ISRAEL’S ECONOMY IN WARTIME

PROF. AMIR YARON!

MAIN POINTS OF THE ADDRESS TO THE 2026 ISRAEL ECONOMIC
ASSOCIATION CONFERENCE BY GOVERNOR OF THE BANK OF ISRAEL

= Historically, wars tend to drive up inflation and reduce GDP. However, the Israeli
economy has shown strong resilience during the war, experiencing a relatively moderate
impact compared to other wars globally. Yet the war caused a sharp contraction, mainly
due to supply constraints in the labor market; Headline growth indicators have improved,
but a significant gap from the prewar trend still remains.

=  The labor market remains tight, although it has eased somewhat compared with 2024.
The number of foreign workers remains below its prewar level.

= Housing starts increased, while housing prices declined for most of the year.

=  The high-tech sector continues to play a key role in the economy. Capital raised by high-
tech firms remains relatively high.

=  Following the outbreak of the war, Israel's risk premium increased sharply. However,
driven by subsequent geopolitical developments, it has since declined and currently
stands at pre-October 71" 2023 levels. The shekel appreciated against the US dollar,
reflecting the decline in the risk premium, gains in US equity markets, and the weakening
of the US dollar. The current account balance remains in surplus.

= Inflation in Israel declined, mainly due to lower inflation in tradable goods, and is now
below the OECD median.

= Changes in the interest rate path of major central banks have been influenced by
geopolitical developments and oil prices.

= In most OECD countries, policy interest rates remain on an upward trend, whereas in
Israel they are being reduced.

= Israel's fiscal trilemma involves reducing the debt to GDP ratio while accommodating
higher defense spending and performing investment expenditure.

L Prof. Amir Yaron, Governor of the Bank of Israel
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1. GDP IN WARTIME

Wars lead to a marked increase in the inflation rate and to an adverse impact on GDP

Figure 1 | Changes in inflation and output (relative to trend)
following the outbreak of war.

The horizontal scale shows the number of years since the onset of the war.
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Federle, J., Meier, A., Muller, G. J., Mutschler, W., and Schularick, M. (2026). The Price of
War. American Economic Review.
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Figure 2 | GDP and GDP Trend
03/2019-03/2026, Seasonally Adjusted, at 2025 Constant Prices
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An upward trend in credit card expenditures has been seen since October 7" 2023;
the decline in credit card expenditur e during Operation “Roaring Lion” was similar to that
in “Rising Lion”, ending with a notable recovery.

Figure 3| Credit card expenditure index
28 days moving average, Seasonally adjusted,
2025:Q1=100, 01/2023-06/2026
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Figure 4 | Development of credit card expenditures
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2. BARRIERS TO GROWTH- LABOR-FORCE SUPPLY CONSTRAINTS, CREDIT,
AND RAW MATERIALS

The constraints on credit and raw materials are around their prewar level, with an increase
in the most recent data.

Figure 5| Share of businesses reporting severe credit constraints,
bank and nonbank credit by businesses size
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Figure 6 | Share of companies that reported in the Business
Tendency Survey a moderate or severe constraint of equipment
and raw materials, by sector
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Growth in business and consumption credit occurred in parallel with expanded activity

Figure 7 | Non-performing loans (NPL) ratio
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Figure 8 | Distribution of debt in the nonfinancial business sector
Current prices, NIS billions, 2018-2025
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Figure 9 | Distribution of household debt
Current prices, NIS billion, 2018-2025
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The labor market remains tight, despite some easing compared with 2024

Figure 10 | Non-Israeli Workers
Ages 25-64, Seasonally Adjusted, 01/2021-03/2026
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Figure 11 | Temporarily absent from their work due to military
reserve service
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3. ADDITIONAL INDICATORS OF ECONOMIC ACTIVITY

Government tax revenues in recent months have ranged above the long term trend

Figure 13| Israeli Government Tax Revenues
Seasonally adjusted, excluding legislation changes and extraordinary
income, NIS billion, constant prices, dashed line - 2015-2019 trend,
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Residential construction volume increased and for most of the year home prices declined

Figure 14 | Transactions of New and Existing Homes
20 Thousands, 3-month moving average, 03/16-04/26
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Figure 15 | Building starts, building completions, building permits
and housing stock
Seasonally adjusted, thousands, 03/21-02/26
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Figure 16 | Housing prices
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A sharp increase in goods exports was seen in the most recent data; there has been an increase
in imports of raw materials and consumer goods since Operation “Rising Lion*

Figure 17 | Goods Imports to Israel
01/2023 — 04/2026
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Figure 18 | Export of Goods and Services Exports
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High tech has macroeconomic importance; funds raised declined but are at a high level

2025

Figure 19
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Figure 20 | Capital Raising of high-tech companies
Quarterly, billion dollars
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4. FINANCIAL MARKETS

After the “beeper operation” and Operation Rising Lion, there was a sharp decline in the
risk premium, to a level similar to that on the eve of October 7% 2023

Figure 21 | Selected equity market indices
as of 17/06, 02/10-06/26
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Figure 23 | Spread between Israeli 10-year bond and US Treasury
Note
As of 15/06, 02/10-06/26

1 i -
o> %'\, %"1/ %'»’g"»q?)'»’f’%%vm%vw%vm%vwvwry'» 6’» 6)'» %'» %ﬁ, 6’» (owr&'»’ﬁowr&
AN Qb\ ch\ S Q’»\ Qv\ Q‘o\ ch\ S Q’\,\ Qv\ QQ)\ ch\ S @,\ Qv\ Qb\

Spread between Israeli 10-year ILS bond and U.S Treasury bond
Spread between Israeli 10-year dollar bond and U.S Treasury bond

SOURCE: Based on Bloomberg data.



