=
=3
Ay

BANK OF ISRAEL
Office of the Spokesperson and Economic Information

February 11, 2013

Report to the public on the Bank of Israel’s discusions prior to setting the
interest rate for February 2013

The discussions took place on January 27 and 28,120

General

In the process of making the monthly interest rdexision by the Monetary
Committee, discussions are held at two levels—fiteein a broad forum, and the
second in 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
three members of the Monetary Committee from thekBathe Governor, the Deputy
Governor and the Senior Advisor to the Governor—tral three members of the
Monetary Committee from the public. Other particifgain the discussion are the
Directors of the Research and Market OperationsaRepents, and economists from
various departments who prepare and present therialafior discussion. The data,
estimates and assessments in this report are timatseere available at the time of the
discussions.

In the narrow forum, which consists of the Monet&@gmmittee and the Directors of
the Research and Market Operations DepartmentsiwitbeDepartmental Directors
present their recommendations regarding the irtterate. An open discussion
follows, which ends with a vote on the level of tinkerest rate. According to the
Bank of Israel Law, 5770-2010, (section 18(c)), tiexision on the interest rate is
reached by majority vote of the members of the MaryeCommittee who participate
in the voting. If the vote is tied, the chairpergtre Governor) has an additional vote.

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

General assessment



The development of actual prices and inflation exg@wons for the coming year,
indicate an inflation environment somewhat below thidpoint of the target range,
and are apparently affected by moderation in domesmand. Indicators of real
economic activity continue to point toward stalilin activity, and even to some
improvement in expectations for growth in the cognyear.

Monthly indices of the economic situation

Various indicators point toward stability in re@omomic activity, and signal a slight
improvement in expectations for growth over the cwril2 months. The Composite
State-of-the-Economy Index increased by 0.1 perceBecember, similar to its rate
of recent months, and in contrast to the monthig cd 0.2 percent in the first half of
2012. The Climate Index calculated from the Bussnd®ndency Survey for
December indicates slight improvement in the groretie, at a low level of activity,
and was affected by a sharp increase in the expmwacomponent and by an
improvement in the assessment of present activitypntrast to declines registered in
the assessment of past activity. The improvemeptaminent in the manufacturing
indices, and can be seen as well in the retailetradd services industries. The
Purchasing Managers Index also increased, thouglsiill below the 50 point mark,
thus indicating contraction.

The labor market

Labor force survey data for the third quarter iatikca continued increase in the
participation rate, the number of employed persomsd, accordingly, in the
employment rate as well, which increased to 7415qmg, from 73.3 percent in the
second quarter (among 25-64 year olds, the agee rahich was less affected by
changes in the labor force survey's methodologhénbeginning of 2012). Monthly
labor force data, updated to November, indicatbilgtain the participation rate and
in the employment rate, as well as a slight dedinthe unemployment rate, to 5.7
percent from 5.9 percent in October. (The declires wn the 25-64 year old age
range; in the general population the unemploymat# declined from 6.9 percent to
6.7 percent). In addition, the survey indicatedbifityg in the number of people
employed in full-time positions, and an increas¢hi@ number of people temporarily
absent from work, but this was attributed mainlythte security situation that month.
Stability in total employment, seen as well in eayele posts data, reflects a
continued trend of decline in the number of empéopests in the private sector and
increase in public sector posts. The climate infdexemployment, calculated from the
Business Tendency Survey, also indicates stabiltgmpared with September,
nominal wages increased in October by 1.2 pereemt,real wages increased by 0.5
percent, based on seasonally adjusted data. Heedtlmeceipts, which provide an
indication of nominal wage payments, were 5.7 pdrdeigher in November—
December than in the corresponding period of tlevipus year, compared with a
year over year increase of 5.8 percent in Octobevelber (a figure which was
revised upward).



