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Report to the public on the Bank of Israel’s discusions prior to setting the
interest rate for July 2010

The discussions took place on 27 and 28 June 2010

General

Before the Governor makes the monthly interest datgsion, discussions are held at
two levels—the first in a broad forum, and theosekin a narrower one.

In the broad-forum discussion, the relevant baakgdoeconomic conditions are
presented, including real, monetary and financeletbpments in Israel’'s economy,
and developments in the global economy. Particgpanthis discussion include the
Governor, the Deputy Governor, the directors ofResearch and Market Operations
Departments of the Bank and economists from vard@martments who prepare and
present the material for discussion. The datamestis and assessments in these
minutes are those that were available at the tihtleeodiscussions.

In the narrow forum, the directors of the Reseasnid Market Operations
Departments and two other participating membersmahagement present their
recommendations regarding the interest rate atidwimg a discussion, the Governor
makes his decision.

A. THE BROAD-FORUM DISCUSSION—THE STATE OF THE EC@WY
1. Developments on the real side
General assessment

Indicators published in the last month (in the perbetween the discussions on the
June interest rate held on May 24 and the currestugsions on June 28) paint a
mixed picture with regard to the rate of increabeanomic activity. The National
Accounts data for the first quarter of the year emital data from the Bank of Israel's
Companies Survey for the second quarter indicatetimeed expansion. The
assessments that the rate of expansion is slowegased on the monthly indices of
private consumption (data for April-May), and ore tbnly modest increase in the
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composite state-of-the-economy indices for Apridaday. Concern regarding a
slowdown in activity arises from the fall in exporh April and May (in dollar terms),
from the data in the Companies Survey relatingxiwog orders for the third quarter
of 2010 in the services and manufacturing industr@ad from the sharp reduction in
the Manufacturing Purchasing Managers Index in May.

National Accounts data for the first quarter of 2010

According to the updated National Accounts estimatgivity continued to expand in
the first quarter, with growth based on increasesxports and private consumption.
According to this estimate, GDP grew by 3.6 perdenthe first quarter of 2010
(annual rate, seasonally adjusted, change fromique\quarter—compared with the
previous estimate of 3.3 percent). The Nationalodids data show an increase of 4.8
percent (annual rate) in business sector produthterfirst quarter. The figures also
show increases of 4 percent in private consumptiéri, percent in public
consumption, 7.4 percent in goods and servicesrexmnd 3.2 percent in investment
in the principal industries.

The composite state-of-the-economy index

The May composite state-of-the-economy index rogeOld percent, following a
similar rise in April (each month compared with tpheevious one). The modest
increases in the last two months strengthen thesasgents of a slowdown in the pace
of economic recovery.

The increase in May reflects, among other thingsl.a percent increase in
manufacturing production in April, following its®percent increase in March; a 0.1
percent increase in trade and services revenuepiil, Aollowing its 1.5 percent
increase in March; and a drop of 0.9 percent insawices exports index in May,
following its 14 percent jump in April. With regatd foreign trade, see below.

The labor market

The Manpower Survey data show a decline in the shienemployment in the first
quarter of 2010 to 7.2 percent, from 7.3 percenh@last quarter of 2009 (seasonally
adjusted). At the same time the participation natiéne civilian labor force dropped to
56.3 percent, from 56.6 percent in the previougstgualhere was a small increase in
employment in the first quarter—an increase of Pe2cent in the number of
employees—with an increase of 8.1 percent in theber of those in part-time jobs
and a reduction of 1.6 percent in the number dftime employees. These changes
were reflected in a decline of 0.5 percent in labput in terms of work-hours in the
first quarter compared with the previous quarter.

In March the number of Israeli employee poststiglD.2 percent from the number in
the February (seasonally adjusted). In the threetinsaJanuary—March the number of



employee posts increased by 2.2 percent comparddte number in the previous
three months (annual rate, seasonally adjusted).

The nominal wage per employee post in the busisestor (Israelis only) increased
by 0.3 percent in March compared with the Februamel. In the three months

January—March the nominal wage per employee pastased by 8.7 percent
compared with the average in the previous threetinsp@and the real wage increased
by 7.1 percent (seasonally adjusted, in annualgerm

The monthly unemployment rate according to trenth deas 6.9 percent in April
2010, similar to the March level. The monthly ddtawever, are based on a relatively
small sample, so that the figures should be treatédcaution.

