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April 11, 2011

Report to the public on the Bank of Israel’s discusions prior to setting the
interest rate for April 2011

The discussions took place on March 27 and 28, 2011
General

Before the Governor makes the monthly interestdatgsion: discussions are held at
two levels—the first in a broad forum, and theosekcin 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 varéspartments who prepare and
present the material for discussion. The datamestis and assessments in this report
are those that were available at the time of theudisions.

In the narrow forum, the directors of the Reseamid Market Operations
Departments and two other participating membersmahagement present their
recommendations regarding the interest rate afidwing 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

The National Accounts data relating to the fourttarger of 2010 and the indicators
published last month (between the date of the pteviinterest rate decision on
February 21 and the current decision on March B®wscontinued expansion of

economic activity, with continuing shrinking of theutput gap. The increase in
activity was reflected in an increase in activitymost industries, in government tax

! When the Monetary Committee is appointed, in at@oce with the new Bank of Israel Law, interest
rate decisions will be made by the Committee.
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revenues, and in the labor market. The continueckase in world trade supported the
rate of growth and its entrenchment. However, tioegase in commodity prices, the
natural disasters in Japan, and the geopoliticentsvin the Middle East had a
negative impact on the indices of the public mood #he purchasing managers index,
which declined following several months of stalyilit

The National Accounts

The updated National Accounts estimates for 2016fico the initial positive
estimates published in February. The figure for GBwth in 2010 was revised
upwards to 4.6 percent, and the estimate for thetauarter was revised marginally
downwards to an annual rate of 7.7 percent. Th&k Béisrael assessment is that the
economy is close to full utilization of the factafsproduction.

Indices of consumer confidence and the purchasiagagers index declined in
February, after remaining steady in the previous foonths; this was due to the rise
in geopolitical uncertainty and the increase in pwodity prices. The Bank of Israel
Research Department index of the probability olcavdown in domestic demand,
based on Google searches, increased slightly fweB8&nt, still below the 50 percent
threshold.

The composite state-of-the-economy index and monthly indices of the economic
situation

The composite state-of-the-economy index for Fefyruacreased by 0.4 percent,
indicating continued economic growth. The riseha index reflected increases in the
indices of exports and services and goods impbrtthe months November—January
total turnover of all industries increased by 4e9gent, annual rate, following the 3.5
percent increase in the three previous months.eTheseases were partly offset by
declines in the indices of trade and services neeemd manufacturing production.

The labor market

The unemployment rate stayed at 6.6 percent irfdlwh quarter of 2010, with the
employment rate and the rate of participation gnldbor force increasing marginally,
by 0.1 percent. According to trend data, the rdteiremployment dropped to 6.1
percent in January. Another positive indicator fraime labor market is the
strengthening of the trend from part-time to futh¢ employment. The nominal wage
increased by 3.7 percent in 2010, and the real viiggg percent. Total health tax
receipts in February 2011, which provide an inddiatof wage payments in that
month, show an increase of 4.7 percent, in reahgefrom their level in February
2010.



Foreign trade

Goods exports (seasonally adjusted) increased Gyetcent in February, following
their moderate one percent increase in Januaryicgerexports increased by 7.7
percent in January, in contrast to their 5.6 pdrtahin December.

Estimates of world trade (the Triple Trade Ingerdicate a slowdown deriving from
a real slowdown in activity after several monthssginificant increases. The US
Tech-Pulse Index continued its upward trend in &aty, a trend that started in the
first quarter of 2009, and rose by about half aeet.

2. Budget data

Government expenditure in January—February wagéepehigher in real terms than
in January—February 2010, but was lower than thsms®l level consistent with full
expenditure of the budget. Since the beginninghef year, the overall cumulative
government surplus in the budget totaled NIS 2l8bj about NIS 2 billion higher
than the seasonal path consistent with remainidgwbehe deficit ceiling. Tax
revenues in January—February, after accountinghreffects of legislative changes
and nonrecurring receipts, were 9 percent higlmereal terms, than in the first two
months of 2010. Tax revenues in February were ne lvith the seasonal path
consistent with the budget forecast.

3. Developments on the nominal side
Inflation

The February CPI rose by 0.3 percent, more tharavkeage predicted increase, and
above the seasonal path consistent with the aaghenieof the inflation target, which
would have required a reduction in the index of0.2 percent. The inflation rate
measured over the previous twelve months contirtoeishicrease, and in February
reached 4.2 percent. The CPI excluding the houpmge component rose by 3.5
percent in the previous twelve months.

In the last six months inflation accelerated arel@®l1, seasonally adjusted, increased
at an annual rate of about 6 percent.

