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BANK OF ISRAEL
Office of the Spokesperson and Economic Information

September 10, 2012

Report to the public on the Bank of Israel’s discusions prior to setting the
interest rate for September 2012

The discussions took place on August 26 and 27, 201

General

In the process of making the monthly interest rdexision by the Monetary
Committee, discussions are held at two levels—fitee in 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 Monetary Operations Departmémsyo Departmental Directors
present their recommendations regarding the irtterate. An open discussion
follows, which ends with a vote on the level of tinéerest 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

Indicators of real economic activity that becamailable this month support the
assessment that the economy is growing at a naiidasito that of recent quarters, a
rate which is in line with the Bank of Israel's gtb forecast for 2012, of 3.1 percent.
According to a preliminary estimate of National Aoats figures for the second
quarter of the year (annualized, seasonally adjjst@DP increased by 3.2 percent,
compared with 2.8 percent in the previous qualiasiness sector product increased
by 3.7 percent, compared with 2.2 percent in thevipus quarter; private
consumption increased 5.4 percent, compared w2tipércent in the previous quarter;
fixed capital formation declined by 1.1 percentmgared with an increase of 3
percent in the previous quarter; and exports (ekefy diamonds) increased 9.8
percent, compared with 4.9 percent in the previuaster.

Monthly indices of the economic situation

The Composite State of the Economy Index for Jutyegased by 0.2 percent, though
the forecast of real activity as reflected in vasosurveys is for a slowdown in
activity in the economy.

The labor market

Second quarter data from the Labour Force Surueyitsi new format, indicate
continued growth in employment and an unusual asxean the participation rate (0.8
percentage points), which was reflected in an ameen the employment rate (59.1
percent in the second quarter compared with 5&&epein the previous quarter), and
an increase in the unemployment rate for the seqoader to 7 percent. At the same
time, there was an increase in the rate of workenployed full time. In contrast,
survey figures for the month of June indicate ghdldecline in the employment rate
compared with May, and National Insurance data stiwat in July, there was an
increase of more than 10 percent in the numberewf olaims for unemployment
benefits (seasonally adjusted), compared with tfeeipus month. Compared with
July of last year, the increase is about 17 perdéominal wages of Israelis increased
by 1 percent in March—May, seasonally adjusted, paned with the preceding three
months, and real wages increased by 0.3 percemlltiH@x receipts, which provide
an indication of total wage payments, were 6 pdrbegher in July in nominal terms
than in July 2011 (excluding the effect of legislatchanges), a rate of change similar
to that in previous months.



Budget data

Actual budget expenditure figures indicate a domedeficit, excluding net credit
granted in the year to date through July, of NIB8llion, compared with a deficit of
NIS 3.6 billion in the corresponding period of 20The deficit in 2012 is projected to
be between 3.5-4 percent of GDP, primarily dueoteer than expected revenues for
the first half of the year.

In order to reduce the expected deficit in 2012 @noheet the deficit target for 2013
set by the government, 3 percent of GDP, the gowem and Knesset decided this
month on several steps to increase tax rates, sine@dy taking effect in 2012 and
the remainder beginning in January 2013. Decistangovernment expenditure in the
coming year have not yet been reached; specificallyether a budget for 2013,
which will require significant cuts in accordancéhnthe "automatic pilot” in order to
remain within the expenditure rule, will be passedn, or if instead -- if the Knesset
does not approve a budget for 2013 before the staméxt year -- a transition budget
which allows monthly expenditure of 1/12 of the 20dudget, which would reflect
considerable restraint, will be managed.

2. Developments on the nominal side
Inflation

The Consumer Price Index (CPI) increased by 0.kegoérin July, in line with
forecasts, and below the seasonal path consistéimtaghieving the inflation target.
The main factors which stood out this month wereititrease in the housing index
and the decline in the food and energy compondiits. rate of inflation over the
previous twelve months was 1.4 percent, compareti Wi percent the previous
month. On a seasonally adjusted basis, inflatiooesthe beginning of the year has
been 0.9 percent in annual terms.

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

Forecasts of the inflation rate over the next twetvonths based on the average of
forecasters' inflation predictions, on expectatioakulated from the capital markets
(break-even inflation), and on inflation expectasdbased on over-the-counter CPI
futures contracts offered by banks, increasedrttoath, and range from 2.3 percent
to 2.6 percent, compared with 1.6—2 percent inptieeious month. The increase this
month came after several months of decline in fimilaexpectations, and apparently
derives from planned increases in indirect taxesieased global commodity prices
which are expected to have an effect on local prasewell, and from the depreciation
of the shekel. According to forecasters, pricesex@ected to increase by 1.3 percent
over the next three months. Inflation expectatifamgwo years and longer increased
slightly and currently range between 2.3 percent2d percent. Expectations for the
Bank of Israel interest rate one year from nowjwer from the Telbor (Tel Aviv
Inter-Bank Offered Rate) market, as well as thasseld on the average projection of



forecasters, range between 1.9-2.1 percent. Halhefforecasters predict that the
Bank of Israel interest rate for September willunehanged, but that the interest rate
will be reduced by 0.25 percentage points in thet tieree months, while half the

forecasters expect the interest rate to be redog®R5 percentage points this month.

