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12 October 2009

Report to the public of the Bank of Israel’s discusions prior to setting the
interest rate for October 2009

The discussions took place on 23 and 24 Septemb&02

General

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

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

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

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

General assessment

The Bank of Israel assessment at the time of theudsions on the interest rate for
October was that the recovery in economic actiwhs continuing, but there was
uncertainty regarding its strength. The halt indieeline in economic activity, which
had been expected to occur only at the end of 2088,taken place already in the
second quarter of the year. The Bank of Israel esp8DP in 2009 to be the same as
in 2008, with a rise in the unemployment rate tb @ercent (annual averages). GDP
Is expected to grow by 2.5 percent in 2010, anduthemployment rate to increase
slightly to 8.3 percent.

The National Accounts
The National Accounts figures for the second quaaie 2009 published by the
Central Bureau of Statistics (CBS) on 16 Septershewed an increase of 1 percent
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in GDP in the second quarter (annual rate, compartidthe first quarter). This was

the same as the CBS estimate dated 16 August. diogoto the updated CBS

figures, the increase in business sector produdhénsecond quarter was revised
upwards from 0.7 percent to 1.3 percent, with upWwarisions also to the increase in
private consumption (from 4.4 percent to 5.6 petjcenonresidential investment

(from a negative 14.3 percent to a positive 2.&@mt), exports excluding diamonds
(from 0.9 percent to 26.3 percent), and importdughng diamonds (from a negative

13.8 percent to an increase of 3.2 percent). Byrast) government expenditure was
revised downwards from an increase of 20.2 perceone of 12.1 percent.

The composite state-of-the-economy index

The Bank of Israel's composite state-of-the-econamdgx for August increased by
1.3 percent, following increases of 1.1 percertheaJuly index and 0.7 percent in the
June index (changes from previous month, with thigal June and July indices

revised upwards). The rise in the index continbhesupward trend that started in May
2009, and strengthens the assessment that therbekasa positive turnaround in
economic activity. The increase in August reflettginly an increase in goods and
services exports. There is uncertainty, howeveoutlkhe strength of the recovery.
The index of manufacturing production declined utyJoy 2.8 percent (compared
with the previous month, seasonally adjusted)ofelhg a 1.6 percent increase in
June. The trade and services revenue index fe8.Bypercent in July, following its

3.7 percent increase in June (compared with thaqare month, seasonally adjusted).

The labor market

The nominal wage per employee post in the busises®r increased by 3.3 percent
in June from its May level. In the three months ifdune the wage declined by 3.7
percent compared with the level in the previouge¢hmonths (seasonally adjusted,
annual rate).

The number of employee posts (seasonally adjustad)the same in June as in
May. National Insurance data show a 2.3 percenlirdean employment in April—
June compared with the previous three months.

The unemployment rate increased to 8.0 perceritersécond quarter, from 7.6
percent in the first quarter.

The Companies Survey

Partial preliminary results from the Bank of IstagCompanies Survey for the third
quarter relate to companies' reports at the beggnoif the quarter of recovery in their
activity and an improvement in their situation cargd with the second quarter. In
most industries, orders for the last quarter of2@main moderate.

Foreign trade and the balance of payments

Goods exports (excluding diamonds) increased bypBrzent in August from their
July level (in dollar terms, seasonally adjustdd)the three months June—August
these exports surged by 32 percent (in dollar tes@asonally adjusted, annual rate)
from their level in the previous three months.



Goods imports (excluding ships, aircraft and diadg)rfell by 0.4 percent in
August from their July level (in dollar terms, seaally adjusted). In the three months
June—August these imports swelled by 43.8 percentdéllar terms, seasonally
adjusted, annual rate) from their level in the pyas three months.

The surplus in the current account of the balant@ayments totaled $2.1
billion in the second quarter of 2009, followingiailar surplus ($2.3 billion) in the
first quarter. In contrast with the first half 00@3, when goods imports exceeded
goods exports by $3.1 billion, in the first half 2009 goods exports exceeded goods
imports by $500 million.

