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Section 55(a) of the Bank of Israel Law, 5770-20ablishes the publication of this report, which
submitted to the government and the Knesset Fin@uaremittee twice a year. The report includes a
survey of developments in the areas of price stalaihd the economy during the period covered gy th
report, and of the policy required, in the viewtleé Monetary Committee, to maintain the inflatiater
within the range set by the government and to aehitne other objectives of the government's
economic policy.

The Monetary Policy Report for the second half 012 was prepared by economists in the Research
Department, within the guidelines of the Bank afaéd Monetary Committee, the forum in which
monetary policy decisions are reached. The regoosed on data that were published up to January
25, 2013, the date of the decision on the inteestfor February 2013.



Summary

Monetary and macroprudential policy: In the second half of 2012, the Bank of Israel oadlthe
interest rate by 0.75 percentage points, to 1.46epé¢ for January 2013. This was in order to
strengthen the economy's ability to deal with tlessible negative consequences of a worsening
slowdown in the global economy. This step was takeright of the absence of inflationary
pressures, and the increasing signs of a moderatidomestic activity during the second half of
the year, particularly toward its end. During tiperiod, monetary policy was accompanied by
uncertainty regarding global developments, the @@th rate, fiscal policy, changes in markets'
reaction to the security and political conditiomsthe region, and developments in the housing
market. In November, against the background ofiliseease in transactions, and the increase in
prices in the housing market, and the marked iserea the balance of housing credit, the
Supervisor of Banks issued a directive limiting kb@n-to-value ratio of housing loans. The interest
rate for February 2013 was kept unchanged at leréept.

Inflation and inflation expectations: In the second half of the year, the inflation eomiment
ranged slightly below the midpoint of the targeige. In the half year reviewed, the CPI increased
by 0.7 percent, and increased by 1.0 percent osasosally adjusted basis. For the full year of
2012, the CPI increased by 1.6 percent. In therskbalf of the year, prices dfjter alia, energy,
communications, and education declined, and thee ahincrease of rents moderated. In contrast,
there was a 3.6 percent increase in the food coergorAgainst the background of shekel
depreciation, the VAT increase, and other tax iases expected in the beginning of 2013, 1-year
inflation expectations increased in the middlehd half reviewed to about 2.5 percent. However,
toward the end of the year they declined and wiegbktl/ below the midpoint of the inflation target
range (1-3 percent per year). Inflation expectatitor the medium and long terms were stable
during the half, at around 2.2-2.5 percent, indicgatredibility of monetary policy.

Domestic real economic activity:The economy's rate of growth during the year wasirad 3
percent (in annualized terms). However, after wsgmnded at a relatively rapid pace in the first
quarter, there was a moderation—and even a declimeeme of them during the second and third
quarters, as an effect of the global slowdown. themployment rate and real wages were stable
during the year, and the participation rate inaedasvarious surveys indicated an expected
moderation in activity and a slowdown in recruitingrkers.

The global economic environment:The slowdown in activity in Europe continued ire tthird
quarter of 2012, and it began to affect the conentrtes of the eurozone as well. In the fourth
quarter, there was some improvement in the markettsywing accommodative policy measures
and declarations of the intent to keep the eurozotaet. These were reflected in the assessment
that the probability of a deterioration in the =jsand the breakup of the eurozone, declinedchédn t
US, the improvement in real activity continued,ubb there was increased uncertainty regarding
the budget deficit, in particular the handling bét'fiscal cliff’, for which a partial solution was
found only on the last day of the year. In Japhe,dlowdown deepened in the third quarter, after a
near standstill in activity in the second quartermajor emerging and developing markets, there
was a slowdown in the growth rate during most eftéviewed period, and at the end there was a
slight recovery. Worldwide, the expansionary policgntinued: in addition to interest rate
reductions, quantitative easing programs were eegm@and added.

The exchange rate:The shekel weakened in terms of the nominal effeatxchange rate in the
third quarter, and it appreciated during the fougtiarter. At year end the exchange rate was at a
level similar to that in the beginning of the yelar.the beginning of the third quarter the shekel
depreciated, against the background of concerna débt crisis breaking out in Europe. This
concern dissipated after Europeans displayed camenit to maintaining the euro bloc and to
dealing with the debt problem. Nonetheless, th&alhemained depreciated, due to, among other
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things, an increase in local geopolitical risksthe fourth quarter, security concerns diminished,
and the shekel appreciated.

The financial markets: The trend of decline in the risk premium measuredomestic financial
markets, which began in the first half of the yeamtinued in the half year reviewed. Domestic
stock prices increased, moving in tandem with retuon leading financial markets, and even
surpassing some of them. Yields to maturity of goreent bonds, which currently are fairly low,
increased in August—September, similar to the wadd trend. However, they later declined, in
contrast to the worldwide trend. Risks reflectedCiDS contracts and in the VIX increased in the
third quarter and declined in the fourth quarteneTbalance of credit to the business sector,
primarily bank credit, remained stable, with growthnon-bank credit along with a decline in
credit from abroad. In contrast, the balance oflitt® households increased. The increase occurred
almost completely in housing credit.

Fiscal policy: In the beginning of the second half of 2012, theas uncertainty regarding the steps
that would be taken in order to reduce the defitiR012, regarding the approval of the 2013
budget, and regarding the deficit and governmempeediture in 2013. Later in the half, the
increases in tax rates—some of which went intocefie 2012—reduced the concern of eroding
credibility of fiscal policy. The deficit in 2012 ag 4.2 percent of GDP, compared with an estimate
of 3.4 percent of GDP at the beginning of the yaad an original target of 2 percent of GDP which
was set at the end of 2010. The deviation in tHeilatemmed mainly from tax receipts which
were lower than forecast when the budget was bmangtructed.

Home prices:After home prices remained stable in the first tpraof the year, they increased by a
cumulative 5.4 percent from March-Aprilo October-November. In the third quarter, alorithw
the increase in home prices, there were marke@ases in the volume of new mortgages and in
the number of home purchases. Together, theseaseghe concern of a renewed trend of increase
in home prices, especially in light of a declinghe Israel Land Administration's rate of marketing
properties.

The forecast? Based on the staff forecast which was publishetth@end of December 2012 (an
updated forecast is expected to be published agrndeof March 2013), the Research Department
projects that the rate of inflation during the néodr quarters will reach 1.8 percent. The growth
rate in 2013, net of the effect of expected gaslygpetion from the Tamar reservoir, was revised
slightly downward to 2.8 percent. The downward s@n in projected growth reflects the
worsening in global activity, a deterioration whiishexpected to continue. Likewise, it reflects a
continuing negative effect of Operation "Pillar Defense” on incoming tourism. The growth
forecast including natural gas production, whichnist expected to impact on the level of
employment or unemployment in the short term, & @rcent. The Bank of Israel interest rate is
projected, according to the forecast, to be 1.#8que through all of 2013. The main risks to the
forecast are a deterioration in the debt crisi€umope, geopolitical and regional political risks,
uncertainty regarding fiscal policy after the elecs, and the risk—which recently declined—from
fiscal restraint in the US.

1. THE BACKGROUND AND INFLATION

The factors considered in the monetary policy dedisns
The Bank of Israel Law, 5770-2010, defines the Bawkjectives as: maintaining price stability—

! The Central Bureau of Statistics survey of ownerhés presents home prices on a two-month basis.

