Chapter 1
Main Developments

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

In 2003 the Consumer Price Index (CPI) declined 1.9 percent, following arise of 6.5
percent in 2002. The price declinein 2003 represents ashortfall from the targeted price
rise of between 1 and 3 percent starting in 2003 and defined as price stability; this
followed an upward deviation in 2002. In the past two years, pricesrose at an average
annual pace of 2.3 percent overall, as opposed to an average annual rate of 0.9 percent
during the years 1999 to 2001. The NI S appreciated against the dollar by 6.4 percentin
2003, following a 9.8 percent depreciation in 2002.> The fall in the exchange rate
strongly affected the housing component, which went down by 6.7 percent. The price
index excluding housing declined at a more moderate rate of 0.5 percent.

The declinein pricesin 2003 was partly an outcome of thefall in the exchange rate
and partly adelayed response to the continuing weakness in local demand, which was
alsoinfluenced by thehighleve of real interest ratesin the second half of 2002, reflecting
the high degree of uncertainty in that period. The exchange-rate decline in the course
of 2003 from the high level it attained at the end of the first half of 2002 isareflection
of the significant improvement, as of March 2003, in several underlying factors: the
publication of the economic plan by the new government and itsapproval inthe Knesset,
approval of US government guarantees for new Israeli bond issuesin the US and the
swift and successful conclusion of the war in Irag. These factors led to agradual and
continuous improvement in most of the relevant indicators used to assesstheinflation
environment (for details, see Chapter 2). Against this backdrop, the Bank of Isragl
commenced the process of reducing interest rates, which continued throughout the
year. Between January and December 2003, the Bank of Isragl interest rate was reduced
by 3.9 percentage points (from 9.1 percent in December 2002 to 5.2 percent in December
2003).2

1 The average of December 2003 as opposed to the average of December 2002.
2The process of lowering the interest rate continued in January and February 2004, with reductions of
0.4 and 0.3 percentage points respectively.
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The improvement in the underlying conditions described above and the reduction
of interest rates by the Bank of Isragl led to a continuous rise in the prices of all local
financial assets, reflected in aconcomitant declinein theyieldsto maturity of tradable
bonds of all terms, leading to a declinein interest rates on all term deposits and credit
and arise in share prices. Thus, as a case in point, from January 2003 to December
2003 theyield to maturity of anon-linked ten-year bond declined from 11.4 percent to
7.0 percent, thereal yield to maturity of alinked ten-year bond declined over the same
period from 5.9 percent to 4.1 percent, and share prices rose by more than 50 percent.
Housing prices, on the other hand, declined by about 6 percent—a drop that reflected
the continuing slump in the construction sector and the decline in the exchange rate
against the dollar.

There was also some improvement in real activity in 2003, especially in the second
half. Business product in 2003 rose by 1.8 percent, following a 2.8 percent declinein
2002. A rise of 6.1 percent in exports and a moderate rise, of 1.7 percent, in private
consumption led to the moderate product growth. Domestic public consumption, which
rose significantly in 2002, declined by 0.6 percent in 2003, and the decline in gross
local investment continued, although at a more moderate rate than in 2002.

The decline in the CPI in 2003 represented, as stated, a shortfall from the targeted
price stability (1 to 3 percent), following an upward deviation in 2002. At the same
time, an examination of price developmentsover alonger period reveal sthat the average
monthly rate of inflation during the years 1999 to 2003 was 1.6 percent in annual terms
with no detectable upward or downward trend. However, volatility around thisaverage
rate was relatively high (amonthly standard deviation of about 6 percent). This stems
partly from volatility in the exchange rate and is primarily the result of the tradition of
high inflation in previous years (this subject is dealt with in Chapter 2). The large
standard deviation characterizing the monthly price change makesacurrent evaluation
of the inflation environment difficult and is one of the reasons why the response of
monetary policy to price shocksisgradual. Thisresponseimplies, anong other things,
an acceptance of the possibility of temporary deviations from the inflation target (see
below for expansion on this subject).

b. Factors contributing to declining exchange rates and long-term real interest
rates

Since March 2003, we have witnessed an almost uninterrupted process of declinein
nominal exchange rates and in nominal and real interest ratesin the markets. Thiswas
apparent, among other things, in decreasing inflation expectations and permitted the
Bank of |sragl to commence and to persist in aprocess of reducing the monetary interest
rate. The factors that contributed to declines in the nominal exchange rate and in real
and nomina interest rateswere (in chronological order) theintroduction of the economic
plan by the new government and its approval by the Knesset, receipt of the US
government loan guarantees and the swift and successful completion of the war in
Irag. Below we will try to describe the connection between these developments and
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the devel opments in the exchange rate and of nominal and real interest rates, but first
we will briefly describe the nature of transmission from exchange rate to prices.

In asmall economy open to internationa trade, like Isragl’s, the exchange rate is
known to have an impact on prices: arisein the exchange rate acts directly to raise the
traded goodsand servicespricesincludedinthe CPl, and arisein these prices contributes
to arisein the prices of non-traded goods and services. Thiseffect isnot immediate but
gradual: it can spread over several quarters.® A risein the exchangerate has, therefore,
an immediate impact on the CPIl aswell as an extended impact that is completed only
after severa quarters.

In Israel the exchange rate against the dollar has a further effect—on the housing
component,* despite the fact that it is nontradable: arise in the exchange rate against
the dollar is immediately and almost completely transmitted to the housing index,
which is assigned a weight of more than 20 percent in the CPI (see Chapter 2 for
details). For this reason the impact of the exchange rate against the dollar on pricesin
Israel is stronger than in other small open economies. Therising exchange rate against
the dollar in thefirst half of 2002 was the foremost factor contributing to the high rise
of pricesin that year, and its decline in 2003 was the foremost factor contributing to
the decline of the CPI. Below wewill examine the factorsthat resulted in asignificant
risein the exchange rate in the first half of 2002 and its decline since March 2003.

Monetary policy that consistently strives to attain price stability® is the key factor
that ultimately determinesall nominal valuesin theeconomy. Thisincludesthe exchange
rate, which, in thelong term, moves at arate determined by the gap between the rise of
local pricesand of pricesin countrieswithwhich Isragl trades. In the short term, however,
the exchange rate is also affected by other factors such as changes in the gap between
yields anticipated frominvestment in local assetsand yiel ds anticipated from investment
inforeign assets. An increasein therelative yield anticipated from local assetsleadsto
capital import and exchange-rate decline. But capital import is affected not only by the
relative yield but also by the degree of uncertainty about it.° Increased uncertainty
about local yields signifies a decrease in the relative attractiveness of investment in
local assets, a development which leads to capital export and thus—local-currency
depreciation.

8 Ariseinthe price of tradablesraisesthe general index. Therise of thelatter, though with alag, brings
about wage rises; this, in turn, acts to raise prices of nontradables. However, if the public believes that
monetary policy isfirmly directed towardsthe stabilization of prices, wageswill react relatively moderately
towards price rises, or not at all.