2. Budget data

The overall budget deficit in January—August 208&luding credit, totaled NIS 19.4
billion, compared with a surplus of NIS 1.5 billianJanuary—August 2008. The large
deficit reflects the steep drop in tax revenuesitiegy from the economic slowdown,
moderated by some underspending of the budgetudiixg the effects of changes in
tax rates and one-off receipts, tax revenues datlby about 11 percent in real terms
in January—August compared with the equivalentookein 2008.

Government domestic expenditure in January—AugastMIS 4.1 billion lower
than the seasonal path consistent with full buégetnditure (i.e., underspending of
2.7 percent).

In the budget for the years 2009 and 2010 the itlefasling set by law was
increased from 1 percent of GDP to 6 percent of GDR0O09 and 5.5 percent in
2010. The decision was taken as a result of thessson and the sharp drop in tax
revenues. Based on an analysis by the Researchrtbepd the Bank of Israel
expects the deficit in 2009 to be below the reviseiting.

3. Developments on the nominal side

Inflation

The Consumer Price Index (CPI) rose by 0.5 pereenAugust, in line with
forecasters' expectations. The increase in thexinde affected by the increase in the
price of water (from 15 July), and it may be assdrieat it was also affected by the
one percentage point increase in VAT in July. Thees a steep increase of 1.2
percent in the housing component in August.

Since the beginning of 2009 the CPI has increasgd3.d percent, and
seasonally adjusted by 2.5 percent. Since the begjrof the year the annual rate of
inflation, based on the seasonally adjusted CPI awrdluding the effect of
government actions (i.e., excluding the effecthaf increase in VAT and other prices
controlled by the government) was 2 percent.

In the last twelve months the CPI increased byp&rcent, slightly above the
upper limit of the inflation target range.



Expectations and forecasts of inflation and of the Bank of Israel interest rate
One-year-forward inflation expectations derivedhirthe capital market ("break-even
inflation") in September (to 22 September) average’l percent, close to the 2.4
percent average in August.

The Israeli forecasters assess, on average, tAatian measured over the
previous twelve months will be above the uppertliofithe inflation target range until
the middle of 2010, and that then it is expectedddine towards the midpoint of the
range.

The Israeli forecasters predict on average thédtioh one year forward will be
2.3 percent, and that in the three months Septer@tlmober and November 2009 the
change in the CPI will be a cumulative decline df Percent.

With regard to the interest rate, Israeli forecasten average expect that the
Bank of Israel rate for October will increase b Percentage points, and that twelve
months hence the interest rate will be 2.8 percent.

An analysis of the slope of ttlakam yield curve shows that the capital markets
expect an increase in the Bank of Israel interatt towards the end of 2009, and
expect the rate to be about 2.4 percent in twelpath’s time.

The makam and bond markets

Real yields to maturity on CPIl-indexed five-yearvgmment bonds remained
unchanged this month (to 22 September) from themgust level, at 1.5 percent. The
yield on 5-year unindexed government bonds fels@ptember to an average of 3.8
percent, from an average of 4.1 percent in AugliBe yield on one-yeamakam
increased to about 1.8 percent in September, frénpdrcent in August.

New corporate bond issues in September totaledta@&u4 billion, and since
the beginning of the year, about NIS 30 billionmngared with about NIS 22 billion in
the whole of 2008. In the period from 23 August2® September the Tel-Bond 20
index increased by 1.4 percent, and the Tel-Bonthd@x declined by 1.6 percent.

The interest rate differential and the yield gap between Israel and abroad
Prior to the current interest rate decision, thalBaf Israel interest rate was 0.5 to
0.75 percentage points higher than the US federadd rate, and 0.25 percentage
points lower than the ECB rate.

The gap between the unindexed ten-year shekel gangrt bond yield and the
ten-year US government bond yield narrowed thisttndnom 187 basis points on 24
August to 165 basis points on 22 September

The expected real interest rate

The Bank of Israel interest ratmainus twelve-months-forward inflation expectations
derived from the capital markets increased in Sep& by about 0.3 percent from its
August level, to an average wfnus 1.5 percent.