2 The last forecast during the period being reviewad presented on Decembel'22012, the date of the publishing of the
interest rate decision for January 2013. The fatsdhat were presented to the Committee duringénied being surveyed
will be discussed below.
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defined as an inflation rate within a range of Jpe3cent within a period of up to two years—as its
central goal, supporting the stability of the fineh system, and supporting the other objectivethef
government’s economic policy, especially growth,pagment, and the reduction of social gaps,
provided that they do not negatively impact pritabgity over the course of time.

In formulating monetary policy, the Monetary Contedt consistently monitors economic
developments in the domestic and global environsmexst well as their effects on the policy objedjve
and sets the interest rate that is appropriatehi@aing the targets.

Monetary policy is formulated under conditions atartainty, regarding both the state of the economy
in the present as well as future risks. Policy tealse determined through assessing future risksgsi
policy steps affect the economy with a lag. Dutting second half of 2012 (the period reviewed is thi
report), the uncertainty regarding domestic andoalareal economic developments and the risk
assessment were reflected in the fact that Mon&amgmittee members formulated different positions
on the preferred timing and pace of interest ragieictions.

There were five main issues in the background ef @ommittee's decisions during the period

reviewed:

1. The inflation environment did not pose a risk in terms of policy objectivéstual inflation
ranged slightly below the midpoint of the targehge, and reflected, among other things, a
moderation in the housing prices component in tRé (@hich essentially reflects rents). One-year
inflation expectations, based on different soureese within the target range. During most of the
reviewed period they were slightly above the midpoif the target range, and toward the end they
declined a bit to under the midpoint.

2. The deterioration in the real economy worldwide particularly in Europe, was the main risk
factor for domestic activity and for exports. IretdS, the improvement in real activity continued,
but uncertainty regarding its budget problems iasegl.

3. The assessment of real domestic activityparticularly if, and to what extent, there was an
additional slowdown in the rate of expansion of\aigt beyond that recorded in the second half of
2011.

4. Housing market: In the second quarter of the year, there was agptiek in the housing market
and renewed home price increases (home pricesoaiiaaiuded in the CPI). These developments
presented another consideration for the Committedake into account in its interest rate
(reduction) decisions.

5. The fiscal situationwas uncertain, in relation to meeting the fisaalqy objectives for the coming
years, and with regard to the impact of advandimegeiections on government expenditure in 2013.

In light of these developments, the Monetary Cortesiteduced the interest rate by 0.25 percentage
points for July, for November, and for January 20E&ching a level of 1.75 percent for January. In

parallel with reducing the interest rate for Novemband against the background of the increase in
transactions and the increase in home prices,f@ndharked increase in the balance of housing credit

the Supervisor of Banks published a directive imgtthe loan-to-value ratio of new mortgages. The

interest rate for February 2013 remained unchaagé&dr5 percent.

Following are the main developments which were waied in the policy decisions of the Bank of
Israel's Monetary Committee.

a. The global environment

As a small and open economy, Israel is greatly otgzh on by developments in the global
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environment. These developments impact directlylomestic activity, Israel's exports, and domestic
price levels and capital markets.

(1) Real activity, prices, and policy

The debt crisis in Europe continued to be the maimisk to global growth. This risk moderated
after the ECB announced its OMT (outright monetarytransactions) program in September.

During the half year reviewed, the contraction é¢tivaty in Europe continued, reaching even Germany
and France, leading economies in the eurozone r@igu In the US, there was an improvement in
activity, though concerns about the country's buggeblems weighed down on it. In Japan, there was
sharp negative growth in the third quarter, in paravith continued deflation in prices. In major
emerging markets, the slowdown continued, with ghonates below trend, though in the fourth quarter
there was improvement in China.

Against the background of the global slowdown, tordcasts for continued deterioration, the inflatio
environment world wide moderated slightly (Table G)obal food prices were stable over the past year
(Figure 2), and energy prices increased by 1.4enérover the course of the year, though they were
quite volatile—rising sharply in the first and fthirquarters, due to, among other reasons, the
geopolitical tensions in the Middle East, and desdi in the second and fourth quarters.

Against the background of these developments, esxpaary monetary policy continued worldwide—
along with interest rate reductions (Figure 3),gilative easing programs were expanded, and other
programs were added.

Advanced economies

Eurozone

In light of the debt crisis in the eurozone, fisoastraint measures were taken in order to reduee t
volume of debt and to return the economies to h phsustainable growth in the medium to long term.
In Portugal, Greece, and Spain, austerity budget® wresented which deepened the slowdown and
threatened political stability. Italy, in contraspet its deficit targets, and adopted expansionary
measures and announced tax cuts. In the third equaft2012, there a contraction of 0.2 percent in
growth in the eurozone, after a contraction of ercent in the second quarter (in annual terms. Th
unemployment rate increased to 11.5 percent, arf@pain and Greece unemployment levels reached
over 25 percent. Activity in most of the PIIGS cties—Portugal, Ireland, Italy, Greece, and Spain—
continued to contract, and along with that thers wamarked slowdown in growth in Germany and
France, the two leading economies in Europe.

During the half year reviewed, inflation moderate®.2 percent in 2012 compared with 2.7 percent in
2011. This development is consistent with the EGBigent objective to maintain the inflation rate
slightly below 2 percent in the medium term. Inhligof these developments, the ECB reduced the
interest rate for July to a record low of 0.75 patc Following the worsening of the crisis in the
banking system in Spain, a €100 billion l6aa banks there was authorized, and it was dedided
establish pan-European banking supervision, leth®yECB. In addition, it was decided to formulate a
plan to purchase government bonds with 1-3 yeansatwirity, unlimited in quantity or time frame, of
debt-laden countries (the OMT program).

® The December 2012 average compared to the Decet@iberaverage.
“ By the end of the half year reviewed, about €3@hiof the funds were utilized.
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This aid was made contingent on the receiving atesformally submitting a request to the European
aid funds and at the same time implementing recovery pl&hs.details of the program, particularly
whether the aid would be recorded as governmertt Habe not yet been agreed upon, and requests for
aid have not yet been received. With that, bonttlgief Spain and Italy declined markedly from their
record highs registered in the beginning of thd fi@ar reviewed, and the probability of a return to
global financial crisis declined.

TheUS

In the third quarter of 2012, the US economic recg\continued, though later on there were increasin
concerns about the impact of the large deficit dredlack of a credible fiscal program which would
lead to a sustainable path of debt. In the thirdrigm, growth was 3.1 percent, after growing by 1.6
percent (in annual terms) in the first half. Theemaployment rate, which was 8.1 percent for most of
the year, declined toward the end to 7.7 perceawd¥er, this development took place in parallel to
high volatility in the rate of new jobs and to tthecline in the labor force participation rate. he half
year reviewed, there was a recovery in the USestgte market, which was reflected in rising prices
in higher numbers of construction starts and hoaless and in an increase in the home builders'
confidence index. In contrast, concerns increaseditathe US budget problems (the "fiscal cliff")dan
the recession they were liable to cause in 20128. tf€hm “fiscal cliff" refers to the sharp cut ineth
government deficit as a result of tax benefits Brgiat the end of 2012 together with reduced btidge
expenditures. On the last day of 2012, a parteah&work was agreed on to avoid "falling off thedis
cliff".

Against the background of these developments, midht of moderating inflation in the beginning of
the half year reviewed (Table 2), the Federal Resektended its Operation Twist until the end @f th
year. This program is intended to ease the pressuf@mancial markets, by selling short term bonds
and buying longer term ones, actions which lea@ t@duction in long term yields. In addition, in
September, the Fed began to implement an additmogram to purchase mortgage-backed securities
(MBS), and at the same time it announced that ¢derl funds rate is expected to remain at its low
level until 2015. At the end of the half, the Fethaunced that it will purchase $45 billion of lotegm
bonds per month, and will conduct open-ended dgtinithe MBS market, as long as unemployment
remains above 6.5 percent and the inflation ratesdoot rise above 2.5 percent, which is 0.5
percentage points above its long term target.