The housing mar ket

The housing component of the CPI (representingyentreased by 1 percent in July.
In the twelve months ending in July it increased4opercent, compared with an
increase of 3.4 percent in the twelve months toeJufiome prices, which are
published in the Central Bureau of Statistics syreé home prices but are not
included in the CPI, increased in May—June by (fcgnt, after increasing by 0.4
percent in April-May. In the twelve months endingJune, home prices increased by
1.2 percent, compared with an increase of 1.7 péinghe twelve months to May.
Activity in the construction industry is strong cpared with its levels in the past
decade. Although building starts are below the neédevel of the middle of 2011,
they remain high and are expected to continue tordflected in an increased
inventory of homes. There were 42,319 buildingtstar the twelve months to May,
compared with 43,927 in the twelve months to Apgnl.June, the stock of vacant
homes available for sale was 20,600, maintainireg stable level of the past year.
According to a Ministry of Finance publication, [m&nary figures for July indicate
an unusual increase in the number of home purch¥¢dis that, it is likely that this
increase derives from, among other things, purchas®ught forward due to
expectations for an increase in VAT.

The makam and bond markets

Yields on unindexed government bonds followed tldba trend with an increase of

up to 40 basis points, primarily in short to meditenm maturities, as investors

shifted funds during the month toward the indexednsent due to an increase in
inflation expectations. On the CPIl-indexed curvields declined by up to 20 basis

points in the short to medium termdakam yields increased by about 10-25 basis
points along the entire curve, with one year yigldseasing to 1.97 percent during

the period.

Theyield spread and differential between Israel and abroad

The yield gap between 10-year Israeli governmendbaand equivalent 10-year US
Treasury securities declined by 20 basis pointaptwut 245 basis points.

The monetary aggregates
In the twelve months ending in July, the M1 mongtaggregate (cash held by the

public and demand deposits) increased by 6.3 peraed the M2 aggregate (M1 plus
unindexed deposits of up to one year) increasel bpercent.



The credit market

The outstanding debt of the business sector inedeeasJune by 0.2 percent, to NIS
792 billion. The increase in the debt derived pritlgadrom the depreciation of the
shekel, which increased the shekel value of foreigmency denominated debt. Total
outstanding credit to households increased in byr@4 percent, to NIS 375 billion,
within which the balance of outstanding housingldrevas NIS 267 billion. The total
volume of new mortgages granted in July was NISuillidn, compared with NIS 3.9
billion in June. It should be noted that there ssially an increase in new mortgages
granted during June and July, and it is likely thet volume of mortgages taken out
in July was affected by purchases brought forwdndad of the expected VAT
increase. Total new mortgages granted in the twelgaths ending in July increased
by 2 percent compared with the twelve months entinfune, and the decline in this
figure which began in May of last year ended. Magig interest rates continued to
decline this month on all indexation tracks, priityain the unindexed, floating rate,
segment, continuing their decline of recent months.

The Bank of Israel Research Department assessment (staff forecast)

The Bank of Israel Research Department's most tenaonroeconomic forecast was
formulated in June. GDP growth in 2012 was progdte be 3.1 percent, and the
forecast for 2013 was 3.4 percent. The inflaticdie @ver the 4 quarters ending in the
second quarter of 2013 is expected to be 2.4 perBared on developments since the
end of June, it is likely that the growth rate patjon for 2013 will be revised
downward in the September update to the forecast.

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

From the previous monetary policy discussion heldloly 22, 2012, through August

24, 2012, the shekel depreciated against the doyldr.7 percent, and depreciated by
2.9 percent against the euro. The shekel's weakagasst the dollar stood out

compared with the appreciation of most major cwiesiagainst the dollar. In terms

of the nominal effective exchange rate the she&ptetiated by about 1.6 percent.

The capital market

From the previous monetary policy discussion heldloly 22, 2012, through August
24, 2012, the Tel Aviv 25 Index increased by al®dtpercent, in line with the global
trend, against the background of increased monegasing in major markets
worldwide. Israel's sovereign risk premium as meaiby the five year CDS spread
increased by about 7 basis points this month told83s points, in contrast to CDS
spread declines in many other economies aroundvtiniel. The Tel-Bond 20 Index

and the Tel-Bond 40 Index were mostly unchangedhieyend of the period, with

increases of only 0.1 percent and 0.2 percentectisiely.