4 After the high inflation in Isragl’s economy in the past, a tradition developed that housing purchase
and rental prices are denominated in dollars. As aresult of this custom, the changes in the exchange rate
have had, and continue to have, a significant short-term influence on apartment prices and rentals.

5n other words, policy that is not accommodative. It isimportant to note that the effect of monetary
policy (interest rates) on inflation and subsequently on the exchange rate is gradual and extends over
severa quarters.

8 The greater the uncertainty about local yields, the more will investors demand compensation by
means of higher yields.
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The unexpected interest-rate reduction at the end of 2001 produced a temporary
decline in anticipated yields from local assets and an increase in uncertainty, both of
which contributed to local-currency depreciation during January and February 2002.
In the second quarter of that year, when it became apparent that the government could
not implement the measures necessary to shrink the budget deficit, considerable
uncertainty about anticipated yields from local assets was reflected in the renewed
process of alarge and continuous rise in the exchange rate. It isimportant to note that
the rise in the exchange rate in the course of the first half of 2002, particularly in the
second quarter of the year, was accompanied by arise in the yields to maturity of
indexed and unindexed bonds—in other words by arise of market-determined nominal
and real interest rates. This was the case despite the reduction in the Bank of Isragl
interest rates at the end of 2001 and a continuous low level of monetary interest in the
first months of 2002. This rise of market-determined real interest rates reflected the
desire of the public to exchange local for foreign assets, hence increasing demand for
NIS credit and decreasing sources of supply,” which in turn affected arise in real
interest rates and a rise in the exchange rate. The notable Bank of Israel interest-rate
rise in the middle of 2002 arrested the rise of the exchange rate, but the degree of
uncertainty regarding investment in local assets remained high, as did the exchange
rate level. Thislevel, also influenced by the expected war in Iraqg, remained high until
the end of February 2003.

As of March 2003 three factors operated to reduce the uncertainty concerning the
relative yield from investment in local assets and to bring about local-currency
depreciation. The first factor (chronologically) was the establishment of the new
government and the approval of the economic plan, first by the Cabinet and subsequently
by the Knesset. The plan and its approval reflected the awareness by the government
of the need for significant adjustments in its budget, immediately for 2003 and
principally for the coming years, as continuation of existing trends would lead to a
crisis. This restored investor confidence in the government and the economy
strengthened the desire to invest in the economy and restrained the desire to invest
abroad. Oneresult of thisdevelopment was an increasein the sources of supply of NIS
credit offered to the public and to the private sector, and the creation of conditions for
adeclinein real interest rates.

The second factor—not unrel ated to the first—supporting the declinesin the exchange
and interest rates was the approval of loan guarantees by the US government. The
guarantee approval lowered the cost of foreign-currency credit to the government and
improved its financia rating among foreign and local investors. This lessened the
uncertainty about overall yieldsfrom domestic assets, thusraising therelative attraction
of investment in the economy and contributing to an increase in the sources of credit
available to the business sector and to a decline in domestic real interest rates.

" The desire of the public to move away from local assets (for example NIS bank deposits and NIS
bonds) to foreign-currency assets (such as deposits in foreign currency or overseas assets) signifies a
reduction in the sources of supply of NIS credit and, in parallel, an increase in demand for NIS credit to
acquire foreign-currency assets. The outcome of thisdesireisarisein NISinterest rates along with arise
in the exchange rate.
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The third factor was the swift and successful completion of the war in Irag, which
significantly decreased | sragl’s geopolitical risk and thereby accelerated the declinein
the exchange rate and real interest rates determined in the markets. It is worth noting
that the growth in capital import to I srael after thewar in Iraqispart of the global trend
of lowering risk in emerging markets and increasing capital exports to them.

In 2003 the total government deficit amounted to about 5.6 percent of GDP, as
opposed to atarget of 3 percent. In NIS terms, the government deficit amounted to
about NIS 27.7 billion as opposed to about NIS 18.7 billion in 2002. The growth of the
deficit from 2002 and itsdeviation from the target for 2003 did not surprisethe markets.
Policy measures enacted as part of the economic plan increased public perception that
thebudget deviationin 2003 wastemporary and therewould beadeclinein thefollowing
years. Examination of developmentsin the government deficit over the months of the
year, taking seasonality into consideration, revealsthat it declined in the second half of
the year relative to thefirst half, adevelopment that probably supported the credibility
of fiscal policy.

Domestic government fund raising (net) in 2003 amounted to about N1S 22.4 billion,
as opposed to about NIS 24.4 billion in 2002. The government financed the domestic
deficit in 2003, approximately NIS 4.2 billion, using foreign sources.® Thus the
government used capital raised abroad thisyear both to finance the foreign deficit and
to finance part of the domestic deficit. It isimportant to note that use of the guarantee
money to finance some of the government’slocal deficit does not lead to a permanent
lowering of interest ratesin the economy. Such an operation would mean the printing
of local currency, which the central bank would have to absorb—either in the form of
an increase in short-term loans or as bank deposits.

c. Monetary palicy, inflation targets and past inflation

The second half of 2002 was characterized by ahigh degree of uncertainty in financial
markets. This was against the backdrop of the anticipated war in Irag, concerns about
a continuous rise in the government deficit and government debt and fears of arating
downgrade of the country and the large banks by rating companies.® Thiswas reflected
in the persistently high level of the exchange rate, in the rising trend of long-term real
interest ratesand continuing volatility of these variablesand of other indicatorsrelevant
to assessment of expected inflation (see detail in Chapter 2). With these considerations
in mind, the Bank of Israel maintained the monetary interest rate during the second
half of theyear at the same high level that prevailed at the end of thefirst half, assessing
that these levels would be sufficient to restore price stability. During the course of the
second half of 2002 no one anticipated (neither the Bank of Isragl, nor the professional
forecasters, nor the markets) that declines in the exchange rate would begin in March
2003 aong with a notable improvement in all indicators relevant to assessment of the
expected inflation.

8 Total foreign fund raising of the government in 2003 amounted to NIS 6.7 billion. The domestic

deficit amounted to NIS 26.6 billion and the foreign deficit amounted to NIS 1.1 billion.
% One rating company downgraded three large banks.
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Towards the end of the year a degree of improvement was noted in some of the
relevant indicators and theinterest rate for January 2003 was reduced by 0.2 percentage
points. However, in January and the first half of February 2003 there was another
worsening in the indicators and, therefore, the Bank of Israel kept rates for February
and March 2003 unchanged.