Foreign Trade

Foreign trade data for December continued to sha&dining trend of imports and
exports, similar to the picture provided by NatioAacounts data. Goods exports
declined by more than 3 percent in the fourth qarazbmpared with the third quarter,
with a decline of 4 percent in high technology isudlies, a decline of 10 percent in
medium-low technology industries, and stability slight improvement in other
industries. It appears that in the recent perigdya has opened between the index of
US trade in advanced technology products and tdexinwhich is in a trend of
decline, of electronics exports from Israel.

Budget data

In 2012, the overall government deficit, excludimgt credit, totaled about NIS 39
billion, which is 4.2 percent of GDP, compared wattieficit of 3.4 percent of GDP
which was forecast in the beginning of 2012. Teceigts in 2012 totaled NIS 218.6
billion. This was about NIS 3 billion lower thanrézast at the beginning of 2012. The
accumulated deviation from the original deficit jedion derives from revenues
about NIS 6.9 billion below, and expenditure abdl$ 2.2 billion above, the original
budget, due to the transfer of unutilized balanfcesn previous years. Until a new
government is formed, and the budget is approvetetwill be uncertainty regarding
how the government will deal with the need to alige budget with the limitations of
the deficit target and expenditures.

2. Developments on the nominal side
Inflation

The Consumer Price Index (CPI) for December in@édsy 0.2 percent. This was
above forecasts, which projected, on average, anggin the CPI. With that, the CPI
for December was in line with the seasonal path the month consistent with
attaining the inflation target. Inflation for thellfyear of 2012 was 1.6 percent, within
the target range. The main contributions to indlatin 2012 derived from prices of
housing, which increased by 3.3 percent, and ofgsnewhich increased by 6.5
percent. Excluding housing and energy, the inftatete in 2012 was 0.6 percent. The
development of inflation over the course of the ryeaflects the slowdown in
domestic demand together with one-time effecthéenprices of kindergarten services
and cellular communications.

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

Forecasts of the inflation rate over the next t@atvonths calculated from the capital
markets (break-even inflation) declined to 1.5 patc seasonally adjusted, or 2.3
percent without seasonal adjustment. Expectatioased on the average of
forecasters' inflation projections were stable thmisnth, at 1.9 percent, as were
inflation expectations based on over-the-countet fRires contracts offered by



banks, at 1.8 percent. Inflation expectations ¥ao years and longer increased, and
currently range from 2.5 percent for shorter tetm=.9 percent for longer terms.
Expectations for the Bank of Israel interest rate gear from now derived from the
Telbor (Tel Aviv Inter-Bank Offered Rate) markes well as expectations based on
the average projection of forecasters, are fornd@rest rate of 1.6 percent and 1.7
percent, respectively. The forecasters who propidgections to the Bank of Israel
predict that the interest rate for February witheen unchanged.

The bond and makam mar ket

Yields on short-term government bonds declined meiddy, in contrast to an
increase of about 5 basis points in medium to lergns. Yields on CPIl-indexed
bonds increased by about 5-10 basis points for masirities. Yields on government
bonds worldwide increased more sharply, by aboub&§is pointsMakam yields
declined along most of the curve by about 10 bpsists, as a result of the interest
rate reduction in December, with one-year yielddidang to 1.72 percent during the
period.

The interest and yield spreads between Israel and abroad

The vyield differential between 10-year Israeli gowaent bonds and equivalent 10-
year US Treasury securities was unchanged at ar@20d basis points. Israel's
sovereign risk premium as measured by the five-gda% spread declined slightly
during the intermeeting period to 129 basis poifitee Tel-Bond 60 Index increased
by about 0.75 percent over the period.

The monetary aggregates

In the twelve months ending in December, the M1 etary aggregate (cash held by
the public and demand deposits) increased by 9dept and the M2 aggregate (M1
plus unindexed deposits of up to one year) incebaye8.3 percent.

