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12 April 2010

Report to the public of the Bank of Israel’s discusions prior to setting the
interest rate for April 2010

The discussions took place on 25 and 28 March 2010

General

Before the Governor makes the monthly interest datgsion, discussions are held at
two levels—the first in a broad forum, and theosekin 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 Reseaackl 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

Data that became available since the previousdstemate discussions indicate the
upward trend in economic activity continued. Growtimtinued in the first quarter of

2010, albeit slightly more slowly than in the twoewous quarters. Nevertheless,
initial findings from the Bank of Israel Compani®arvey for the first quarter of 2010

show that activity continued to expand, and evecelacated in some industries
compared with the rate in the previous quarter.w&s announced in January, the
Bank of Israel expects GDP growth in 2010 to reaéhpercent.

The National Accounts

The National Accounts figures for the fourth quade2009 were revised upwards at
the beginning of March, giving a rate of growth4® percent for that quarter (all
rates in this paragraph are rates of change comhpaith the previous quarter, in
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annual terms, seasonally adjusted). The increasxports was revised upwards to
42.1 percent, and private consumption, was ametwé&ds percent, compared with
the previously published figure of 4.4 percent. Th2 percent reduction in fixed
investment in the last quarter of 2009 reflecteduction in nonresidential investment
and a small increase in residential investment.

GDP grew at an annual rate of 3.3 percent in toersghalf of 2009 (compared
with the first half), following its 1.5 percent daw in the first half. Growth in 2009
as a whole was 0.7 percent, compared with ther@ligirowth figure of 0.5 percent.
The level of GDP in 2009:Q4 was about one percéagitan than before the outbreak
of the crisis (in 2008:Q3).

The composite state-of-the-economy index

The Bank of Israel's composite state-of-the-econardgx for February rose by 0.2
percent, and the rate of change of the index olerthree previous months was
adjusted upwards to a cumulative increase of lrdepé, compared with the original
estimate of 0.8 percent. The increase in the irffdexebruary resulted from a 2.7
percent rise in manufacturing production in Janu@ympared with December,
seasonally adjusted), a 0.6 percent increase iorm@f consumer goods and a 5.1
percent increase in imports of factor inputs inrkEaby, a 3.5 percent increase in trade
and services revenue in January, and a 5.7 pemergase in services exports in
February, partially offset by a 3.7 drop in goodpats in February, following a 3.6
percent increase in January.

The labor market
Indicators that became available during the motwscontinued recovery in the
labor market. According to figures from the Labarée Survey for the last quarter of
2009, the unemployment rate (seasonally adjusteltitd 7.4 percent, reflecting a
decline from the previous quarter of about 9,006him number of unemployed. The
number of employees increased by some 28,000 i8:Q@I0

The nominal wage per employee post remained siabilee fourth quarter of
2009 (compared with the previous quarter, seaspadjusted), and the real wage per
employee post fell by 1.1 percent in that quardsra result of price increases. The
number of employee posts in the business sectogased in 2009:Q4 by 0.5 percent
(compared with the previous quarter, seasonallysaelf).

Foreign trade
Goods exports (excluding ships, aircraft and diassdmleclined by about 5.1 percent
in February from their January level (in dollambet, seasonally adjusted). Exports of
goods of all levels of technological intensity deed. In the three months December—
February these exports expanded at an annual f&8e gercent (in dollar terms,
seasonally adjusted) from their level in the prasiadhree months, September—
November.

Goods imports (excluding ships, aircraft and diadg)rfell by 8.1 percent in
February from their January level (in dollar terssasonally adjusted). The reduction
was mainly a reflection of the 35 percent dropniports of fuel products. In the three



months December—February these imports increasadade of 11 percent (in dollar
terms, seasonally adjusted) from their level inghevious three months.

The balance of payments

In the last quarter of 2009 the surplus on theemiraccount of the balance of
payments reached $2.7 billion, and in the whol@®9 it was $7.2 billion. The
increase in the surplus from the level in the tlyuérter was due to an improvement
in the services account and an increase in capaame, while the goods account and
current transfers remained steady.

2. Budget data

The domestic deficit excluding credit was NIS 2ilidn in February 2010, compared
with a deficit of NIS 2.7 billion in February 2008 the first two months of 2010
there was a cumulative surplus of 0.2 percent oPGDhe total deficit excluding
credit was about NIS 3 billion below the seasorathpconsistent with the budget
deficit ceiling. The deviation from the seasonaihpeeflects the continuation of the
trend of acceleration in tax revenues, underspgndm January, and faster
expenditure in February to the rate consistent thighseasonal path.

