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The Inflation Report for the second half of 2006 is submitted to the government, the Knesset and the public 
as part of the process of periodic monitoring of the course of inflation and adherence to the inflation target set 
by the government. The Report was prepared in the Bank of Israel under the auspices of the Senior Monetary 
Forum, headed by the Governor, the Forum in which the Governor makes decisions on the interest rate.

In the second half of 2006 the Consumer Price Index (CPI) fell by 1.7 percent. Measured over the previous 
twelve months, the CPI at the end of the year showed a decline of 0.1 percent, below the lower limit of the 
target range of price stability (between 1 percent and 3 percent rise a year).

In the second half of the year, and indeed in the whole of 2006, Israel’s economy benefited from several 
important achievements––a high rate of growth, financial stability, and low inflation––despite external events 
that could have undermined them, chiefly the war in the north in the summer. After the first half of 2006 when 
the rate of price increase, measured over the previous twelve months, exceeded the upper limit of the inflation 
target, the Bank of Israel pursued a monetary policy directed towards gradually returning the inflation rate to 
within the target range.

The overshooting of the inflation target in the first half of the year was due mainly to the weakness of the 
shekel against the dollar from June 2005 to February 2006––partly resulting from geopolitical events and 
the strengthening of the dollar world wide––and to the global rise in energy prices. At that time the Bank of 
Israel raised the interest rate gradually, in line with its policy aimed at achieving the inflation target. At the 
beginning of the year the Bank expected its policy to bring the rate of price increases back into the target 
range around mid-year, and that indeed happened. In cases of deviations from the inflation target, the Bank’s 
flexible approach to inflation targeting aims to return inflation gradually to within the target range. This is to 
prevent unnecessary fluctuations in the economy generally and in the financial markets in particular, and to 
enable the effect on the markets and on the prices of goods and services of each change in the interest rate to be 
examined in the light of constantly changing conditions. In 2006 the main such changes were the fluctuations 
in the exchange rate of the dollar and in oil prices. The main purpose of the rise in the interest rate at the end 
of July was to maintain financial stability, against the background of the Bank of Israel’s assessment at that 
time of considerable uncertainty as to the effect of the war in the north on the economy as a whole and on the 
markets.

In the last four months of the year the sharp fall in energy prices and the appreciation of the shekel against 
the dollar put downward pressure on the prices of goods and services. The appreciation of the shekel against 
the dollar can be attributed to the weakness of the dollar in the international markets and also to the robustness 
of Israel’s economy, reflected in part by a large surplus in the current account of the balance of payments and 
by large capital inflows. The result was a cumulative drop in the CPI from September to November (inclusive) 
of 1.8 percent, which caused the index to undershoot the inflation target. The intensity and the speed of the 
forces affecting prices were not expected. In reaction to this development, the Bank of Israel started reducing 
the interest rate gradually from November, with the purpose of returning the rate of inflation gradually to within 
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the target range, but just as the Bank had avoided steep interest rate hikes in the first half of the year, at this 
time too it avoided overly steep cuts in the rate. According to assessments of the Bank of Israel as well as 
private forecasters, monthly inflation is expected to return to the seasonal path consistent with the middle of 
the inflation target range at the end of the first quarter of 2007. Nevertheless, as a result of the sharp price 
reductions at the end of 2006, inflation calculated over the previous twelve months is expected to remain 
below the target range until those reductions drop out of the calculation, in other words, until the last quarter 
of 2007.

The economic forecasts for 2007 remain positive. Rapid GDP growth and the decline in unemployment 
are expected to continue, as are price stability and financial stability. This view is based on the assessments 
that economic activity and world trade will continue to grow, and also on the Knesset’s approval of the 
budget, which is appropriate to the macroeconomic situation. 

However unexpected events during the year could cause the inflation path to deviate from what is currently 
anticipated. A renewal of sharp fluctuations in oil prices, a slowdown in growth globally or in the US, and a 
change in Israel’s geopolitical situation are just three examples of such possible changes. The implementation 
of the planned reforms in the money market (for instance developing a market for Repo transactions) and 
in the payment and settlement systems, as well as the privatization of Haifa Oil Refineries––all of which 
constitute important steps in the promotion of medium- and long-term economic growth––could cause some 
fluctuations in the interest rate in the short term. The Bank of Israel monitors economic developments so that 
it can continue to operate interest rate policy such that with a twelve-month horizon the interest rate will be 
appropriate for the achievement of the inflation target.

Stanley Fischer

Governor, Bank of Israel
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Summary
• In the second half of 2006 the Consumer Price Index (CPI) fell by 1.7 percent, after rising by 1.6 percent in 

the first half. Over the whole of 2006 the index fell by 0.1 percent, below the lower limit of the price-stability 
target (of 1–3 percent inflation a year).

• The main reasons for the drop in prices in the second half of 2006 (the period reviewed) include the continued 
trend of shekel appreciation vis-à-vis the dollar, and the sharp decline of world energy prices. Acting in the 
opposite direction were upward pressures on prices, deriving from the rise in domestic demand.

• The strengthening of the shekel against the dollar, which had started in the second quarter, outweighed the 
other factors, and resulted in a drop in the prices of housing and of tradable goods, and hence in the CPI.

• From July to October the strengthening of the shekel was due mainly to long-term domestic factors, such 
as the continued firming of the economic fundamentals, including the credibility of macroeconomic policy, 
that boosted the inflow of capital to the economy. The appreciation of the shekel towards the end of the year, 
however, resulted mainly from global developments––the dollar’s weakness in the international markets.

• Economic growth continued in 2006, despite a temporary slowdown due to the war in the north. This growth 
was concomitant with a persistent narrowing of the output gap, although the increase on the demand side 
went together with an increase on the supply side, so that the growth had only a moderate effect on prices. 
The stability of the index of unit labor costs that resulted from parallel rises in labor productivity and the 
nominal wage provided evidence of the lack of inflationary pressure from the labor market.

• The financial markets (foreign currency and domestic bonds) showed steadfastness throughout the second 
half of the year, despite the war in the north. At the outbreak of the hostilities the exchange rate weakened 
temporarily and the risk indices rose; at first there was a sharp fall in share price indices, but the markets soon 
reverted to their pre-crisis trends.

• Monetary policy in the second half of 2006 reflected the change in the economic and security environment. 
Early in the period reviewed, when the Bank of Israel assessed that the forces acting to boost inflation still 
presented a threat, and Israel’s sovereign risk premium was expected to rise, the Bank increased the interest 
rate by 25 basis points. As the months passed, with the appearance of domestic and global forces acting to 
reduce prices, the Bank of Israel cut the interest rate by a total of one percentage point, and at the end of the 
year the rate stood at 4.5 percent.

• The expectation that the budget deficit would be lower than that originally planned despite the extra expenditure 
incurred by the government due to the war in the north, together with government decisions regarding the 
targets for the 2007 budget, and negative government borrowing, all these boosted the credibility of fiscal 
policy, and thereby contributed to the stability of the financial markets and prices.

Israel’s monetary regime: The monetary regime within which the Bank of Israel operates is aimed at achieving 
price stability, which since 2003 has been defined as an inflation rate of between 1 percent and 3 percent a year. 
(For details see Box 1 on page 11 in the Bank of Israel Inflation Report No. 17, July–December 2005.)
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I. INFLATION AND MONETARY POLICY

a. Changes in the CPI and their main causes

The CPI fell by 1.7 percent in the second half of 2006 (Figure 
1) after rising by 1.6 percent in the first half. Thus in the whole 
of 2006 the CPI showed a decline of 0.1 percent, below the 
lower limit of the inflation target range of 1 percent to 3 percent 
inflation a year (Figure 2). During the year as a whole the core 
indices too––i.e., excluding the seasonal items (Table A1) such 
as housing, fruit and vegetables, clothing and footwear, and 
energy1––rose by more than the overall index, but most were 
close to the lower limit of the target range or even below it; in the 
second half of the year the core indices rose at a rate similar to 
that of the overall CPI.

Most of the components of the index declined in the second 
half of the year (Figure 3), the exceptions being the food item, 
health (the combined contribution of these two components is 
estimated at only 0.2 percent), and fruit and vegetables. The 
drop in transport and communication prices, largely due to 
the worldwide fall in fuel prices,2 was particularly notable, as 
was that in the housing component, which reflected mainly the 
strengthening of the exchange rate. In addition to these, the 
downward trend in clothing and footwear prices resulting from 
globalization continued. The moderation of prices could also 
be seen in the price indices of the principal industries, with 
reductions in the construction industry, housing, electricity and 
water (Figure 4). The wholesale price index also declined (by 3 
percent).

The movement of the CPI during the year was affected by 
several major long-term and short-term economic fundamentals, 
but their effects were not uniform in their intensity or even 
direction in the two halves of the year. The factors with a short-
term effect, such as the exchange rate and imported inflation, 
played the dominant role, but whereas at the beginning of the 
year (until February) they exerted pressure for depreciation 
and price rises for imported goods and inputs (mainly fuel and 
energy) (Figure 5) and for faster price rises, in the second half the 
combination of appreciation of the shekel against the dollar and 
the sharp fall in fuel prices from August acted to lower prices. The 
economy’s faster rate of growth, on the other hand, powered by 

1  For a fuller discussion of indices of basic (core) inflation and their uses, see the 
Bank of Israel Inflation Report No. 16, January–June 2005, Box 1, p.11.

2  The drop in fuel prices also affects the index of housing maintenance, which also 
fell in the period reviewed.
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increased domestic demand and exports––which have a longer-
term effect––led to moderate price rises throughout the year; this 
was due to the contraction of the surplus production capacity,3 
and occurred despite the temporary slowdown in economic 
activity resulting from the hostilities in the north at the beginning 
of the second half of the year.

The shekel appreciated sharply against the dollar (by 5 percent) 
in the second half of 2006, continuing the trend that started in the 
second quarter of the year. The appreciation led to a drop in the 
prices of housing and tradable goods,4 and hence to a drop in the 
overall price level. The shekel strengthened as a result of domestic 
long-term factors and global factors, the intensity of which is by 
their very nature difficult to predict. The first of these two groups 
includes the economy’s positive fundamentals, headed by the 
improvement in the current account surplus and the credibility 
of the macroeconomic policy, which encouraged the inflow of 
long-term capital. The second group, the global factors, that 
boosted the appreciation of the shekel, included the weakness of 
the dollar worldwide and the sharp falls in the emerging markets 
that resulted in a slowdown in the rate of institutional investors’ 
and households’ investments.

The Bank of Israel’s monetary policy in the period reviewed was 
aimed at meeting the inflation target while maintaining financial 
stability. The policy could be pursued thanks to the credibility of 
fiscal policy earned by a) meeting the deficit target (Figure 7), 
despite the sharp increase in expenditure required to finance the 
war in the north, b) reducing the amount of borrowing, and c) the 
continued decline in the public debt/GDP ratio. Monetary policy 
did not follow a straight path during the second half of the year: 
as a result of assessments regarding the rise in Israel’s sovereign 
risk at the start of the second half of the year because of the war, 
the Bank of Israel, in its interest rate decision in July, raised 
the rate by 25 basis points. However, following the appearance 
described above of downward pressures on prices, that gained 
strength during the second half-year, the Bank of Israel cut the 
interest rate in October, November and December by a total of 
one percentage point. 

The rapid drop in inflation in the period reviewed makes it 
necessary to address the fact that inflation in 2006 ended up below 
the price-stability target. The main reasons for undershooting the 
target were the faster appreciation of the shekel against the dollar 

3 According to Bank of Israel estimates, the narrowing of the output gap contributed 
about 0.4 percent to the rise in the CPI in 2006.

4 For a discussion of the strength of the pass-through from the exchange rate to 
prices see Box 1 on page 23 of Inflation Report No. 18, January–June 2006.
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and the sharp drop in world energy prices.5 At the beginning 
of the second half of the year monetary policy operated in an 
environment of a faster rate of price increases, reflected in an 
upward deviation from the inflation target.6 This resulted from 
marked increases in the prices of imported goods and inputs 
(including energy), the increased rate of growth, and assessments 
regarding a rise in Israel’s sovereign risk because of the war in the 
north. These led to a rise in the interest rate, intended to maintain 
financial stability and to bring inflation back within the target 
range. In September and October prices fell sharply, due to an 
exogenous shock––the sharp (20 percent) global drop in energy 
prices, alongside significant appreciation of the shekel against the 
dollar. The intensity of these effects led to a change in monetary 
policy and a gradual decline in the rate of interest. The question 
has been asked whether monetary policy was eased sufficiently. 
It should be borne in mind that in attempting to ensure financial 
stability the Bank of Israel has for some considerable time 
pursued a policy of interest smoothing, expressed by the gradual 
changes in the policy instruments that are consistent with the 
achievement of price stability within a reasonable time period. 
It should also be borne in mind that in the period reviewed, as 
in the first half of the year, the output gap continued to contract, 
acting to raise prices, even though in retrospect this effect turned 
out to have been a moderate one, and it was generally estimated 
worldwide that the downward trend of energy prices had run its 
course. All these considerations made it necessary to adopt a 
gradual approach to cutting the interest rate.