ISRAEL’S ECONOMY IN WARTIME 159

5. INTERIM SUMMARY

Despite the negative impact of the war, the economy has demonstrated resilience and
strength, including by historical comparison.

The adverse impact on the economy has been reflected primarily in supply-side
constraints in the labor market, and GDP remains below its long-term trend.

The risk premium rose sharply at the outbreak of the war; moderated as the
geopolitical situation improved, and is now similar to its prewar level. The
performance of the Israeli stock market has been notable in comparison with global
markets.
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6. INFLATION AND THE EXCHANGE RATE

The shekel has appreciated sharply over the past 2 years, among other reasons in view of the
decline in the risk premium, US stock market gains, and dollar weakness worldwide.

Figure 24 | The exchange rate of the ILS against US dollar and
Israel CDS
5 year CDS, in percent as of 15/06, 10/20-06/26
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There is a surplus in the Current Account; there are import barriers, mainly in the food sector

Figure 26 | Imports into Israel
Percent of GDP
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There has been an increase in the inflation rate and in the interest rate path worldwide;
inflation in Israel is below the OECD median

Figure 27 | Inflation in Israel and OECD
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Figure 28 | Tradable and nontradable goods index
01/21-05/26
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There is a strong connection between geopolitical events and monetary policy around the
world

Figure 29 | US inflation and interest rates vis-a-vis the Global  standard
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Figure 30 | Brent oil price vs. one-year inflation expectations in the
US and the EU
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The Fed’s interest rate path has increased since the conflict against Iran began, in parallel to
an increase in oil prices

Figure 31| ECB interest rates Figure 32 | The Fed’s interest
path rate path
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7. THE “FISCAL TRILEMMA”: PRINCIPLES FOR ECONOMIC POLICY IN THE
COMING YEARS

The Fiscal Trilemma:
Declining debt to GDP path, high defense expenditures, low civilian investments

% Figure 34 | Debt to GDP - various scenarios 84
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Israel’s interest payments increased in recent years; the tax burden in Israel is low compared

to other OECD economies

ISRAEL ECONOMIC REVIEW

Figure 37 | Israel‘s gross public Figure 38 | Tax burden in Israel
debt compared to countries with compared to OECD economies
% similar debt levels in 2015 -2019 a5 Percentage of GDP, 2008-2025
80
40
75
68.5 1|35
70 66.9
65 30 M\/\/{Z9
60 25
55
20
D O N > O B D A A
SO AN N L)
5°Wb‘b%ng AT AT AT AT AT AR AT AR AP
S S RN N S Y
DX M S U S S Israel
. OECD Median
compare countries 75th Percentile
Israel 25th Percentile
Figure 39 | Gross interest payments on debt
Percentage of GDP
6
5
4
3
2
1
0
"
\«\>+

m OECD

Peer countries M Israel =2025

SOURCE: OECD.



ISRAEL’S ECONOMY IN WARTIME 167

Public investment in Israel is similar to the OECD average, and population growth is the
fastest

Figure 40 | Public investment
Net of defense investment, percent of GDP, 2019-2023 average
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Figure 41 | Population growth

Percent, 2019-2022 average
1.8
Iceland

Chile
Australia
Mexico
Norway
Estonia
United States
Lithuania 04
Portugal
Finland

Slovak Republic
Japan

Greece

-1.5 -1 -0.5 0 0.5 1 1.5 2

SOURCE: Based on OECD.



168

ISRAEL ECONOMIC REVIEW

Various segments of the public capital stock are in decline
Stock of fixed capital, public and private
Percent of GDP, fixed prices, 2000-24

SOURCE: Based on Central Bureau of Statistics.
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In summary, there is a fiscal trilemma: Declining debt to GDP path, high defense
expenditures, low civilian investments.

Fiscal Trilemma

= Declining debt to GDP path.

*  Financing defense needs.

= Investments in growth drivers.

= To achieve a deficit that will lead to a declining path of the debt to GDP ratio, it will be
necessary to restrain defense expenditures to the extent possible while providing a
response to future threats, and in line with finding alternative budget sources —

cancellation of items that do not support growth drivers and at the same time
adjustments on the revenue side.



SOURCE: Based on OECD, IES, and IMF.
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Economic parameters: An overview of Israel
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Employment rates for Arab women and ultra-Orthodox men are low. Among those working,
there are significant wage gaps. The share of the ultra-Orthodox population is expected to
grow markedly. Therefore, ensuring their meaningful and high-quality integration into the
labor market is of critical importance.

Figure 49 | Share of various population groups in the prime
working ages
Data for 2015 and forecast for 2040 and 2065
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Figure 50 | Employment Rates by Population Group
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Figure 51 | Wages
percent, 2024
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SOURCE: Based on IL and CBS.



172 ISRAEL ECONOMIC REVIEW

8. IN CONCLUSION

Despite the adverse impact of the war, the economy has demonstrated resilience and
robustness, including in historical comparison.

The risk premium rose sharply following the outbreak of the war. As the geopolitical
situation improved, the premium moderated and has returned to a level broadly similar to
that prevailing before the war. At the same time, the shekel appreciated and the Israeli stock
market delivered strong performance.

Against the backdrop of the decline in the risk premium and the strengthening of the shekel,
inflation expectations have decreased.

The key challenge facing any future government will be addressing the fiscal trilemma.