4. Global economic developments

Some easing was felt in markets this month, agaihet background of the

announcement by the ECB president of a new plarintervention by the central

bank in the market for government bonds of coustpeepared to adopt recovery
plans, expectations of further expansionary plaoddwide, and the improvement in

some US economic data during the past month. Tdgsg was reflected in declines
of yields on government bonds of Spain and Itahg By an increase in stock market
indices around the world. With that, second quagewth figures published this

month indicate reduced activity in the eurozone amdarked slowdown in Germany.
Weak data on real economic activity were also sddan the UK and Japan. In
emerging market economies, particularly China, weoonomic data continued to
indicate a slowdown in the rate of growth. In castr a slight improvement was
recorded in US economic activity this month. Inwestt houses revised downward
their 2013 forecasts for global growth, to 3.3 patdrom 3.4 percent; for US growth,
to 2.1 percent from 2.2 percent; and for growtteurope, to 0.1 percent from 0.3
percent. In commodity markets, oil prices continsedncrease and the agricultural
commodities index was unchanged at the high leéveliched in the past two months.
Inflation rates in most major economies continuedntoderate. After a series of
monetary expansion steps by central banks in saooenies recently, there were no
changes in the past month in the monetary polidhase economies.

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR SEPTEMBER 2012

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 September 2012, the Committee membersdvot@animously in favor of
keeping the interest rate unchanged at 2.25 pegegoints.

The discussion focused on five main issues whiclieseas the background to the
interest rate decision for September: (1) the emmnomic environment; (2) the
inflation environment; (3) the global environmemdathe geopolitical situation; (4)
the government budget; and (5) the housing market.

Committee members agreed that National Accounta d@at the second quarter
(which were affected by the opening of a largedagtare consistent with continued
growth of around 3 percent, and members pointedth® growth of private
consumption and exports of goods and servicesonitrast, it was noted that based on
data from various surveys (the Central Bureau afiSics Business Tendency Survey
and the Purchasing Managers Index), an additidoald®wn in the growth rate is
expected in coming quarters.



Committee members noted that despite the factatia@l inflation in recent months
has been low, inflation expectations increased sdyk this month, primarily
reflecting expectations—based mainly on supplydiact higher prices of food and
energy, and higher VAT—for increased prices.

There is considerable uncertainty regarding thesldgwment of the crisis in Europe,
and the possibility that a solution to the crisidl wot be found cannot be ruled out.
With that, Committee members assessed that thexrstiong commitment to finding
a solution to the crisis, an assessment reflecteavell in the positive returns in
financial markets around the world during the régeariod. The geopolitical situation
in the Middle East also contributes to the uncetyain the economy.

Another topic discussed was the effect of fiscaliggoon developments in the
economy in the near term. The Committee was olvibe that until the outlook for
the budget becomes clear, it cannot be determimmed nonetary policy will be
affected by fiscal developments.

The low annual rate of change in home prices, &r2gmt, was noted in a discussion
on the housing market. With that, in light of thecrease in the number of new
mortgages granted, Monetary Committee members aghet there is still a risk of a
renewed trend of price increases.

In its announcement, the Bank highlighted the fellgg main considerations
underlying the decision:

e Inflation over the previous 12 months was 1.4 paticand on a seasonally
adjusted basis, inflation since the beginning ef year is below the lower bound
of the target range. However, inflation expectatiorhich had declined in recent
months, increased markedly this month as a reduétnoincrease in prices of
commodities and energy, and changes in indireetstax

e Indicators which became available this month supfioe assessment that the
economy is growing at a rate similar to that oferd@cquarters, of around 3
percent. With that, data from surveys of econortovay indicate expectations of
a slowdown in the rate of growth. Likewise, a coné&d trend of moderation in
world trade is liable to lead to a decline in titermy's growth rate. At the same
time, the recent weakness of the shekel is expd¢otadl the economy in dealing
with the negative developments abroad which aregessed in reduced demand
for Israeli exports.

e Over the past 12 months, there has been a moderaina even a halt, in the
increase in home prices. With that, there was amease this month in new
mortgages granted, though it is too early to tathére has been a change in trend
in the housing market.

e The level of economic risks from around the woddge to the developments in
Europe, remains high—Ileading to concerns of negagiffects on the domestic
economy. Second quarter macro figures which becawaglable this month



indicate continued deterioration in the state ef ésonomies in the eurozone, the
UK, Japan, and emerging markets. In contrast, thva®a slight improvement in
US economic activity this month.

e Most economies did not change their monetary pdiigg month, and interest
rates at major economies remained low. In additagrkets are not pricing in any
increases in interest rates this year by any oflelading advanced economies'
central banks. This month, the ECB president ancedira new program for
intervention by the central bank in government bomarkets, though concrete
steps to implement the policy have not yet beeartak

The Bank of Israel will continue to monitor deveatognts in the Israeli and global
economies and in financial markets, particularlyigit of the increasing uncertainty
in the global economy. The Bank will use the toalailable to it to achieve its
objectives of price stability, the encouragementeaiployment and growth, and
support for the stability of the financial systeamd in this regard will keep a close
watch on developments in the asset markets, inwuithie housing market.

The decision was reached and announced on Augu022.

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 ofdet

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
Mr. Daniel Nathan, Economist in Research Department

Ms. Esti Schwartz, Monetary Committee Secretary