In mid-February 2003 improvement could be seen in all the indicators relevant to
the assessment of theinflation environment (albeit with sometimes significant volatility
impeding current assessment of the inflation environment). Against this backdrop, the
Bank of Israel began to pick up the pace of interest-rate reduction: In April, May and
June the interest rate was cut by 0.2, 0.3 and 0.4 percentage points respectively; in
July, August and September the pace of reduction was raised to 0.5 percentage points
per month; in October, November and December the interest rate was cut by 0.4, 0.5
and 0.4 percentage points respectively. Overall, from the beginning of the year, Bank
of lsrad interest rates were reduced by 3.9 percentage points, from 9.1 percent in
December 2002 to 5.2 percent in December 2003. In real terms, deducting market-
derived inflation expectations, the Bank of Israel interest rate declined from 7.2 percent
at the end of 2002 to 3.5 percent at the end of 2003—a development demonstrating
that the pace of interest-rate decline exceeded that of declinesin inflation expectations.

Thedecreasein pricesin 2003, as stated, amounted to 1.9 percent, despite aninflation
target of 1 to 3 percent, arate defined as price stability, planned for the period that
began in 2003. In the first three months of the year prices rose faster than target and
their decline commenced in the second quarter of the year. During the third quarter of
the year it seemed probabl e that the pace of pricerisesin the 2003 calendar year would
be lower than target. This raises the question of why the Bank of Israel did not pick up
the pace of interest-rate reduction to generate priceincreasesin order to attain itstarget
inthe 2003 calendar year even when it seemed probablethat inflation for calendar year
2003 would be lower than the long-term target of price stability. The answer isthat the
purpose of the Bank of Isragl islong-term price stability (which it has the ability to
achieve), rather than attaining its inflation target for a specific period. Below we will
try to clarify the meaning of the expression long-term price stability and to introduce
the principles underlying the attempt to achieve it by monetary policy.

In August 2000 the government decided upon an inflation target for the period
commencing in 2003 of between 1 to 3 percent, a pace defined as a price-stability
target. This was not targeted for any particular calendar period but as a continuous
process. Every month the Central Bureau of Statistics publishestherise (or declinge) in
the Consumer Price Index over the previous month. Since monthly prices are affected
by many incidental factors that cannot be controlled or predicted, it is obviousthat the
index will occasionally rise by more than 3 percent (the upper limit of the target, in
annual terms) or by lessthan 1 percent (the lower limit of the target). No central bank
(or other authority) can bring about a precise monthly rise in the index of between 1
and 3 percent every month, or during any other particular period. The purpose of
monetary policy isthat over timethe deviations of monthly inflation from the center of
the target will be minimized (or more precisely, to minimize the average squared
deviation of monthly inflation from the center of the target).

6
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It should be said herethat past deviations have no operative significance for monetary
policy except insofar as they might shed light on future deviations. Thus, if in earlier
monthsinflation was higher/lower than target, thereisno point in attempting to correct
the deviation by creating lower/higher than targeted inflation in the subsequent months
of the year. Such an attempt would increase the deviations from the inflation target
rather than minimize them. Since the purpose of monetary policy is to minimize the
deviations of inflation from the target, it must try to ensure at any point in time that
price rises from then on be as close as possible to the target.

However, the goa of keeping inflation close to target is not the only purpose of
monetary policy. Another goal isto avoid, asmuch as possible, the necessity to perform
large or frequent changesin the direction of interest rates. Most economists know and
agree that there is considerabl e trade-off between the volatility of inflation and that of
interest rates. Any excessive attempt to minimizethevariance of inflation could increase
the variance of interest rates. Large fluctuations in nominal interest rates can result in
sharp fluctuations in the exchange rate, in real interest rates, in asset prices, in real
activity and in employment. Such developments can al so damage the financial stability
of the economy.

Therefore when a shock causes a mgjor deviation of inflation from the target and
requires some corrective measure on the part of monetary policy, adjustment of interest
rates must be gradual and asaresult the restoration of inflation to thetarget will also be
gradual. (However, once in awhile when an inflationary processinitially develops, a
big change in interest rates might be required even for a gradual return of inflation to
target.)

Asanillustration of this, when pricesrose at an annual rate of 13 percent in thefirst
half of 2002, well over the 2 to 3 percent target for that year, rates in June 2002 were
drastically raised, not to correct the existing deviation but to halt the developing
inflationary processand to restore inflation to the target range as of July 2002. In other
words, there was no intention of bringing about a7 percent pricefall in the second half
in order to meet the calendar target schedule of 2002.1° Similarly, when in the second
half of 2003 a rate of price rises lower than target for that year became likely, no
attempt was made in the course of the year to correct the annual result by adrastic rise
of inflation well over the target.

Sincetheeffect of interest ratesoninflationispartially deferred by aperiod estimated
a one year to one-and-a-half years, interest rates are determined with an eye on the
future. At any point in time expected developments in prices are assessed and interest
rates are changed accordingly. One indicator of future inflation developments is past
developments but this is not the most important indicator. Accordingly, although the
2003 fal in pricesbeginning in the second quarter had someimpact on the determination
of the interest rate, the purpose of the monthly interest-rate decision was not to attain
the target for those months or for the calendar year 2003, but to bring inflation in the
year or two ahead into line with the target range.

10|t should be noted that the rigidity of prices downward is stronger than upward. It is easier to raise
prices by monetary loosening than to reduce them by monetary restraint.
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It should also be noted that in recent years the inter-month pace of inflation is
characterized by relatively large fluctuations!! that make it difficult to use present and
recent past inflation as indicators of future inflation.

2. DEVELOPMENTSIN THE CAPITAL MARKET
a. Main developments

From March onwards, the majority of the developments in the capital market during
2003 were indicative of a slow but continued decrease in the climate of financial
uncertainty. The decrease was reflected inter alia by arise in the prices of financial
assets. The result was aresumption of the downturn in yields recorded in the previous
year, a trend that was interrupted by the one-time depreciation and large cut in the
Bank of Isragl’sinterest rate at the end of 2001 and by the severe slackening of fiscal
discipline.

Yields to maturity in the Treasury-bill and government-bond markets fell in 2003,
and reverted to thelevelsprevailing at the end of 2001. In the equity market pricesrose
sharply, by as much as 50 percent overall compared with the previous year, and daily
turnover also increased considerably. These devel opments followed a drop in prices
and low levels of turnover during the previoustwo years. Activity alsoincreased in the
tradable and nontradable corporate bond market, with issues reaching an unprecedented
size. Concurrently, the level of risk inherent in Isragl’s economy as perceived in the
capital markets appears to have fallen. The improvement was also apparent from a
range of indicators of uncertainty in the capital market and from thefinancial resilience
of the economy, following amajor deterioration in theseindicators during 2002 (mainly
in the first half of the year).

Long-term trends in the development of the public’s financial asset portfolio until
2002 resumed in 2003: an increasein the proportion of unindexed assetsin the portfolio
(exclusive of the public’s equity holdings), an albeit small decrease in the proportion
of CPl-indexed assets, and arise in the proportion of long-term assetsin the portfolio
at the expense of short-term assets.

Due to the reform in income tax for individuals, which equalized the taxation
conditions on tradable and nontradable assets for individuals, and as a result of the
reduction in the interest rate, the proportion of tradable assets in the financial asset
portfolio increased, even when the equity component of the portfolio is not taken into
account.