The credit market

The outstanding debt of the business sector detle0.6 percent in November,
from NIS 795 billion to NIS 790 billion; in the pa$2 months the debt has increased
by 1.7 percent. Total outstanding credit to houk#hdeclined in November by 0.2
percent, to NIS 383 billion. The total volume ofanmortgages granted in December
was NIS 4.7 billion, compared with NIS 4.1 billion November. The balance of
housing debt was NIS 269 billion at the end of Nober, an increase of 7.3 percent
compared with November 2011. Interest rates on @BWwindexed mortgages granted
in December remained essentially unchanged, andddcslightly in the unindexed,
floating-rate track. In December, there was a nthikerease in issuance volume by
the non-financial business sector, from a monthigrage of NIS 1.7 billion in
August—November to NIS 3.6 billion. Most of the efhgs in December were by
large companies, mostly in the real estate segit,high ratings of A and above.



The housing mar ket

The housing component of the CPI (based on housinig) increased by 0.4 percent
in December. In the twelve months ending in Decemibéncreased by 3.3 percent,
compared with an increase of 2.8 percent in thdveveonths to November. Home

prices, which are published in the Central Buref8tatistics survey of home prices
but are not included in the CPI, increased in CeteNovember by 1.1 percent, after
increasing by 0.7 percent in September—October.rd@teeof increase in home prices
continues to escalate. In the twelve months endmdNovember, home prices

increased by 5.7 percent, compared with an increaskl percent in the twelve

months to October.

The number of building starts over the previousrighths remains elevated—a39,626
in the 12 months ending in October—and it is exgedd continue to be reflected in
an increased stock of homes. With that, the nurabeuilding starts in the January—
October period was about 20 percent lower tharctineesponding period in 2011. In

addition, the rate of properties marketed by theels Land Administration has

declined sharply.

The Bank of Israel Research Department assessment (staff forecast)

Last month, the Bank of Israel Research Departnoguaiated its macroeconomic
forecast. According to that assessment, which widighed last month, the inflation
rate is expected to be 1.8 percent in 2013. Thevthroate for 2013 is projected to be
3.8 percent, assuming that production of natural fgam the Tamar field begins
during the second quarter of 2013, as plannedgtbeth rate is estimated to be 2.8
percent excluding the production of natural gas.

3. The foreign currency and stock markets
The foreign exchange market

From the previous monetary policy discussion heldbecember 23, 2012, through
January 25, 2013, the shekel strengthened agaiesddllar by about 0.9 percent, a
more moderate rate than the appreciation of mogirnsarrencies against the dollar.
Nonresidents' activity was mixed, with foreign eanbe sales in the beginning of the
period and purchases later on. This was againgbdbkground of events around the
world in the beginning of the period, primarily thencerns regarding the fiscal cliff
in the US. The shekel appreciated by 0.8 perceainagthe euro, while most major
currencies weakened against the euro. In termiseohdminal effective exchange rate
the shekel appreciated by about 0.6 percent danageriod.

The capital market
From the previous monetary policy discussion heldDecember 23, 2012, through
January 25, 2013, the Tel Aviv 25 Index declinedhbgut 0.6 percent. Spreads in the



corporate bond market continued to contract foraalhgs, though primarily for lower
ones.

4. Global economic developments

For the first time in a while, investment houseseas that the risks in the global
economy have decreased. Thus, the risk of a ded&dno in the debt crisis in Europe
declined, and the uncertainty regarding the fistifflissue mostly receded. Yields on
government bonds of Spain and ltaly, as well as Gp®ads, continued to decline to
a level that had not been seen in over 2 yearsjrafgbain, bank deposits in recent
months have once again increased, indicating cendiel in the banking system. With
that, the overall debt crisis is far from over—ébkadjustments in various European
countries are expected to continue in the comirag ws well, and it is assessed that
crises are expected with regard to countries mgehair targets. Macro data which
were published this month in the US and emergingkata continued to be positive.
In contrast, data published in Europe indicate thatrecession there is continuing.
This was seen this month in a figure published @mn@ny, showing that its economy
contracted by 0.5 percent in the fourth quarteretGtae past month, most countries
did not register a change in monetary policy, amdrest rates in major economies
remained low. In addition, markets are not pricimgan interest rate increase by the
central bank of any major economy this year. Japgnvernment announced an
additional fiscal incentive plan as well as an @ase in the inflation target to 2
percent from 1 percent, and the central bank arcexlrma new open-ended asset
purchase plan. This month, commodity prices weablst while oil prices increased
by 3.8 percent, against the background of evenfdgaria. According to World Bank
assessments, commodity prices are expected tondeciter the next two years,
except for the prices of industrial metals whicé expected to remain stable.