The monetary aggregates

In the twelve months to September 2009 the M1 nasgetggregate (cash held by the
public and demand deposits) grew by 65.3 percent,the M2 aggregate (M1 plus
unindexed term deposits of up to one year) by persent. The rapid increase in M1



was partly due to the public's switching from teteposits to current accounts in light
of the low level of interest on the term deposits.

The econometric models'

Various scenarios of the development of inflatiowl @ther variables in the next year
were examined using the Bank of Israel's economatnodels. The underlying

assumptions were that GDP would be the same in 2608 2008, that there would
be growth of 2.5 percent in 2010, that the lowresé rates around the world would
start to rise in 2010, that prices of imported itspwould increase, and that world
trade would drop by 18 percent in 2009 and wouttldase by 4.4 percent in 2010.

The baseline scenario of the quarterly DSGE (dynastochastic general
equilibrium) model, which places great weight orpestations and which uses the
Bank of Israel reaction function based on the simagt of the interest rate path,
under the assumption that housing prices woulceasz at an annual rate of 2 percent
in the next few months, and that the (quarterlyrage) exchange rate from the third
quarter of 2009 to the end of 2010 would move betwdIS 3.84 and NIS 3.95 to the
dollar, gave a modest increase in the Bank of Isrderest rate to an average of 1
percent in the last quarter of 2009 and 1.5 pericetiite last quarter of 2010. Inflation
was expected to be 4.1 percent in 2009, and 1cepemn 2010.

The Error-Correction (EC) model yielded inflatioh42 percent in 2009 and 2
percent in 2010, with the Bank of Israel inter@génncreasing from an average of 1.2
percent in the last quarter of 2009 to 3 percenthelast quarter of 2010. In this
scenario the average exchange rate in the lastequaEr2009 would be NIS 3.90 to
the dollar, and NIS 3.93 in the last quarter of 201

4. The foreign currency market and the share market

The foreign-currency market

During the month between the previous and the ntiirgerest rate discussions (i.e.,
from 24 August to 22 September), the shekel sthemgd by about 2 percent against
the dollar, from NIS 3.80 to the dollar on 24 AugtesNIS 3.73 on 22 September. In

the same period the shekel weakened by about Xcemgeagainst the euro, from

NIS 5.44 to the euro to NIS 5.52.

The nominal effective exchange rate of the shet¢aiculated as the average
shekel exchange rate against 24 currencies (repnege33 countries) weighted
according to the volume of Israel's trade with éhamuntries, showed a shekel
appreciation of 0.3 percent in the perfod.

The share market

! The Bank of Israel uses econometric models to dbws scenarios. Due to their nature, includirgftct that
their results naturally depend on certain assumptabout relevant variables, the scenarios shoeilddwed as
one input among several in the discussions onntteedst rate. In the abnormal conditions prevailinthe global
financial markets since the outbreak of the wortteMinancial crisis, and bearing in mind that thedels do not
directly reflect such events, the weight that carattached to the forecasts derived from the masleésiuced.

% The weight of the dollar in the effective exchangi is about 24 percent, and that of the eurajta®® percent.



The Tel Aviv 25 share price index on 22 Septembas similar to that on 24 August.
In the same period the Dow Jones index rose bp&dent.

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

Israel’s risk premium, as measured by the five-y@BS spread, declined from 1.15
percentage points to 1 percentage point in theogdrsetween the previous and the
current discussions on the interest rate. The preknium of most emerging market
countries also declined in this period.

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

The global economic environment continues to improboth with regard to the
financial side, and with regard to economic acjivih year after the collapse of
Lehman Brothers, towards the end of the third guart 2009 it seems that the global
economy is recovering from the crisis and is rahgrio a path of moderate growth,
with the help of massive governmental support.

Expansionary monetary policy, together with sigrafit budgetary expansion in
most countries, continues to support the recovétiyeglobal economy.

In the US the investment houses expect, on avethgethe Fed interest rate
will remain at its current low level (0O percent @5 percent) into 2010. The ECB
interest rate is also expected to remain at iteectitevel of 1 percent for some time.