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

% The Triple Trade Index measures the total foréigde of Germany, Japan and the US, and is a
leading index of world trade.



The average of forecasters' inflation expectatimnshe next twelve monthly CPIs
increased from 3 percent to 3.1 percent, slightipva the upper limit of the target
inflation range. Expectations calculated from tla@ital market averaged about 3.7
percent in March, above the upper limit of the ¢armpflation range. Medium- and
long-term inflation expectations were steady thanth, slightly above the upper limit
of the target inflation range. Forecaster’s preditd and the Bank of Israel Research
Department staff forecast of inflation in the naxelve months are that it will remain
above the target range during the rest of 2011 tlaeudit will decline at the beginning
of 2012 to the upper limit of the target range. &hsn the Telbor market (Tel Aviv
Inter-Bank Offer Rate), the Bank of Israel interegte in a year’s time is expected to
be 4.1 percent, and forecasters’ predictions omageeare that it will be 3.9 percent.
Most forecasters expect the Bank of Israel to mseethe interest rate for April 2011
by 25 basis points (b.p.), and the others expechange.

The makam and bond markets

Between the date of the previous interest ratesastion February 21 and the current
decision on March 28, yields on government bondseased, against the background
of the latest increase in the interest rate, exgpects of faster rates of increase in the
interest rate, and geopolitical uncertainty. Oviee fperiod the yield omakam
increased along the entire curve. The amount ofesitkents’ activity in thenakam
market declined this month. Yields on local curgebonds increased along the entire
curve by between 16 b.p. and 26 b.p. Yields on i@&dxed government bonds also
increased, with the curve flattening somewhat.

The corporate bond market was affected by an iserearisk aversion, but remained
relatively stable, due to the limited supply in sthmarket, a result of the
recommendations of the Hodek Committee. The TeleBodices showed only small
movement: the Tel-Bond 20 index dropped by 0.2 gr@rcand the Tel-Bond 40 by
0.1 percent. The gap between the Tel-Bond indiced #0-year CPI-indexed
government bonds widened just a little, by aboui.f2, as yields on government
bonds also increased.

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

The yield gap between Israeli and US unindexed €é&-government bonds widened
this month, and reached 189 b.p. Prior to the atiingerest rate decision, the Bank of
Israel interest rate was 2.00-2.25 percentage gbigher than the US federal funds
rate and 1.5 percentage point higher than the EELiBopean Central Bankate.



The expected real interest rate

The Bank of Israel interest rate—deflatbyl the twelve-months-forward inflation
expectations derived from the capital markets—ayestaninus 0.7 percent in March
(to the date of the current discussions).

The monetary aggregates

In the twelve months up to and including Februémg, M1 monetary aggregate (cash
held by the public and demand deposits) increased.B percent, and the M2
aggregate (Mplus unindexed deposits of up to one year) increasedl ®percent.

The credit markets

The balance of housing credit increased in Janbgry.1 percent, and in the twelve
months up to and including January it increasedlBy percent. New mortgages
granted in February increased by 0.7 percent, &ftieng by 14.3 percent in January.
The uptake of new mortgages in the last twelve hgobntinues at a high level, and
totaled about NIS 50 billion. Mortgage interesestontinued to increase this month,
against the background of the increase in the Bamdgrael interest rate.

The housing market

House prices—which are presented in the Centradduof Statistics survey of house
prices but are not included in the CPl—continuedntrease, and in December—
January they increased at a rate of 0.9 percemrdhmfollowing their increase of 1.3
percent a month in November—December. In the lastve months house prices
increased at the high rate of 16.3 percent, condparth a level of 17.5 percent in the
previous month. The housing price index, whichasdd mainly on renewed rental
contracts and which is included in the CPI, ros®ldypercent in February. In the last
twelve months the housing price index increased6tsy percent, compared with
increases of 5.9 percent in January and 4.5 penmcé&dcember.

The Research Department assessment (staff forecast)

The Bank of Israel staff forecasthich was updated this montis that inflation in
2011 will be above the upper limit of the targdtation range, with the interest rate
increasing gradually to about 3.9 percent in a’geane. GDP is expected to grow by
4.5 percent in 2011, and by 4 percent in 2012. dife@mployment rate is expected to
decline to 6.1 percent in 2011 and to 5.9 percer012, and the nominal wage to
increase in 2011 and 2012 by 4.9 percent and 4ceperespectively.



The main factors that led to these updates of trechst were the higher-than-
expected CPIs, the increase in the price of o e publication of very buoyant
figures of economic growth in the fourth quarter28€f10 and forecasts for the first
quarter of 2011. These factors combined with treessmment that the housing price
component in the price index (based on rentalsl) ewihtinue to increase and will
boost the rate of inflation. The appreciation a&f #hekel is expected to moderate the
forecast slightly.