3. Developments on the nominal side

Inflation

The Consumer Price Index (CPI) for February dedliog 0.3 percent, a slightly more
moderate decline than the fall predicted by prifatecasters and than that expected
by the Bank of Israel. The decline in the indexebruary was due mainly to a large
seasonal decline in the clothing and footwear carepg the reduction in electricity
prices in mid-February, and the cut in the VAT raieanuary. In contrast, fruit and
vegetable and food prices increased.

In the last twelve months the CPI rose by 3.6 perd@5 percentage points of
which were attributable to government actions (dyagihanges in the VAT rate and
the water surcharge). The housing component ofCtAedropped by 0.2 percent in
February further to its decline in the previous twonths. The rate of increase of that
component over the previous twelve months has slofinem about 15 percent in
mid-2009 to 5.1 percent in February.

House prices, measured in the house price surveighvare not included in the
CPI, continued upwards, and increased by 1.6 pemehe period December 2009
January 2010 (the latest month for which data aglable) and in the previous
twelve months by 21 percent.

The CPI (seasonally adjusted) and excluding thesctff of government
intervention (the reduction in VAT) rose in Febryaly 0.25 percent.

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

Following the publication of the CPI for Februatkie private domestic forecasters
predict that inflation in the next twelve price ioels (the indices from March 2010 to
February 2011) will be 2.6 percent, an increas@.®fpercent in their expectations in



the previous month. They also predict that the o&taflation will decline, and that in
2010 as a whole it will be 1.8 percent. For the¢hmonths from March to May 2010
they forecast, on average, a cumulative rise irCtReof 1.1 percent.

One-year-forward inflation expectations derived nirothe capital market
("break-even inflation") remained close to 3 petcalso after the publication of the
February CPI. This reflects an upward trend in etq@eons, from about 2.5 percent at
the beginning of 2010 and 2.8 percent in February.

Inflation expectations for up to seven years foduarse slightly, while those for
longer terms, up to ten years ahead, declinedtbligdo that the range of expectations
over all those years is from 2.5 percent to 2.@qmara year.

With regard to the interest rate, the Israeli fasters assess on average that the
Bank of Israel's rate will not change for April,dcathat it will increase slightly in the
next two months (average forecasts are 0.16 pefeceMay and 0.13 for June). They
forecast that the rate in twelve months' time dl2.9 percent.

The slope of thenakam yield curve indicates that the capital market expéhe
Bank of Israel interest rate one year forward tabeut 2.5 percent.

The makam and bond markets
The yield to maturity on CPI-indexed five-year goveent bonds fell in March (to
the 23rd of the month) to an average of about &2gnt, from about 1.3 percent in
February. The vyield on 5-year unindexed governmieobnds remained almost
unchanged in March from the level in February—asrage of about 3.9 percent. The
yield on one-yeamakam increased to about 2 percent in March, from aldo@t
percent in February.

The gap between yields on corporate bonds in nmukistries and ratings, in
particular unrated and low-rated bonds, and th@sgavernment bonds continued to
contract.

Theinterest rate differential and the yield gap between Israel and abroad

Prior to the current interest rate decision, thakBaf Israel interest rate was 1.0-1.25
percentage points higher than the US federal fuatts and 0.25 percentage points
higher than the ECB rate.

In March the downward trend in the gap betweenyibkl on unindexed five-
year shekel government bonds and that on US gowrhamnd euro bonds halted, and
they stood at 161 basis points and 177 basis pasfsectively. The yield gap on ten-
year bonds contracted a little in March, to 145i9a®ints vis-a-vis the US bonds,
and 197 basis points vis-a-vis the euro. The géapdsn real interest in Israel and the
US continued along its downward path in March, e yields declined in Israel and
rose in the US.

The expected real interest rate

The Bank of Israel interest ratanus twelve-months-forward inflation expectations
derived from the capital markets in March, priothese discussions, averagaiehus
1.7 percent, slightly lower than its levelminus 1.5 percent in February.



The monetary aggregates

In the twelve months up to and including Februadg@the rate of increase in the
monetary base and the M1 monetary aggregate (addibki the public and demand

deposits) and the M2 aggregate (M1 plus uninde&ed tleposits of up to one year)

continued to slow, against the background of tleeeiases in the interest rate since
September 2009.

In the twelve months up to and including Februadi@ M1 increased by 32
percent, compared with an increase of 44 percetteinwelve months to January and
more than 60 percent in the twelve months to Sepéen2009. M2 grew by 7.4
percent in the twelve months to February, compavegd an increase of about 20
percent in the twelve months to September 20009.