To summarize: the monetary policy steps taken by the Bank 
of Israel in the second half of the year, taking into account the 
various factors enumerated above, constituted a flexible approach 
to inflation targeting, and were based on the assessment that the 
deviation from the target was a temporary one, and that inflation 
would return to the target range within a reasonable period of 
time.

b. Monetary policy

Monetary policy in the second half of 2006 operated in a changing 
inflation and security environment. At the end of July the Bank 
of Israel raised the interest rate for August by 25 basis points, 

5 The appreciation of the shekel and the drop in fuel prices are estimated to have 
contributed 1.4 percent and 0.2 percent respectively to the decline in the CPI 
(direct effect alone).

6 The rise in the inflation rate over the previous twelve months was greatly affected 
by the exceptionally high rise of the CPI in July 2005.
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against the background of the assessment that the sovereign risk 
would rise due to the war in the north together with the forces 
acting to boost inflation that had become evident in the first half 
of the year. The interest rate was not changed in September or 
October, as inflation came back within the target range and most 
indicators of the inflation environment stabilized. Thereafter the 
appreciation of the shekel against the dollar gained strength, and 
energy prices fell sharply, resulting in significant and unexpected 
price drops. The Bank of Israel therefore cut the interest rate 
three times, starting with the rate for November, by a total of 
1 percentage point, bringing the rate at the end of 2006 to 4.5 
percent.

The backdrop to monetary policy in the second half of the year 
was the impressive resilience shown by the domestic financial 
markets since the beginning of the year. This was especially 
notable in the light of the war in the north and the ensuing 
political nervousness, which had the potential––only realized to 
a small degree––to raise the sovereign risk.

At the start of the period reviewed, the exchange rate of 
the shekel against the dollar and against the euro weakened 
considerably (Figure 6), in the light of the possibility of the rise in 
Israel’s sovereign risk in reaction to the outbreak of the hostilities; 
its implied volatility, derived from shekel/dollar options, also rose 
(Figure 8). This created concern that the shekel would weaken 
even faster, especially in the light of assessments that the upward 
trend of interest rates abroad would persist. The realization of 
this scenario, bearing in mind the rapid pass-through mechanism 
from the exchange rate to prices, would probably have boosted 
the rate of price increases in the second half of the year and 
would have increased the deviation of inflation from the target 
even further. The rapid rise in demand that started in the first half 
of the year, and the rise in prices of imported goods and energy 
which had not fully filtered down to prices in the first half-year, 
added to the inflationary pressures.

Despite the above, most indicators used to assess future 
inflation showed stability: inflation expectations for one year 
ahead and beyond, derived from the capital market, were close 
to the midpoint of the target range, similar to the situation in 
the first half of the year and in line with the predictions of the 
private forecasters (Figures 9 to 11). Real and nominal yields 
also remained stable (Figures 12 and 13), with some rise in 
the sovereign risk premium due to the war in the north acting 
to increase them, and the decline in yields in the US exerting 
downward pressure.
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In accordance with these developments, the econometric 
models developed by the Bank of Israel, as well as expectations 
derived from the makam yield curve and the predictions of private 
forecasters, indicated that the interest rate set for July would not 
enable the inflation target to be met, and that the rate should be 
increased. Thus, at the end of July, when the fighting was at its 
most intense, the Bank of Israel raised the interest rate by 25 
basis points, to 5.5 percent (Figure 14), thereby exhibiting its 
determination to maintain financial stability and to achieve the 
inflation target.

A few days after the outbreak of the war, after the shekel 
had depreciated sharply and the implied volatility had risen, the 
reaction of the financial markets moderated, and calm returned: 
the shekel continued to strengthen against the dollar as early 
as the middle of July, continuing its pre-war trend, and at the 
same time the exchange rate risk declined significantly. The 
domestic stock exchange indices started rising again, having 
fallen immediately after the outbreak of the hostilities. The other 
indicators used to assess the inflation environment continued to 
point to stability, and the econometric models and the makam 
curve even showed that a modest cut in the interest rate would be 
required in the future. The impressive resilience of the financial 
markets reflected the high degree of the public’s confidence in 
the monetary and fiscal policies7 and investors’ assessments that 
the rise in the economy’s risk premium was only temporary. The 
assessment of the prices of financial assets in the markets was 
based mainly on the economy’s basic positive fundamentals.

Despite the concern over increased upward pressure on prices 
and the security crisis, the price indices for July and August 
were moderate (a cumulative rise of only 0.1 percent). They 
were below the seasonal path consistent with the inflation target, 
mainly due to the trend of appreciation of the shekel against the 
dollar and the euro that started in the second quarter of 2006. 
These moderating effects on prices were partially offset by 
surplus demand, reflected by rises in domestic prices8 (Figure 
15). Inflation over the previous twelve months also returned to 
within the target, but that was due to the fact that the index for 

7 The credibility of the policy could also be seen later in the half year from the first 
issue of 20-year unindexed (Shahar) bonds. The closing yield in the auction was 
similar to the yield on 9-year unindexed bonds (6.08 percent), indicating that 
expected inflation and the inflation-risk premium demanded by the public on 20-
year bonds was almost the same as that required on much shorter term bonds.

8 Figure 15 shows the estimate of the price index of domestically produced 
consumer goods, based on an econometric model developed recently in the Bank 
of Israel (see Elkayam, Argov, Binyamini and Rozenshtrom, 2006, “A Small 
Macroeconomic Model to Support Inflation Targeting in Israel,” Hebrew only. 
English version forthcoming).
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July 2005 (which rose by 1.1 percent), was dropped from the 
calculation for the previous twelve months. In the light of all the 
above, the Bank of Israel decided to leave the interest rates for 
September and October unchanged, at 5.5 percent.

In September and October the factors serving to keep inflation 
in check gained strength: the shekel appreciated against the 
dollar, and even more so against the euro (1.7 percent and 3 
percent respectively), mainly due to domestic factors, including 
a marked surplus in the current account and a high degree of 
confidence in the economic policy, as well as a steep drop in world 
energy prices. As a result, the CPI for September and October, 
published in mid-October and mid-November respectively, fell 
by an unprecedented total of 1.6 percent, far in excess of the 
assessments of the Bank of Israel, the financial markets, and 
private forecasters. The rate of inflation for the previous twelve 
months dropped drastically, and in October reached a negative 
0.2 percent, significantly below the lower limit of the inflation 
target range. This contrasted sharply with the 3.5 percent inflation 
rate (over the previous twelve months) at the end of the first half 
of the year.

In November and December the forces acting to hold inflation 
down—mainly the continued appreciation of the shekel against 
the dollar––still operated, although they weakened somewhat 
when energy prices stopped falling.9 As a result the CPIs in 
November and December dipped by a cumulative 0.2 percent, 
which was below the seasonal path consistent with the inflation 
target, and the rate of inflation for 2006 was a negative 0.1 
percent, significantly below the lower limit of the target.

Together with the above developments, in the middle of the 
second half of 2006 there were changes in the indicators used 
to assess the inflation environment, as derived from the capital 
market, models, and other sources: inflation expectations derived 
from the capital market fell sharply, by 0.6 of a percentage point, 
in October, the first time in a long while that they had fallen, and 
after rising slightly in November they went down again, and at 
the end of the year stood at 1.2 percent, with the expectation that 
the Bank of Israel interest rate would decline moderately in the 
next year. Nominal and real yields also declined considerably 
in October–December, despite the stability of yields in the US. 
The positive path followed by yields in the period reviewed were 
supported by the continued restraint on government borrowing 
on the domestic market.10 Reform in the government bond market 

9 World energy prices started rising again in November, and the markets expect 
them to continue rising.

10 Gross government borrowing in 2006 amounted to only 70 percent of the amount 
set in the budget proposal for the year.
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also had a restraining effect on yields in the domestic market––
the reform introduced market makers, including leading foreign 
investment banks, who increased the demand for unindexed 
bonds.11 The nominal and real long-term yield gaps (Figures 16 
and 17) between Israel and the US reached historically low levels, 
unequivocally indicating the decline in Israel’s risk premium and 
the similarity in the inflation environments of the two countries.

Against the background of a very low inflation environment, 
the results of the supply-side factors outlined above (despite the 
existence of excess demand) and expectations that the interest 
rate in the US would decline, the econometric models showed 
that at the prevailing rate of interest the inflation target would 
not be achieved, and that the interest rate should be cut sharply 
in the next few months. At the same time the models showed 
that inflation during the next twelve months would only return 
to within the target range towards the end of 2007.12 An analysis 
of the makam yield curve (Figure 18) also shows a reduction in 
the rate of interest alongside the assessment that inflation would 
return to the target range in the course of the next year.

Monetary policy in the last quarter of 2006 was confronted 
by two opposing forces: on the one hand, short-term forces––the 
appreciation of the shekel and the decline in energy prices––that 
created direct and indirect downward pressure on prices,13 and 
on the other, long-term forces, reflected in increased demand, 
that exerted upward pressure on prices of domestic goods, and 
through them, on overall inflation (Figure 15).14 Taking both these 
forces into account, the Bank of Israel adopted a policy of gradual 
reductions of the interest rate for November and December, 
cutting the rate by 25 basis points on each occasion. Towards the 
end of the year, with the continued appreciation of the shekel, 
the probability that the inflation target would be undershot also 
over the next twelve months increased. The Bank therefore cut 
the interest rate for January 2007 by a more significant amount, 
by 50 basis points, and at the end of the year the rate stood at 4.5 
percent (Figure 14).

11 The Ministry of Finance and the Bank of Israel expect the introduction of market 
makers to double the trade in Shahar-type unindexed bonds within a year.

12 Inflation over the previous twelve months throughout most of 2007 would be 
affected by the negative indices recorded in the second half of 2006.

13 The direct effect of a decline in the exchange rate is reflected mainly in a drop in 
the prices of imported consumer goods (including energy) and in a drop in prices 
of some nontradable goods quoted in foreign currency (e.g., housing services). 
The indirect effect of appreciation and the fall in energy prices is reflected by 
lower production costs for domestic producers, which is in turn reflected at least 
in part by lower prices to the consumer.

14 As calculated in the Bank of Israel.
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Box 1. Volatility in Inflation and Deviations from the Target in Israel and the World

The popularity of the inflation targeting regime is increasing worldwide. The number of countries that have 
adopted inflation targeting as the framework for their monetary policy has risen in the past 15 years and 
now stands at 24, while international bodies such as the IMF are advising additional countries to adopt such 
a regime. Acknowledging that high inflation harms economic growth and that price stability is a requisite 
condition for sustainable growth and low unemployment, the growing assessment is that the inflation-
targeting regime is the correct practical way of achieving this. This is because it has become clear that at 
low levels of inflation, nominal variables (such as the exchange rate and wages) are influenced both by real 
fluctuations and by nominal movements to a roughly similar degree of importance, which makes it hard to 
use them as nominal anchors; this lends a preference to using an inflation target. 

Israel first declared an inflation target in 1992, but due to its combination with a narrow floating currency 
exchange band for managing the exchange rate, Israel was not recognized (for example by the IMF) as having 
an inflation-targeting regime until mid-1997, when exchange rate management was made more flexible. In 
2000 the government set a multi-year inflation target, mandating since 2003 a price-stability target, defined 
as an inflation rate of between 1-3 percent a year. This target is not by calendar year, but rather a continuous 
figure––inflation over the past 12 months, measured monthly. According to this measurement, the Bank of 
Israel missed the annual inflation target in the last quarter by 1.2 percentage points on average, further to 
overshooting and undershooting the target several times over the past decade. Against this background, it 
would be fitting to make a closer examination of the inflation targeting regime in Israel, including the role 
of the target and the implications of deviations from it. We have therefore compared the parameters of the 
target inflation rate and the deviations from it in Israel to similar data from other countries.   