Japan

The slowdown in Japan deepened in the third quasién negative growth of 3.5 percent (in annual
terms) recorded, after a virtual standstill in setaquarter activity. These developments occurred
against the background of (1) weakening governrime@ntives to support consumer activity after the
earthquakes in 2011; (2) an increase in importgicodarly of energy products, following the deaoisi

to close the nuclear reactors after the Fukushiisester; and (3) the negative impact on importstdue
the strong yen and the slowdown worldwide. At thens time, price deflation continued, and prices
declined by 0.1 percent in 2012. These developmeastsvell as the need to support financial sector
activity and stability, and to strive toward a pathsustainable growth, led to a continuation and
strengthening of the accommodative monetary polittye—€entral bank expanded the bond purchase
plans, as well as programs of loans to financistitiations for terms of to 4 years, four times arye
twice each half. In January 2013, along with adddl expansionary plans, the inflation target was
increased from 1 percent to 2 percent. In additibe,new government is expected to introduce fiscal

® This refers to the EFSF, which already existed, tae ESM, which is expected to begin activitie@@13.
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incentive plans.

The developing countries

In the third quarter, growth rates in major emeggmarket economies continued to be below trend;
along with recoveries in China and Brazil, a slowdaontinued in India. In the third quarter, GDP in
China grew by 7.4 percent, continuing an increds@.® percent in the second quarter. Against the
background of continued slowdown, and a declinthéninflation rate to 1.7 percénat the beginning

of the half year, the central bank lowered its ntaneinterest rate twice, to a level of 6 percemig

the Chinese government announced a $156 billionemonent aid plan which will focus on
infrastructure. In the fourth quarter, several aadiors pointed to an additional improvement, whicts
seen in, among other things, improved figures diviacreported in the Purchasing Managers Index
(PMI). The improvement appeared against the backgtof interest rate reductions and against the
background of additional expansionary plans whidrenvadopted during the half year reviewed. In
contrast, there was a significant slowdown in Céeexports in the fourth quarter, after improvement
in the third quarter.

(2) Global financial markets

In the period reviewed, the level of risk inherentin global financial markets, particularly in
heavily indebted countries, declinedThis was primarily against the background of theauncement
by the ECB of its OMT program, increased fiscakiglibne, and calming declarations about efforts to
keep the eurozone intact. With that, the levelisi remained higher than its level before the cedkr

of the global crisis at the end of 2008. Evidentthe decline in risk was reflected in the narrogviosf
CDS' spreads (Figure 4), which reflect the long tersk fievel, as well as declines in the volatility
indices (Figure 5), which reflect the short terskrievel.

The 10-year yield to maturity on government bondsri heavily indebted countries declined in the
half year reviewed (Figure 6), influenced by the ddine in the risk level In Portugal and Ireland,
the decline in returns reflected the continuatiba eorend from the beginning of the year. In cosiira
the development of yields in Italy came after diahiion at a high level of around 5.5 percenthe t
first half of the year. In Spain, the decline refeed a turnaround, since in the first half of tleary
returns increased following the banking systemis@asid the fiscal crisis. In leading economieshia t
eurozone, yields to maturity were stable in thd Yxa&r reviewed. In contrast, yields increasednslig

in the US and UK. In the US, they increased agdimstbackground of increased concern over the
impact of the "fiscal cliff" and the large deficlh the UK, yields increased against the backgrooind
an austerity budget made necessary by the receasiragainst the background of the leveraged
financial industry.

In parallel with the decline in the risk level, mapr stock market indices increased around the
world, primarily in the third quarter of 2012 (Figu re 7). With that, at the end of 2012 the level of
major stock market indices was still lower than th& level right before the market declines in
August 2011.An exception is the FTSE Index in the UK, whiclkureed to its pre-decline level, and
the S&P 500 Index in the US, which is higher thiarievel of August 2011.

(3) The forecast
In light of these global developments, forecasts gobwth, world trade, and inflation were
systematically revised downward (Figure 8). Thentt continued at the end of half year reviewed. The

® Compared with 3.7 percent on average in 2006—11.
" A CDS (credit default swap) is a financial instemhused to hedge against a country's credit Fis&.CDS spread is the
premium that the CDS seller demands for his commnitnto pay the debt should the debt issuer befautte
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IMF's forecasts from October 2012 and from Jan2&33 assumed that policy makers would reach
agreement on the core problems in Europe and the US

b. Real economic developments in Israel

In order to formulate appropriate monetary polittye state of real economic activity must be
evaluated—both because the level of activity arehges in it have an impact on prices, and because
the policy is intended to, among other things, supmrowth and employment. However, an
assessment of the state of the real economy is lmatgal, since such an assessment is based for the
most part on quarterly National Accounts data, al as on a wide range of monthly indicators of the
level of activity; these are published with a9agnd revised retroactively. In addition, monthly
indicators, which are published earlier than Natlofccounts data, do not always present a uniform
view.

In assessing the development of real activity s ¢hcond half of the year, one of the primary issue
was whether, and to what extent, was there aniadditslowdown in the rate of economic expansion,
beyond that which was registered beginning fromséeond half of 2011.

In the first three quarters of 2012, the moderal@P@rowth of around 3 percent in annual terms
continued (Table 2 and Figure 9). However, the bgraent of uses was not uniform over the course
of the year: in the first quarter of 2012, thereravencreases in private consumption and in gross
domestic investment, along with a sharp increasmports. In the second and third quarters, theas w
some moderation and even some decline in somesafdés, at the same time as a decline in imports—
possibly indicating that the moderation in economativity worldwide was trickling in to Israel's
economy. The Composite State of the Economy Indsa mdicated a slowdown in activity: the
average monthly rate of change beginning in Augiestined to 0.1 percent, from 0.2 percent in the
first seven months of the year. At the end of thE year reviewed, the Bank of Israel assessedithat
the fourth quarter of 2012 the growth rate will badeclined due to continued weakness in global
markets and the slowdown in global trade and dubdeffect of Operation Pillar of Defense.
Compared with 2011, in 2012 there was slowdown inrigate consumption, which was expressed

in a moderation of current consumption and in the onsumption of durable goods componentn

the first quarter, private consumption increased Bypercent—an upward revision from the reading in
July, which estimated an increase of 3.9 perceigu(E 10)—but the growth rate moderated to 1.6
percent in each of the second and third quartexsl¢T2). The slowdown in private consumption in the
third quarter stands out in the consumption of bigrgoods component, against the background of its
high level in 2011, the effects of the general bess cycle, and the VAT increase on this component.
At the same time, monthly consumption indicatdpointed to, beginning in August, weakness in both
actual demand and expected demand, while in thendeguarter they improved somewhat.

In 2012, exports increased but the rate of growthlswed in the third quarter. Export data
(excluding start-up companies and diamonds) foffitsehalf of 2012 were revised upward during the
second half of the year, but it should be noted it sharp increase in exports in the second guart
was affected to a large extent by Intel's new itgciln contrast, in the third quarter, monthly icakors

of foreign trade pointed to a decline in goods etpad\gainst the background of monthly foreign &ad
data, and taking Operation Pillar of Defense intooant, the Bank assessed that exports, excluding
diamonds, declined in the fourth quarter.