The main risks to real activity and inflation inrdel derive from developments
abroad, including the increase in commodity andoaites, and in the local housing
market, and from the possible realization of geiigal risks.

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

From the previous monetary policy discussion held=ebruary 20 until March 25,
the shekel appreciated by 1.9 percent against thiardand depreciated by 2.4
percent against the euro, similar to the changeghar currencies around the world.
In terms of the nominal effective exchange ratestinekel remained unchanged

The share market

Between the monetary policy discussions of Febr@@rgand March 25, the Tel Aviv
share price indices fell, as did most stock mankéices around the world. The Tel
Aviv 25 index dropped by 3.8 percent, and the TalvA 00 index by 4.6 percent.

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

Israel's sovereign risk premium as measured byfitieeyear CDS spread increased
this month, and reached 176 b.p., but then decliodd®3 b.p.

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

The indicators published this month show a posifpeture of global economic
activity, with growth becoming more firmly entrereth in the US and improved
performance in the major European economies. Nasieds, a series of shocks,
including natural disasters, starting with the legquiake and tsunami in Japan, political
turmolil in several Arab countries, and persistemtoern over the debt crisis in some
European countries, keep raising the level of uag®ly and cast a shadow over the



forecasts of global growth. The general view as gtage is that the effect of most of
these shocks will be temporary. Nonetheless, tipdications for the supply of energy
resources are likely to be significant and longnteand are likely to impact on future
growth. At the same time there is greater concewgmanding the acceleration of
inflation around the world against the backgrouridtte continued considerable
increases in oil and other commodity prices. Indl@ry pressures resulted in many
central banks, including those of Brazil, Chiledim and Russia, increasing their
interest rates this month. The ECB is expecteddoease its interest rate in April.

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR APRIL 2011

In the monthly narrow-forum monetary policy disdoss four members of
management make recommendations to the Governardiag the appropriate rate
of interest for the economy. At the end of the entrdiscussions on the interest rate
for April, all four recommended that the Governacriease the interest rate by 0.5 of a
percentage point, to 3 percent.

Such an increase would be consistent with the gsooé gradually restoring a more
normal interest rate environment—a process aimesdadilizing inflation within the
target range, and supporting further growth of eoaic activity while maintaining
financial stability. The pace of interest rate gases is not fixed, but depends on the
inflation environment, growth in Israel and glolyalthe monetary policies of the
major central banks, developments in asset priaed, the exchange rates of the
shekel. At the new rate of interest, monetary polwould continue to be
expansionary.

Several issues were discussed, including the plathflation, an assessment of the
environment of real economic activity, the housinarket, and the possible effect on
the exchange rate of an increase in the differeb&bveen the interest rate in Israel
and rates abroad.

In the discussion it was noted that a rise in tifation environment was evident—
inflation in the previous twelve months was 4.2geet, above the upper limit of the
inflation target range, and the rate of price iases in the last six months in annual
terms (seasonally adjusted) was even higher. Amiegfactors contributing to
inflation were housing prices (during the last yesard food and energy prices (in the
last half year), factors which are expected to ioomt to exert inflationary pressure in
the coming year. Together with the rise in actudlation, market expectations of
inflation also increased: inflation expectationsivid from the capital market (break-
even inflation) increased again over the last mawtlan average of 3.7 percent.

The continued rapid rise in house prices was astudsed; these increased by about
0.9 percent this month, bringing the increase @lést twelve months to 16.3 percent.



One participant in the discussion expressed conesgarding financial stability if

there were to be a sudden drop in house pricdgyhnhof the significant increase in
housing credit, although the probability of suclscgnario being realized was low.
There followed a discussion of a macro-prudenti@hsure relating to housing credit.

In light of the background conditions presented,tla¢ members of management
supported an increase in the interest rate, anditltession focused on the amount of
the increase, and whether it should be accompabjeéd macro-prudential step
relating to mortgages. Two participants recommendedhalf-percentage-point
increase in the rate, together with an examinaiothe need for and the appropriate
timing of a macro-prudential measure to follow,réaluce the risks in the mortgage
market. The two other members of management recomd@dea quarter-percentage-
point increase in the interest rate together whith immediate introduction of such a
macro-prudential measure. As it was decided nahttmduce the macro-prudential
measure this month, the two participants who hacbmenended the quarter-
percentage-point increase changed their recommienddb support the half-
percentage point increase.