From the target inflation parameters we can see characteristics that are similar to those in other countries. 
Most countries, including Israel, define the target in terms of the Consumer Price Index (the general index). 
Though inflation fluctuates a great deal in Israel, mostly as a result of seasonality and the index’s dependence 
on the exchange rate, the use of partial indices would not be efficient: the Bank of Israel has found that 
removing the most volatile of items from the general index (particularly those of fruit and vegetables, 
and clothing and footwear) would not significantly reduce the fluctuations in inflation, due to the low 
weighting of these items in the general index, while removing the housing item could harm the index’s 
representation of changes in prices in the economy, and even this would not reduce the fluctuations in the 
index significantly. Furthermore, in most contracts that include a condition of linkage to the price index 
in the Israeli economy, the indexation is to the general price index. For these reasons, defining inflation in 
partial terms for the purposes of a target could confuse the public and dent public confidence in the target 
regime.  

Regarding the dimensions of the target, many countries, including Israel, define the inflation target as a 
range, or point from which inflation may deviate––usually by up to 1 percentage point––in both directions. 
Excluding a small number of exceptions, the levels and ranges of the target inflation are very similar across 
various countries; in most cases the center of the inflation target is between 1 percent and 3 percent, and the 
range is usually about 2 percentage points.

Though most countries find inflation straying from the set target at some frequency or other, in Israel this 
deviation frequency is relatively high; since 1997, inflation has strayed from the target about 80 percent of 
the time. Developing economies tend to find inflation deviating from their targets about 52 percent of the 
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time, while developed countries, around 35 percent of the time.1 Furthermore the duration of any deviation 
from the target is also important. Roger and Stone find that in developed economies the average time that 
inflation strays from the target is 8.2 months, which is also the average length of deviation in Israel (since 
1997). The frequent and often wide deviations from the inflation target suggest that the inflation targeting 
policy is flexible and yet stable; despite the deviations, which are often wide off the mark, no country that 
adopted an inflation targeting regime has abandoned it.

Regarding the assessment of the size of the target range, one should remember that in Israel inflation 
fluctuates more than in other countries; this means that the likelihood of Israel deviating from its inflation 
target is relatively high. In Figure 1 we can see that the standard deviation of monthly inflation in Israel is 
high compared to developed countries, but is average for developing countries. Inflation fluctuations can 
stem from seasonal factors, external shocks to the economy, in particular fluctuations in the exchange rate, 
which, as stated earlier, has a strong impact on the price index.

In light of the above, the question must be asked: why don’t countries fix a broader target inflation range? 
Moreover, given the experience of missing the target, why did countries that adopted an inflation targeting 
regime only in recent years2 not define a wider target range from the very start? For those veteran practitioners 
of inflation targeting, changing a regime already in place comes at a cost. Furthermore confidence in a 
central bank is largely founded on maintaining inflation within the target range or thereabouts, though not 
solely on this issue of reaching the target; the commitment to a target is expressed also in the taking of steps 
to return inflation to within the target range whenever it strays from it. Defining a wider range would harm 
this element of communication between the central bank and the public, as deviating from a wider range 
would impact public faith more than missing a narrower target, and therefore would require faster and far 
tougher responses as inflation reaches the target boundaries. Such behavior by the central bank would not 
allow the public to estimate when and to what extent the bank would act within its band, and this could 
result in the bank establishing for itself a narrower, informal range (as has happened on more than one 

1 See Scott Roger and Mark Stone (2005), “On Target? The International Experience with Achieving Inflation Targets,” WP/05/163, 
IMF Working Paper Series.

2 Such as Iceland, South Korea, Mexico, Norway, Peru, and the Philippines.
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II. THE ECONOMIC AND FINANCIAL ENVIRONMENT 

In order to make its decisions on the rate of interest, the Bank of 
Israel monitors the development of real economic activity and 
the changes in the various economic indicators in the capital, 
financial and foreign exchange markets. It also uses econometric 
models for forecasting inflation, which assess the development of 
prices under various scenarios of monetary policy and economic 
trends. Monitoring these indicators enables the Bank of Israel 
to assess the reaction of the markets and its effect on expected 
inflation on an ongoing basis and to set the rate of interest at 
what it considers the level appropriate to the achievement of the 
price stability target, while maintaining stability in the financial 
markets. The developments in real activity, in the exchange rate 
and in capital flows, as well as in the monetary indicators and the 
global economy, are described below.

a. Real activity

Following the acceleration of economic activity at the beginning 
of the year, the rate of growth eased back, temporarily, in the 
second half of the year. It is important to bear in mind that this 
slowdown was caused by an exogenous shock, the war in the 
north which broke out at the start of the third quarter and which 
reduced GDP by about 1.1 percent and business-sector product by 
4.4 percent in that quarter (annual rate).15 Economic indicators, 
however, such as the index of manufacturing production, the 
revenue of the trade and services industries, sales in retail 
chain stores, the composite state-of-the-economy index and the 
Companies Survey, indicate that the hostilities had only a short-
lived effect on the economy, that the economy had returned to 
the growth trend evident at the beginning of the year, and that it 

15 In the first two quarters of 2006 the average rates of growth of GDP and business-
sector product were 7.7 percent and 7.9 percent respectively (annual rates).

occasion in countries that have adopted wide exchange-rate targets). In contrast, when a relatively narrow 
target range is set (for example 2 percentage points, as in most countries), approaches to the range limits 
are more frequent, and the risk of deviation is higher, a situation that increases the transparency of the 
central bank’s behavior and the frequency of its communication with the public. So it therefore seems that 
a reasonable range is one in which missing the target is actually a reasonable possibility, but it is this very 
feature that allows the central bank to demonstrate clearly its commitment to returning inflation to its target, 
thereby strengthening public confidence.  
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was expected that the trend would continue. The growth of GDP 
and business-sector product in 2006, estimated at 4.8 percent and 
5.8 percent respectively (Figure 19) was based on the continued 
growth of world trade and was bolstered in the period reviewed 
by the fall in energy and fuel prices.

The rise in GDP at the beginning of the year reflected the 
increase in domestic uses, and in particular private consumption 
and fixed investment, as well as rapid export growth, the linchpin 
of growth in the last few years. Nevertheless, the various 
parameters mentioned above did not develop uniformly during the 
year. Thus, in the period reviewed, demand eased, mainly due to 
the deterioration in the security situation: the rise in consumption 
slowed, due to a drop in current consumption, and goods and 
services exports fell sharply, after an exceptional increase in the 
second quarter. Concurrently expenditure on public consumption 
rose, and fixed investment surged.

The dependence of growth on domestic uses, together with 
the rise in exports (as described in Inflation Report No. 17, 
July–December 2005), increases inflationary pressure from the 
demand side. In 2006, too, as mentioned, the increase in demand 
led to the contraction of surplus production capacity.16 Evidence 
that the economy was converging to its potential output level was 
supplied by the rate of price increases in most industries (Figure 
4) and by the rise in the GDP deflator (Figure 20) which had 
started in the third quarter of 2005 and which reached 2 percent. 
The rate of increase of prices of domestically produced goods 
(Figure 15) also pointed to demand-side inflationary pressure.17 
The demand side, however, is only one channel through which 
inflation is affected, and its effect in a small open economy such 
as Israel’s is weaker than that of the exchange rate and of imported 
inflation, which is reflected in changes in prices of imported 
consumer goods and inputs. In the absence of direct inflationary 
pressure from the labor market, as can be seen from the lack of 
movement (relatively) in the index of unit labor costs (Figure 21) 
resulting from the parallel rises in labor productivity and in the 
nominal wage, the contribution of the changes in the exchange 
rate and of imported inflation was apparently greater than that 
of the pass-through mechanism from real activity. Thus at the 
beginning of the year the weakness of the shekel and imported 
inflation, together with rising demand, exerted upward pressure 
on prices, whereas in the second half of the year the appreciation 

16 The Bank of Israel estimates that the output gap contracted by 2 percent in 
2006.

17 Prices of domestically produced goods (excluding housing and energy) reflect 
the variability of prices that are determined by the domestic producers.
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of the shekel, the sharp decline in world fuel and energy prices18 
and the markdown of imported goods exerted downward pressure 
on prices.

A review of the channels through which real activity affected 
the price level in the second half of the year follows.

Total private consumption rose in the third quarter by 3.4 
percent, annual rate, after surging by 12 percent in the first half-
year. The increase in the second half resulted from a 1.4 percent 
decline in current consumption and a sharp increase of 27 
percent in the purchase of consumer durables that attested to the 
robustness of the economic growth and reflected that the public 
did not expect the hostilities in the north to continue for long.

Unlike the moderate development of private consumption, 
public consumption rose rapidly from the second to the third 
quarter, by 14 percent, due to expenses related to the war. This 
reflected similar rises in defense expenditure (which is meant to 
be spread over the next three years) and in civilian expenditure, 
which includes payment of compensation for direct and indirect 
damage suffered as a result of the fighting. The full implementation 
of budgetary expenses plus the compensation payments affected 
total expenditure for the year, which is estimated to have exceeded 
the original budget figure by about NIS 1.2 billion. Government 
tax revenues also followed a non-uniform path: in the first half 
of the year there was a cumulative surplus of NIS 5.4 billion 
over the original budget estimate, while in the second half tax 
revenues were in accordance with the seasonal path.19 According 
to Bank of Israel assessments, the war resulted in a total loss of 
revenue of about NIS 2.3 billion. This negative impact was fully 
reflected in the third quarter, and together with non-tax income, 
total surplus revenues above the original figure are expected to be 
NIS 11 billion in 2006. The most recent indicators suggest that 
the budget deficit will come to 1 percent of GDP, significantly 
below the 3 percent ceiling.

Fixed investment continued to rise, even faster than it had 
in the first half. This encompassed a sharp increase of about 23 
percent in investment in machinery and equipment, and a 76 
percent jump in overland transport vehicles. It should be stressed 
that the upward trend in investment, excluding the decline in 
investment in inventory (resulting from the fall in stocks of fuel 
and diamonds), provided another indication of the robustness and 
persistence of the economic growth, despite the slight reduction 
in activity due to the war in the north. Unlike in the first half of 

18 For a broad discussion of the effects of energy prices on the price level in Israel 
see Box 3, page 27 of Inflation Report No. 15, July–December 2004. 

19 In October tax revenues again exceeded the forecast.
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the year, in the period reviewed housing investment also rose, by 
about 7 percent, which due to its high weighting in the CPI has a 
strong impact on the development of inflation in the short term. 
Nonetheless, data on sales of new and second-hand apartments, 
as well as building contractors’ assessments, and expectations 
regarding activity derived from the Companies Survey, showed a 
decline in the demand for housing services in the period reviewed. 
The moderation of demand, together with the dominant effect of 
the appreciation of the shekel, resulted in a marked decline in the 
housing component, and hence in the overall CPI, in the second 
half of the year.

In the wake of the marked acceleration of goods and services 
exports in the first half of the year, exports fell by about 20 
percent from the second quarter to the third. It should be noted 
that the contraction of exports overall was the outcome of a steep 
decline in the export of tourist services (a drop of 22 percent 
from the level in the first half of the year after a continuous rise 
in the last few years, and in manufacturing exports (which fell 
by 16.4 percent, in annual terms, after rising exceptionally in the 
previous quarter due to a steep rise in pharmaceutical exports). 
The deterioration in the security situation that hit the tourist 
industry did not affect the exports of software and R&D services 
or goods exports (Figure 22), which indicated a return to the 
upward trend that started in August at all levels of technological 
intensity. 

National Accounts data show that goods imports (excluding 
defense imports, diamonds and ships) declined from the second 
quarter to the third by 14.5 percent, in annual terms. Prices of 
goods imports also declined from the first half of the year to the 
second, and this was particularly notable in the prices of imported 
consumer goods. The direct effect of this latter reduction of prices 
(Figure 23), combined with the fall in raw material prices (fuel 
and goods), acted to reduce the general price level.