Theprincipal factors affecting developmentsin the capital market during 2003 were
the increased credibility of macroeconomic policy: of monetary policy following the
cumulative rise in interest rates in mid-2002; and of fiscal policy, after the new
government elected at the beginning of the year formulated an economic program.
Contributing to these devel opmentswere the outcome of thewar in Irag at the beginning

1 See Table 2.11.
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of 2003 and the increased expectations of a rebound in the US economy, which was
reflected inter alia by an upturn in pricesin the US equity market.

Despite the growth in the budget deficit during 2003, net domestic borrowing by
means of tradable debt instruments was lower than in the previous year, contrasting
with the increased borrowing in 2001 and 2002. The government thereby contributed
to afal inyieldsin the government bond market. In addition, government borrowing
policy in 2003 reverted to the pattern of previous years, following a deviation from
this policy (principally in 2002). The term to maturity of tradable domestic debt
instruments was extended in 2003 after being reduced in 2002, while the proportion of
unindexed borrowing (at fixed-rateinterest) increased and the proportion of CPI-indexed
domestic borrowing decreased, in contrast to 2001 and 2002. After such activity had
been suspended for nearly two years, the government resorted to overseas borrowing,
due to the receipt of loan guarantees from the US government and the decrease in
Israel’s country risk as perceived by capital marketsworld wide. This made it possible
to reduce domestic borrowing to some extent in 2003.

The pension reform wasimplemented towards the end of 2003, following thereform
of the provident funds at the end of the 1980s and the life-insurance savings reform at
the beginning of the 1990s. Under the pension reform, the government’s issue of
earmarked bonds for the pension funds will be reduced greatly, and most of the funds’
investments will be directed to the tradable capital market.

The planning of a number of structural reforms in the money and capital markets
began in 2002—changesin the payments system and in the method of securitiesclearing
(see Appendix 1).

b. Principal trendsin the capital market

As with developments in the area of inflation and monetary policy, developmentsin
the capital market during 2003 can be regarded as a continuation of the trends that
beganin the second half of 2002 (mainly in thelast two months of theyear): adecrease
in financial risk and the risk of inflation, which was reflected inter alia by afall in
yields on bonds and Treasury bills. This mainly resulted from the Bank of Isragl’s
interest-rate hike in mid-2002 and the new economic program. Following the rise in
the interest rate in the first half of 2002, the credibility of monetary policy in the eyes
of the public increased. Against this background, the large rise in nominal and real
yields recorded during the first half of the year ceased, with nominal and real yields
stabilizing at therelatively high averagelevelsof 12 percent and 6 percent respectively.
All yields began to fall in November 2002 and approached the levels of the middle of
that year—an average of 11 percent and 5.5 percent respectively. Due to the new
government’s economic program and the outcome of the war in Irag, thefal inyields
resumed and continued overall until the beginning of 2004. At the end of 2003, the
nominal and real yields (an average of 6 and 4 percent respectively) were therefore
similar to those at the end of 2001, before the large one-time cut in the Bank of Isradl’s
interest rate.
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In the tradable and nontradable corporate bond markets, the volume of issues
increased substantially and reached NIS 1 billion and NIS 3 billion respectively. The
increase resulted from a number of developments: the reduced financial risk in the
economy, firms' efficiency drives, and a relative decrease in the availability of bank
credit for firms. In addition, thelarge redemptions of Gilboa dollar-indexed government
bonds, resulting from the government’s policy of ceasing the issue of these bonds,
encouraged financial organizations to issue dollar bonds as a substitute for the bonds
that were redeemed.

Prices in the equity market also rose during 2003. In the course of the year, the
Genera Share-Price Index and the Tel Aviv 100 Index went up by a cumulative 50
percent. Theincrease began in March 2003, after morethan two years of falling prices.
Therisein equity pricesis attributed to the reduced financial risk in the economy, the
cutsintheinterest rate, the efficiency drivesimplemented by many firmsin the business
sector (which favorably affected their financial statements), and to the price risesin
the US equity market. However, the upturn in the equity market cannot be attributed to
expectations of a rebound in economic activity. This assessment is supported by the
absence of shareissuesin 2003, which are usually related to firms' investment plans.

Average daily turnover in the equity market rose considerably in 2003, and reached
NIS 360 million at the end of the year compared with NIS 240 million in 2002.

Uncertainty in the economy and the capital market decreased in 2003, after rising
sharply in thefirst half of 2002 and stabilizing in the second half of the year at alevel
higher than that at the end of 2001. In March, the reduced uncertainty was reflected by
various indicators. Uncertainty regarding inflation decreased, as was apparent from
thefal ininflation expectationsfor thetermsof ayear to 10 years, from private anaysts
inflation forecasts, from the gap between the former and the | atter, and from the reduced
variability of private analysts forecasts (which had increased in periods of uncertainty).
Uncertainty as regards the exchange rate and the foreign-currency market also appears
to have decreased. This is reflected by the fall in the actual implied volatility of the
exchange rate, the reduced bid-offer spread, and the reduced implied volatility and
probability of future changesin the NIS-dollar exchange rate, which are derived from
data on the NIS options sold by the Bank of Israel and on the optionstraded on the Tel
Aviv Stock Exchange (TASE). Uncertainty over Israel’s country risk also decreased,
judging by the premiums charged in respect of Israel’s currency risk and country risk
inworldwide capital markets.’? These premiumsare derived from the yield gaps between
Israel government bonds and US government bonds, and from the improvement in the
credit rating of I srael’s capital market in the publicationsissued by international financial
companies.

These developmentswere al so reflected by the devel opment of the public’sfinancial
portfolioin 2003. The share of unindexed assetsin the portfolio, excluding shares held

2 Premiums derived from theyield gaps between | srael government bonds and US government bonds.

10
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by the public,® grew from 37 percent in 2002 to 39 percent, and the proportion of CPlI-
indexed assets fell, albeit by the negligible rate of three tenths of a percent.

These trends constitute a resumption of the long-term trend that was typical of the
asset portfolio during recent years, with the exception of 2002, against the background
of the disinflation process in Israel’s economy. Moreover, the composition of the
portfolio by term to maturity shows that developments in 2003 were consistent with
stability in the areas of inflation and financial activity: the proportion of short-term
assetsin the portfolio fell from 34 to 32 percent, and the proportion of long-term assets
rose from 20 to 21 percent.

The proportion of tradable assets in the portfolio (excluding shares) also increased,
from 23 percent in 2002 to 26 percent in 2003 (the increase is smaller if shares are
included in the portfolio). The main reasons for the increase were the impact of the
income tax reform for individuals, including the extensive unification of the tax rates
on tradable and nontradabl e assets, and the downturn intheinterest rate. The growthin
thetradable component of the portfolio is supported by the effects of the pension reform
in 2003, principally the greatly reduced issues of earmarked government bondsfor the
pension funds, and the direction of most of the funds' investments into the capital
market.

c. Main trendsin gover nment borrowing

The government again failed to adhere to itsgrosstradable domestic borrowing program
in 2003, leading to an upward deviation of NIS 5 billion from the amount denoted in
the budget plan. Thisresulted mainly from the higher than planned budget deficit, and
from the government’ sinability to speed up the privatization process, which had begun
at the end of the 1990s. However, government borrowing abroad, principally with the
help of theloan guarantees provided by the US government, prevented afurther growth
in the domestic budget deficit.