Foreign trade

Goods exports (excluding diamonds) dropped by abbd@upercent in May from their
April level (in dollar terms, seasonally adjustett).the three months March—May
2010 these exports expanded at an annual rateoot &l percent (in dollar terms,
seasonally adjusted) from their level in the prasithree months.

Goods imports (excluding ships, aircraft and diads)ndeclined by 0.3 percent in
May from their April level (in dollar terms, seasdly adjusted). In the three months
March—May these imports increased at an annuabifé38.2 percent (in dollar terms,
seasonally adjusted) from their level in the prasithree months.

The Bank of Israel Companies Survey

Initial partial data from the Companies Survey the second quarter (based on
returns from 378 companies out of a total of 6@@jaate that total economic activity

continued to expand, albeit with some slowdownha tate of increase. In total,

companies that responded expect activity to coatiougrow in the third quarter as a
result of an increase in orders from the domestcket. In contrast, the returns point
to a drop in export orders for the third quarteartigularly in the services and

manufacturing industries.

2. Budget data

An analysis performed by the Bank of Israel Rede&epartment shows that under
the assumption of a 3.7 percent growth rate in 201Brael, the budget deficit is
expected to be significantly lower than the ceilofgh.5 percent of GDP, at about 4
percent of GDP.

The main reason for the expectation of a defidibwehe ceiling is that tax revenues
are in excess of the forecasts made when the buwdgeprepared.



3. Developments on the nominal side
Inflation

The Consumer Price Index (CPI) for May rose byedent, close to the average of
the private forecasters' predictions and slightighbr than the Bank of Israel's
Research Department forecast of an increase opér@&nt. The seasonally adjusted
index for May increased by 0.4 percent.

Since the beginning of the year the CPI has rised.4 percent.

The 3 percent rise in the CPI in the last twelvenths places it at the upper limit of
the inflation target range.

The housing component of the CPI increased by 6réemt in May, following its 1
percent increase in April. In the last twelve manthe housing index increased by a
cumulative 4.8 percent (see below for a more dmtaieference to the housing
market).

Expectations and forecasts of inflation and of the Bank of Israel interest rate

One-year-forward inflation expectations derivedhirthe capital market ("break-even
inflation") increased in June (the average to 2deJuo 2.9 percent, compared with
the May average of 2.7 percent.

The Israeli forecasters predict on average thédtioh in the next twelve price indices
(from June 2010 to May 2011) will be 2.6 perceriteyl assess that inflation in 2010
measured over the previous twelve months will Bepkrcent. They expect inflation
(over the previous twelve months) to decline gréigda reach 1.6 percent in August,
and predict that it will then rise, to reach ab2& percent in a year's time.

The Israeli forecasters expect, on average, tleaC#l will rise by a total of 1 percent
in the three months May to July 2010.

With regard to the interest rate, the Israeli fasters assess on average that the Bank
of Israel's rate will increase in the next threenthe by a cumulative 0.4 percentage
points, and that the rate in twelve months' timilva 3.0 percent.

An analysis of the slope of theakam yield curve indicates that the capital market
expects the Bank of Israel interest rate one yeacéto be about 2.4 percent.

The makam and bond markets



The yield to maturity on CPI-indexed five-year govaent bonds declined slightly in
June (to 24 June) to an average of about 0.9 pertem an average yield of about
1.1 percent in May. The yield on 5-year unindexedegnment bonds declined to an
average of about 3.6 percent in June, from abdutp8rcent in May. The yield to
maturity on one-yeamakam remained unchanged in June at about 2.1 perasmiars
to its May level.

The interest rate differential and the yield gap between Israel and abroad

Prior to the current interest rate decision, th@kBaf Israel interest rate was 1.25—
1.50 percentage points higher than the US fedenadld rate, and 0.5 percentage
points higher than the ECB rate.

The yield gap between local currency unindexedytar- bonds and ten-year US
Treasury bonds contracted from 163 b.p. on 24 Mdpstl b.p. on 25 June.