The main considerations underlying the half-peragatpoint increase were the high
inflation rate over the previous twelve monthslatbn expectations for one year
ahead and beyond, the persistent rise in housesspriand the buoyant real
macroeconomic performance of the economy in thé feas months, including
exports. Those supporting the larger increasedrirtterest rate considered that such a
hike would probably dampen the demand for mortgagdsxed to the prime interest
rate, thereby reducing the risks in this area.

The arguments put forward for the smaller incre@dea quarter of a percentage
point) and introducing a macro-prudential measwlating to housing credit was
based on the fact that a considerable part ofrtthaionary pressure derived from the
increase in housing credit. A step aimed speclficatl dealing with that issue would
enable the interest rate to be increased lesslgteepticularly in light of the risks to
the global recovery deriving from the natural dises the debt crises in some EU
countries, the geopolitical events in the Middlesttand North Africa, and the
increases in commodity and oil prices. The effé¢he increase in the interest rate on
the exchange rate and hence on exports also Hadteken into account.

Taking all the above points into consideration, @®vernor decided to increase the
interest rate for March by half a percentage pain8 percent.

In its announcemendf the decision, the Bank of Israel emphasized fthiewing
points:

e The inflation rate in the last few months exceetihexdforecast rates. Inflation over
the previous twelve months is 4.2 percent, abowe tdrget range. Inflation
forecasts—of the Bank of Israel, forecasters, dus$e derived from the capital



market—continue to be high. According to those dasts, inflation over the
previous twelve months is expected to remain altbeetarget range throughout
2011 and to return within the target range at tegiriming of 2012. In addition,
inflation expectations for periods longer than aryas calculated from the capital
market are still above the upper limit of the itiba target range. Forecasters’
inflation predictions also take into consideratian expected increase in the
interest rate for April.

e Economic indicators published this month show thanhestic activity continued
to expand, converging towards a situation of fuiliaation of the factors of
production. Updated National Accounts figures f@1@ confirm the positive
picture painted in February; they showed growthhim fourth quarter of 2010 at
an annual rate of 7.7 percent. Economic recovergostinuing world wide,
including in the US and in some European countiies/ertheless, the disaster in
Japan, the geopolitical situation in the Middleteasd the debt crisis of some
European countries increase uncertainty regardingd global growth.

e House prices continued to increase this montthendst twelve months they have
risen by 16.3 percent. No decline in the volumee# mortgages is evident.

e Central bank interest rates in the major advanceda@nies are still low. At the
same time, the expected timing of an increase énF&d interest rate has been
brought forward, and the European Central Bank xpeeted to increase its
interest rate in April. In addition, against theckground of faster inflation in the
emerging market economies, a relatively large numbeentral banks increased
their interest rates this month.

The Bank of Israel will continue to monitor devetognts in Israel's economy and the
global economy and in the financial markets. ThalBavill use the instruments
available to it to achieve its objectives of pris@bility, the encouragement of
employment and growth, and support for the stabibt the financial system,
including keeping a close watch on developmenthénassets market, and especially
in the housing market.

The decision was made and published on March 281.20

Participants in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdéra

Prof. Zvi Eckstein, Deputy Governor of the Bankssgel

Dr. Karnit Flug, Director of the Research Departien

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

Mr. Barry Topf, Director of the Market Operationg@artment

Mr. David Zaken, Supervisor of Banks



Mr. Eddy Azoulay, Chief of Staff to the Governor

Dr. Yossi Saadon, Advisor to the Governor and Bainlisrael Spokesperson
Ms. Esti Schwartz, Secretary of the Monetary Corteait

Ms. Ziv Naor, Economist, Research Department
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Appendix: Major Global Economic Developments
The US

Economic data published this month in the US showntinued economic recovery,
led by private consumption and exports. Growthhe fourth quarter was revised
downwards, to 2.6 percent, annual rate, but wdk faster than in the previous
quarter. Recovery was also reflected in the labarket, with the unemployment rate
declining for the third consecutive month, to 8&gent. Although most of this drop
can be ascribed to a decline in the rate of ppgtmn, the Bureau of Labor Statistics
survey of new posts shows that these increasediichghe recruitment of new
workers, while the number of dismissals declinedrstF applications for
unemployment benefit also dropped below the expeutenber.

The rate of inflation in the US increased: in Febyuinflation was 0.5 percent, and

core inflation 0.2 percent; in annual terms the @Eteased by 2.1 percent, and core
inflation was 1.1 percent (lower than the 2 percamrage rate in the last ten years).
The Fed expressed concern over the increase igye&d commodity prices, but

noted that inflation was at a lower level than tatsistent with full employment, and

that inflation expectations remained low. At thensaime the Fed stated that it would
continue with its second quantitative easing prog(&®E?2) as planned, and that it
was scheduled to finish at the end of the secorattguof 2011. The Treasury

announced that it would start selling its holdingfs mortgage-backed securities

(MBS) that it had bought during the crisis.