The rate of unemployment went down from 8.8 percent to 
8.3 percent (Figure 24), after holding relatively steady since the 
beginning of the year. It should be noted that this large drop was 
due to the decline in the rate of participation in the labor force. 
According to Labor Force Surveys data for the third quarter, 
employment trends differed between the sectors: the number 
of employees in the public sector rose by a steep 4.4 percent 
from the level in the second quarter, following a rise also in the 
previous quarter; in the business sector, however, the number 
of employees fell by 1.2 percent from the second quarter to the 
third. Nevertheless, since the beginning of the year demand for 
labor rose in both the business sector (by 4.1 percent compared 
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with the equivalent period in 2005) and in the public sector (by 
2.9 percent). The number of employee posts increased in most 
of the principal industries (Figure 25) except for electricity and 
water, in which the number decreased by 1.2 percent, but the 
steep rise in wages was felt in only some sectors, including 
banking, electricity and water, and business services, which are 
knowledge intensive, and manufacturing. Wage developments 
are known to have an indirect effect on inflation, via changes in 
production costs, but changes in the productivity index (product 
per employee post), which continued to show an upward trend 
(a rise of 3.6 percent since the beginning of 2006) acted to lower 
unit labor costs, and hence to ease the pressure on prices.20

b. The exchange rate and activity in the various segments 
of the foreign currency markets

(i) Changes in the exchange rate and its risk level

Over the second half of the year the shekel appreciated by about 
5 percent against the dollar, by about 1 percent against the euro 
(Figure 6), and by about 4 percent against the nominal effective 
rate.21 The appreciation against the dollar was steady, apart 
from a period of depreciation on the outbreak of the war. The 
strengthening of the shekel against the dollar may be divided 
into two period according to the factors responsible for the 
appreciation. Until the end of October the exchange rate was 
affected mainly by domestic developments, and the shekel did 
not follow the same path vis-à-vis the dollar as that followed 
by the currencies of advanced and emerging economies.22 From 
November global factors had the dominant effect on the exchange 
rate, as the dollar weakened against the shekel and against the 
currencies of the emerging markets (Figure 26).

The effect of the domestic factors that strengthened the 
shekel is a long-term effect. The fact that the economy’s positive 
fundamentals––starting with the substantial increase in the current 
account surplus (see section ii below) and the credibility of the 

20 In the third quarter of 2006, for the first time in two years, the index of unit labor 
costs rose, by 0.8 percent. In the absence of data for the whole of the second half 
of the year it is premature to conclude that there is a new trend in labor-market 
costs. The rise in this index, in the light of the stability of labor productivity, may 
have been due to the war in the north, and if that is the case, it is a temporary 
rise.

21 Weighted according to the composition of Israel’s foreign trade.
22 For a detailed explanation of the breakdown of the various factors that affect the 

exchange rate see Box 2.1.1 on page 97 of the chapter by the Foreign Exchange 
Activity Department on the NIS–Forex Market in the Bank of Israel Annual 
Report for 2004, available on the Bank’s website: http://boisite/deptdata/mehkar/
doch04/eng/pe4_5.pdf .
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macroeconomic policy––were becoming more firmly rooted was 
reflected in 2006 by an unprecedentedly high long-term capital 
inflow to Israel. In addition, global developments which were 
evident in the period reviewed, including the weakness of the 
dollar in the international markets, boosted the appreciation of 
the shekel. Underlying this situation was increased concern in the 
financial markets of a slowdown in the US economy, and the sharp 
price falls in the emerging markets in May–June, which caused 
a drop in the “structural” (i.e., basic) demand of institutional 
investors and households’ demand for foreign currency.

One of the notable aspects of the foreign currency market 
in the second half of 2006 was its impressive resilience during 
the period of the war in the north. This can be explained by 
the positive fundamentals prevailing in the period prior to the 
outbreak of the hostilities, and the view of most market players 
that the fighting would end soon and that it would have only a 
limited effect on economic activity. In the first few days of the 
war the shekel depreciated sharply (by 3 percent), and exchange 
rate risk, measured by the implied volatility of shekel/dollar 
options, rose by 2.5 percent, to 8 percent (Figure 8), mainly that 
of short-term options.23 After three weeks, however, even though 
the hostilities had not ended, the exchange rate and the implied 
volatility reverted to their pre-war levels, and summarizing the 
whole of the period reviewed, exchange rate risk was steady. The 
noteworthy stability of the foreign currency market in the face 
of the war being waged in the north was due to the moderate 
activity of nonresidents, who did not realize their investments in 
Israel and even continued to make direct investments, as well as 
moderate activity by households, whose reaction was milder than 
that in security crises in the past when they responded by buying 
significant quantities of foreign currency. 

The continued contraction of the differential between the short-
term interest rate in Israel and the US Fed rate, a differential that 
became negative at the end of the year, had no marked effect 
on the development of the exchange rate, and was consistent 
with the background conditions (Figure 14). The narrowing of 
the differential was the outcome of cuts in the interest rate in 
Israel and the ending of the monetary tightening in the US. The 
differential had a lesser effect on the exchange rate in the period 
of the interest rate differential has been evident in the last few 
years in other emerging markets, as their domestic currencies 
strengthened against the dollar. This process was bolstered by 

23 The rise in the risk was expressed mainly in short-term contracts, while long-
term contracts hardly changed. This reflects market players’ assessments that the 
security crisis would be resolved quickly.
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Box 2. The Real Exchange Rate, Export Profitability and Monetary Policy

Since March 2006, the shekel has strengthened against the dollar and other currencies. Beyond the effect 
that this has had on inflation in Israel, it also raises the question of the exchange rate’s effect on exports, and 
consequently on employment. Furthermore, the question of whether the Bank of Israel could or should try 
to influence the exchange rate in order to prevent an appreciation of the shekel impacting on real activity 
has also been raised again. Below we will try to describe the link between the exchange rate and export 
competitiveness, and to understand to what extent monetary policy could or should affect the real exchange 
rate.

In the short term, the appreciation of the shekel against the currencies of the country’s trading partners 
undoubtedly affects exporters’ profits, as it reduces the shekel returns an exporter receives on the sale of 
exported goods in foreign currency. But this short-term view is irrelevant to economic policy because 
although the appreciation affects exporters’ profits (and, acting in the opposite direction, importers’ profits 
too), it does not change the level of production or employment; this is set before the appreciation, when 
making a decision on the export deal. However at this stage, the exporter must decide whether to commit 
to another export deal, when the level of the new exchange rate is known to him. At this point the relevant 
exchange rate is not the rate of the dollar or the basket of currencies, but rather the nominal effective 
exchange rate which is a weighted average of the currencies of all Israel’s trading partners. For example, the 
shekel may have strengthened against the dollar, but if the currency of the destination country for the export 
has also appreciated against the dollar, then the Israeli exporter’s competitiveness against local suppliers 
in the destination country has not been affected, and foreign consumers may continue to import the Israeli 
goods at the same shekel returns to the export. In Figure A we can see that the recent effective appreciation 
has been less than the appreciation against the dollar and the basket, due to the relatively low weight of the 
US in Israel’s external trade and the weakness of the dollar against other currencies.  

In the short term it is common to assume that changes in the nominal exchange rate do not bring changes 
in the price level or wages, due to nominal rigidities in the economy (which stem from wage agreements), 
the costs of changing prices, the fact that some goods and services are not tradable, or for other reasons. 
However in the long term, export competitiveness is determined not only by the real exchange rate. For 
example, appreciation of the shekel could drag with it a drop in prices or/and wages in the economy, and 
consequently the profitability of exports will not be affected; or at the same time as the appreciation, the 
good itself could become more expensive abroad, and this rise in price will compensate the exporter for the 
shekel loss due to appreciation. For these reasons, the exchange rate index that should be monitored for the 
purposes of the effect on exports and imports of the economy in the long term is the real effective exchange 
rate index, which takes into account both the nominal exchange rate and the level of prices abroad weighted 
by their trade weighting, while ignoring the currency in which the deal is denominated. Such an index is 

the effects of liberalization and the improvement in the economic 
fundamentals in the emerging markets, which increased the 
involvement of foreign investors in the domestic financial 
markets, as did the weakening of the dollar worldwide against 
the background of the twin deficits (current acount and budget) 
in the US.
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shown in Figure B.1 One can see that the nominal strengthening of the shekel did indeed bring about a real 
appreciation in recent months, but this appreciation is still a far cry from wiping out the real cumulative 
depreciation of dozens of percent since 2001. 

Can and should the Bank of Israel affect the real exchange rate trends? According to economic literature, 
monetary policy can generally affect the real exchange rate but only in the short term, due to the rigidities 
described above. In the long term, it is assumed––and this was found empirically in Israel2––that the exchange 
rate is determined by real factors. For example, an improvement in general productivity in the business 
sector would lead to real appreciation, as it increases the marginal output of workers in the tradable sector 
and raises the wage; a rise in GDP per capita would also bring about an appreciation, as it raises demand for 
non-tradable goods and services and raises their prices relative to prices of tradables. Economic policy can 
affect some of these factors via fiscal policy, but monetary policy has no impact on them. In the absence of 
real conditions for depreciation, monetary expansion would lead eventually to a rise in local prices, which 
would erode the nominal depreciation: In Israel it was found that up to 1985, nominal depreciation was 
always completely wiped out after one quarter. In contrast in recent years nominal depreciation can still 
affect the real rate six months down the line. 

A change in the interest rate can certainly affect the real exchange rate in the short term. For example, 
at the end of 1998, turbulence in the foreign currency markets worldwide joined forces to bring down 
the Bank of Israel interest rate, and this brought about a significant depreciation of the nominal exchange 
rate. But conditions at the time did not support a real depreciation of the shekel due to growth in the high-
tech sector. So the real exchange rate rallied within a year and a half back to its former level prior to the 
depreciation, a level that it reached after continued appreciation stemming from real factors. In 2002, the 
nominal depreciation, which stemmed from the drop in the interest rate, accelerated the real depreciation 

1 For an explanation on how such exchange rate indexes are constructed see Yoav Soffer (2005), “Measures of the Real Exchange Rate 
in Israel and its Effects on Exports and Imports,” Foreign Exchange – Discussion Paper Series 1/05 (Hebrew only).

2 For a latest estimation of the forces affecting the real exchange rate in the short and long term see Yaacov Lavi and Amit Fridman 
(2006), “Israel’s Real Exchange Rate and Foreign Trade”, Bank of Israel Economic Review 79 (December), 37-86 (Hebrew only).
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that had occurred in any place due to the heavy depression that stalked the economy since the beginning of 
the decade. One can see that the real depreciation began after the drop in the interest rate and lasted long 
after––with the shekel appreciating nominally against the dollar in 2003––stemming from the difference 
in inflation between Israel and its trading partners, as well as changes in the cross exchange rate against 
the dollar. In both these cases the expansionary monetary policy––against a background of problematic 
external (in 1998) and internal (in 2002) conditions––put the economy’s financial stability in grave danger, 
while its effect on real exchange rates in the long term was decidedly secondary. 

(ii) Analysis of the activity of various sectors in the foreign 
currency market

Various sectors in the foreign currency market differ in their 
motivation and in their behavior patterns.24 Understanding these 
patterns of behavior and assessing the strength of sensitivity to 
various events allow us to understand more fully the movements 
in the exchange rate and thus to evaluate their influence on 
inflation.

The period under review was characterized by long-term foreign 
currency supply, which stemmed from the surplus in the private 
sector’s current account and from nonresidents’ investments in 
shares. In contrast, basic demand for foreign currency slowed 
against the background of a slowdown in institutional investors’ 
rate of investment abroad and the halt in households’ financial 
asset portfolio’s international diversification. This slowdown 
in basic demand for foreign currency stemmed from negative 
developments in the financial markets abroad and is a temporary, 
exceptional development in the long-term process of spreading 
the public’s asset portfolio. As a result of this the excess supply 
of foreign currency was bought by the business sector through 
short-term instruments (deposits and credit settlements) while 
strengthening the shekel (Figure 27).

The surplus in the current account supported an appreciation 
in the exchange rate both directly and indirectly. The surplus 
in the current account for 2006 is expected to total a record 

24 Nonresidents are principally affected by global trends of capital flow to emerging 
market economies. Institutional investors purchase foreign currency in order 
to spread their investment portfolio, a behavior pattern that stops long-term 
strategy. Households spread their investments abroad mostly through mutual 
funds specializing in foreign shares and which are susceptible to short-term 
developments. The business sector operates mostly against the exchange rate 
trend, thereby serving as a stabilizing force.
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$ 7.3 billion, which is 5.2 percent of GDP, and this is despite 
the effect of the hostilities on income from tourism. One should 
recall that since 2003 the current account has been in surplus and 
on a growth trend (Figure 28). In the years 2003-04, the major 
contribution to the surplus came from the expansion in surplus 
on the services account (principally computing and IT services), 
in contrast to the improvement in the past couple of years which 
stemmed mostly from the income item (interest and dividends). 
This improvement stems from a considerable expansion in 
Israelis’ financial investments abroad and from a global factor––
the rise in global interest rates––which contributed to increasing 
revenues from debt instruments. In addition the continued rapid 
growth of world trade supported a considerable increase in 
exports of goods and services, and the depreciated real exchange 
rate also acted to increase the trade account surplus. 