The expected real interest rate

The current Bank of Israel interest rate (in Junejhus twelve-months-forward
inflation expectations derived from the capital kets in June, prior to these
discussions, averagednus 1.3 percent, compared withinus 1.2 percent in May.

The monetary aggregates

In the twelve months up to and including May 2046 monetary base measured by
the M1 monetary aggregate (cash held by the palolicdemand deposits) increased
by 12.2 percent; in May it decreased by about @2gnt. In the last twelve months

the M2 aggregate (M1 plus unindexed term depog$itgpdo one year) increased by
4.2 percent, and in May it decreased by 0.2 perdédme rapid increase in M1 in the

last year was mainly due to the public's switchirgm term deposits to demand

deposits in light of the low level of the intereate on term deposits.

The credit markets

The outstanding balance of bank credit to the mssirsector increased in April by 1.1
percent, after declining by 0.1 percent in Marchutstanding bank credit to
households increased in April by 0.2 percent folfgits 1.3 percent increase in
March.

The housing mar ket

Based on the survey of house prices, housing pfibese are not included in the CPI,
which measures the costs of housing rentals) isece&n March by 0.9 percent, and
in the twelve months to March (inclusive) by 21 qast, due both to the low rate of
interest and to the slowness of the response dfutpply of housing to higher prices.



Outstanding housing credit (mortgages) increase@ldgyercent in April.

The Research Department estimate

This is the first time that in the course of theadissions on the interest rate, the
Research Department presented a quarterly forétastombines various indicators
derived from models for forecasting inflation an@alr developments with
discretionary assessments incorporated in an egdaBEGE (dynamic stochastic
general equilibrium) model that brings together itiffermation to obtain a consistent
forecast.

The basic assumptions of the scenario presentesltvar world trade will increase by
7.4 percent in 2010 and by 6.0 percent in 2011t thi@rest rates in the major
economies will not increase before the beginnin@@t1, and that inflation around
the world will remain low.

The Research Department assessment based on the afedytical framework was
that inflation in the next twelve months will beosk to the midpoint of the target
inflation range, at 1.8 percent. Inflation is exjgelcto be 1.3 percent in 2010, and 2.1
percent in 2011. This, based on a derived increatdee Bank of Israel interest rate to
an average of about 1.8 percent in the third quaft®010, and to 2.5 percent in a
year's time.

4. The foreign currency market and the share market
The foreign-currency market

During the period from 24 May to the current disioss (25 June), the shekel
weakened against the dollar, with the exchangerisiteg from NIS 3.81 to the dollar
to NIS 3.86, a depreciation of 1.3 percent. In gesod the shekel depreciated by 1.1
percent against the euro, from NIS 4.71 to the eardllS 4.76. Measured by the
nominal effective exchange rate of the shekel, utated as the trade-weighted
average shekel exchange rate against 28 currefnepagsenting 38 of Israel's trading
partners), the shekel depreciated by about 1.%pégrc

The share market

The Tel Aviv 25 share price index on 24 June wasiaB.6 percent lower than on 24
May. The Dow Jones index rose by about 1 percethtanperiod.

' The weight of the dollar in the effective exchangi is about 25 percent, and that of the eurata®® percent.



5. Israel’s financial risk, the sovereign risk prenum

Israel’s risk premium, as measured by the five-yeadit default swap (CDS) spread,
decreased between the previous and the curremeshteate discussions, from 1.24
percentage points to 1.13 percentage points. Cadp around the world followed a
similar trend of contraction, including those oktperipheral European countries
(except for Greece, whose CDS continued to widen).

6. Global economic development&ee Appendix for further details)

In the month between the previous interest rateudsons and the current ones,
growth figures for the first quarter of 2010 becaawailable that indicated that the
global recovery was continuing and that it had eaecelerated compared with the
rate in the previous quarter. However, for manyaaded economies data relating to
the second quarter point to a slowdown in the @&teexpansion in the global
economy. Investment houses around the world exjpecglobal rate of growth to
slow in the second half of 2010, against the bamkgd of the ending of the positive
effects of the fiscal aid programs and continuingnetary expansion in some
countries, and against the background of the egpestowdown in growth in Europe.

