with bonds that pay interest at a higher rate. The solution here would be to
tax all income from bonds (the yield-to-maturity) by adopting a uniform approach to
the opportunity for offset against capital losses. Asis known, the interest income and
capital income from a bond are the two components of its yield-to-maturity.

» Thetax authorities have yet to determine the manner in which tax will be charged
on the disaggio with respect to bonds that are issued at different prices, such as
government bondsand Treasury hillsthat areissued at graded tendersand/or at anumber
of tenders. This leads to uncertainty in the markets regarding the taxation of these
assets, inadditionto the general uncertainty prevailing inthe markets and inthe economy
asawhole. Moreover, atax discrimination still exists between these assetsand corporate
bondsthat are mostly issued at auniform price. Thisis because tax wasimposed on the
disaggio even beforethereform, but was not charged with respect to Treasury billsand
government bonds, in the absence of a practical solution for doing this. The disaggio
constitutes the main income from Treasury bills (which are zero-coupon bonds), and
in certain cases part of the income from bonds.

» Different tax statuseswere created between similar financial investors. In addition
to the different tax status that existed before the reform between individuals, firmsand
the provident funds (which remain exempt from tax), new tax statuses were created
with respect to the mutual funds. The latter were split into three types from the aspect
of tax status: ‘ liable' funds, * exempt’ fundsand ‘ mixed' funds. Thisdivision may create
different forms of mutual fund speciaization that are based not on their managers
investment criteria, but on the tax status. It should be noted that the funds will not be
permitted to change their tax status during their lifetime. Only the funds defined as
‘liable’ that in 2003 invest primarily in assets to which the reform does not apply will
be given a one-time opportunity to change their tax status at the end of 2003.

* Thegradual pace at which the reform is being implemented — for operational
reasons— istemporarily creating atax preference between similar securities markets.
For example, thereform with respect to thetreasury bill market will only beimplemented
at the beginning of 2004,'® while the provisions of the reform that applied to other
financial assets'® already went into effect at the beginning of 2003. In the first half of
8 Treasury bill series issued in 2003 that will be redeemed in 2004 will be taxable with respect to the

period commencing on January 1, 2004.
¥ Financial assets that were issued from May 2000.
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2003 at least, tax will be imposed on turnover in the equity market and the market for
derivative assetsthat aretraded on the stock exchange, whileincome from other financia
assets — from interest and capital — were taxed from the very beginning of 2003.

A clear example of theimplications of the different tax statusesthat were determined
for the mutual funds and the postponement of the tax reform’s implementation with
respect to the treasury bill market isthe development of this market at the end of 2002,
when the tax statuses of the funds were elucidated. Towards the end of 2002, ‘liable’
mutual funds speciaizing in assets to which the reform would not apply in 2003,
principaly Treasury bills, were marketed on avery large scale. As previously mentioned,
funds of this type will have the opportunity of changing their tax status towards the
beginning of 2004. This has generated a massive demand for Treasury bills which,
with the encouragement of the fund managers' marketing efforts, continued even after
yieldsfell torelatively low levelsas aresult of thishigh level of demand. The process
was reflected by a decline in the treasury bill yield curve and in its negative slope
becausein view of the situation, the public displayed aparticular preferencefor longer-
term Treasury bills. It should be noted that thistax preference will diminish with respect
to Treasury bills issued in 2003. But it can be assumed that tax considerations will
continue to affect this market throughout 2003.

f. Reformsrequired in the capital market

Asstated, during 2002 no effortswere made at promoting the reformsthat are necessary
in the capital and money markets in order inter alia to develop non-banking financial
intermediation and the capital market as vital measures for encouraging sustained
economic growth and for strengthening financial stability. As previously mentioned,
duetotherelatively low level of development of thelsraeli capital market, international
financial institutions still define the Isragli economy as an emerging economy, and not
as a devel oped economy.

These are changes that must be promoted:

*  Speeding up the securitization of the government debt, by stopping the issue of
earmarked bonds to new members of the pension funds, on the basis of the principles
determined in the successful reform that was implemented at the beginning of the
previous decade with respect to the insurance companies.

