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Report to the public on the Bank of Israel’s discusions prior to setting the
interest rate for October 2011

The discussions took place on September 21 and 2511
General

Before the Governor makes the monthly interestdatgsion® discussions are held at
two levels—the first in a broad forum, and theogsecin a narrower one.

In the broad-forum discussion, the relevant baakigdo economic conditions are
presented, including real, monetary and financeletbpments in Israel’s economy,
and developments in the global economy. Particgpamthis discussion include the
Governor, the Deputy Governor, the directors ofResearch and Market Operations
Departments of the Bank and economists from vart@martments who prepare and
present the material for discussion. The datamestis and assessments in this report
are those that were available at the time of teeutisions.

In the narrow forum, the directors of the Reseamid Market Operations
Departments and three other participating membérsnanagement (the Deputy
Governor, Senior Advisor to the Governor on Mongwolicy Issues and the Head of
the Monetary and Finance Division of the Researapddtment) present their
recommendations regarding the interest rate afldwimg 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

Domestic economic activity continues to expand,aid slower rate than in 2010 and
the first quarter of 2011. The data that becamdabla since the previous monetary

1 When the Monetary Committee is appointed, in atance with the new Bank of Israel Law, interest
rate decisions will be made by the Committee.



policy discussions show that activity in the higieh industries and exports leveled
off, due to the moderation in activity abroad. Heeond National Accounts estimate
of the growth of GDP in the second quarter, a f@nt annual rate, was slightly
higher than the original estimate, the result ofupward revision of the figures of

exports, private consumption, and investment. Thelarate rate of activity was also
reflected in the composite state-of-the-economyxnadvhich rose by 0.3 percent in

August, with upward revisions of the indices foe tprevious two months. The

increase in the index reflects a moderation, wtielgan in March, in its rate of

increase. Tax revenues increased, in real ternisydne still below the seasonal path,
for the fifth month in succession. The Central Buref Statistics August survey of

trends indicates declines in growth in all indwestriNevertheless, expectations in all
industries apart from the hotel industry and higbtht industries are for increased
activity in the next three months. The Globes anahl8 Hapoalim consumer

confidence indices point to reductions in the peiblpurchasing plans, although they
both suggest that the public is still optimisticoab the economic situation in the
future.

The S&P credit rating agency raised Israel's creadihg to A+ from its previous A,
with a "stable" outlook; this was attributed to th@vernment's policy of reducing of
the debt/GDP ratio, the potential deriving from thecoveries of natural gas, and the
stability of the banking system.

The National Accounts

The second National Accounts estimate for the securarter of 2011 shows a slight
improvement compared with the first estimate. Tigaire of GDP growth in the
second quarter was increased to 3.5 percent, (qechpéth the previous estimate of
3.3 percent) (all National Accounts data quoteceimerare seasonally adjusted, in
annual terms). The increase in private consumptias revised upwards to 3.2
percent, from the original estimate of 2.2 percditports excluding diamonds
increased by 5.2 percent (compared with the origestimated increase of 0.5
percent), and civilian imports excluding shipsceaft and diamonds increased by 8.3
percent (up from the original estimate of 5.6 petcelrhe Bank of Israel assessment
is that the economy is near full employment.

The composite state-of-the-economy index and monthly indices of the economic
Situation

The composite index rose by 0.3 percent in Augasskimilar increase to those
recorded in the previous two months (after thewana revisions), which points to
continued economic growth, albeit at a slower tha#a that in the first two months of
the year. The rise reflects increases in the isdioE manufacturing production,
imports of production inputs, and services expdhat were partly offset by declines
in the indices of goods exports and trade and ceswievenue.



In the months May-July, the revenue of industriasréaased by 3.2 percent
(seasonally adjusted, in annual terms), followimg 3 percent increase in the previous
three months.

Consumer confidence indices and the Purchasing §#aeadndex do not present a
consistent picture this month but what emerges igeaerally downward trend:

whereas the Central Bureau of Statistics (CBS) taedBank Hapoalim consumer
confidence indices showed declines, the Globesximdse by 2.7 points, but it has
shown a general downward trend since the beginoiir910. The index of domestic
demand, calculated by the Bank of Israel ReseamhaB®ment based on a Google
search index, continued to drop, but was still @&dve 50 percent level, thus
indicating a continuation of the growth of privatnsumption.

The labor market

Labor market data for the second quarter indicateomtinued improvement in
employment. The unemployment rate continued toigecand reached the low level
of 5.5 percent, while the rate of participatiorthe labor market remained steady and
the rate of employment increased. The number of l&yep posts, seasonally
adjusted, increased by 0.4 percent in the threetmofpril-June compared with the
previous three months. The ratio of the number énoployed to the number of
vacancies in the business sector was a low 2.5thg&re were 2.5 unemployed people
for every vacancy). The nominal wage increasedpnlAJune by 1.1 percent (three-
monthly rate, seasonally adjusted) compared with ldvel in the previous three
months, while the real wage increased by 0.4 pérdéealth tax receipts, which
provide an indication of wage payments, were 7.f5qy@ higher in August (initial
estimate), in nominal terms, than in August 20l{eding the effect of legislative
changes).

Foreign trade

Goods exports excluding ships, airplanes and dias\a@topped by 5.7 percent in
August, after falling 2.8 percent in July. Servieegorts increased by 1.4 percent in
August.

The estimate of world trade (the G3 Trade Indestiows a continuation of the
downward trend in July, with a decline of 0.2 patcdhe Tech Pulse Index in the
US remained essentially unchanged in August, wihght dip of 0.1 percent.