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATERQISION
FOR OCTOBER 2009

The Bank of Israel increased the interest rate September by a quarter of a
percentage point to 0.75 percent, after four monthso change in the rate. At the
same time the Bank continued with the policy it @mced at the beginning of
August, of purchasing foreign currency from timetitoe when there were abnormal
movements in the exchange rate that were not densisvith the basic economic
conditions or when the forex market was not furratig properly.

In the narrow-forum discussion, four members of nagement make
recommendations to the Governor regarding the g@oate rate of interest for the
economy. In the discussions of the interest rate @xtober, three of them
recommended that the Governor increase the inteasby a quarter of a percentage
point, and the fourth recommended that the Govdeaxe the rate unchanged.

The three participants who recommended an incrigatiee interest rate noted
that inflation over the previous twelve months vgghtly above the upper limit of
the target range, and that the interest rate wasgleen that the economy was on a
recovery path, even if there was uncertainty raggrthe strength of the recovery.
The short-term real interest rate (the central beatle minus one-year inflation
expectations) was one of the lowest in the advaecedomies, as inflation in most of
them was expected to be low next year. They algbthat the output gap in Israel



was lower than that in most of the advanced ecoesniihey added that one-year
forward inflation expectations of the domestic fasters and those based on the
capital market were close to the midpoint of thrgeéarange, but alongside these were
expectations of increases in the Bank of Israadredt rate. They stated further that
the latest update to the National Accounts for gheond quarter indicated that the
recovery in economic activity in the business seafipeared more firmly based than
it had in the previous assessment. They arguedtilbatery expansionary monetary
policy currently in place was taken against thekemund of the environment of a
serious crisis and concern that the recession woelld severe and long one, and that
in light of the current environment of economicity there was room to increase
the interest rate again, following the previous thsincrease.

The member of management who recommended that tveror leave the
interest rate unchanged stated that it was impbitacontinue to support the recovery
in economic activity. A no-change decision wouldeyant a widening of the
differential between the interest rate in Israal astes abroad, and would thus serve
to reduce the supply of foreign currency on thexfamarket (compared to a decision
to increase the interest rate)—and this at a tumen the Bank of Israel was buying
foreign currency as necessary. The Bank's foreigrency purchases act to moderate
the strengthening of the shekel, and support tbevexy trend of economic activity.
In this context this member added that interessraif the leading central banks are
expected to remain very low into 2010. This mendogued further that despite the
continued recovery in activity in Israel and theeatation of faster growth in Israel
and world wide, there was uncertainty about thengfth of the process. It was
expected that the recovery would be a slow one tlaaicit would be accompanied by
a slow process of interest rate increases.

The member who recommended no change emphasizédaithaugh the
inflation environment, expressed in actual priceréases, was slightly above the
upper limit of the target range, if the price ireses resulting from government
decisions were excluded (i.e., the increased tagigarettes and fuel, the increase in
VAT, and the water surcharge), inflation was claséhe midpoint of the target range.
Moreover, the output gap, reflected by the higle @t unemployment, among other
things, was expected to restrain inflation in thentg year.

The point was added that the monetary environmbat &ffects inflation
incorporates both the interest rate and the ex@haaig, and the strengthening of the
shekel (the appreciation of the nominal effectixehange rate over the last five
months) serves to moderate inflation.

At the end of the discussion, taking all the abpeets into consideration, the
Governor decided to leave the interest rate foofat unchanged at 0.75 percent, in
order to balance the need to continue to suppertréksovery of economic activity
with the need to return inflation to within the qi stability target range, while
preserving financial stability.

In its announcement of the decision, the Bank i@fdkstressed the following:

¢ Inflation measured over the previous twelve monghslightly above the target
range. However, inflation from the beginning of gear, however, excluding the
effects of increased tax rates and seasonally tedjuss around the midpoint of



the target range. Inflation expectations for thetneelve months, both those of
the forecasters and those derived from the capitalket, are also around the
midpoint of the target range. The rate of inflatisrexpected to return to within
the target range when the short-term effects ofitbeeases in taxation have run
their course. The output gap, reflected by the haghk of unemployment among
other things, was expected to restrain inflationthe coming year, as was the
appreciation of the shekel in terms of the nomafédctive exchange rate in the
last few months.