It is important to note that the surplus in the current account 
affects the foreign currency market both directly and indirectly. 
Directly, the surplus is a structural source of supply of foreign 
currency on the part of the private sector; the net flows of foreign 
currency from the private sector’s current account totaled $ 4.6 
billion in 2006, compared to $ 3 billion the year before. Indirectly, 
the surplus in the current account boosts foreign investment in the 
economy in general, as it points to the strength of the economy 
and serves as an important factor both for determining the state’s 
credit rating, and particularly for export-driven companies. 

Nonresidents in the period reviewed showed high volumes 
of activity in both long- term instruments (particularly direct 
investments; Figure 29) and in short-term instruments, which are 
more sensitive to interest rates (mainly derivatives and bonds). 
The continued global trend of direct investments and mergers 
and acquisitions, together with the favorable conditions in the 
economy and the expansion in high-tech exports, supported 
record movements of long-term capital. Nonresidents’ direct 
investments, foremost of which were acquisitions of Israeli export-
driven companies, reached a new record in 2006 (of around $ 14 
billion). In contrast, nonresidents’ activity in portfolio shares on 
the Tel Aviv Stock Exchange and abroad was minor, and was 
affected principally by global developments. Nonresidents’ 
activity in short-term instruments was considerable but non-
uniform during the period reviewed. During July-August (the 
period of the hostilities) nonresidents bought foreign currency 
through derivatives, and in September-December they sold 
foreign currency both through derivatives, against a background 
of a relaxation in domestic risk, and through investments 
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in government bonds, as they began their new role as market 
makers.

Institutional investors (excluding mutual funds) slowed 
their investments abroad down considerably in the six months 
reviewed. During this period, they invested $ 1.2 billion in foreign 
securities, mostly shares (because of the uncertainty surrounding 
yields on US bonds) compared to $ 2 billion in the preceding 
half year. This slowdown in the rate of diversification of the asset 
portfolio––particularly among provident funds and advanced 
study funds––strays from the long-term strategy of global 
diversification of their asset portfolios and stems partly from the 
management of assets in the short term in light of the monthly 
publication of yields and the increasing competition between 
the funds. As a result, the sharp fall in prices in the emerging 
markets in May-June caused a slowdown in the rate of portfolio 
diversification and even the sale of overseas investments. 

Since the events of May-June in the emerging markets, 
households have cashed in some $ 1 billion in their investments 
in shares (through mutual funds; Figure 30) in contrast to their 
considerable accumulation of investments in foreign shares (of 
around $ 2.5 billion) since the tax reforms and up to the drops in 
the market. This pattern of behavior is evidence of households’ 
sensitivity to short-term developments and the fact they are 
motivated by short-term considerations. This fact ought to serve 
as a stabilizing factor in the foreign currency market at times of 
crises in the global capital markets, as occurred in the second 
quarter of the year.

The business sector bought foreign currency in the period 
reviewed mostly through short-term instruments––settling credit 
in foreign currency and accumulating foreign currency deposits––
against a background of a rise in export payments and a reduction 
in the interest rate differential. During the period, nonresidents’ 
excess supply of foreign currency was taken up by the business 
sector while the exchange rate appreciated.

To summarize: the appreciation in the half year reviewed 
was influenced by the favorable basic conditions of the Israeli 
economy––foremost of which was the considerable improvement 
in the current account––and by the short-term global effects 
that accelerated the strengthening of the shekel beyond initial 
assessments. Against the background of all these effects, the 
relative effect of the reduction in interest rate differential on the 
exchange rate fell, and consequently monetary policy’s effect on 
exchange rate development was also reduced during the period 
reviewed. 
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c. Indicators of monetary and financial developments

Monetary policy was aided by a number of indicators from the 
financial markets, that serve to assess the inflation environment. 
There is a strong link between the development of various 
indicators derived from the financial markets, from econometric 
models and from other sources. Firstly, there are common 
factors that affect all indicators in the economy; for example, 
global events could have repercussions on indicators in the local 
markets, though also on the opinions of economic forecasters, 
etc. Secondly, the indicators are themselves interrelated, in other 
words, some of the indicators form an informative group that 
serve to construct other indicators that serve monetary policy. For 
example, private forecasters’ assessments and econometric model 
forecasts on future inflation could form the basis of developments 
of other indicators in the market (such as the capital market’s 
inflation expectations). 

(i) Indicators of expected inflation

Expected inflation influences the development of actual prices 
through firms’ price adjustment mechanisms and the determination 
of wages in the labor market. Generally suppliers of goods and 
services do not update prices on a continuous basis, but rather 
once every few months, since the adjustment of prices involves 
a cost. Therefore, when they do update prices they also take into 
account the expected future increase in prices. Furthermore, the 
influence of the monetary rate of interest on inflation is partly 
expressed with a lag and therefore decisions regarding the rate of 
interest are made with a view to the future, that is, they take into 
account the expectations and forecasts of future inflation. Hence 
the importance of indicators of expected inflation.

The inflation expectations derived from the capital market 
were for the first three months under review near the center of 
the target range, continuing the stability seen since the beginning 
of the year (Figure 9), a stability that persisted during the period 
of hostilities in the north. However in light of the considerable 
appreciation of the shekel against the dollar in September and 
October, together with the sharp drop in world oil prices and the 
publication of a surprising negative CPI figure for September, 
inflation expectations fell sharply in October to 1.4 percent. As 
the shekel continued to strengthen, so expectations continued to 
fall, and at the end of the year they stood at 1.2 percent. The fact 
that inflation expectations throughout this time remained within 
the target range, despite the shocks in the economy that led to 
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significant falls in prices, pointed to public confidence in policy, 
and the market assessment that the central bank would take the 
necessary interest rate steps to bring inflation back to within the 
target range. The one-year-ahead inflation expectations of 
private forecasters remained stable during the first three quarters 
of the year and were near to the center of the price stability target 
range. In October, as with the capital market expectations, the 
forecasters’ expectations fell sharply, settling at 1.4 percent, 
though they later rose to 1.6 percent by the end of the year. At 
the same time, uncertainty grew, reflected in the gap between the 
highest and lowest expectations. This gap stood in December at 
1.3 percentage points, compared to 0.9 percentage points at the 
beginning of the half year reviewed (Figure 10). 

The one-year-ahead inflation expectations from the Survey 
of Companies and Businesses fell during the third quarter of the 
year, further to the trend since the beginning of 2006,25 and stood 
at 2.5 percent on average. At the same time that one-year-ahead 
inflation expectations fell, the proportion of firms which expect 
that inflation in the coming year will be within the price stability 
range rose. This proportion reached 82 percent, compared to 72 
percent in the preceding quarter. This rise came entirely at the 
expense of the proportion of firms that expect inflation to reach 
above the upper limit of the target range, which fell accordingly. 

The expectations of inflation for 2 or more years ahead 
fluctuated within the price stability range during the period under 
review (Figure 11). During the third quarter, they fell moderately, 
particularly in the medium and long terms, and these followed a 
downward path in the fourth quarter too. At the end of the year, 
the short-term expectations stood at 1.6 percent, and the medium 
and long-term expectations at 2.0 and 2.3 percent respectively.26 

The econometric models developed by the Bank assist 
in the assessment of expected inflation and the determination 
of the rate of interest required to achieve the inflation target. 
Models, which are an accepted tool used by almost all the central 
banks in the world for economic analysis and forecasting, are 
used by policymakers to build forecasts that are conditional on 
the alternative assumptions of the future paths of a variety of 
variables not in their control (exogenous variables). The models 
are based on the economic relationships between the relevant 
variables and thus provide a structured and convenient framework 
for analysis. However, models are not necessarily appropriate 
for all economic situations and developments, particularly when 

25 The Companies Survey data are correct as of the third quarter of 2006.
26 The expectations measured include an element of risk premium, which grew 

with the lengthening of the expectation horizon.
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the economy is undergoing dramatic and unexpected changes. 
Therefore, the models constitute only one of the tools used in 
assessing expected inflation alongside other tools of analysis and 
the use of judgment in the evaluation of all the relevant indicators 
combined. 

At the beginning of the period under review, the models 
showed that the actual Bank of Israel rate of interest was lower 
than that required to achieve the inflation target and indicated the 
need for an increase during the second half of 2006. This was due 
to the expectations of a rising trend in the US Federal Reserve 
rate of interest, which, together with some increase in Israel’s 
sovereign risk following the fighting in the north, was expected 
to create considerable pressure on the shekel to weaken against 
foreign currencies, and consequently to spill over onto inflation. 
Furthermore, a significant rise in import input prices in the first 
half of the year created inflationary pressures in the economy. 
However, as a result of the shekel’s appreciation against the 
dollar which began in September, alongside a considerable drop 
in world energy prices and the expectations of the start of a 
downward trend for the US interest rate, the models showed a 
need to lower monetary interest rates during the coming year, 
more so as the drop in prices firmed. At the same time, forecasts 
of inflation for the coming four quarters fell continuously, and by 
the end of the period reviewed the models were indicating that 
inflation would remain below the target range’s lower limit until 
the third quarter of 2007. 

(ii) Additional indicators from the capital market

In the second half of the year, nominal real yields dropped in the 
local market at all maturities. The major reasons were the fall in 
US yields and the moderate inflation environment in the local 
market. A drop in monetary interest rate and the low levels of 
government borrowing also contributed to the fall in yields.

The yields on makam remained relatively stable during the 
first three months of the period reviewed, for all maturities, with 
assessments that there would be a modest rise in the interest rate 
during the coming year (Figure 18). However yields on makam 
fell during the second three months of the period, primarily in 
the long term, which turned the slope of the yield curve negative, 
thus reflecting the expectations of a drop in the Bank of Israel 
interest rate over the next 12 months of up to 50 basis points. 

The yields on unindexed (Shahar) bonds remained relatively 
stable for the first three months of the period reviewed, a result of a 
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slight rise in economic risks due to the hostilities in the north, and 
a significant drop in US yields (Figure 12). However in October-
December, yields dropped considerably by 0.9 percentage points 
for the short and medium terms and by 0.7 percentage points 
for the long term. At the end of the year, nominal yields at all 
maturities were at their lowest for more than a year and a half.

The yields on CPI-indexed (Galil) bonds behaved similar 
to yields on unindexed bonds for the period reviewed (Figure 
13). A more moderate drop in real yields relative to nominal 
yields in the period reviewed testified to the drop in the inflation 
environment. Thus the slope of the real yield curve flattened and 
even became negative by the end of the year, thus reflecting the 
market’s expectations of lower real interest rates in the future.

Nominal and real yield gaps between Israel and the US 
for the long term rose somewhat in the first three months of 
the period reviewed, then fell sharply, reaching historically low 
levels of 1.1 percent and 1.3 percent for 5- and 10-year terms, 
respectively (Figures 16 and 17). However by the end of the year 
the long-term real yields had risen to 1.4 percent. The similarity 
in nominal and real yield gaps between Israel and the US reflects 
the similar inflation environments and inflation risks in the two 
countries.

The real rate of interest expected on Bank of Israel funds is 
viewed as an indicator of the extent of monetary restraint. During 
the half year reviewed the rate of interest rose by 0.3 percentage 
points, reaching 3.9 percent (Figure 31), its highest level since 
the beginning of 2004. The rise in real interest rates stemmed 
from the expectation that the drop in one-year inflation will be 
greater than the drop in monetary interest rates.27

(iii) Money and credit aggregates and the public’s asset 
portfolio

In an inflation target regime, where the central bank’s monetary 
policy tool is the rate of interest, changes in the quantity of money 
in the economy are determined by the demand of the public, and 
this should not allow for any excess supply or demand. These 
aggregates therefore do not directly affect real activity or prices 
in the economy. However, it is important to monitor changes 
in the quantity of the means of payment as this should assist in 
identifying changes in financial market players’ preferences and 
in examining the effects of structural reforms, and even in early 
diagnosis of financial imbalances. 

27 An explanation of the effect of the short-term real interest rate on real activities 
is described in the Inflation Report for January-June 2006.
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The means of payment expanded during the period reviewed 
by 4.1 percent, a greater rise than in the first half of the year 
(Figure 32). The expansion in the period reviewed stemmed 
mostly from demand deposits, which grew by 6.1 percent, while 
cash balances in the hands of the public grew by only 1.4 percent. 
Over the past 12 months, means of payment expanded by 7.2 
percent, which was a more modest growth than in recent years. 