In the third quarter of 2012, the decline in civilan imports (excluding diamonds, ship, and

8 Figures in this section are presented on a yémsys, seasonally adjusted.

° A preliminary estimate of National Accounts datgiblished with a lag of about 6 weeks after the & the quarter.
19 These indicators include the Consumer Confidendiator of the Central Bureau of Statistics, tideix of demand
based on Google searches, calculated at the Baskael Research Department, and VAT receipts.
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aircraft) strengthened, continuing the decline in he second quarter This, after a sharp increase
which was recorded in the first quarter. Monthlypont data from foreign trade for the fourth quarter
indicated stability.

Fixed capital formation, after two years of rapid gowth, declined moderately in the first half of
the year, a decline which strengthened in the thirdquarter. This decline may be explained by,
among other things, the completion of the high stneent in Intel's new facility. The fourth quarter
forecast indicates stability in this component,iagfathe background of the increase in import vaum
of investment products as opposed to the low lef/éle Purchasing Managers Index.

The labor market

In the third quarter of 2012, the improvement inpbsgment and the increase in the participation rate
continued, albeit at a more moderate pace thanrdedoin the second quarter (Figure 11). The
unemployment rate and real wages remained statiieghout the yedr: At the same time, there was a
deterioration in forecasts of employee recruitmexpected in the half year reviewed, against the
background of the continued slowdown worldwide. Témployment rate between ages 25-64
increased from 73.3 percent in the last quarte2Qifl, to 74.5 percent in the third quarter of 2012.
Nonetheless, the main increase in employment irihtiné quarter was in public servicEsDespite the
relatively low unemployment rate, the real wage asrad stable, similar to previous years—and
compared with the first three quarters of 201bnity increased by 1 percentage point (Figure 1h). A
analysis of the unit cost of labor shows that filgare declined over the past year, and so the wage
development did not lead to an increase in inffatithe absence of pressures on higher wages s=flect
apparently, a decline in the structural unemploymate’® Among the forces acting to moderate wage
increases in recent years were the globalizatiocgas and the openness of Israel's economy, which
increased competition with the rest of the wortte path of reducing income taxes; the increasken t
labor force participation rate among sectors ofgbpulation which in the past had low rates; ared th
increase in the number of non-Israeli workers whiedhuces the negotiating power of Israeli workars i
some industries. In addition, the global crisis ahlmlvdown increase the uncertainty regarding future
employment status, and thus moderates wage derbgretaployees.

The Business Tendency Survey by the Central Buoé&tatistics projected an increase in employee
recruitment in the beginning of the period reviewstdbility in the middle of the period, and a deel
toward the end of the period.

c. The exchange rate

At the end of the year, the nominal effective exchrage rate of the shekel was similar to its level at
the beginning of the half year reviewed and at th&eginning of the year, though its development
was not uniform, with depreciation in the third quarter and appreciation in the fourth quarter
(Figure 12). At the beginning of the third quarter, the shettepreciated against the background of
concern over a deterioration in the debt crisiEumope. The concern led to strengthening of curesnc
considered as safe havens for investors—curresaigs as the dollar and yen—and to depreciation of
the euro and most other currencies, including tekal. Later on, Europeans displayed a commitment
to maintaining the eurozone and to dealing withd@bt crisis, and this commitment led to a dedine

' For a review of the switch to new methodology uisetthe Central Bureau of Statistics Labour Foruev8y, please see

the Box which appears in Recent Economic Developsign. 133 (June 2012).

2.0n this point, it is worth noting that the new hmedology used in the Labour Force Survey makesiiist comparison
with its data difficult, but these difficulties Witase with time.

13 An expanded discussion appears in the Bank oéli@@11 Annual Report, Chapter 5, Box 5.1.
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concern of a crisis breaking out there, and to wea& of the dollar against most major currencies.
However, along with the relative improvement in &g, there was an increase in regional geopolitical
risks, the flow of capital out of the economy caogd, and the shekel exchange rate remained
depreciated. In the fourth quarter, the shekel raggpreciated. This, against the background of a
decline in security concerns, some increase inesent investments in short-term shekel investsent
(government debt securities)—an increase which roeduafter large sales since the middle of 2011,
and a switch to a current account surplus (sedsomalusted) in the third quarter, after three
consecutive quarters of deficit (Figure 13).

Overall, in the half year reviewed, the shekel ap@ted by 2.4 percent in terms of the nominal
effective exchange rate, in contrast to a deprieciatf 1.7 percent in the first half of the year.

d. Financial developments

In the first half of the year, there was a declinen the risks to Israel's economy, and the decline
continued during the half year reviewed, similar tothe worldwide trend. With that, the level of
risk remains high. The level of risk in the economy, as expressdd/eryear CDS contracts for Israel
(Figure 4), declined from about 170 basis pointh&beginning of the half year reviewed to abal@ 1
basis points at the end; that is, to the leveluty 2011, prior to the worsening of the debt crisis
Europe and the US. Short term risks (up to one hpmeéflected in the VIX indeX, (Figure 5) also
declined during the half year reviewed, though thmeyeased temporarily around Operation Pillar of
Defense.

Domestic stock prices were stable in the third quder of 2012, and in September—October they
increased sharply, similar to major global financid markets, even eclipsing some (Figure 7The
stability in stock market prices in the third gearreflected improved global investor sentiment.
However, shares affected by domestic market canditi-the finance, communications, and real estate
industries—declined. In the fourth quarter, globtdck prices were stable, while domestic markets
turned around, and there was an increase in dargsire prices, led by the finance and real estate
industries.

Nominal and real yields to maturity on government londs increased in August—-September,
similar to the worldwide trend. Later, however, yidds declined, in contrast to the trend
worldwide (Figure 14). The gaps between the Bank of Israel interest raddlze US federal funds rate
narrowed to 1.5 percentage points, and the gap tveHECB interest rate narrowed to 1.0 percentage
point (Figure 15). This occurred with the reductidn the Bank of Israel interest rate for July and
November, and for January 2013, at the same tingeraduction of 0.25 percentage points in the ECB
interest rate in July, and the federal funds matthe US remaining unchanged. In July, yields dedi
following the Bank of Israel interest rate reduntiand due to nonresident investors moving into the
government bond market. In August, yield curvesabse steeper. In September, as geopolitical
tensions increased, the yield curves rose alonig &mtire length, rising more for unindexed bonds
following an increase in inflation expectations.eTburves declined in October, carrying over into
November. The decline took place against the backgt of geopolitical concerns dissipating, the
decline in risk of the eurozone breaking up, ardBank of Israel interest rate reduction for Novemb

In December, the curve continued to fall, amongothings against the background of the Ministry of
Finance's announcement of reduced issuance volartteeicoming quarter and the reduction of the
Bank of Israel interest rate for January. The d#fféial between 10-year Israeli government bondak an
equivalent US securities declined from 270 basimtpan June to 230 basis points at the end of
December—around the level in the second quart20dt.

14 Based on Bank of Israel calculations.
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Credit

In non-bank credit to the business sector, indicesf risk levels indicated an increase in the third
quarter and a decline in the fourth quarter. The risk level was seen in bond market spreadpi(€i
16), issuance volume, and the share of debt traatihggh yields (Figure 17).

In the third quarter of 2012, yield spreads betweemporate and government bonds widened, against
the background of an increase in risk of borrowiagsibutable to the large business groups in the
economy. Similar to the decline in risks worldwigerticularly in Europe, spreads declined in the
fourth quarter. Until that quarter, yield gaps wérgh and weighed on bond issuances, and only
companies with high ratings raised debt. Towardethe of the year, with the decline in yields, there
was a moderate improvement in the amount of fuaded.