The housing market, however, is still not showingns of recovery. Sales of new
homes dropped sharply in January to 284,000, oelyp8rcent higher than its lowest
level, recorded in August 2010. House prices, atingrto the Case-Shiller home
price indices for twenty large cities, declinedaat annual rate of 2.3 percent in the
last quarter of 2010, continuing a downward tremdvdme prices that has persisted
for six months. Home prices declined in all thgéacities in the US.

Europe

Concern over the European debt crisis persistednlynan the PIIGS countries
(Portugal, Ireland, Italy, Greece and Spain), Rg@atun particular, although this
month an attempt was made to end the fiscal ongls an announcement about the
overall policy of the eurozone. The policy incorgas six rules for tightening fiscal
discipline of members of the eurozone, with peeaalimposed on governments that
deviate from the budget limitations (i.e., whoséales exceed 3 percent of GDP, and
whose debts exceed 60 percent of GDP). Yields aresmuntries’ bonds, especially
Greece, Ireland and Portugal soared to recorddeagld CDS spreads continued to
widen. Moody’s reduced the credit rating of Gredoatugal (which looks as if it will
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have to avall itself of the European Financial 8itgbFacility, despite its efforts to
avoid doing so) and Spain.

Nonetheless, the slow recovery in Europe continleetlpy Germany and France. The
EU economy grew at a rate of 1.2 percent (annua) ma the fourth quarter of 2010,

similar to the rate in the third quarter. The growate was lower than the forecasts,
and was ascribed to the extreme weather condifiorisurope. The unemployment

rate, after holding steady at 10 percent for a Ipagod, declined to 9.9 percent in
January. Indices of the mood in Europe also sham@dovement and expectations of
increased demand during the year. The index ofwugs sentiment rose to 107.8
points in February, and expectations of manufactu@nd services industries in

February indicate optimism.

The purchasing managers index rose for the tenththmia succession, and reached
59 points, reflecting an increase in the manufaoguexports of the eurozone, mainly
exports by France and Germany to Asia. The indexariufacturing production rose
by 0.3 percent in January.

Eurozone inflation accelerated in February to Oefcent, an annual rate of 2.4
percent, the highest rate since October 2008, hedhird consecutive month with
inflation higher than the 2 percent ECB targethAligh the ECB left the interest rate
unchanged this month, there were indications aharease as early as next month.

The emerging markets

There were signs of a slowdown in the rate of ghointthe emerging markets. The
growth recovery, that had been supported by expaasy fiscal and monetary
policies, is now threatened by the start of a dwitc a tighter policy because of the
large deficits and increasing inflationary pressuremany countries.

Several economic indicators published in China wezaker than expected, including
the purchasing managers index, retail sales, matnufag production, and the
February balance of trade. The Chinese New Yearanegunt for part of the decline,
but it appears that the contractionary policy @lsyed a part.

In India growth is expected to slow against thekigaosund of the reduction in
investment forecasts and expectations of fischteiging.

The drop in growth in Japan due to the naturalstésaand in China and India is
expected to reduce growth also in other countriessia.

Inflationary pressures continue to intensify, agaithe background of the increase in

commodity prices, in particular food and energyc@si and wage pressure. As a
result, several central banks increased their asterates this month, including the
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central banks of Brazil, Chile, Colombia, India, r€a, Russia and Thailand. New
Zealand, however, lowered its interest rate follgyvithe earthquake that hit
Christchurch.

The capital markets

Since the previous interest rate decision, there avenarked increase in volatility in
the markets. The VIX index rose to above 29 pointg,then came down again last
week. Over the period as a whole share price isdareund the world fell (despite
good performance by companies). Specially largdirdes were recorded in Japan
(about 13 percent in the month) and in some Eurpmtack markets. The MSCI
World Index of share prices declined by 3 percavwen after a steep upward
adjustment in the last few days. At the same tinedy on government bonds
dropped, particularly in Germany and the US, reiigcan increase in risk aversion
and investors switch to assets considered a “saferh”

Commodity prices continued upwards, with a furtsteeep increase this month. Prices
of commodities excluding energy increased by 4rserd, despite the decline in the
indices of agricultural products, and the priceadbarrel of Brent oil surged by 13
percent. The large increases in commodity prica$ te increased inflation
expectations and to stronger concern regardingrpact on global economic activity
and a slowdown in growth, particularly in energyponting countries.
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