The wide monetary aggregate (M2)28 grew by 6.1 percent 
during the period reviewed, and by 7.3 percent since the beginning 
of the year. Examining the components of M2 shows that the 
short (up to three months) and medium (up to a year) deposits 
maintained their relative proportions, which stood at 90.4 percent 
and 9.6 percent respectively at year end.

The total bank credit aggregate (C3) contracted by 1.7 
percent in real terms during the period reviewed, but remained 
largely unchanged over the year as a whole. In the past three 
years the annual rate of growth (in fixed prices) of this aggregate 
remains moderate, despite the rapid growth in the economy. 
This is explained by the very rapid development of alternative 
credit sources, which contributed significantly to the increasing 
competition in the field, and thereby diverted some of the potential 
investors out of the banking system.29

The value of the public’s financial assets portfolio increased 
by 10.9 percent since the beginning of the year, and by 5.9 percent 
excluding the shares component. An analysis of the composition 
of the portfolio, ignoring shares, by type of indexation shows that 
a trend which began in 2003, of increasing the share of assets 
indexed to foreign currency at the expense of CPI-indexed assets, 
continued. The proportion of unindexed assets, excluding shares, 
stood at 39.3 percent, while CPI-indexed and foreign currency-
indexed assets accounted for 40.3 percent and 20.4 percent 
respectively. 

d. Global developments

Inflation in a small open economy such as Israel’s is influenced 
in the short run by global developments. This occurs through a 
number of channels: through world trade and the demand abroad 
for Israeli products, as a function of global growth; directly, 
through the prices of imported consumer goods; indirectly, 
through imported production inputs which influence local 
production costs; and to some extent, through the changes in 

28 Aggregate M2 includes unindexed deposits up to three months as well as deposits 
of three months up to a year.

29 For further details see Bank of Israel Annual Report 2005.
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cross exchange rates and through the influence of interest rates 
abroad on international capital flows and through them on the 
local rates of interest and the foreign exchange rate. 

During the period under review, there were a number of 
developments which had a major influence on inflation in Israel:
• Global growth rate reached high levels. However, signs of 

a slowdown in US economic activity despite the expansion 
in the euro zone and Japan could be seen in the expectations 
of a possible recession in global economic activity. Growth 
in the emerging economies, first and foremost in China and 
India, remained strong, and were felt, inter alia, in world 
prices of inputs and commodities, which rose sharply since the 
beginning of the year. Counterbalancing this, the expanding 
weights of these economies in world trade (growth of their 
exports in 2006 was 11 percent) acted as a moderating force 
on the rate of world inflation through the supply of cheaper 
import goods. 

• The drop in oil prices––by more than 20 percent since their 
peak in July––reduced inflationary pressures in most countries; 
however prices remain historically high at around $ 63 a 
barrel. 

• US growth slowed considerably following a drop in construction 
(by about 17 percent). US GDP grew by only 1.6 percent in 
the third quarter, and the ballooning deficit in the balance of 
payments also contributed to this slowdown in rate of growth. 
However private consumption grew at a reasonable rate, due 
to highs in the financial markets, the stability in the labor 
market and lower energy prices, and, against a background of 
a contraction in manufacturing product, created pressure on 
inflation. Although the Consumer Price Index in the US fell in 
September, the core indices rose at the same time, and inflation 
over the past 12 months reached 2.9 percent. The US Federal 
Reserve left its federal funds rate for November unchanged at 
5.25 percent. 

• Economic indicators continued to point to further positive 
developments in the euro zone and the Japanese economy. The 
firming of growth in these economies rested on the growth 
in private consumption. In Japan the economic trend is led 
also by the rapid expansion in company activity, against a 
background of a depreciated yen and lower energy prices. In 
the euro zone, indicators continued to demonstrate positive 
economic trends, and unemployment fell to its lowest level in 
four years. Inflation over the past 12 months in the euro zone 
stood at 1.7 percent, below the 2-percent ceiling; however, the 
European central bank raised its interest rate to 3.5 percent, 
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claiming that the real interest rate was still low and that its 
monetary policy was expansionary. In Japan, inflation is still 
low (0.6 percent in 2006) though expectations are for a 25-
basis point rise in the interest rate to 0.5 percent in the coming 
months. 

III. EXPECTED DEVELOPMENTS IN INFLATION, AND 
PROJECTION FOR NEXT FEW YEARS

a. Real activity and fiscal policy

(i) Real activity

The expansion of real activity in the Israeli economy is expected 
to continue in the coming years too. After a relative moderation 
in economic activity, which stemmed mostly from the military 
conflict in the north, the leading indicators of activity returned to 
their positive trends which had characterized the economy before 
the security crisis. The pessimistic assessments of the possible 
damage faded away, and according to the latest estimates, growth 
rates of GDP and the business-sector product for 2006 will be 4.8 
percent and 5.8 percent respectively.

GDP growth for 2007 is expected to settle at 4.6 percent. This 
forecast is based mainly on the following assumptions: continued 
rapid global growth, which will be seen as 7.5 percent increase in 
world trade; the government performing according to the budget 
as approved by the government; and carrying out the tax-reduction 
program as planned. Regarding the factors that will lead growth 
in the next few years, exports are expected to grow faster than the 
growth in world trade. The recovery in investments (investment 
in the economy and investment in housing) is expected to be 
faster than previous assessments, and this item is likely to grow 
by more than it did in 2006. Private consumption, which together 
with the export item, led economic growth during the period 
reviewed, is expected to grow by a relatively modest rate in the 
next year, while private savings are likely to rise.

(ii) Fiscal policy

An initial analysis of the state budget for 2007 shows that there 
is a great chance that the government will meet its targets set 
for the budget aggregates. The planned deficit for 2007 will be 
significantly larger than the deficit expected in the year reviewed, 
and will reach 2.9 percent of GDP. This high level of deficit will 
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be influenced by the fact that part of the tax receipts for 2006 were 
non-recurring and by the growth in defense spending, against a 
background of conclusions derived from the second Lebanon war, 
which will transpire more in 2007 than in 2006. The large deficit 
will also be helped by raising the ceiling on government spending 
growth to 1.7 percent a year (discounting for expenditure on the 
Lebanon war) and the continued tax reductions. According to 
the expected path of the budget aggregate in 2007-2011 both the 
public debt ratio and the share of public expenditure in GDP will 
be reduced significantly, processes which will support sustainable 
growth. This is on condition that the government meets its ceilings 
on expenditure and deficit that it has decided upon, and that the 
economy grows by an average of 4 percent each year. However 
this forecast refers to the period beginning in 2009 (because of 
the high deficits in the coming years) and is highly sensitive to 
growth conditions and to the increase in the defense budget in the 
next few years. 

b. Expected developments in economic activity in foreign 
currency and capital flows

According to the Bank of Israel’s assessments, the basic account 
in 2007 is expected to show a surplus inflow of long-term capital, 
though this is likely to be lower than the high levels seen in recent 
years. Capital flows in this account are made up of long-term 
capital flows, mainly direct investments, and foreign currency 
flows originating from the current account, and therefore less 
sensitive to short-term uncertainty. The net surplus of capital 
inflow in 2007 is expected to support the exchange rate, and to 
act as a counter-weight to short-term developments, which could 
put pressure on the shekel to weaken. 

The drop in this surplus of capital inflow in 2007 is expected 
to stem from the drop in nonresidents’ direct investment in the 
economy and the continued expansion of basic demand for 
financial investments abroad. The drop in nonresidents’ direct 
investment in the economy is expected after this reached a record 
high in 2006, a year in which relatively large transactions took 
place. It will also stem from the expected drop in nonresidents’ 
involvement in privatization. The growth in basic demand for 
investments overseas is an outcome of the long-term strategy 
of institutional investors to diversify worldwide, which stems 
from the parity in tax treatment between foreign and domestic 
shares since 2005, from the authority granted a year ago to 
veteran pension funds to invest abroad, and from the purchase 
of provident funds by the insurance companies, benefiting from 



38

their rich experience in investments abroad. As a result of these 
reforms, the proportion of institutional investors’ investment in 
foreign assets out of their total assets has increased rapidly in 
the past two years, and currently stands at about 10.5 percent 
(excluding veteran pension funds) though it is still lower than the 
rate of foreign investment among institutional investors of peer 
countries (viz. 25-35 percent).

These are likely to face the major counterbalancing forces 
which are expected to support the basic supply of foreign currency, 
which are the continued expansion of the current account surplus, 
due mainly to continued contraction of the deficit in the goods 
account, and the increase in nonresidents’ share of government 
bonds, a result of the direct effect of their activity as market 
makers. The meaning of the expected drop in net capital inflow 
in 2007 is the rise in weight of the effects of short-term factors on 
exchange rate development, relative to 2006.

In addition to the assessments regarding long-term factors, 
there are other background factors at work which are likely to 
weaken the shekel, among them the expectation of a slowdown 
in capital outflows to the emerging market economies,30 against 
a background of the effect of a drop in global liquidity and the 
fear in the market of a global slowdown. Furthermore there 
is the fear of a rise in oil prices, inter alia, as a result of the 
possible geopolitical tensions in the Middle East and the drop in 
manufacturing capacity in a number of countries, which could 
also act to increase the trade balance deficit.

In the opposite direction, one should note the foreign currency 
market’s resistance in the past year, despite a number of global 
and local events which had the potential to destabilize the market. 
The stability was however supported by the rise in Israelis’ 
exposure to financial markets abroad both directly (households) 
and indirectly (through institutional investors). This exposure 
is likely to moderate the affect of nonresidents’ withdrawal of 
financial investment on the exchange rate, in the event of capital 
being withdrawn from the emerging markets. In this event, 
institutional investors and households are likely to sell their 
investments in these economies as they did in May-June.

c. Expected global developments

According to the projections of the IMF and the OECD, global 
economic growth is expected to moderate in 2007 after this 
year, and will reach 4.9 percent. Besides the uncertainty with 

30 “Capital Flows to Emerging Market Economies,” Institute of International 
Finance, September 2006.
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regard to US economic developments in the coming year, many 
indicators point to a positive trend in the euro zone, Japan and the 
emerging market economies. According to various assessments, 
a new global balance is likely to emerge in 2007; against the 
background of a weakening of the US economy, global growth 
will be founded on other economies, and the expected impact on 
the growth process will be relatively moderate. As in previous 
years, global growth will be based on growth in world trade, 
which is expected to reach 7.5 percent. However with the price of 
oil expected to return to its upward trend, possibly dragging with 
it higher inflation, due to the contraction in excess production 
capacity in a number of developed countries, central banks 
around the world will be forced to follow a tight monetary policy, 
which will be seen through rising interest rates, particularly in 
the euro zone. 

In a geographical analysis, US economic growth is expected 
to moderate relative to the previous year, though the strength of 
this moderation is open to dispute. Current indicators, including 
data on the real estate market, fail to point to any clear trend 
at this stage regarding the major impact on economic activity 
in the coming year. The IMF has updated its projection of US 
growth for 2007, and the expected growth is only 2.9 percent. 
Against the background of the vast current account deficit and 
the rise in the core price indexes, the US economy finds itself 
facing inflationary dangers; however the slowdown in economic 
growth, assuming that this can be seen in labor market figures, 
raises expectations of an expansionary monetary policy in the 
coming months.

In the euro zone, based on GDP figures for the third quarter 
(a rise of 2.7 percent on the second quarter), we can deduce that 
the growth trend that has characterized the euro zone since the 
beginning of the year is continuing. This growth is balanced, and 
accompanied by a growth in the domestic use of resources, in 
particular consumption (both private and public) and investment. 
It is expected that economic growth in the zone will continue in 
2007, though at a more modest rate than in 2006, and will reach 
2 percent. The risks of a slower pace of growth are latent in the 
euro’s strengthening against the dollar, in the possible renewed 
rise in energy prices and in a contractionary fiscal policy of some 
of the European countries. Also if inflation actually continues 
to fall, the central bank assessments point to the possibility that 
inflation will stray from the target in the coming year and if so, 
the interest rate is expected to continue rising.

The economic recovery in Japan, the longest recovery 
since the World War II, is expected to continue and be based 
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in 2007 too on expansion of domestic demand. The expansion 
in economic activity in Japan in 2007 is expected to reach 2.1 
percent. Inflation is expected to rise gradually, though the Bank 
of Japan is expected to continue taking cautious monetary steps 
of raising the interest rate.