Many forecasters in investment houses around thédwbis month reduced their
growth forecasts for 2011, in particular for Europethe same time, the weakness of
the euro against most currencies is expected H@ope's economy.

There is considerable concern among investors degacountries with high public

debt and/or large budget deficits, and in severabfean countries, including the
UK, the authorities announced fiscal measures doiae their budget deficits. That
said, the need for fiscal consolidation in seviratling economies and for regulatory
reforms and changes leaves the markets with a laegesure of uncertainty. Active
participants in the global financial markets remagny sensitive to any indication of
weakness.

Expectations regarding interest rates in the megmtral banks in 2010, reflected in
the conduct of financial market traders, are th&trest rates in the US, Europe and
Japan will not change before the end of the yeaather words, compared with the
assessments at the beginning of the year, the &xpaming of increases in interest
rates by the leading central banks has been paatpon

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR JULY 2010

In the narrow-forum discussion, four members of agament make
recommendations to the Governor regarding the g@o@te rate of interest for the



economy. In the discussions on the interest ratduty, all the participating members
of management recommended that the Governor hadrdke unchanged at 1.5
percent.

As stated in the reports of previous interest diszussions, the Bank of Israel's
policy is to continue with the gradual process ohding the interest rate back to a
more "normal” level intended to position inflatiirmly within the target range, and
to contribute to the further recovery of econonttaty, while supporting financial
stability. The path of the interest rate will betetenined in accordance with the
inflation environment, the entrenchment of growthisrael and globally, the rate at
which the major central banks increase their istermates, and in light of
developments in the exchange rates of the shekdeheAcurrent level of the interest
rate, monetary policy continues to be expansionary.

In the discussion, participants noted that accgrdinthe Bank of Israel assessments
and those of the private forecasters, inflation snead over the previous twelve
months will continue to decline, and in the nexw fewonths it will be around the
midpoint of the target inflation range or even belid. It was noted that in the basic
scenario of the Research Department assessmenth vdombines discretionary
assessments and the results of several modekgjonfla year hence is expected to be
close to the midpoint of the target inflation rangée assessments of the private
forecasters and inflation expectations derived fthencapital market are that inflation
in a year's time will be in the upper part of thélation target range. The range of
expectations, given the current data, is that th@kBof Israel's interest rate will
increase by between 1 and 1.5 percentage poitie inext twelve months.

It was noted in the discussion that inflation expgans one year forward calculated
from the capital market increased in June (avefagéhe month) and were close to
the upper limit of the target range. Some of theigpants interpreted this as a rise in
expected inflation, while others stressed the ji#githat technical factors unrelated
to changes in inflation expectations a year ahead &ffected CPI-indexed bond
prices (according to this view, a drop in the syppf short-term CPI-indexed

government bonds caused a liquidity problem in @#d-indexed bond market, and
led to a decline in the yield on these bonds netato the yield on unindexed bonds
with a one-year horizon).

Data published since the previous interest rateudsons indicate that the expansion
in real economic activity in Israel is continuingith increased uncertainty regarding
the continuation of the rapid rate of growth. Rap&nts noted in particular the greater
uncertainty regarding exports in light of globavd®pments and their implications
for Israel's economy. In addition, the weaknesthefeuro against the shekel reduces
the profitability of Israel's exports to the eurogoand makes it more difficult for
Israeli exporters to compete with European commetit



The timing of increases in the interest rate iradsmrelative to those in the leading
economies affects the shekel exchange rate. Remits in the discussion noted that
as a result of economic data from around the wpdldlished recently and concern
over the debt crises in several European countiiestiming of increases in interest
rates in Europe and most advanced economies wilelseyed, and increases in their
interest rates are not expected before the en@18.2

Taking into consideration the various points madehe discussion, the Governor
decided to keep the interest rate for July unchawagéd. .5 percent.