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR FEBRUARY 2013

Main points of discussion

The six members of the Monetary Committee parttangan the discussion decide on
the appropriate rate of interest for the economiyerAthe discussion on the interest
rate for February 2013, all of the Committee mershwated to keep the interest rate
unchanged at 1.75 percent.

The discussion focused on the following main issué@3 developments in the
domestic and global economies; (2) developmentsthie exchange rate; (3)
developments in the housing market and the congirusdustry, and (4) the fiscal
situation.



Committee members noted the stability in the GDdwin rate at around 3 percent, in
unemployment, and in inflation in Israel's econoifiyey also noted that the level of
pessimism in monthly surveys of economic activiéglthed, and no longer indicates
a continued slowdown in activity. Committee membassessed that in the global
economy, it appears that the risks of a deteriomaitn the debt crisis in Europe are
declining, and concerns over the "fiscal cliff'tme US have mostly receded. In their
assessment, the level of activity in Europe dodsimticate a recovery, but macro
figures published in the US and in China were nygstisitive.

Committee members discussed developments in theaege rate. It was noted that
the shekel strengthened slightly against the ddlace the last monetary policy
discussion, continuing the appreciation of 2 percenthe full year of 2012.
Committee members assessed that continued quevetiedsing in the US, Europe,
and Japan supports the strengthening of the sh€&kel.assessment was also made
that the beginning of the use of offshore natued geservoirs, expected in 2013, will
contribute to an increase in the current accourglgs, and thus will also be a factor
supporting the appreciation of the shekel in th@miog year. The extent of the impact
on the exchange rate in the future depends onefeed to which this information is
already reflected in the exchange rate.

In the housing sector, Committee members expresmackrn in light of the renewed
increase in home prices at a rapid pace, in patalla decline in building starts and
an increase in the number of transactions and irtgage volume. Members noted
that the effect of policy measures taken in thalfouarter of 2012 limiting the LTV
ratio should be reflected in new mortgage volumgirbeng with January 2013 data.
In the discussion, it was emphasized that the palieps taken by the Bank of Israel
In recent years in the area of mortgages are apnetharily at maintaining financial
stability and that their moderating effect on tlmu$ing market operates only on the
demand side. Committee members are of the opirhiah important factors in the
increase in home prices at this time are a slovahglanning processes and the
decline in the rate of marketing properties. Thdesaling with home prices needs to
focus on expediting the planning processes anceasong the marketing of land,
primarily in high demand areas, which will leadaio increased supply of homes for
residence. The government has tools to increaseupply of homes for residence
which can act to moderate the increase in homegndathout negatively impacting
on the level of activity in the industry.

A central issue in the Committee's discussion wsxal policy. Committee members
expressed their concern of a negative impact owrriaibility of fiscal policy in light

of the large government deficit in 2012. The concgtiems from the fact that in the
Committee's assessment, supported by, among dtimgstthe economy's relatively
low unemployment rate, most of the deficit is stowal, not cyclical. Committee
members are of the opinion that dealing with tlacstiral deficit in Israel, which is
also high relative to other advanced economielhenatorld, requires a significant cut
in expenditure, relative to the government's commaitits for 2013 and 2014, along
with increasing taxes. In this regard, it was enspted that even though Israel's debt



to GDP ratio remains stable and is not high retaty many advanced economies,
Israel's debt burden is high, even relative to é¢hesonomies, because of the high
interest rate that Israel pays on its debt, contpatith the other countries.