The government’s net tradable domestic borrowing in 2003 was NIS 4 billion less
thanin 2002, following an increasein the previous two years. The government thereby
contributed to afall in yields in the government bond market during 2003.

In 2003, the government reverted to the borrowing strategy that it adopted during
previousyears, after deviating from this strategy in 2002."> The term to maturity of its
debt instruments was extended again, and benchmark series alone were issued in the

18 The main reason for the non-inclusion of the share component when examining changes in the
composition of the portfolio isthe volatility typical of this component, and the difficulty of classifying it
by type of indexation or investment term.

141n 2002, in contrast to the overall trend, the proportion of unindexed assetsfell dueto alargerisein
inflation expectations and actual inflation during that year.

15 Accordingly, the government extended the average term to maturity of its debt instruments, in the
case of Shahar unindexed bonds by two years, to six years, and in the case of Galil CPI-indexed bonds by
eight yearsto eleven years.

11
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bond market. In addition, the proportion of unindexed bonds to total issues was
increased.’® This strategy, from which no further deviation should be made, is essential
dueto its major contribution to the tradability of the government bond market (which
isthebasisfor theentire capital market), and to theincreased certainty in the government
bond market and the entire capital market.

Although the proportion of Shahar unindexed bondswasincreased from 37 percent
in 2002 to 41 percent in 2003, the proportion of unindexed debt instruments in 2003
was still much lower than the peak |evels recorded in 2000 and 2001, when issues of
these instruments accounted for half of the government’s bond issues.

The government reduced the proportion of Gilon floating-rate unindexed bondsin
total tradable borrowing, and it isimportant that it maintain thistrend until the issue of
these bonds ceases, because of thelow tradability resulting from thedifficulty in pricing
them. Such ameasurewill conformto the government’spolicy of recent years, whereby
issues of floating-rate CPl-indexed and dollar-indexed bonds were halted.

The ratio of the government debt to GDP continued to grow in 2003, and reached
105 percent compared with 102 percent in 2002 and 89 percent in 2000. The consistent
increase in the ratio during the last three years contrasts with the downturn that began
in the mid-1980s, when the ratio reached 150 percent of GDPY’

The proportion of the CPI-indexed component of government debt fell again, by
one percentage point, to 52 percent, while the unindexed proportion rose from 18 percent
in 2002 to 22 percent in 2003.

16 With respect to unindexed debt instruments, the referenceisto Shahar fixed-rate government bonds
alone. Thisisbecause anindirect if not official indexation mechanismisimpliedin theinterest on floating-
rate Gilon bonds.

17 The Maastricht Treaty prescribes adebt/GDPratio of no more than 60 percent as a precondition for
joining the European Monetary Union.
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APPENDIX: THE REFORMSIN THE CAPITAL AND MONEY MARKETS
1. The promotion of reformsin the capital and money markets

The aim of the reforms in the capital and money markets—a long-term process that
began in the mid-1980s concurrent with the economic stabilization program—is to
provide the infrastructure essential for a competitive and tradable capital market in
Israel. The principal measureto be employed in thisrespect isthe government’s exit as
aleading and determinant player from the capital and money markets, and the creation
of anew modus operandi, with fair and uniform regulations applying to all the parties
involved, whereby the government and the private sector compete for the sourcesin
these markets. To date, the main measuresin this process have been therolling over of
the government debt, the abolition of directed credit, the abolition of foreign-currency
controls, a more flexible exchange-rate regime, a move from the management of
monetary policy by means of administrative toolsto management viamarket tools, the
incometax reform for individual sthat wasfirst applied in 2003, and the pension reform
which was implemented towards the end of 2003.

In 2003, the groundwork was prepared for a number of reforms that will be
implemented from 2004 onwards. These include changes in the payments system,
measures for supporting securities clearing operations, the formulation of regulations
for the establishment of networks of private and governmental market makers in
securities, and deposit insurance at the banks. The reforms are intended to enhance the
sophistication of thelocal capital market and improvetheefficiency of securitiestrading,
while increasing the markets' tradability and liquidity and reinforcing the financial
infrastructure necessary for their operation.

Despitethe progress achieved in the course of almost two decadeswith thesereform
processes, much work still needs to be done. The measures that need to be completed
include: the separation of the ownership of the banksfrom the ownership of the majority
of institutional investors; regulating the framework required for the development of
innovative tools such as tradable securities and leasing transactions; and formulating
the legal framework necessary for Repo (Repurchase agreement) transactions and for
collateral against all securitiestransactions. The Bank of Isragl, the Ministry of Finance,
the Securities Authority and the Tel Aviv Stock Exchange (TASE) areinvolved in the
reform measures that still need to be expedited. It is important for each of these
organizations to present its viewpoint on the implications of the action that has been
taken in its area and in the entire market. In addition, all the organizations mentioned
must coordinate in managing the reform processes in order to avoid discrimination
(even if only temporary) in favor of different elements in the capital market, and to
provide an overall and broad-ranging perception of developments. A striking example
in thisrespect relatesto anumber of reform processesthat the organizations concerned
are currently implementing, such astheregulation of collateral—principally securities
collateral used in financia transactions. The same applies to the establishment of a
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final clearing system for large payments in real time, the strengthening of the TASE
clearing house and the Maof (derivatives) clearing house, deposit insurance, and the
development of Repo and lending transactions. A systemati ¢ sol ution needsto be applied
when furthering these measures, in which collateral for financial transactions is a
common denominator. This should be by means of an appropriate amendment to the
Mortgage Law or the legisation of a Repo law.

a. Thereformsin the capital and money markets prior to 2003

Thereform of the capital and money marketsbeganin the mid-1980s as stated, following
the implementation of the economic stabilization program. During certain periods, the
reform process progressed rapidly, while at other times progress was extremely slow.
The main features of the reform process were as follows:

(1) Rolling over of the government debt
The government initiated a process of converting the earmarked bonds that it issuesto
ingtitutional investorsinto tradable bonds. Accordingly, the issue of earmarked bonds
for the provident funds ceased in the mid-1980s. At the beginning of the 1990s, new
memberswere barred from joining guaranteed-yield lifeinsurance plans, which purchase
earmarked bonds from the government. Concurrently, profit-sharing planswere opened
for new members. These plans are not entitled to purchase earmarked bonds from the
government. In the mid-1990s, the pension funds were closed to new members and
fundswere opened that were permitted to purchase only smaller quantities of earmarked
bonds than the amounts permitted to the established funds, although the quantities
permitted to the new funds were till very large. In 2003, an additional pension reform
was implemented, whereby the established and new funds’ eligibility for purchased
earmarked bonds from the government was reduced greatly (see Chapter 5 for details).
Therolling over of the government debt enabled another objective to be achieved—
the direction of the majority of ingtitutional investors' investmentsto the tradable capital
market. This is leading to the more professional and efficient management of long-
term ingtitutional saving, and to increased liquidity and greater stability in the capital
market due to the stabilizing effect on the market of investors with arelatively long-
term investment horizon. In addition, the process enables the financial markets to
exercisetheir own judgment asregardsthe nature of budgetary policy, by means of the
premium that they require on the purchase of tradable government bonds.