In its announcement of the decision, the Bank o&dk stressed the following
conditions that led to the decision to leave thergst rate unchanged for July:

e The inflation environment: inflation measured otteg previous twelve months is
falling, and is expected to continue to do so, andhe next few months is
expected to be close to the midpoint of the targege or even below it. Inflation
expectations, both of forecasters and those caémifaom the capital market, are
that in another year the inflation rate will retumthe upper part of the inflation
target range, with a cumulative interest-rate iasee of between 1 and 1.5
percentage points in the next twelve months.

e Uncertainty regarding the continuation of rapid vgito has increased. Global
economic developments, mainly those in Europe,ligety to have a negative
impact on Israel's growth, and in particular oaéds exports.

¢ Interest rates of the central banks of the leadohganced economies are very low,
and are expected to remain so longer than origiraadticipated. In addition, the
ECB has reintroduced some of the special instrusnenof monetary
accommodation.

The Bank of Israel will continue to act to achieiseobjectives of price stability, the
encouragement of employment and growth, and supfoorthe stability of the
financial system.

The decision was made and published on June 28, 201

Those participating in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdéra

Prof. Zvi Eckstein, Deputy Governor of the Banksyhel

Dr. Karnit Flug, Director of the Research Departinen

Dr. Edward Offenbacher, Member of Management anddHef the Monetary and
Finance Division, Research Department

Ms Irit Mendelson, Assistant Director of the Markgperations Department

Dr. Ohad Bar-Efrat, Advisor to the Governor and éle# the Information and
International Affairs Division



Mr. Eddy Azoulay, Chief of Staff to the Governor
Dr. Yossi Saadon, Advisor to the Governor and Bainlisrael Spokesperson
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Appendix: Major Global Economic Developments
us

The leading indicators of economic activity poiotda slowdown in growth in the
second half of 2010, but not a return to recessitye. slowdown is expected against
the background of the ending of the effect of figogpansion domestically and abroad
and the increase in stocks in the first half ofybar.

The US economy grew by 3 percent, annual rateherfitst quarter of 2010, led by
manufacturing activity and supported by the glaleabvery and the weakness of the
dollar, which helped US exports, and by the comtthuebuilding of stocks and
investment in equipment. Foreign investment howsgmect on average that growth
will accelerate in the second quarter to a rat.dfpercent , and that it will then ease
to between 2.8 percent and 3.2 percent (annua)riasit¢he next three quarters.

Some of the economic indicators continue to pard tecovery in economic activity.
The first manufacturing surveys published for Magwever, including the Empire
State Manufacturing Survey of the Federal ReseraekBf New York and those of
the Federal Reserve Banks of Philadelphia and Roidam indicate signs of a
slowdown. In addition, the New York Fed's surveyesothat in May the level of
optimism regarding future business conditions declj and the Chicago Purchasing
Managers Index showed a slowdown in business activiMay. Moreover, the level
of activity remained below the pre-crisis levelsidareflect a slower recovery in
consumer and business spending than had been edpect

Concern over the risks facing the US economy becafishe European debt crisis

and its implications also cast a cloud over thevery. The planned fiscal cuts in

countries in the eurozone are expected to havegatime impact on US exports to

Europe, and the strengthening of the dollar agdiveseuro too is expected to have a
negative effect on US exports to Europe and ta¢keof the world.

Moreover, the growth is not creating a real inceeiasemployment, and the economy
is still confronted by a weak labor market. The emof claims for unemployment

benefit remains high, and the rate of utilizatidnpooduction capacity increased to
74.7 percent, which is still below the average lef¢he last four decades.

The weakness in the housing market also persists,cantinues to keep growth
down. The latest housing market data show a sheop ith activity following the
ending of the tax benefit for first-time house bisyendicating that the market is still
dependent on government support. Thus, the nunifbleuilding starts fell in May.
The number of mortgage applications also declined.
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Against the background of the weakness in the labarket, the low level of
utilization of production capacity, the slow recoy®f consumer spending and the
high level of stocks in the housing market, infhatindices remain low, and the risk
of deflation is higher than the risk of inflatiomhe CPI continued to decline and
dropped by 0.2 percent in May, following a fallfirel prices. The investment houses
on average expect a decline in the inflation rat@2010 from 2.3 percent in the first
guarter to 0.9 percent in the fourth quarter.