Following the discussion, the six members of thenktary Committee voted on the
Bank of Israel interest rate for February 2013. @dmmittee members supported
keeping the interest rate unchanged at 1.75 perdérg decision is consistent with
the Bank of Israel's interest rate policy, whicintended to entrench the inflation rate
within the price stability target of 1-3 percentear over the next twelve months, and
to support growth while maintaining financial siéii The path of the interest rate in
the future depends on developments in the inflagiovironment, growth in Israel and
in the global economy, the monetary policies of anagentral banks, and
developments in the exchange rate of the shekel.

In its announcement, the Bank highlighted the fellg main considerations
underlying the decision to keep the interest ratehanged at 1.75 percent:

e The development of actual prices and of inflatiapextations for the year ahead
continue to indicate an inflation environment beltdve midpoint of the target
range. Inflation over the previous 12 months wa8 fiercent, and inflation
expectations for the year ahead, based on varowges, are slightly below the
midpoint of the target range. The development téiion during 2012 reflects the
slowdown in domestic demand. According to World Baassessments,
commodity prices are expected to decline over thmicg 2 years, and thus
support a continued low inflation environment irak.

e Various indicators of real economic activity sugpbe assessment that in the past
half year there has been a slowdown in the raeafand growth, with stability
in the GDP growth rate and a decline in importse TResearch Department
assessment is that the GDP growth remained aroedcgnt. Monthly indicators
do not point toward further deterioration in adfjyi and indicate a slight
improvement in expectations of economic activity.

e The rate of increase in home prices continuessty and in the 12 months ending
in November, home prices increased by 5.7 percempared with 3.7 percent in
the 12 months to October. The impact on home prickshe LTV ratio
limitations, which were imposed by the SupervisbBanks and went into effect
at the beginning of November, was not reflecte®@tember mortgage data, but
Is expected to be seen beginning in January.

e For the first time in some time, investment houassess that the risks in the
global economy have decreased. Thus, the riskdeterioration in the debt crisis
in Europe declined, and the uncertainty regardimgfiscal cliff issue in the US
mostly receded. Macro data published this montthenUS and China continued
to be positive. In contrast, data published in [parmdicate that activity has still
not reached a turning point and the recession twrenues.

e Over the past month, most major central banks didchange their monetary
policy, and interest rates in major economies ragthilow. The quantitative
easing programs in the US and UK continue, andBidmek of Japan announced



additional monetary easing plans. Market assessnagatthat the accommodative
policies of central banks in major advanced ecoesrare expected to continue.

The Bank of Israel will continue to monitor deveatognts in the Israeli and global
economies and in financial markets, particularlyigit of the continuing high level
of uncertainty in the global economy. The Bank wale the tools available to it to
achieve its objectives of price stability, the emamgement of employment and
growth, and support for the stability of the finacsystem, and in this regard will
keep a close watch on developments in the assdtetsarincluding the housing
market.

Participants in the narrow-forum discussion:

Members of the Monetary Committee

Prof. Stanley Fischer, Governor of the Bank ofd§r&hairperson

Prof. Alex Cukierman

Dr. Karnit Flug, Deputy Governor of the Bank ofdst

Prof. Reuben Gronau

Prof. Rafi Melnick

Mr. Barry Topf, Senior Advisor to the Governor oroietary Policy Issues

Other participants in the narrow-forum discussion:

Mr. Andrew Abir, Director of the Market OperatioBgpartment

Prof. Nathan Sussman, Director of the Research iDapat

Mr. Eddy Azoulay, Chief of Staff to the Governor

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

Ms. Merav Shemesh, Head of the Economics Unit, Bengupervision Department
Mr. Inon Gamrasani, Economist in the Research Deyaant

Ms. Tsila Billet, Assistant to the Monetary CommaétSecretary