(2) The abolition of directed credit

The government abolished special credit lines (directed credit) in the second half of
the 1980s. These credit lines accounted for most of the banks' balance sheets, while
their termswere stipulated by the government and the Bank of Isragl on an administrative
basis, regardless of the state of the market.

14



CHAPTER 1: MAIN DEVELOPMENTS

(3) The abolition of foreign exchange controls

The process of abolishing the foreign exchange controls began towards the end of the
1980s, resulting in free capital movements to and from the economy. In 2003, when
the abalition of the controlswas compl eted, the NI S had become aconvertible currency.

(4) Increased flexibility of the exchange-rate regime

A process of gradual change from afixed-exchange-rate regime to aregimein which
the exchangerateis determined by the foreign-currency market began at the beginning
of the 1990s. Sincemid-1997, the Bank of Israel hasno longer intervenedin theforeign-
currency market, and the exchange-rate regime effectively became aflexible one.

(5) The move from monetary policy management by administrative tools to market
tools

During the 1990s, the Bank of Israel reduced the reserve requirements (liquidity ratios),
which had been particularly high, and began to hold monetary tenders for the banking
system. Concurrently, the Bank of Israel established an infrastructure for the
development of tools that would make it possible to move to the management of
monetary policy by means of market tools. For this purpose, the central bank took
gradual action aimed at devel oping the Treasury bill market. Following the removal of
the Treasury bill celling that had previously restricted the amount that could be listed
for trading, it initiated a gradual process whereby Treasury bills came to replace
monetary deposits from the banks at the Bank of Isragl. In 2003, the Bank of Israel
developed the Repo (repurchase agreement) instrument, which many central banks
use as a key tool in the management of monetary policy. The Repo was prepared for
use at the beginning of 2004, in relatively small amounts at this initial stage. The
transition from administrative monetary policy management tools to market tools is
creating avital infrastructurefor the development of the money market and non-banking
financia intermediation, and enables the money market to exercise its own judgment
regarding monetary policy, by means of market yields—principally in the Treasury
bill market.

(6) The income tax reformfor individuals

The first stage of the income tax reform for individuals was implemented in 2003.
Under the reform, most tax distortions were abolished, principally those related to the
taxation of income from labor and the taxation of income from capital. In the capital
market, the majority of the elements of tax discrimination between the taxation of
income from tradable assets, such as shares and bonds, and the taxation of income
from nontradabl e assets, such as deposits at the banks and saving plans, were abolished.
The discriminatory elements between the taxation of income from various tradable
assets, such as CPl-indexed bonds and unindexed bonds, were al so abolished (for more
details, see the 2002 Annual Report of the Monetary Department).
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b. Thereformsin the capital and money marketsin 2003

Major changesin the process of reforming the capital and money markets occurred in
2003. During the year, the authorities made a number of structural changes in the
market, and established new frameworksfor expediting thereformsin the capital market
in 2004 and the coming years. The main changes were as follows:

(1) Afinal clearing system for large paymentsin real time—RTGS (Real Time Gross
Settlement)

The Bank of Israel took action during the year in order to promote the establishment of
afinal clearing system for large paymentsin real time. Such an RTGS system, whichis
commonly used in developed economies and in most developing economies, will
constitute an upgrade of the existing payments system, and will provide a vital and
relatively safe infrastructure for payments and transactions. The system will thereby
help to enhance the financial stability of the economy.

(2) Enhancement of the Tel Aviv Sock Exchange's clearing houses

TheTel Aviv Stock Exchange took numerous measuresin 2003 in order to enhancethe

functioning of the stock exchange clearing house and the Maof (derivatives) clearing

house:

(@ Consideration of securities clearing on the day following the transaction (T+1)
secured by monetary proceeds (DVP—Delivery Versus Payment): In 2003, the
stock exchange began to examine ways of adapting its clearing systems to
international standards. The study focused on the move to DVP in securities
clearing. The possibility of clearing securitieson the day following the transaction
(T+1) is being examined in this respect.

(b) Sandardization of collateral: With respect to the collateral that members provide
tothe clearing house, the stock exchange stipulated that from April 2004 members
will deposit bonds from their account as collateral in the clearing house.

(c) Calculation of intraday collateral at the Maof clearing house: In 2003, the stock
exchange compl eted the preparation of asystem for cal culating interday collateral
at the Maof clearing house. The system will be operated in April 2004.

(3) A system of market makersin private securities

The stock exchange adapted itstrading systemsin order to accommaodate market-making
activity in private securities (shares, bonds and derivative assets). Regulations and
frameworksfor the market makers' activity have been defined, including alist of rights
and obligationsand methods of supervising activity. Thisfollowed therecommendations
of the Hauzer Committee at the end of 2002. (See the Monetary Department’s Annual
Review in the Bank of Israel for 2002). In March 2004, market makers will begin to
operate in derivatives on the euro exchange rate. A system of market makers could
help to increase the tradability in less tradable asset markets, encourage the entry of
sophisticated financial investors and promote the development of new financial
instruments.
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(4) A system of market makersin government securities
In 2003 the Ministry of Finance acted to promote the establishment of a system of
market makersin the government bond market. With thissystem, the Ministry of Finance
proposes to provide the market makers with rights, such as exclusive access to
government bond tenders, to a closed trading system that will be established, and to a
government bond leasing bank. In return, the market makers will undertake to quote
bid and offer prices of the bondsfor most of thetrading day, to participatein government
bond tenders and to acquire certain amounts of bonds in these tenders.
Notwithstanding the great importance of market makers in government bonds—
and in other assets—the process must be carried out in the proper manner, while
examining the implications of the market’s functioning and adapting it to the structure
of the Israeli capital market. We have two comments to make with respect to the
framework that is being formulated for this purpose:

(@  Granting market makers with exclusive access to government bond tenders:
Thismeasure, like any other measure that would limit the range of organizations
that are currently permitted to bid in government bond tenders, could detract
from the level of competition prevailing in the primary market for these bonds, a
market that is functioning well and at an adequate level of competitiveness.
Impairing the functioning of the primary market could also harm the functioning
of the secondary market and the capital market as a whole. During recent years
the Bank of Israel and the Ministry of Finance endeavored to increase the number
of participants in government bond tenders, in order to enhance competition in
the primary market. The Ministry of Finance's proposal to reduce the number of
participants in these tenders to a single (or principal) market maker isin direct
contrast to this trend, which has contributed greatly to the development of the
primary market.