The credit markets
The outstanding balance of bank credit declinedlanuary due to the continued
reduction in credit to the business sector. Tatatlic to the business sector fell by 1
percent, while credit to households increased naidly, ending the upward trend in
the latter. Housing credit continued to rise, bileo credit declined.

Corporate bond issues, which had fallen in Januacygased again to a high
level in February. As in the last few months, laated and unrated bonds constituted
a larger share of new issues.

The econometric models*

The assumptions underlying the various scenarioscohomic development in the
next year examined using the Bank of Israel's eomtdc models were similar to
those in the previous month: an increase of 4.tgmtrin business sector product in
2010 (consistent with the Bank of Israel's foreaafsabout 3.5 percent growth in
GDP); a modest rise in interest rates around thddwicom their current very low
levels; continued increases in prices of importedsamer goods and inputs till the
second quarter of 2010; and an increase of 7.@Gpenc world trade.

According to the baseline scenario of both of thenemetric models used by
the Bank—the DSGE (dynamic stochastic generalibgum) model and the Error-
Correction (EC) model—inflation is expected to mi@de during 2010, and to be
slightly below the midpoint of the target inflatioange a year from now. This is
accompanied by an upward path of the Bank of Ig&tel of interest to 3.4 percent in
the first quarter of 2011 according to the DSGE etpdnd to 2.6 percent according
to the EC model. The faster increase in the intera® in the DSGE model is
obtained with appreciation of the shekel to a cit®&lIS 3.64 to the dollar, whereas
the EC model gives slow depreciation, to NIS 3.8h® dollar at the beginning of
2011.

Based on the results of the models, other indisaéord economic forces not
reflected by the models, the assessment of the Bhaigtael Research Department is
that inflation will moderate in 2010. However, thegh degree of uncertainty

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



regarding the rate of recovery of global econonstevdy, and the pace of increases in
import prices and of world trade, increase the uaggy with regard to the
realization of this assessment.

4. The foreign currency market and the share market

The foreign-currency market

During the period since the previous interest dhseussions (i.e., from 21 February
to 25 March), the shekel appreciated by about @r8gmt against the dollar, and by
about 1.3 percent against the euro. Measured bypdhenal effective exchange rate
of the shekel, calculated as the trade-weightedageeshekel exchange rate against
28 currencies (representing 38 of Israel's tragiadners), the shekel appreciated by
about 0.5 perceritThe euro was notably weak against most other oaigs in this
period.

The share market

The Tel Aviv 25 share price index on 25 March wasu 4.7 percent higher than on
22 February, back to its peak level. The Tel AVd® Index rose by 4.6 percent in that
period, in line with the trend in the leading stoukrkets around the world.

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

Israel’s risk premium, as measured by the five-yeadit default swap (CDS) spread,

declined slightly between the previous and theenirinterest rate discussions, at 1.16
percentage points. The CDS spreads of other cesrdiso showed a slight downward

tendency.

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

Most macroeconomic data published in the courgheiast month indicate that the
global economic recovery was continuing. Nevertbgleghere is still uncertainty
about the ability of the global economy to sustgnowth without governmental
support, together with concern over the fiscal fpmsiof many countries. Greece's
debt crisis in particular continues to give cause doncern, as do potential debt
problems in other European countries.

Inflation in the advanced economies remains lovairesd the persistently wide
output gaps. In contrast, the emerging market cmmare starting to show signs of
inflation.

Stock indices around the world have returned to argwpaths, supported by
favorable macroeconomic data and relative calmrdiga the Greek debt crisis. Low
interest rates also buoy share prices.

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



Leading central banks—the Fed, the ECB, the Bélngland and the Bank of
Japan—are maintaining very low rates of inteiast, are expected to do so for some
months. Nevertheless, some important central barksontinuing to reduce their use
of unconventional instruments of monetary accomrtiodawhile other central banks
have already started to increase interest rates.

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR APRIL 2010

In the narrow-forum discussion, four members of agament make
recommendations to the Governor regarding the g@ojte rate of interest for the
economy. In the discussions on the interest rateAforil, all the participating
members of management recommended that the Goveroase the rate by a
guarter of a percentage point to 1.5 percent.

As was stated in the report of the discussionsr poidhe previous decision (of
the interest rate for March) decisions on the Bahlsrael interest rate are part of a
gradual process of bringing the rate back to a rmiosoemal” level intended to bring
inflation into the target inflation range and toimain it there, and to support the
continued recovery in economic activity, while ntaining financial stability.