e The continued recovery in economic activity and ekpectation of faster growth
in Israel and world wide suggest that the currenirenment is one of recovery
from the recession. That said, there is uncertaiagarding the strength of the
recovery in Israel, in part because of the uncetyaabout the recovery in the
global economy.

e Interest rates of the leading central banks arotmedworld are low, and are
expected to remain unchanged during the coming Imsont

The Bank of Israel announced that it will contirtaeact to achieve its price-stability
objective, and will monitor Israeli and worldwideaomic developments, and will
use the instruments available to it to encouragel@yment and growth, and to
support the stability of the financial system

The decision was made and published on 24 Septe206r

Those participating in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdéra

Prof. Zvi Eckstein, Deputy Governor of the Banksrhael

Dr. Karnit Flug, Director of the Research Departinen

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

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

Dr Ohad Bar-Efrat, Advisor to the Governor and Heafl Information and
International Affairs Division

Mr. Eddy Azoulay, Chief of Staff to the Governor

Dr. Yossi Saadon, Advisor to the Governor and Bainlisrael Spokesperson



Appendix: Major Global Economic Developments

us

Data received in the month since the previous @sterate discussions in Israel
indicate that in the third quarter of 2009 the WU8Sreomy was on a recovery path from
the severe recession it had experienced for twasyemd that the recovery was
expected to be faster than assessments in thdelasmonths. The US Treasury
Secretary declared that from now the governmentldvdocus on strengthening
growth and not on the rescue strategy it has pdrsli@ow.

According to the latest Federal Reserve's Summafommentary on Current
Economic Conditions (the "Beige Book"), a particulsk factor is the commercial
real estate sector, which is suffering from low gmancy rates and decline in rents,
that could result in further losses for banks Waténs to that sector.

Retail sales in August were the highest for thneg-ahalf years, and greatly
exceeded expectations, and might indicate a regoneonsumption.

Although unemployment climbed to 9.7 percent, itghlkst level for thirty
years, it appears that the upward trend in unempdoy is slowing, and that
employment may stabilize towards the end of the.yea

The Fed stated that economic activity is likelystay at a low level for a
considerable period. The large output gap is eegedd moderate inflationary
pressures, and the main assessment is that thisenthe dominant effect.

The absence of inflationary pressure will enabéeRkd to return gradually to a
neutral policy. The analysts expect the interet ta start increasing only in 2010,
and they consider that the Fed will wait for tharsof recovery in the labor market
before it embarks on increases in the interest rate

Europe
The economic recovery in the eurozone economy moat, but not uniformly.
Unemployment figures for the second quarter weteasdad as had been expected,
but unemployment is expected to continue risin@040. Growth is expected to be
led by the industrialized countries, headed by G&yn Against the background of
data on the manufacturing sector throughout thezeue that indicate expansion and
increases in exports and in factory order booksisgemer confidence indices are
rising, led by the German consumer confidence index

The ECB forecast is of 0.2 percent growth in 200ereas the market
consensus is for 2 percent growth. The ECB decitedeave its interest rate
unchanged at 1 percent, and not to hurry to chatsgexpansionary policy. The
markets do not expect an increase in the ECB istteate before the end of the first
half of 2010.

Japan

Japan's economic data continue to paint a mixetungic and result in different
assessments of its rate of recovery from its longisc Data on output and
manufacturing indicate an improvement, but growth the second quarter was



revised downwards. Unemployment increased to 5tZepg the wage declined for
the fourteenth consecutive month, and there is gigwoncern over deflation.

The emerging markets

In the emerging market countries (mainly in EaseAsit also in South America) the
trend of rapid recovery evident in the last few mhenis continuing, essentially with
regard to exports (China) and the increase in coditymqrices. In Europe the
situation is more problematic, in particular in thi@erging market Baltic states that
are in a difficult position.

China’'s economic data, including manufacturing pobdretail sales (headed by
vehicle sales) strengthen the assessment thatpevement in China's economy
will persist. The interest rate was left unchange® some of the analysts assess that
it might be increased as early as in the first tprasf 2010.
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