The balance of credit to the business sector, whicimcludes the banking sector, was stable
throughout the year. In the first half, there was a increase in non-bank loans, and it continued
during the half year reviewed. Credit from the publc (through tradable bond issues) expanded as
well in the second half of the year; these expansi® were offset by a decline in credit from
abroad. Against the background of stability in the levélopedit, the question arose if the business
sector is facing a credit crunch, particularly ight of the requirement by the Banking Supervision
Department to increase core capital. Data fromBhginess Tendency Survey indicate slight funding
difficulties via bank credit in all industri¢d.Marked financing difficulties were reported in rRbank
credit in the services industry, in medium-sizethpanies.

During the half year reviewed the balance of cragliiouseholds increased by about 2 percent. Nearly
all of the increase in the balance of credit detit®m housing credit, the share of which in total
household credit is about 70 percent. A markedem®e in the volume of credit for housing was
recorded in July—August, apparently in light of egfations of a VAT increase (which went into effect
in September), and in light of a revival in the bimg market which occurred in the second quarter of
the year. As of the publication of this reportjsttoo early to examine the effect of limitations o
mortgages imposed by the Supervisor of Banks agrtldeof the year.

e. Fiscal policy

The fiscal situation during the period reviewed fetured a deficit which was greater than targeted

in 2012, and significant threats to the 2013 budgdtamework. In 2012, the government deficit was
NIS 39 billion, which is 4.2 percent of GDP. Thgsa deviation of more than 2 percent of GDP from
the original target set at the end of 2010, ancewdation of 0.8 percent of GDP from the deficit
projected at the beginning of 2012. The large defic 2012 derived primarily from lower-than-
forecast tax receipts, but also from a shortagean-tax receipts, and from expenditure which was
greater by 0.2 percent of GDP than originally buddé®

Tax receipts were below forecast despite growthclwhwas in line with forecasts, primarily due to
wage increases in 2011-12 which were more mod#érateexpected. This development is reflected in
an increase in the structural—that is, cyclicatlyuasted—deficit.

In the beginning of the half year reviewed, the Ban Israel forecast for the 2012 deficit was 3.7
percent, a higher rate than the revised MinistryFofance projection of 3.4 percent. In July, the

5 |n the Business Tendency Survey, companies aetidskrate their funding difficulties on a scaleddb 4. A rating of 0
indicates no funding difficulty, and a rating ofntlicates especially severe funding difficulty.the period surveyed, the
level was not higher than the levels in previoasvslowns over the past decade.

8 The expenditure level being greater than origjnalldgeted is not a breach of the budget law, sralowed though the
transfer of unutilized surpluses from previous gear
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government raised the deficit target from 1.5 petrd¢e 3 percent for 2013. However, lack of clarity
regarding the measures that would be taken in dadereet the new target raised concerns of erosion
in the credibility of fiscal policy, which was arteal pillar in the economy successfully dealinghwi
the recent crisis. In August, the government detitteincrease taxes, which was approved by the
Knesset. It was decided that some of the tax ise®avould go into effect in 2012 (led by a 1
percentage point increase in the value added tAX)(Which went into effect in September), and the
rest would go into effect beginning in January 20IBese increases reduced the expected deviation
from the deficit target. In addition, actions tali@ase tax compliance and a path to collect tares o
"trapped profits" were decided on, though it ididifit to know what the actual amount raised thioug
these two paths will be, as the Knesset has ndegetlated the laws necessary to support deeger ta
collection.

Since the budget for 2013 has not been approvedgohernment will operate, until it is approved,
within the framework of a transition budget, whialhows monthly expenditure of 1/12 of the total
2012 budget, including debt repayment. This framéwdbes not serve as a significant limitation on
government expenditure, since the government's ctgpedebt repayments in 2013 are lower than
those in 2012, which will allow an increase in otlegpenditures, and because expenditures in the
beginning of the year are low due to seasonal facteollowing Operation Pillar of Defense, a one-
time addition to defense expenditure is likely, tbus still too early to assess if this will haaa effect

on the overall budget.

f. Inflation

Actual inflation

During the course of the full year, the annual infhtion rate fluctuated around the bottom part of

the target range (Figure 18). In the second half d2012, the CPI increased by 0.7 percent, and for
the full year it increased by 1.6 percentOn a seasonally adjusted basis, the CPI increlaged0
percent in the second half of the year, and by@r¢ent in the first half.

In the final 8 months of 2012, projections of professional forecasters af the Research Department
were higher than the published CPI by about 0.8g#age points, on average. The CPI surprised to
the downside for five months (May, June, SeptemBetpber, and November), while the CPI surprised
to the upside in two months, August and December.

The increase in the CPI in the half year reviewecharily reflected higher prices in the food, hogi
household maintenance, and clothing and footweamponents (Figure 19). In the fourth quarter, part
of the increase reflected the rise in VAT and thereased tax on tobacco and tobacco products. In
contrast, declines in the communications and edutatomponents moderated the increase. The
increase in housing prices (representing rentsigiwled the CPI increase over the past 5 yearsarbeg
to moderate during the course of the year. In estitrthe food component stood out with its strong
positive contribution in the half year reviewedgetihing a picture which was the reverse of its
development in the second half of 2011. The CPluekig food and energy increased by only 0.8
percent from the beginning of the year, and in gheond half of the year it increased by only 0.1
percent. This development is consistent with thelenation of domestic demand and in line with the
moderation of inflation worldwide.

Food prices: Against the background of the social issues pretdsod prices declined in the second

" The Consumer Price Index is published 2 weeks dfteeend of the month. For example, the May CRuislished in the
middle of June, and serves as an assessmentiofldgi®n environment in the framework of the maargtinterest rate
decision for July.
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half of 2011*® However, beginning in August 2012, the food pricesnponent of the CPI increased
considerably, and in the half year reviewed theyréased by 3.6 percent, leading the increase in
headline CPI. The increase in the second half@fytrar was due to an increase of about 20 pencent i
the prices of agricultural commodities world widenong other things following a drought in the US,
and it was accelerated due to the effective shdkgreciation during that period. Beginning in
September, there was a cumulative decline of abgdrcent in the price of agricultural commodities.
However, it appears that the decline in the pricaguicultural commodities has not yet fully impadt

on food prices, due to the gradual transmissionhaigism from global agricultural commodity prices
to domestic price¥’

The energy component of the CPI: In the half year eviewed, energy prices increased by 1.2
percent. The increase in energy prices derives frorthe increase in global energy prices (Figure
2). In the third quarter, energy prices increased ®&ydrcent worldwide. This increase, together with
the shekel depreciation which occurred, was redtb@h an increase in fuel prices (for transport and
industry) and in household expenditure, as theyapm the dwellings maintenance component, under
electricity, gas, and home heating oil. In the fouguarter, there was a decline of about 4 perirent
global energy prices, together with shekel apptiesiaand these were reflected in a decline in the
energy component.

Communication prices: Communication prices declined by 5.7 percent i tialf year reviewed,
following a decline of 1.5 percent in the previais months. The decline in the half year reviewed
derived mainly from the structural measures whiett to increased competitiveness in the mobile
communications industry through the entrance oftemichl operators and easing of limitations on the
import and sale of mobile devices.

Education: This component stood out in its contribtion to moderating the increase in prices in
the half year reviewed, while it was unchanged inhe first half of the year. The Trajtenberg
Committee recommended free education for 3-4 yéds m public kindergartens. In September,
following the implementation of the recommendatioiiere was a decline of 17 percent in the "Pre-
primary education: public and private kindergartezasd homecare” component. This decline
contributed about -0.3 percentage points to theiggrCPl. Based on a government decision from the
beginning of 2012, the implementation of the Frelidation Law will be gradual, and spread over 3
years. In addition, expanding public afternoon dagcservices is planned. Thus, additional declimes
this component are expected in the coming 2 years.