It should be noted that thereis no worldwide consensus regarding the advantage
inherent in granting exclusivity to market makers in the purchase of government
bonds. Some 300 representatives from 122 countries attended five international
conferencesthat the World Bank and theIMF held in the UK, South Africa, Hong
Kong, Abu Dhabi and Chile where guidelines for government debt management
were formulated. The delegates of many countries expressed doubts as to the
advantage of granting market makers with exclusive access to the purchase of
government bonds. The doubts mainly arose from considerations similar to those
mentioned previously, and mainly concerned the need to maintain and increase
competition in the primary market for government bonds. The reservations
expressed are recorded in a World Bank publication of March 2001: Guidelines
for Public Debt Management. Among the numerous developed and developing
countries that have not provided market makers with exclusive access to the
purchase of government bonds are the US, the UK, Canada and most of the EU
countries, including France, Spain and Italy. A similar number of countries do
provide market makerswith exclusive accessto the purchase of government bonds.
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These countriesincludeAustria, Ireland, Holland, Denmark, Finland and Sweden.
Evidently therefore, such access is not essential for the success of a network of
market makers. Theissue needsto be examined in light of the conditions prevailing
in the local capital market of each country. In Israel’s capital market, with its
relatively high concentration, there is no place for granting this broad ranging
benefit to a group of market makers, especialy if these include the large banks
whoseinvolvement in the capital market is extensive in any case. The practice of
obliging market makersto participate in and acquire certain amounts of bondsin
government bond tenders is not to be encouraged either. This is because market
makers should be left to exercise their own discretion regarding the manner in
which they wish to purchase government bonds and the stock of bonds that they
wish to hold.

(b)  Government bond-leasing facility: Under the Ministry of Finance proposdl, it
will manage abond-leasing facility, even though it suppliesthe government bonds.
Such a measure could harm the functioning of the secondary market for these
bonds, as well as the management of the government debt. This is because the
government’s leasing bonds as well as issuing them has the effect of increasing
itsdebt. A leasing facility as suggested thereby impliesissuing in excess of deficit
financing regquirements. Moreover, the public are unable to know in advance the
amount at which bonds will be supplied. (At present, the government announces
in advance the quantity of bonds that it intends to issue in the near future and in
the current year). Sincethe supply will changein accordance with market makers
requirements, which will be impossible to forecast, it will be very difficult to
price the bonds in the market. It is therefore essential that the leasing facility be
owned by anon-governmental entity with the appropriate experience and know-
how.

(5) Repo transactions

The Bank of Israel began to engage in Repo transactions at the beginning of 2004. The
infrastructure for this activity was prepared during 2003. At the first stage of these
transactions, the Bank of Israel will sell Treasury bills, and the buyers will undertake
to sell them back to the Bank of Israel two weeks later, at adifferent price. The buying
and selling prices will be determined at the first stage of the transaction. Such
transactions serve as an important monetary tool for many of theworld's central banks.
An extensiveinfrastructure for Repo and securitieslending transactionsis essential for
the activity of market makersin securities.

(6) Bank deposit insurance

In 2003, the Bank of Israel promoted the issue of insurance for bank deposits. Deposit
insurance is practiced in many countries, and is another element that helps to support
the stability of the banking system. Under the proposal that was formulated, insurance
will be provided for al types of deposits of the public, i.e., deposits of residents and
nonresidents, in NISandinforeign currency (exclusive of loans). The deposits of local
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and foreigninstitutional investors—local authorities, government companies, interested
parties, related parties and directors at banks, as well as inter-bank deposits—will not
be insured. The insurance will be obligatory for all the banks, and its amount will be
limited for each depositor at each bank. Deposit holders will pay a premium for the
insurance, and will be compensated in the event that a bank collapses.

(7) The reform of the pension system

Thereform of the pension fundswasimplemented towardsthe end of 2003. Thereform
centers on the decision to issue earmarked bonds to a pension fund only when such
bonds account for no more than 30 percent of its assets. Previoudly, the established
pension funds held over 95 percent of their assetsin the form of earmarked bonds, and
the new funds held 70 percent. Permission for the new and established pension funds
to purchase earmarked bonds again is only likely to be granted in 2008 and 2013
respectively.

Concurrently, most of the funds' investments have been directed to the tradable
market, in line with the investment regulations that were defined for this purpose. Itis
estimated that the pension funds will direct NIS 12-14 billion a year into the tradable
capital market.

c. Thereformsrequired in the capital and money markets

Despite the progress achieved to date in implementing reforms in the capital market,
attention still needsto be given to anumber of important issues. Themainissuesin this
respect are:

(1) Separation of ownership of the banks from the owner ship of institutional investors
Thebanks' ownership of the provident funds, advanced study funds and mutual funds
should cease, and the affiliation between the banks and the insurance compani es needs
to be subjected to regulatory procedures. The will help reduce the banks' involvement
in the capital market, which is currently very extensive.

(2) Development of the money mar ket

The changes necessary for the development of the money market must be compl eted.
In particular, the development of a commercial paper market should be facilitated.
Commercia paper isissued by companies for arelatively short term, and serves as a
substitute for bank deposits and bank credit.

(3) Repo law

Repo transactions constitute an essential financia infrastructure for enhancing the
sophistication of the bond market, which isthe basis for the entire capital market, and
the proper activity of market makers in it. Repo transactions are similar to securities
lending transactions and enable an investor to sell a particular security that he does not
actually hold for any specified period of time, by purchasing it from another investor
and re-selling it to its owner at a predetermined date and price. These transactions
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enable financia bodies, such as market makers, to hold relatively limited stocks of
securities for the purposes of their activity, and to effectively increase them by means
of Repo (or lending) transactions when necessary.

Repo transactions also serve asameansfor extending credit against which aparticular
security servesascollateral, thereby increasing the competition with the banking system
in borrowing and lending activity.

Repo transactions are most highly developed in the international capital markets,
where a special law usually defines the features of a Repo transaction, the inter-
relationships between the parties to the transactions and the status of the security on
which thetransaction isbased. | srael doesnot yet have alaw such asthis, meaning that
theissuesinvolved are shrouded in considerable uncertainty. In the present situation, a
Repo transaction can be interpreted as the current purchase (or sale) of a security, and
its future sale (or purchase), or as a loan (or deposit) for which a security serves as
collateral.

The Bank of Israel has therefore taken stepsto initiate aspecial law that will define
al the issues relating to Repo transactions, as practiced worldwide. The legislation
will result in the creation of a sound legal infrastructure for this market, and thereby
facilitate its development in Isragl.