In the discussion, participants spoke of the pregjref real activity in Israel
against the background of global developmentshefinflation environment, and of
changes in asset prices, as factors that showdtatie decision on the interest rate
for April within the framework of that process.

Real activity continues to expand, but some indisasuggest that it is doing so
at a somewhat slower pace. The point was madethtiaity expanded rapidly in the
last quarter of 2009, but attention was also drawmthe slower increase in exports and
the risks facing the continued recovery of economitivity in light of global
economic developments from the first quarter of®04onetheless, initial findings
from the Bank of Israel's Companies Survey forfitst quarter of 2010 show further
expansion of economic activity and expectations thia would continue in the next
quarter. The current assessment is that the expgeth of economic activity is
consistent with a gradual upward interest-rate .path

The participants noted that the econometric modséxd by the Bank indicate
that inflation measured over the previous twelvenths is expected to be close to the
midpoint of the target range in a year's time, giite a gradually rising interest-rate
path. Other forecasts—those of other forecastensedl as those derived from the
capital market, whose predictions of the inflateord interest-rate paths are similar to
the Bank's—are consistent with a gradual increetee interest rate.

The participants in the discussion also spoke efdmanges in asset prices, in
particular of house prices. They referred to theatfof the low rate of interest on
these prices, the impact of the increase in thexest rate, and the need to monitor and
relate to developments in them. Moreover, mentias made of the issuance of low-
rated and unrated corporate bonds, and the questise as to whether the spreads at
which they are issued fairly reflect the comparsk.ri



It was noted that following the previous increasehie interest rate in January,
the rate had remained unchanged for two monthstleatdan increase of the interest
rate would be part of the gradual process of r@tgrinterest to a more "normal”
level. One view expressed emphasized the wide gapelen the current interest rate
and a "normal" rate when nominal GDP is expectegtoav by more than 5 percent in
2010.

Arguments made in favor of leaving the interest rabhchanged this month
included the danger an increase would presentdotirtued recovery, and the desire
to prevent a widening of the gap between the isterae in Israel and those in the
major central banks, a gap likely to act to streagtthe shekel.

After considering all the points raised in the dission, especially the real
economic activity environment, the expected devalept in inflation, and the
analysis of the development of asset prices, imctudiouse prices, the Governor
decided to increase the interest rate for Apriebybasis points to 1.5 percent.

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

e Forecasters' inflation expectations for the nex¢éle consumer price indices
average 2.6 percent; inflation expectations forrtaet twelve months calculated
from the capital market are close to the uppertliohithe target inflation range.
According to the forecasters, inflation measuredrdtie previous twelve months
Is expected to come into the target inflation raimgene month's time.

e Most indicators, including initial findings from ¢éhBank of Israel Companies
Survey for the first quarter of 2010, suggest tieat activity continued to expand
in that quarter. Uncertainty exists, however, dherstrength of the recovery.

e Interest rates of the leading central banks ardbadvorld are very low, and are
expected to remain so during the coming months. eldmiess, some leading
central banks are continuing to reduce their ussgpetial instruments of monetary
accommodation, and some central banks have stat@tcrease their interest
rates..

The Bank of Israel will continue to act to achieiseobjectives of price stability, the
encouragement of employment and growth, and supfoorthe stability of the
financial system.

The decision was made and published on 28 March.201

Those participating in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdéra

Prof. Zvi Eckstein, Deputy Governor of the Banksgel

Dr. Karnit Flug, Director of the Research Departien

Mr Rony Hizkiyahu, the Supervisor of Banks

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

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



Mr. Eddy Azoulay, Chief of Staff to the Governor
Dr. Yossi Saadon, Advisor to the Governor and Bainlisrael Spokesperson
Dr. Sigal Ribon, Head of Monetary Analysis Unit,9earch Department



Appendix: Major Global Economic Developments

us

The general picture emerging from the most reced ghublished in the US was
generally positive. GDP data for the fourth quaae2009 showed an increase of 5.9
percent (annual rate), compared with an increas®.pfpercent in the previous

estimate. Growth forecasts (investment houses geg@e for growth in the US of

3.3 percent in 2010, and about 3 percent in 2011.

Other indicators show an improvement with regardet@nomic activity: a
greater utilization of production capacity, a faalgle surprise in data of private
consumption and retail sales, an increase in cteadibnsumers for the first time since
the outbreak of the crisis, and a decline in invaas.

Positive signs were evident also in the labor majké losses were lower than
anticipated, employment of temporary workers inseel the rate of participation in
the labor force rose, and the number of dismisséices fell. Nevertheless, as the
Chairman of the Fed noted, recent growth was degerah fiscal support, and on the
process of building stocks, factors expected tokerealuring the year. He also stated
that sustainable growth depends on consumer demand.