The housing market

The housing component of the CPI: In 2012, the inease in the price of housing (rent)
moderated. In 2012, the housing component of the CPI increédse3.3 percent, compared with 5.1
percent in 2011. The rate of increase of the hgusomponent moderated from 3.8 percent in the first
half of the year to 2.4 percent in the second halfannual terms (Figure 19). An analysis by the
Research Department indicates that the moderaticche housing component increase is explained
primarily by an increase in the supply of residantiousing. Although the level of building starish
declined from the record it reached in the middl@@l1, it remains high, and is expected to comjnu
over the next two years, to reduce rent levelscdntrast, at the end of the half year, there was a
marked decline in construction permits and in mianigeof land by the Israel Land Administration

18 A detailed discussion appears in the Bank of IsrAdonetary Policy Report for the second half 61.2.
19 A detailed discussion appears in Box 1 of the Bainlsrael's Monetary Policy Report for the firsthof 2012.
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(Figure 20). In the center of the country, the ohecin marketing land derived from a decline in the
number of housing units offered: Between Januad Aamgust 2012, land for 2,200 units was sold,
compared with about 5,900 in the correspondingogedf 2011. In the periphery areas (North and
South), in contrast, the decline was reflected arily in underperformance of auctions, reachinguabo
40 percent in the North and about 60 percent irSthah.

Home prices (which are not included in the CPI) wex essentially unchanged in the first quarter

of the year, and in March-April through October-November they increased by a cumulative 5.4
percent, with some renewed activity in the number fotransactions (Figure 21).Home price data
which were published in June (referring to MarchdBpndicated a sharp increase of 1 percent in
prices, though in the subsequent 2 months the rhyordte of increase moderated to an increase of 0.4
percent and a decline of 0.1 percent, respectiVélys, it was not clear if the trend of price irases
had renewed. With that, additional indicators peihto possible heating up of the housing market. In
May-December 2012, new mortgage volume increasexd nwnthly average of about NIS 4 billion
(Figure 22), compared with about NIS 3 billion beem September 2011 and February 2012. The
number of new mortgages taken out were very velatit July and August there were record new
mortgage volumes of NIS 4.9 billion and NIS 5.8libil, respectively—apparently against the
background of an expected increase in VAT and gsossible correction to the low number of
transactions in the first quarter of the year. @keline in September and October can be explaisgd a
among other things, a seasonal decline deriving filee fewer work days during those months. It is
also likely that part of the decline derived frarartsactions brought forward in the two months ptior
November and December, there was renewed increasertgage volume, explained at least partly by
the bringing forward of transactions against thekigeound of the limitation imposed by the Banking
Supervision Department on the loan-to-value ratia bousing loan (see below). The development of
home transactions, as reported in purchase tabattdrment tax records (Figure 22), was similar to
that of the number of mortgages. There was a misagdi in interest on mortgages during the half year
reviewed, following their decline in the first haf the year. Interest rates on CPIl-indexed modgag
stayed stable during the half year, except for2zap@rcentage point decline in variable rate inteires
July. Interest rates on variable rate, unindexedtgages increased in the third quarter and declined
toward the end of the half year (Figure 23). Homm&cgs which referred to July-November
strengthened impression that they were warming up.

A Research Department analysis indicates that miceease in home prices during the half year
reviewed reflects the decline in the unemploymete,rand the shortage in homes, as reflected in the
ratio of population to stock of homes, as well dagged response to the decline in interest ratéise
economy—the process of reducing the Bank of Idrdetest rate since October 2011 and the decline
in real interest rates for various terms.

The renewed uptick in home prices, along with tbeekerated growth in the housing credit portfolio
on banks' balance sheets and the correlation betwesnd the construction and real estate credit
portfolio, led to the Supervisor of Banks, in Nou#n 2012, imposing a limitation on the loan-to-walu
ratio of a housing loan. This was further to thaitation on the variable rate component of a new
housing loan which was imposed in May 2011, andctvimoderated the transmission mechanism of
monetary interest to home prices.

Development of inflation expectations

One-year inflation expectations, measured by variasisources, ranged within the inflation target
range. At the beginning of the half year reviewedexpectations were around the midpoint of the
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target range, and increased until the middle of theeriod, and toward the end they declined to
slightly below the midpoint.

Monitoring inflation expectations is important, H®ey serve as an input into corporate decisions
regarding the pricing of products, and thus impercthe rate of inflation in the economy.

In the beginning of the half year reviewed, 1-y@#tation expectations derived from the capital
markets (breakeven inflation) were 2.0 percentfé@5). Later on, they increased gradually, ugrto
average of 2.4 percent in October, and toward tioeoé the year they declined to near the midpoint o
the inflation target range. The increase in exgexta, through October, occurred despite surpiiges
the downside in the CPI (except the August CPI)wsad affected by, among other things, the effective
shekel depreciation and the increase in regionapgjéical risks. Tax increases as well, those that
were actually imposed and those that were expeantédte beginning of 2013, contributed to inflation
expectations. It should be noted that tax incre&se®e a direct transitory effect on prices. Therlat
decline can be explained primarily by the global domestic slowdowns, the appreciation trend of the
shekel, and in diminishing geopolitical concern.

Expectations derived from the capital market aleutated as the difference between the nominal 1-
year yield (nakam) and the real 1-year yield; however, since inaffaere are no CPI-indexed bonds
for terms of exactly 1 year, the real yield forday is calculated as a weighted average of bontts wi
terms that are not 1 year. As a result, the contbytd is liable to include some degree of seaktyna
(inherent in the CPI), and thus, inflation expedota for 1 year are also likely to reflect tiaifter
correcting for the seasonality bias, expectatioesvdd from the capital markets ranged near the
midpoint of the inflation target range for mosttbé year, and at the end they declined to 1.7 perce
(Figure 24).

The average of professional forecasters' inflagigpectations for the coming year developed much the
same as expectations derived from the capital nw=rkihey increased to 2.6 percent in September and
declined to 1.8 percent at the end of the yeanmiar picture emerged from expectations calculaied
the basis of banks' internal interest ratesmd from expectations measured from CPI forwartdrects
which the banks offer over the counter.

Expectations for medium and long terms ("forward") maintained stability during the second half

of the year, and indicated the credibility of moneary policy (Figure 25). For periods of 2—-3 years,
expectations declined slightly from 2.5 percenduty to 2.4 percent in December; for periods ofB8-1
years, expectations increased from 2.2 percentiliyntd 2.4 percent in December. Inherent in these
expectations is an inflation risk premium as welhd thus the expectation of inflation is lower.
Likewise, these expectations serve as an indiastohe extent of the central bank’s credibility pve
these horizons. The expectations' being locatediwithe inflation target range, slightly above its
midpoint, thus reflects credibility of monetary oyl

20 Further details can be found in Stein, R., "THeatfof seasonality in the CPI on inflation expéctas", Discussion

Paper 2012.06 (Bank of Israel).

L The internal interest rate is the internal margimize that each bank assigns to raising fundpdsiés) or to allocation of
uses (credit). The interest rates for customerbased on a bank's internal interest rate pluskanmargin (on credit)
and a marketing spread. (That is a spread relatttetrelative market strength of the bank vissathie different types
of customers and other considerations relatededémk's activity vis-a-vis the sectors.) Varioasks call the internal
interest rate the "shadow interest rate", "traosiprices"”, or "retail prices" as well. Inflatiorpectations for a year,
derived from internal interest rate of the five ord)anks, are the gap between the average inteniradexed interest
rates for 1 year and the corresponding averagelGel-indexed internal interest rates.