Table 1
Data and Estimates of Economic Growth and Inflation, Selected 
Countries, 2004-2007

2004 2005 2006 2007
Growth US 3.9 3.2 3.4 2.9

Euro zone 2.1 1.3 2.4 2.0
Japan 2.3 2.6 2.7 2.1
Emerging 
markets 7.7 7.4 7.3 7.2

Inflation US 2.7 3.4 3.6 2.9
Euro zone 2.1 2.2 2.3 2.4
Japan 0.0 -0.6 0.3 0.7
Emerging 
markets 5.6 5.3 5.2 5.0

d. Assessments of future inflation and the balance of 
inflation risks

(i) Assessments of future inflation

According to assessments of inflation derived from the capital 
market, private forecasters, and the Bank of Israel’s Companies 
Survey, inflation is expected to return to within the target range 
of price stability by the end of 2007 (Table 2). These assessments 
are based on similar assumptions regarding developments in the 
interest rate and varying assumptions regarding the exchange 
rate. As with the assessments from the capital market, private 
forecasters expect a cut in the Bank of Israel interest rate in 
2007 of about 25 basis points.31 The relatively high expected 
inflation rate as derived from the Companies Survey relies on the 
expectations of a significant depreciation in the shekel vis-à-vis 
the dollar.32 According to Bank of Israel assessments, assuming 
relative stability of the exchange rate is maintained, and that 
surplus demand will moderate while global import––including 

31 In the Companies Survey there are no data on the expected path of the interest 
rate.

32 The companies expect on average that the exchange rate will reach NIS 4.56 to 
the dollar.
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energy––prices stabilize, inflation is expected to be below the 
lower limit of the target range until the third quarter of 2007, 
while the Bank of Israel interest rate declines. From the fourth 
quarter of the year, inflation is expected to return to within the 
target range and to be at the center of the range in the first half 
of 2008.

The fan chart (Figure 33) allows us to examine the level 
of uncertainty in achieving the inflation target by the central 
bank. This uncertainty stems directly from the possible shocks 
in inflation, and indirectly through other variables which have 
influence on the level of prices (for example the output gap 
and the exchange rate).33 As can be seen from Figure 33, the 
probability that inflation over the past 12 months will be within 
the target range of 1-3 percent by the third quarter of 2007 is low,34 
but from the last quarter on, this probability rises to about 45 
percent, which is also the probability that inflation will lie within 
the target range in 2008. From here we can deduce a downward 
path for the interest rate with high probability, at least until the 
beginning of 2007 (Figure 34). In contrast, during the year the 
strength and exact direction of changes in the interest rate are not 
assured, due to various shocks that could hit the economy during 
the period. For example an unexpectedly large rise in domestic 
demand (a shock in the output gap) against a background of 
inflation below the lower limit of the target range, could lead to 
the implementation of a tight monetary policy.

In line with possible developments in the future inflation 
environment, the Bank of Israel will continue to monitor and 
constantly assess the implications of such developments, and 
will adjust the interest rate in the economy to the extent required, 
in order to attain price stability while maintaining financial 
stability.

Table 2
Inflation Assessments for 2007 (percent)

Target Capital 
market

Private 
forecasters

Companies 
Survey

Average (range) 2
(1-3) 1.2 1.6

(1.0-2.2) 2.5

33 The fan chart rests on an assumption regarding a particular path, without shocks, 
of variables exogenous to the economy (interest rates abroad, import price 
inflation, global trade deficit etc.). 

34 This is because inflation over the past 12 months includes the significant drop in 
prices that occurred in the second half of 2006.
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(ii) The balance of inflation risks
There are a number of possible scenarios, involving factors 

that could lead inflation to stray from the price stability target in 
2007, with similar likelihood of overshooting or undershooting 
the target:
Geopolitical risk: A deterioration in the security situation against 
a background of possible renewal of a flare-up in the north or 
other regional violence could have the following implications: 
• A rise in Israel's risk premium could cause the shekel to weaken 

against foreign currencies, and as a consequence, could cause 
a rapid rise in prices in the economy. 

• A significant rise in defense spending could cause the budget 
deficit to overshoot its ceiling for 2007 (of 2.9 percent of 
GDP), and could therefore jeopardize financial stability in 
the markets and have implications on the price level in the 
economy. 

• Any impact on the demand or supply side of real economic 
activity could be significant, though the effect on prices is 
not unequivocal, as it is impossible to assess in advance the 
relative forces that act on prices. Due to the long-term gradual 
pass-through from real activity to prices, the impact of this 
scenario could persist for a considerable time. 

A worsening of the US economy:
• The continuing worsening of the twin deficits in the US along 

with the development of alternative financial markets to the 
US capital markets could generate a change in preference 
among investors, and lead to an accelerated weakening of the 
dollar both globally and against the shekel.

• A further slowdown in real activity in the US along with a 
moderation in inflationary pressures there could act to hasten 
the drop in interest rates in the US economy. This would bring 
with it a positive interest rate gap, which would strengthen 
the shekel and therefore act to push prices down relatively 
quickly. 

• A slowdown in world trade, which mainly could stem from 
a drop in real activity in the US, has conflicting effects on 
inflation. On the one hand, a drop in demand for Israeli exports 
could cause a drop in local prices, but on the other hand, the 
worsening of the current account could put pressure on the 
shekel to depreciate, which would encourage a rise in prices.

Global trends:
• The continued expansion in global demand for high-tech goods 

and services, along with a global growing trend for mergers 
and acquisitions, could spur the acquisition of export-driven 
Israeli companies, as has happened in the past two years. Such 
a development would place the largest basic pressure on the 
shekel to appreciate, which would act to push prices down.
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• There is enormous uncertainty surrounding future developments 
in world oil prices. However the latest assessments point to 
the likelihood of a rise in price, mainly against a background 
of a contraction in world oil production, in addition to the 
geopolitical tensions in the Middle East. The realization of 
this scenario would push prices up rapidly in the economy.

Box 3. Indexation to the Exchange Rate in Israel and the Effect on Monetary Policy

Due to the period of persistent, high inflation in the 1970s and 1980s, many types of indexation arrangements 
and mechanisms were developed, which led to the indexation of goods and services to the exchange rate, 
mainly to the dollar but also to the consumer price index. The term full dollarization in economic literature 
is where a state totally adopts a currency of another state (not necessarily the dollar) which fulfills all three 
roles of money––means of payment, store of value and unit of account––and in effect the state has no 
currency of its own. Partial dollarization is a situation where a foreign currency fulfills some of the classic 
roles of money, and this describes Israel during that period.

A successful disinflation policy, which was followed during the 1990s and which brought inflation 
down significantly to levels prevalent among developed countries, brought about the cancellation of a 
considerable number of these arrangements of indexation to the exchange rate; outstanding examples 
include the government’s cessation of issuing dollar-linked government bonds (Gilboa) and the cancellation 
of foreign-exchange indexation of all government fees. Furthermore, as part of the steps taken to reduce the 
partial dollarization of the economy, the Consumer Protection Law was amended in 2002 such that prices 
of goods and services by a business may be presented and published only in Israeli currency. 

However there are pockets of the economy where indexation to the exchange rate as a unit of account 
is still practiced: the regulatory system––insurance contracts indexed to foreign currency, presentation of 
financial accounts in foreign currency despite the move to nominal financial statements, and instructions 
that allow various sectors whose activities are managed in foreign currency to present their tax statements in 
foreign currency; institutional arrangements––the Israel Electric Corporation’s tariff arrangement which 
compensates the company for a rise in expenses due to its foreign currency liabilities, and the arrangement 
for determining regulated fuel prices is in foreign currency; public behavior in certain sectors/industries–
–in rental properties and second-hand housing sales, where 90 percent of contracts are indexed to foreign 
currency. Indexation to foreign currency is also practiced in prices of legal services, catering and function hall 
services, jewelry and car rentals. What differentiates the Israeli economy is the use of partial dollarization 
as a unit of account regarding physical assets and services such as property, while other countries that 
experience a similar problem of partial dollarization, see it expressed in the high rate of financial assets and 
liabilities denominated in or indexed to foreign currency.  

Against the background of a drop in the inflation rate in Israel to rates prevalent elsewhere, and in light of 
the findings from various models that indicate that the pass-through from the exchange rate to the consumer 
price index has fallen in recent years, this continuation of indexation is explained by the traditionally 
high inflation figures in Israel in the past and the market failures that developed as a consequence. The 
most blatant example of this is the continued indexation of non-tradable goods and services to the dollar 
that have no economic justification for indexation. A market failure in economics is a situation in which 
resource allocation or the supply of services is not the optimal, despite the market operating freely. In 
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the housing market in Israel, which is indexed to the exchange rate, both sellers and buyers who are risk 
averse find themselves in a disadvantageous position relative to their position were there no indexation, as 
the fluctuations in the exchange rate, with no trend, expose both parties to a change in price. However if 
the exchange rate followed a trend, some of the players in the market would profit and others would lose. 
The partial dollarization characteristics of the housing market reflect a market failure known as a network 
externality, where a state of equilibrium is that in which there is a critical mass of those using dollars as a 
unit of account despite the lack of worthiness for doing so due to the exposure to the exchange rate.1     

Continuing partial indexation has economic implications both on monetary policy and on consumer 
welfare in the economy, as described below.

The effect on monetary policy stems from the high and immediate pass-through from the exchange rate 
to the consumer price index, which stands at 29 percent. Continuing indexation makes managing monetary 
policy harder, as external shocks that are unconnected to Israel or sharp, frequent changes in the exchange 
rate––also without any trend––make economic planning difficult and monetary planning particularly so. A 
prime example of this is the housing item, which has a 22 percent weighting in the consumer price index, 
the changes in which are closely matched to fluctuations in the exchange rate, and whose fluctuations are 
themselves greater that in the CPI in general, as shown in the diagram here.

Furthermore, a relatively high pass-through of about 20 percent in non-tradable goods, with a sizable 
weighting in the consumer price index, harms the ability of the exchange rate to serve as a cushion for real 
shocks, expressed in changes in relative prices of tradable and non-tradable goods.

However, in terms of effectiveness of monetary policy, one can see an advantage in a high pass-through, 
because if the exchange rate is more sensitive to a difference in interest rate, then changes in the local 
interest rate will have a more rapid effect on prices via the exchange rate and will make it easier to achieve 
the target inflation within a short time.

The effect on consumer welfare in the economy: The indexation of prices of goods and services in 
the economy to the exchange rate, in particular of non-tradable goods such as real estate, is expressed in 
consumers’ exposure to depreciation and suppliers’ exposure to appreciation. In most cases it is the “small 
consumer” who is left exposed to fluctuations in the exchange rate. Even if there are defenses of one kind 
or another in the market, access to them is not simple and their cost is not small. An analysis of the banking 
system shows that the number of household transactions in futures and forwards is minimal. The general 
cost of currency protection for such rentals and house purchases2 to households, had such protection been 
provided through the banking system, was estimated at NIS 700 million a year.3 

Pursuing a passive policy on dollar indexation in Israel to all intents and purposes means a continued 
potential threat on monetary policy targets. An active policy on this matter could be pursued gradually, 
together with a publicity campaign that would present the economic inadvisability of using foreign currency 

1  For further discussion see Nienke Oomes, “Network Externalities and Dollarization Hysterics: The Case of Russia,” IMF WP/03/96.
2  An estimate of the cost of protection with respect to rentals and sales was based on figures from the Central Bureau of Statistics according 

to which the number of rental apartments was 470,000, and the average monthly rent was $530. In calculating the number of new house 
purchases from a contractor, half of all purchases by house renovators––10,000 apartments––was taken into account at an average price 
of $186,000. In calculating the cost of defense, apartment sales between households (second-hand sales) were not included, even though 
the price of such transactions was indexed to the exchange rate; this assumed that payment times for these deals were closed back-to-
back, and therefore did not require currency protection.

3  The effective cost of protection by forward contracts that households conducted through the banking system stood at 1.5-2.3 percent of 
the price of the transaction. (The cost is supposed to be equal to the difference in interest rates, which currently stands at 0 percent, though 
fees and the gap between purchase price and sale price raises the price of protection considerably.) Protection through buying options, 
while insuring the purchaser against losses without foregoing the possibility of profiting from a rate differential, is nevertheless far more 
costly – around 2.7 percent of the price of the transaction.
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in the current economic conditions. As part of such a move, 
it has been proposed in the past to cancel the representative 
exchange rate that the Bank of Israel publishes daily, and 
which is regarded by the public as an official rate. This 
rate eases the use of the exchange rate as a unit of account, 
particularly as it is published so regularly, and apparently 
contributes to the perpetuation of partial dollarization in 
the economy. 