The housing market continues to be the weak linthenrecovery. New home
sales reached an all-time low, and sales of exigtomes fell particularly rapidly, and
building starts and building permits also contindeddecline. House prices, which
had recovered slightly in the third quarter of 20f&) again in the last few months,
and are expected to continue downwards in lighthef large number of forfeiture
proceedings and the expected increase in intenestastgages.

The US budget deficit reached an unprecedented lef/e5220 billion in
February, and the Congressional budget office #&medhat the deficit would
significantly exceed the planned levels in eacthefnext few years.

The CPI remained unchanged in February, and threase over the previous
twelve months was 2.1 percent.

The Chairman of the Fed, in his testimony to theus¢éoof Representatives,
described the exit process from the use of speéc@s operated at the peak of the
crisis, and noted that the use of Term Asset-Ba&ezlrity Loan Facilities (TALF)
would be wound down at the end of March, and wauld completely at the end of
June. The use of Commercial Mortgage-Backed Sezsi(€MBS) would halt at the
end of March. In its mid-March decision, the Feft lis interest rate unchanged at O
to 0.25 percent, and noted that it expected thagoa: conditions to support keeping
the low interest level for some time.

Europe

The main developments in Europe recently relatethése in Greece. Overall there
was some slight easing of concern over a debtscitigre, particularly after Greece
announced a program of cuts and managed to €disbillion (out of€ 25 billion it
needs to raise in the next two months), and S&mPdréw its threat to downgrade
Greece's debt rating further. The capital raisedydver, was at a very high interest
level of 6.3 percent.
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On the macroeconomic front, the information fromrdpe was mixed.
Companies reported increased profits and a dedatirtbeir debt ratios. Purchasing
manager indices (PMIs) are settling above 50 poillsemployment, too, that
declined this month contrary to expectations, pitedi a positive indicator.
Investment houses predictions of European growt?0it0 were revised downwards
to an average 1.3 percent, and for 2011, remaihed8apercent. This, following
contraction of 4 percent in GDP in 2009.

The rate of inflation in the EU measured over thevipus twelve months is 0.9
percent, and it is expected to remain in that wigim 2010. The ECB in its last
interest rate decision at the beginning of Mardh iks rate at 1 percent, and the
President of the ECB noted in his statement thatetlare no inflationary pressures,
and that growth is expected to continue, albeih\wigh variation between the various
member countries.

The UK, despite positive GDP growth in the lastrtgraof 2009 and a rise in
the consumers' confidence index, also faces tleofi@ debt crisis. The UK has a
relatively high debt ratio (among the advanced eoures second only to Japan's),
and a significant part of its debt is to foreigrnestors. Following the elections due to
take place in May, the UK will have to take stepsdeal with this, and in order to
avoid the risk of a downgrade of its rating by tinedit rating agencies.

The annual rate of inflation to February 2010 waseBcent. At its meeting at
the beginning of March, the Bank of England ledtiitterest rate at 0.5 percent, and
decided to keep the stock of bonds it had purchas€200 billion, in accordance
with its decision in November 2009.

Japan

Most of the data published this month were positiYespite a downward adjustment
to the figure for GDP in the fourth quarter of 2008m 1.1 percent to 0.9 percent,
that is still a good figure for growth in Japan,itas based also on consumption and
not only on exports. Other indicators such as Iretaes, car production and sales,
exports, manufacturing production and consumer idente indices also paint a
positive picture.

The problem of deflation continues to cast a shadear Japan, and despite the
positive expectations regarding the next few quartéhere is concern that the
economy may experience another recession as eanmgxd year, in light of the its
structural problems. In its announcement of iternest rate decision, the Bank of
Japan referred to its battle against deflation,dmebled its three-month loan program
to ¥20 trillion.

The emerging markets
The emerging markets continue to show strong padioces, but alongside their
rapid growth, inflation is also rising.

In China there is growing concern over too rapidwgh accompanied by
accelerating inflation and even the developmerat béibble in asset prices. The heavy
injection by the government in the last year supggbthe increase in demand, and
currently an effort is being made to restrain tateleration by reducing the extent of
loans planned for this year. The data show a drdpans in February to half of their
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January level, and a slowdown in the growth of nfacturing production. That said,
house prices are still rising and inflation oves firevious twelve months has risen to
2.7 percent.

In South America, positive developments in Braapgort the assessment that it
will increase its interest rate. There were no tpasichanges regarding Eastern
European countries, except for the successful is§umnds by Hungary following
significant budget cuts made by the government.
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