15



2. MONETARY POLICY

The Bank of Israel reduced the monetary interest ree for the months of July, November, and
January 2013 by 0.25 percentage points each timegaching 1.75 percent for January 2013. The
interest rate reductions were intended to support @nomic activity and price stability. In most of
the half year reviewed, Monetary Committee membersvere of the opinion that the risks of
moderating activity were greater than inflationary risks. The interest rate reductions occurred
against the background of the absence of inflatiomg pressures, the slowdown in world wide
economic activity—in particular, the expansion of he slowdown in Europe, and interest rate
reductions and quantitative easing programs aroundthe world, and increasing signs of
moderation in domestic activity, especially in thesecond part of the half year reviewed, and
expectations of additional slowing. In contrast, te upturn in the housing market presented the
Committee with a consideration that it had to takeinto account when deciding upon (reducing)
the interest rate. This was in light of the acceleted increase in the housing credit portfolio. In
November, together with reducing the interest ratethe Supervisor of Banks instructed banks to
limit the loan to value ratio of new housing loansFor February 2013, the Bank of Israel kept the
interest rate unchanged at 1.75 percent.

Similar to the previous half of the year, the giesbf the development of the pace of growth arose
again this period—is the growth rate stable, raggiround the level it reached at the end of 20dis o
it declining? In addition, the Committee considetieel developments in the housing market, in light o
the uptick it registered in the second quartehefyear.

Monetary policy impacts on economic activity, ahdough it, on inflation as well. In particular, the
monetary interest impacts on individuals' consuamptiand savings decisions, on the size of
investments in the economy, as well as on the exgghaaté’, so that it impacts on exports and
imports, too. However, the interest rate transmaisgnechanism may be different for each channel.
Reducing the interest rate acts to increase ecanagtivity, including the construction industry.
Beyond that, the activity in the housing markahisre sensitive to interest rates than in other icaksn
Furthermore, the low interest rates in the econowsr recent years, a result of the global crigs, i
liable to contain risks to the stability of the dimcial system, as it increases the system's ex@asur
housing credit. Therefore, in order to balance ititerest rate's effect on various channels, other
macroprudential tools, not just monetary interesguld be considered. Accordingly, over recentgjear
the Bank of Israel has imposed limitations on nesvtgages>

It should be noted that since October 2011, wheritbnetary Committee began to operate, though the
publication of this report, members have not besmimous when deciding to change the interest rate.
Committee members were divided in their opiniorgarding the pace and the timing of changing the
interest rate. Such differences of opinion aredgpof Monetary Committees around the wékdan
early monetary step, before the picture of theasitun becomes clear, is liable to moderate futiglesr

and to improve the state of the economy, as eca®mgact with a lag to policy. However, such a
policy is liable to exact a price if the picturetbEé economy's situation, as it becomes clear@ptisn

line with the preliminary assessment and a turnadan policy is called for. The differences of ojpim
between Committee members thus reflect the diftemssessments of the current state of the economy
and of future risks, as well as the different weighsigned by each one to the considerations noted

2 The effect of the interest rate on the exchantgehas a direct effect on price levels in the ecopas well.

23 A detailed discussion of the measures taken theiperiod reviewed appears in the Monetary Pdtiegort (Inflation
Report) for the first half of 2011,

24 See, for example, Ehrmann, M. and M. Fratzch@QT2, "Communication by Central Bank Committee Mensb
Different Strategies, Same Effectiveness?", Jowhdloney, Credit and Banking 39, pp. 509-541.
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above.

The following is a review of monetary policy, onreonthly basis, and the Research Department's staff
forecast which was known at the time. The foresashe of the important inputs guiding the Monetary
Committee in its interest rate decisions. The fast¢s updated on a quarterly basis, and is based o
wide range of sources of information on the gladrad domestic economies. The forecast also reflects
the judgments of those who prepare them, and isdated with the aid of a structural macro-
econometric model developed in the Research DepattnThe model provides a framework for
analyzing the forces affecting the economy, andeseas well to examine the effect of interest rate
changes on the economy, and to analyze fsks.

In June, the monetary interest rate was 2.5 percenfhead of the decision on the interest rate for the
month of July, the May CPI surprised to the dowasihd 1-year inflation expectations derived from
various sources declined to around the midpointheftarget range. This was, among other things,
against the background of the worldwide declingrices of commodities, primarily crude oil. These
developments strengthened the assessment thdtanéley pressures were not expected. At the same
time, most indicators pointed to the fact thatgh@wth rate of economic activity would continueb®
moderate, and would remain at a level similar &t tf the first quarter. With regard to the worildl,
the eurozone and in emerging markets there wastlzgefudecline in real activity, and in the US there
was some moderation in activity. A number of cdrtenks around the world reduced their monetary
interest, and the US Federal Reserve announcedahinued operation of its quantitative easing
programs.

At the same time, the Research Department revisednacroeconomic forecasts for 2012293he
growth forecast for 2012 did not change, remairah@.1 percent. In light of the downward-revised
growth forecasts world wide, the growth forecastZ013 declined by 0.1 percent, to 3.4 percent. The
forecast for inflation over the coming four quasteras also revised downward, from 2.6 percent4o 2.
percent, slightly above expectations of 2.1 percarved from the capital market (net of seasonal
effects inherent in the CPI) and of 2.0 percenellam private forecasters' projections. In lighthe
decline in the forecasts for inflation and for gthwthe forecast for the interest rate was revieagtr,

to 2.25 percent by the beginning of 2014, simiaexpectations derived from the capital markettand
private forecasters' projections. The main riskhi forecast was a deterioration in the financiais

in Europe.

In light of these developmentdie Monetary Committee decided to reduce the intest rate for
July by 0.25 percentage points, to 2.25 percenthis was in order to strengthen the ability of th
economy to deal with the possible negative effettievelopments in the global economy.

In August, September, and October the interest rateemained unchanged.During these months,
the deterioration in global developments contindéalvever, in Israel, National Accounts estimates fo
the first quarter were revised upward, inflatiorpestations increased, and housing market indicators
pointed toward revitalization. In July, several tahbanks around the world, including the ECB and
the Bank of China, reduced their interest rates BEEB to a record low of 0.75 percent). In Augtise,
deterioration in the eurozone, Japan, and emengiakets continued. In September, major central

% An explanation of the Research Department's maoraenic forecasts, as well as a review of the nodelwhich they
are based, appears in Inflation (Monetary Poliogp®&t 31 for the second quarter of 2010, Secti@h 3-

%6 A press release presenting the forecast is pudglightandem with the notice of the interest rateislon. The notice
regarding the forecast is issued at the end of qaalter.
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banks announced quantitative easing measures. &tee¥en announced that its interest rate was
expected to remain at its low level until the meldif 2015. In accordance with developments
worldwide, various surveys continued to indicatat 4 moderation in domestic activity was expected.

In July, the uncertainty increased relative toghawth rate of real domestic activity, followingsharp
decline in export figures for June—a decline whiehcompassed most industries. Nonetheless,
National Accounts data for the first half of theayewhich were published in September, were revised
upward and indicated a continued moderate rateavityy of 3 percent. The uncertainty with regard to
developments in the economy was affected as wethbydeepening of the government deficit, the
actual deficit, and the expected deficit, in light the slowdown in activity and the increased
government commitments.