Furthermore, new legislation has been proposed in the 
past and Knesset committees have held discussions with 
the aim of reducing household transactions’ indexation to 
the exchange rate, and in particular those in the housing 
market. According to the proposals––which have not 
yet passed the legislative process––the prohibition of 
indexing residential house rental contracts, by households, 
to foreign currency would be imposed for a short, defined 
period only, in order to change patterns of behavior. 
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Appendix Table 1
Annual Inflation and the Standard Deviation of the Monthly Change 
in the CPI, Housing Index and Exchange Rate, 1996 to 2006

(rate of change during the period, percent)

CPI

CPI excluding fruit 
and vegetables, 

clothing and footwear

Index of 
housing 
prices

NIS/US$ 
exchange 

rate

Inter-month 
standard eviation 

of the CPI
(1) (2) (3) (4) (5)

(annual data)
1997 7 7.7 7.5 7.9 0.6
1998 8.6 8.6 8.8 18.2     0.9
1999 1.3 1.5 -0.9 0.4 0.4
2000 0 0.2 -2.4 -2.7 0.5
2001 1.4 1.5 5.2 4.8 0.4
2002 6.5 7.1 8.2 9.8 0.7
2003 -1.9 -2 -6.7 -6.4 0.4
2004 1.2 1.2 -2.5 -1.2 0.4
2005 2.4 3.1 5.9 6.2 0.5
2006 -0.1 -0.45 -6.1 -8.5 0.5

(semi-annual data)

2005  I 0.5 1.1 0.3 3.3 0.4
2005 II 1.9 2 5.5 2.8 0.5
2006  I 1.6 1.3 -2.9 -3 0.4
2006 II -1.6 -1.8 -3.2 -5.6 0.4
a The marked deviation of this figure from the long-term trend is due to the sharp rise in the 
exchange rate in October 1998.  
SOURCE: Based on Central Bureau of Statistics data.

a
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Appendix Table 2
Interest Rates in Israel and the US, 1998–2006

Central banks’ interest rates
Differential 

between
central banks’
interest rates
(percentage

points)

Yield gap between 
10-year

Israeli and US 
government bondsb

(percentage
points)

Israel US
End of year Interest

ratea

(%)

Change
(percentage

points)

Interest
rate
(%)

Change
(percentage

points)
1998 13.50 4.75 8.75
1999 11.20 -2.30 5.50 0.75 5.70 -3.05
2000 8.20 -3.00 6.50 1.00 1.70 -4.00
2001 5.80 -2.40 1.75 -4.75 4.05 1.60
2002 9.10 3.30 1.25 -0.50 7.85 6.80
2003 5.20 -3.90 1.00 -0.25 4.20 3.00
Monthly data
2004 January 4.80 -0.40 1.00 0.00 3.80 2.85

February 4.50 -0.30 1.00 0.00 3.50 3.28
March 4.30 -0.20 1.00 0.00 3.30 3.53
April 4.10 -0.20 1.00 0.00 3.10 3.25
May 4.10 0.00 1.00 0.00 3.10 3.12
June 4.10 0.00 1.00 0.00 3.10 3.04
July 4.10 0.00 1.25 0.25 2.85 3.21
August 4.10 0.00 1.50 0.25 2.60 3.60
September 4.10 0.00 1.75 0.25 2.35 3.58
October 4.10 0.00 1.75 0.00 2.35 3.48
November 4.10 0.00 2.00 0.25 2.10 3.21
December 3.90 -0.20 2.25 0.25 1.65 2.98

2005 January 3.70 -0.20 2.25 0.00 1.45 2.67
February 3.50 -0.20 2.25 0.00 1.25 2.49
March 3.50 0.00 2.50 0.25 1.00 2.04
April 3.50 0.00 2.75 0.25 0.75 2.24
May 3.50 0.00 3.00 0.25 0.50 2.07
June 3.50 0.00 3.00 0.00 0.50 2.20
July 3.50 0.00 3.25 0.25 0.25 2.09
August 3.50 0.00 3.50 0.25 0.00 1.87
September 3.50 0.00 3.75 0.25 -0.25 1.79
October 3.75 0.25 3.75 0.00 0.00 1.59
November 4.00 0.25 4.00 0.25 0.00 1.76
December 4.50 0.50 4.25 0.25 0.25 1.74

2006 January 4.50 0.00 4.25 0.00 0.25 1.71
February 4.75 0.25 4.50 0.25 0.25 1.85
March 4.75 0.00 4.50 0.00 0.25 1.77
April 5.00 0.25 4.75 0.25 0.25 1.52
May 5.25 0.25 5.00 0.25 0.25 1.31
June 5.25 0.00 5.00 0.00 0.25 1.33
July 5.25 0.00 5.25 0.00 0.00 1.35
August 5.50 0.25 5.25 0.00 0.25 1.50
September 5.50 0.00 5.25 0.00 0.25 1.67
October 5.50 0.00 5.25 0.00 0.25 1.34
November 5.25 -0.25 5.25 0.00 0.00 1.25
December 5.00 -0.25 5.25 0.00 -0.25 1.08

a The rate of interest set in the previous month’s monetary program for the month indicated in the table.
b The yield spread between the yields on 10-year unindexed government bonds and the yields on US government bonds for the same 
term.
SOURCE: Bank of Israel.
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Appendix Table 3
The Bank of Israel Nominal and Real Rates of Interest, and the Yield on Makam and on CPI-ndexed 
and Unindexed Government Bonds

(monthly average, percent)
Bank of Israel interest rate Yield on 

12-month 
unindexed

Makam

Yield on CPI-
indexed 10-year 

bonds

Yield on 10-year
unindexed on 10-

year bondsHeadlinea Effectiveb Realc

2002 December 9.1 9.6 7.2 8.3 5.7 10.9
2003 December 5.2 5.4 4.6 4.9 4.1 7.0
2004 January 4.8 5.0 4.1 4.7 4.0 7.0

February 4.5 4.7 3.5 4.8 4.1 7.4
March 4.3 4.5 3.3 4.7 4.2 7.4
April 4.1 4.3 2.7 4.8 4.3 7.6
May 4.1 4.3 2.3 5.2 4.4 7.9
June 4.1 4.3 2.5 5.0 4.3 7.8
July 4.1 4.3 2.7 4.9 4.3 7.8
August 4.1 4.3 2.4 4.8 4.3 7.9
September 4.1 4.3 2.3 4.7 4.2 7.7
October 4.1 4.3 2.2 4.8 4.2 7.6
November 4.1 4.2 2.3 4.7 4.2 7.4
December 3.9 4.1 2.7 4.3 4.1 7.2

2005 January 3.7 3.9 2.3 4.2 4.0 6.9
February 3.5 3.7 1.6 4.2 3.8 6.7
March 3.5 3.7 1.4 4.1 3.7 6.6
April 3.5 3.7 1.6 4.1 3.8 6.6
May 3.5 3.7 2.0 4.0 3.6 6.2
June 3.5 3.7 1.8 4.0 3.7 6.2
July 3.5 3.6 1.5 4.2 3.6 6.3
August 3.5 3.6 1.5 4.2 3.5 6.1
September 3.5 3.6 1.1 4.3 3.3 6.0
October 3.8 3.9 1.5 4.6 3.3 6.1
November 4.0 4.1 1.9 5.0 3.6 6.3
December 4.5 4.6 2.8 5.2 3.7 6.2

2006 January 4.5 4.7 2.7 5.2 3.6 6.2
February 4.8 4.9 2.6 5.5 3.7 6.5
March 4.8 4.9 2.8 5.6 3.8 6.5
April 5.0 5.2 3.2 5.7 3.8 6.6
May 5.3 5.4 3.3 5.8 3.8 6.5
June 5.3 5.4 3.5 5.8 3.9 6.5
July 5.3 5.4 3.6 5.8 3.9 6.5
August 5.5 5.7 3.7 5.8 3.9 6.4
September 5.5 5.7 3.7 5.8 3.9 6.4
October 5.5 5.6 4.2 5.3 3.8 6.1
November 5.3 5.4 3.8 5.1 3.6 5.9
December 5.0 5.1 3.9 5.0 3.6 5.7

a Announced interest rate in simple annual terms (excluding compound interest).
b Calculated as the daily compound interest rate, based on the interbank rate.
c The real rate of interest is the effective rate of interest less inflation expectations derived from the capital market.
SOURCE: Bank of Israel.
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Appendix Table 4
The Differential between Yield on Makam and Government Bonds and the Bank of Israel Interest Rate

(percentage points)

 

Differential between 
yield on 12-month Makam 
and the effective Bank  of 

Israel interest rate

Differential between the yield
on unindexed 10-year bonds 

and the effective Bank of Israel 
interest rate

Differential between the 
yield on CPI-indexed 
10-year bonds and the 

Bank of Israel real 
interest ate

2002 December -1.7 1.2 -1.5
2003 December -0.5 1.7 -0.5
2004 January -0.3 2.0 -0.1

February 0.2 2.7 0.6
March 0.2 2.8 0.9
April 0.6 3.4 1.6
May 0.9 3.6 2.1
June 0.7 3.5 1.8
July 0.6 3.5 1.5
August 0.5 3.7 1.9
September 0.5 3.4 2.0
October 0.5 3.3 2.0
November 0.4 3.2 1.9
December 0.2 3.2 1.5

2005 January 0.4 3.1 1.7
February 0.5 3.0 2.2
March 0.4 2.9 2.3
April 0.5 2.9 2.1
May 0.3 2.6 1.7
June 0.3 2.6 2.0
July 0.6 2.7 2.3
August 0.7 2.6 2.1
September 0.7 2.4 2.3
October 0.8 2.2 1.9
November 0.9 2.3 1.7
December 0.6 1.6 0.9

2006 January 0.6 1.5 0.8
February 0.7 1.6 1.1
March 0.8 1.6 1.0
April 0.6 1.4 0.4
May 0.4 1.1 0.4
June 0.4 1.1 0.3
July 0.4 1.1 0.2
August 0.2 0.8 0.1
September 0.1 0.8 0.1
October -0.3 0.5 -0.5
November -0.3 0.5 -0.3
December -0.1 0.6 -0.4

SOURCE: Bank of Israel.
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Appendix Table 5
Expected Inflation, 2001 to 2006

Expectations derived from the capital market

For first 
yeara

For second 
yearb

For third year and 
beyond

Average of 12-
month inflation 

forecastsc

2001    December 0.6 1.3 2.5 1.6
2002    December 2.2 3.8 5.3 2.0

2003    December 0.7 1.7 3.2 1.6
2004    January 0.9 2.1 3.3 1.5
            February 1.1 2.5 3.5 1.7
            March 1.2 2.8 3.4 1.7
            April 1.6 3.0 3.6 2.1
            May 2.0 3.1 3.7 2.6
            June 1.8 2.6 3.7 2.3
            July 1.5 2.2 3.8 2.0
            August 1.9 2.6 3.9 2.4
            September 2.0 2.3 3.7 2.5
            October 2.0 2.5 3.6 2.4
            November 1.9 2.0 3.4 2.2
            December 1.4 1.9 3.5 2.0
2005    January 1.6 2.0 3.3 2.0
            February 2.0 2.4 3.1 2.2
            March 2.2 2.4 3.1 2.1
            April 2.0 2.0 3.1 2.1
            May 1.7 1.9 3.0 2.2
            June 1.9 2.2 2.9 2.0
            July 2.1 2.3 2.9 2.3
            August 2.1 2.4 2.9 2.1
            September 2.5 2.6 2.9 2.0
            October 2.4 2.5 3.0 2.2
            November 2.1 2.5 2.8 2.2
            December 1.7 2.1 2.6 1.9
2006    January 1.9 2.2 2.7 1.7
            February 2.2 2.4 2.7 2.1
            March 2.1 2.5 2.7 2.2
            April 1.9 2.3 2.7 2.2
            May 2.0 2.1 2.7 1.9
            June 1.8 2.1 2.6 1.8

July 1.8 2.0 2.7 2.0
August 1.9 2.0 2.6 2.1
September 1.9 2.0 2.5 2.0
October 1.4 1.5 2.5 1.4
November 1.5 1.7 2.3 1.7
December 1.2 1.6 2.1 1.7

a Twelve-month inflation expectations.
b Calculated from yields on Shahar and Galil or Sagi bonds with equivalent terms. 
c Average of inflation forecasts of commercial banks and economic consultancy firms that publish their forecasts on a regular 
basis.
SOURCE: Bank of Israel.