2. Strategy for the management of the gover nment debt

Asan integral adjunct to the reforms in the capital market, during the last decade the
government has adopted a debt-management policy based on the development of the
government bond market. Thisisin recognition of the fact that over time, adeveloped
and tradable bond market helps to reduce the cost of government borrowing. A well
developed bond market is also an essentia basis for awell developed capital market.
Under its debt-management policy, the government hasissued relatively few but large
series of bonds, which have served as a benchmark for the medium and long termsfor
the bond market, sincethis contributesto increased liquidity in the market. Concurrently,
the government extended the average term to maturity of its bond issues, a measure
that enhances the stability of the government debt, and increased the proportion of
unindexed bonds to its total bond issues in view of the disinflation process in the
economy.

The number of government bond issue series fell to only three in 2003 (compared
with 26 seriesin 1992), thereby reducing the number of seriestraded to 81 (compared
with 265 in 1992). The average size of each series issued rose to NIS 13 hillion
(compared with NIS 0.5 billion in 1992). At the same time, the proportion to tradable
domestic borrowing of fixed-rate unindexed bonds was increased to 41 percent. (This
was a mgor change compared with the early 1990s, when all of the bonds that the
government issued were indexed to the CPI or to the dollar).

Government debt-management policy needs to be enhanced from the aspects of
trangparency, types of bondsissued, their size, term to maturity, indexation composition
of the debt, and the issue of benchmark series.
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(a) Transparency

Towards the end of every month, the government announces the size and composition
of the bond issues planned for the following month and usually, at the end of every
quarter, the estimated size of the issues planned for the following quarter. Thisisin
addition to the annual report on total planned borrowing in the budget plan. However,
the government still leaves the bond market with an element of uncertainty regarding
the size and composition of future borrowing.

It istherefore important for the government to publish its borrowing program on a
current basis, with details of the size and composition of issues, for a period longer
than a month (for three or six months) as practiced in other countries, and to update
this program according to the circumstances prevailing. In this way, the government
will beabletoincreasethe climate of certainty inthe capital market, whichisextremely
important, especially in periods of general uncertainty. Although this will reduce the
government’sflexibility in compiling itsborrowing program, it will compel it to adhere
to certain principles, which will be detailed below.

(b) Types of bond
The government currently issues bonds of three types—Shahar fixed-rate unindexed
bonds, Galil CPI-indexed bonds and Gilon floating-rate bonds. During recent years,
the government has adopted a policy of issuing relatively simple bonds, as practiced
worldwide, and ceased theissue of complex bondsthat are difficult to price and notable
for low tradability. The government al so stopped i ssuing Rimon fixed-rate dollar-indexed
bonds, Geva bondsthat were indexed to the CPI from the second year of their lifetime,
Kfir floating-rate CPI-indexed bonds, and Gilboa floating-rate dollar-indexed bonds.
This policy conforms to the strategy of devel oping the bond market, since bonds that
are easy to price are notable for high tradability.

It isimportant that the government take afurther step in thisdirection by ceasing the
issue of Gilon bonds as well. These bonds are difficult to price and their tradability is
low.

(c) Thetermto maturity of bonds
At present, the government issues Galil bondsfor terms of 10 and 20 years, and Shahar
bonds for terms of 5 and 10 years to maturity.

The government must examine the possibility of extending the term to maturity of
unindexed bonds, in view of the convergence of inflation at relatively low levelssince
the end of the 1990s, and of CPl-indexed bonds following the pension funds' entry to
the tradable capital market—primarily the government bond market.

(d) The indexation composition of government borrowing

In 2003, 41 percent of government bond issues consisted of Shahar unindexed bonds.
Considering the low and relatively stable level of inflation, the government should
consider afurther increase in the proportion of these bondsto total issues, in line with
worldwide practice. In the currently prevailing circumstances, it would appear that
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CPI-indexed bonds should only be issued for particularly long terms, against long-
term ingtitutional saving (such as the pension funds).

(e) Benchmark bond series

In line with worldwide practice, the government currently issues bond series as a
benchmark for the entire market. Thisis not only important for the tradability of the
government bond market, but also hasimplications for the corporate bond market and
the medium and long-term interest rates in the economy. But in 2002, the government
deviated from this policy by suspending issues of benchmark series and issuing other
series of bonds that were shorter in their term to maturity.

It is important for the government to adhere to the policy of issuing benchmark
series and endeavor to reach a situation within two years where benchmark serieswill
beissued at thelong end of the yield curves. (Currently, Shahar bonds are issued for a
maximum of 10 years and Galil bonds for 20 years.)
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Table 1.1
Principal Indicators of Inflation, M onetary Policy and the Money and Capital
Markets, 1998—2003

(percent)

1998 1999 2000 2001 2002 2003

Inflation
Inflation target 7-10 40 34 2535 32 31
Actud inflation? 8.6 13 00 14 65 -19
Inflation expectations for ayear 6.3 51 24 19 33 20
Yields
Nominal interest rate on Bank of Israel tenders® 12.6 13.0 9.8 71 73 7.8
Nominal yield for 5 years® 11.6 11.2 8.6 71 91 84
Nominal yield for 10 years® 74 109 88
Real yield to maturity on 5-year bonds® 51 55 58 50 48 51
Real yield to maturity on 10-year bonds® 49 51 54 50 50 47
Real yield to maturity on 20-year bonds® 46 54 49
Depreciation
Againgt the currency basket 206 25 63 37 142 05
Against the dollard 18.2 04 27 48 98 64
Against the D mark/euro® 259 -133 -137 42 255 127
Asset prices
Overall rate of return on shares (nominal) 36 594 6.9 -154 -8.6 444
Apartment prices’ 7.6 07 -82 —22 44 57
Monetary aggregates (nominal rates of change)®
Narrow monetary base (M1) 11.7 143 75 154 49 77
Total credit (C3) 191 127 97 89 97 =27
The public'sfinancial asset portfolio
Nominal growth® 136 254 7.5 73 18 125
Weighting of unindexed assets” 249 246 283 309 31.2 309
Weighting of CPl-indexed assets 461 384 359 351 375 342
Weighting of foreign-currency-indexed assets” 11.0 11.0 113 128 159 137
Weighting of shares” 181 260 245 212 154 211
Actual budget deficit (percentage of GDP)
Domestic deficit, excluding credit 2.8 28 05 36 35 54
Total deficit, excluding credit 3.2 31 0.7 45 38 56
Additional data
Bal. of payments, current account deficit ($b)' 1.3 15 07 18 14 02
Unemployment rate 8.6 90 88 9.3 103 107
GDP growth rate 33 2.6 74 -09 -08 13

aConsumer price index during the year.

b Effective rate.

¢ Gross (relative) annual average yield for the termsin question. Up to 2002 (inc.), relative gross
yield. From 2003, gross yields. See note 4 in Chapter 2.

4 December average compared with the same for previous year.

© December average compared with the same for the previous year (from 2000, compared with
€uro).

f According to Apartment Prices Survey.

9 Year-end compared with end of previous year.

" Year-end data.

i New definition. The difference between the new and the old definition of the balance of paymentsis
that under the old definition, capital transfers (principaly 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.
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