In contrast, inflation expectations for the comy®gr increased over those months to the upperopart
the target range. This was due to supply factorsiremr@ase in global commodity and energy prices in
July and August and the expected tax increasesméia announced in August. In addition, prices of
homes increased at a rapid pace relative to theavistandstill in the first quarter of the yedwpugh it
was still too early to tell if there was a changehe trend. Later on, there were marked increases
new mortgage volume and in the number of home @sehransactions. All these strengthened the
concern of a renewed upward trend in home pricebglht of these developments, the interest rate wa
kept unchanged in August, September, and Octobemted.

At the end of September, the Research Departmaffifetecast was updated. The growth forecast for
2012 was revised upward, to 3.3 percent, followtmgrevisions to National Accounts data. However,
the forecast for 2013 was revised downward, to régre, as a result of the deterioration in Europe's
economy. The inflation forecast for the year endmthe third quarter of 2013 increased, due tgpsup
factors and the shekel depreciation, to 2.6 percemate which was 0.4 percentage points above
expectations derived from the capital market (nfesemsonal factors inherent in the CPI) and 0.2
percentage points above private forecasters' grofec The interest rate forecast was for no change
through the end of 2013, similar to expectationsved from the capital market, and slightly above
private forecasters' projections of 2.1 percenttiercoming year.

In October, the assessment that there was someratiotiein the growth rate strengthened, and various
surveys continued to indicate that a further maitemavas expected. The development of actual prices
indicated additional moderation in the inflationveéanment, with continued moderation in the inceeas
in the housing component of the CPI (rents). Mao#ation expectations for the year ahead ranged
around the midpoint of the target range. This, @gjaihe background of the decline in commodity
prices while, at the same time, increases in damfxid prices were expected. The level of risksrfr

the rest of the world remained high. Macro datthenUS and Europe were mixed, and most surprised
to the upside, but this was relative to low expigats. Inflation worldwide continued to be moderate
The IMF revised downward its global growth foresakir 2012 and 2013, and many central banks
reduced interest rates.

The increase in home prices continued. The increamkthe continued growth in credit for housing as
a result of low interest rates in the mortgage ragrikcreased concern of a possible negative intpact
the stability of the financial system.

In order to support economic activity, and in thesence of inflationary pressurgbe Committee
decided to reduce the interest rate for November by.25 percentage pointsThis reduction
surprised markets, and was sooner than projectegribgte forecasters—who, although they did
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forecast an interest rate reduction, did not exgentthe coming 3 months. The reduction was ahso
contrast to the interest rate derived fromriaam curve (“forward™), which indicated a stable intgre
rate in the coming year. At the same time, the Sigar of Banks instructed to limit the loan to wal
ratio of new mortgages. This was in order to supfite stability of the banking system against the
background of the accelerated growth in the housiedit portfolio on banks' balance sheets, and the
correlation between it and the credit portfolio ttee construction and real estate industrifhis
directive applies to housing loans which were apgdoin principle from November 1, 2012 and on.
The directive establishes that the mortgage shootde for more than 75 percent of funding forrstfi
home; not more than 50 percent of funding for arestment (second or additional) home; and not
more than 70 percent in other cases.

In November, most indicators continued to supplbet assessment that moderate growth in activity
continued, and various surveys continued to indipaissimism and expectations of further moderation
in activity. Committee members agreed that appbresignificant fiscal restraint is not expected in
early 2013, despite the shift to a limited buddek to the 2013 budget not being passed. The réason
a decline in expenditures on debt repayment cordpai¢gh 2012. Likewise, the Bank of Israel
assessed that Operation Pillar of Defense wasxpeoted to markedly affect current or future growth
rates.

Risks from around the world remained high, andudet the worsening of economic activity in Japan
and continued recession in Europe. In contrastethas moderate improvement in the US and China,
though concern grew over the “fiscal cliff'. Agdirtee background of the interest rate reduction the
previous monththe Committee decided that leaving the interest r& unchanged in December was
consistent with the level of economic activity andhflation environment in the economy.

In December, the decline in the inflation enviromtneontinued. This decline was reflected in the
accumulated downward surprises in the CPI—5 outhef 7 recent CPI readings surprised to the
downside—and in inflation expectations for the cogniear declining to below the midpoint of the
inflation target range. This development is liatWendicate weakness in domestic demand and further
moderation in the growth rate. In addition, theks&heappreciated in the past two months following
depreciation in the months before.

Macro data in the US and in China surprised tougpgide, though the level of risks from around the
world remained high—macro data in Europe, espsaciallleading countries, indicates a widening
slowdown and entry into recession; and there weeased uncertainty about the "fiscal cliff" in the
US and the debt crisis in Europe, which led toeased concern over entering another recession. The
Fed announced that it will continue its quantitateasing program and that the quantitative easing
programs and near zero interest rates will contiasidong as the unemployment rate is above 6.5
percent, and provided that inflation expectations 1-2 years are not above 2.5 percent—0.5
percentage points above the target.

Home prices continued to increase. It should bedhtitat at this point it is too early to assesseffect

of the limitations on the loan to value ratio ofasnmortgages which were imposed by the Supervisor of
Banks. This is because they came into effect oneNder 1, and they are expected to have a gradual
effect in the beginning of 2013 as well.

%" Details appear in the announcement which was ghiadi in tandem with the notice of the interest ratkiction for
November 2012.
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At the end of December, the Research Departmeaffsfarecast was revised. The growth forecast for
2013, net of the effect of expected gas produdtiom the Tamar field, was revised downward, to 2.8

percent, from 3 percent in the previous forecalsé fbrecast including gas production was 3.8 pércen

In the short term, gas production is not expeateldatve an effect the development of employment and
unemployment levels in the economy.

The downward revision in the growth forecast ra#tdcthe deterioration in activity worldwide, which
is expected to continue, and the continued negafifeet of Operation Pillar of Defense on incoming
tourism. According to the forecast, developmenttha global economic environment are expected to
weigh down on growth of uses at least until thedi@df 2013. The inflation forecast for 2013 was
revised downward by about 0.4 percentage point$,8@ercent. Forces acting to restrain the inereas
in the rate of inflation are the recent shekel apjation, the continued slowdown in global economic
activity and the moderation of global commodityces, the continued moderation of the increase in
rent levels, the continued roll out of free edumatfor 3—4 year olds as planned, and the continued
effects of the reform in the mobile communicationarket. In contrast, the forces contributing to
accelerating the inflation rate are the tax inoesasxpected in 2013, the expected increase in real
public sector wages in 2013, and the increaseectridity rates for private consumption—expected to
go into effect in the second quarter of 2013—follagvthe halt to gas deliveries from Egypt.

According to the staff forecast, which was publlaéthe end of December, (the next update wikitbe
the end of March 2013), the interest rate is ekt be 1.75 percent throughout 2013. The makn ris
to the forecast is the debt crisis in Europe. \ihidt, there is a low probability of an extreme scen
taking place. Domestic risks include geopoliticald adiplomatic risks, and uncertainty regarding
continued administration of responsible fiscal ppliafter the elections. An additional risk is a
continuation of the shekel appreciation which ocediiin the fourth quarter of 2012, which would be
liable to lead to a slowdown in activity and an iéiddal slowdown in inflation. Finally, a risk cédre
seen as well in US fiscal restraint, though it teslined considerably.

Against the background of the need for additiongbp®rt of economic activity, and against the
background of the absence of inflationary pressuhes Committee decided to reduce the interest
rate by 0.25 percentage points, to a level of 1.frcent for January 2013 The interest rate for
February remained unchanged at 1.75 percent.
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