Against this background, the Fed is expected teele¢le interest rate at a low level at
least till the beginning of next year. The investinkeouses revised their interest rate
predictions, and now expect on average that trexast rate will start to rise only in
2011. Futures contracts price in a similar trend.

Europe

The euro bloc economy grew by 0.8 percent (anrata) in the first quarter of 2010,

with marked differences between the different coast with Germany and France
showing the strongest growth. On the one handshizp depreciation of the euro
against most other currencies is expected to hetpe's exports. On the other hand,
the consumer confidence index remains low in lghtising unemployment and the

persistent fiscal crisis.

Growing uncertainty over the debt crisis, the diigbof the European banking system
and the possible effects of the budget cuts intedun most countries continue to
cast a shadow over the European economy. The reduontGreece's credit rating by
Moody's, who reduced Greek bonds to the Bal jurikhga(Bal) following the
downgrading by Fitch and S&P, and Germany's anrnemeat prohibiting selling
financial assets short, similar to the announcerbgnhe new government in Hungary
that the fiscal situation was more serious tharontepl previously, added to the
uncertainty and concern. The reduction of Spaialst dating by Fitch from AAA to
AA+ and the announcement of the nationalizatiora gimall regional bank in Spain
while four regional banks had to merge caused gont®at the crisis in Spain's
banking system was becoming more severe, and leppoehension of contagion
affecting other European countries. Rumors thatrSpauld receive support from the
EU and the IMF caused a steep jump in yields omiSpagovernment bonds, but
following the successful bond issue by the Spagmernment the yields fell again,
with the government managing to raise €3.5 billioth a yield of 4.86 percent, lower
than the market yield prior to the issue.

Many governments reacted by announcing progransuts and reforms, including
Italy, Spain, France, Germany, Greece and Switzérldahe UK also announced deep
budget cuts that incorporated reduced expendiinicegased taxes and surcharges on
banks, in an attempt to reduce the large budgetideln addition, to calm the
markets the Spanish government announced thatuldwaublish the results of banks'
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stress tests (measuring banks' resilience), whias wollowed by a German
government announcement that it would also pulslistss test results on the German
banks by the end of July.

The expected reduction in consumer spending irt b§increased unemployment and
the budget cuts, in conjunction with the globamglown expected later in the year
and the effect of the continuing financial presstetated to the debt crisis, are
expected to lead to a slowdown in European growthe investment houses on
average expect growth of 2.5 percent (annual raté)e second quarter, slowing to
1.8 percent in the third quarter and 1.5 percetiténfourth.

The investment houses on average base their cédridaon the expectation that the
ECB will leave the interest rate unchanged till &émel of the first quarter of 2011, and
will then start to increase the rate gradually.uiFes contracts price in the probability
of an increase in the interest rate as early akanfourth quarter of 2010, with an
increase to 1.25 percent by the end of the secoadey of 2011.

Japan

Economic growth in Japan accelerated in the fiustrgr of 2010, mainly due to the
export sector. The investment houses on averagicpoeflation in the coming year.

This led policy makers to take several measureexfpected the central bank left the
interest rate unchanged at 0.1 percent, and itamosal a program of one-year loans
to growth-supporting industries totaling ¥3 trikio($33 billion), and 0.1 percent

interest, in an attempt to avoid deflation and supphe recovery of the Japanese
economy.

The government introduced growth-supporting measuneluding cuts in the rate of
corporate taxes and means of opening the econonigréogn companies. It also
announced a program to halt the increase in pdelit.

The emerging markets

China's economy grew at an annual rate of 11.9epeiia the first quarter of 2010.
The data on activity in May indicate increased comsr spending and exports.
However, there are now signs that the policy messtaken to cool the economy,
particularly in the housing market and public seat@estment, are starting to have an
effect. The Purchasing Managers Index declined iayMand manufacturing
production rose by less than expected.

Slower growth in China is likely to have an effect other Asian economies which
have till now shown high rates of growth.
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At the same time, inflation in China acceleratediagt the background of the rise in
real estate prices. The announcement that Chingvetlow flexibility in fluctuations
in the exchange rate of the yuan is likely to hrelgtrain inflation in China.
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