* Aboalition of the banks ownership and control of the provident funds and the
mutual funds, which inevitably involves a very considerable potential for conflicts of
interest.

» Stopping theissue of Gilon floating-interest rate government bonds, whose cost
to the government is relatively high, apparently due to the low level of tradability
resulting from their complex pricing.

* A speeding up of the privatization process in the economy which apart from the
increased efficiency for the private sector inherent in the process, will reduce borr-
owing costs for the government and firms, and will contribute to the efficiency of the
capital market.
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Table1.1
Principal Indicators of Inflation, M onetary Policy, and the Money and Capital
Markets, 1997—-2002

(percent)

1997 1998 1999 2000 2001 2002

Inflation
Inflation target 7-10 7-10 40 34 2535 2-3
Actua inflation® 7.0 86 13 00 14 6.5
Inflation expectations for ayear 9.1 6.3 51 24 1.9 33
Yields
Nominal interest rate on Bank of Israel tenders® 14.7 126 130 9.8 7.1 7.3
Nominal yield for 5 years® 112 112 86 7.1 9.1
Nominal yield for 10 years® 74 109
Real yield to maturity on 5-year bonds® 39 51 55 58 5.0 48
Real yield to maturity on 10-year bonds® 4.0 4.9 51 54 5.0 5.0
Real yield to maturity on 20-year bonds® 4.6 54
Depreciation
Against the currency basket? 37 206 -25 -63 3.7 142
Against the dollar 79 182 04 -27 4.8 9.8
Against the D mark/euro® -59 259 -133 -137 42 255
Asset prices
Overall rate of return on shares (nominal) 375 36 594 69 -154 -86
Apartment prices’ 7.0 76 07 -82 22 45
Monetary aggregates (nominal rates of change)®
Narrow monetary base (M 1) 138 117 143 75 154 49
Total credit (C3) 192 186 126 101 85 9.4
The public’sfinancial asset portfolio
Nominal growthd 245 132 249 74 7.3 13
Weighting of unindexed assets” 240 250 249 287 313 313
Weighting of CPI-indexed assets” 481 464 388 364 355 382
Weighting of foreign-currency-indexed assets” 9.0 10.3 10.0 10.2 118 148
Weighting of shares” 190 182 263 248 214 157
Actual budget deficit (percentage of GDP)
Domestic deficit, excluding credit 3.0 28 28 05 3.8 4.0
Total deficit, excluding credit 33 33 25 07 45 4.0

Additional data
Bal. of payments, current account deficit ($b)' 4.0 13 20 11 23 21
Unemployment rate 7.6 8.6 90 88 9.3 103
GDP growth rate 33 30 26 74 -09 -10

aConsumer price index during the year.

b Effective rate.

¢ Gross (relative) annual average yield for the termsin question.

4 December average compared with the same for previous year.

¢ December average compared with the same for the previous year (from 2000, compared with euro).
f According to Apartment Prices Survey.

9'Year-end compared with end of previous year.

" Year-end data.

' New definition. The difference between the new and the old definition of the balance of paymentsisthat under the old
definition, capital transfers (principally immigrants' transfers) were deducted from the remainder of the deficit, while
under the new definition these transfers are classified in the capital account and are not deducted from the current deficit.

I Year-on-year annual average.
SOURCE: Monetary Department, Bank of Israel.

19



BANK OF ISRAEL, MONETARY DEPARTMENT, ANNUAL REPORT 2002

» Promoting the development of a Repo market, which will encourage the
emergence of market-makers as recommended by the committee that was established
in this respect.

» Areform of the pension fundsthat will lead to anew arrangement, whereby new
members’ money will no longer beinvested in earmarked bonds, and will be placed in
tradable government assets and private assets, in accordance with stability-oriented
investment regulations similar to those that are currently practiced with respect to the
funds’ other investments. These pension funds will thereby become a major form of
long-term saving, contributing greatly to the development of the bond market and of
the capital market as a whole. The change will also make it easier to manage the
government debt in a more efficient manner. All these factors will reduce the cost of
finance for the government and the private sector, and will facilitate the development
of the mortgage market. Competition should be permitted in the pension fund industry
by allowing every member to select his preferred channel of pension saving, without
reference to his place of work.
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