> The G3 Trade Index is a weighted measure of tta fioreign trade of the US, Germany and Japan.
The index serves as an early indicator of glotzaldr



2. Budget data

Government domestic revenues in August were 9 perosver than the forecast
seasonal path, due to a continued slowdown ineatltax revenues. Tax revenues for
the year to date, through August (net of legisaithanges and one time revenues),
were 5.3 percent higher, in real terms, than indheesponding period of the year
before, but 1.6 percent below the seasonal paththef budget forecast. The
government's domestic activity in the first eighbnths of this year (excluding net
credit) resulted in a cumulative deficit of 0.7 gant of GDP, compared with a deficit
of 1.6 percent of GDP in the corresponding peridd2010. Developments in
government activity so far indicate that the buditgdtcit for the full year of 2011 will
be slightly below the deficit ceiling set by lawg8rcent of GDP).

3. Developments on the nominal side
Inflation

The Consumer Price Index (CPI) increased 0.5 pemekugust, at the upper limit of
forecasts and above the seasonal path consistdntaehieving the inflation target.
Inflation over the past 12 months, as measuredhbychange in the CPI, was 3.4
percent, above the upper limit of the target inflatrange (of 1-3 percent a year).
Nonetheless, the rate of inflation over the past®dnths, seasonally adjusted, is near
the lower limit of the inflation target.

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

Inflation expectations for the next twelve months @lculated from the capital

markets were steady over the past month and rechahe& percent on average.
Forecasters' inflation predictions for the nextIt@emonths continued to fall, and
declined to 2.3 percent. The background to theaalsion of inflation expectations

around the midpoint of the target range, despiteddpreciation in the past several
weeks, was continued expectations of a slowdowgromth in Israel and worldwide,

as well as internalization of the process of lomgmrices by retail chains and various
service providers, as part of the impact of sopratests against the high cost of
living. At the same time, forecasts of the BanKswoéel interest rate continued to fall.
Based on the Telbor (Tel Aviv Inter-Bank Offeredt®&amarket, the Bank of Israel

interest rate one year from now is expected to bpeBent, down from the

expectation of 3.1 percent a month ago, and theageeof forecasters' predictions is
that it will be 3.15 percent (down from 3.6 percanimonth ago). Most forecasters
expected the Bank of Israel to leave the intelast fior October unchanged.

The makam and bond markets

In the government bond market, the yield curve mhdexed bonds steepened, with
drops of 14 basis points in maturities of up toearyand rises of up to 8 basis points



in other maturities. Yields on CPIl-indexed governmieonds rose by up to 8 basis
points for most maturitiedMakam yields fell by up to 20 basis points across theddyi
curve, as the yield for one year fell during theiqee from 3.08 percent to 2.98
percent.

The main feature of the corporate bond market,@slhein holding companies, was
the continued rise in yields on bonds of severahganies. The Tel-Bond indices
dropped sharply at the beginning of the month, wlith Tel-Bond 20 falling by 3
percent and the Tel-Bond 40 by 3.7 percent. Inlaise week, however, the indices
made up all the declines against the backgroundtefest rate declines around the
world. The yield spreads between the Tel-Bond 20 Bel-Bond 40 and government
bonds widened.

Theyield gap and interest rate differential between Israel and abroad

The yield gap between Israeli unindexed 10-yeareguwent bonds and 10-year US
Treasury bonds continued to widen during the pesiaveyed, and at the end of the
period stood at 292 b.p. (up from 262 b.p. at thgifning of the period).

Prior to the current interest rate decision, thenkBaf Israel interest rate was 3
percentage points higher than the Fed rate, arfiddeitentage points higher than the
European Central Bank (ECB) rate.

The expected real interest rate

The current Bank of Israel interest rate deflated the twelve-months-forward
inflation expectations derived from the capital kedas averaged 1.06 percent in
September (to the date of the current discussions).

The monetary aggregates

In the twelve months up to and including Auguste M1 monetary aggregate (cash
held by the public and demand deposits) increase®.6 percent, and the M2
aggregate (Mplus unindexed deposits of up to one year) increasellby percent.

The credit market

The balance of outstanding credit to the businestos increased in July by 0.9
percent, to NIS 757 billion. Outstanding credithtmuseholds increased by 0.3 percent
in July, to NIS 357 billion. Of the credit to hotmsds, outstanding housing credit
rose 11.6 percent in the twelve months ending Iy, da NIS 253 billion, compared
with an 11.9 percent increase in the twelve moitthdune. The volume of housing
credit granted in the 12 months ending in August W4 percent lower than in the 12
months ending in July. The share of mortgages atifig interest rates (for all
periods) in total new mortgages continued to dechim August, and reached 76
percent, compared with 79 percent in the monthreefbhe interest rates on CPI-



indexed and unindexed floating rate mortgages ooat to increase in July, while
the interest rates on variable rate unindexed rageg declined.

The housing market

Activity in the construction industry continues lbe strong. The number of starts in
the twelve months to June reached 42,757 and timbd&uof completions was 33,613,
figures which were very similar to the levels oé threvious month. The number of
new homes sold fell, and in May—July was 9.6 pdrt@mer than in February—April.
The stock of new homes available for sale continteedhcrease, and in May—July
was on average 6.4 percent higher than the threee@ing months. Home prices,
which are presented in the Central Bureau of Sizgisurvey of home prices but are
not included in the CPI, increased at a monthlg adt0.4 percent in June-July, after
rising 0.2 percent in May—June (an estimate that seaised down this month). The
annual rate of increase in home prices is maintgistability: in the twelve months
ended in June-July home prices increased by 12&me compared with a 12.1
percent increase in the May—June figure. The slowdm the rate of increase in
home prices was affected by increases in the stteade, measures introduced by the
Bank of Israel affecting mortgages, and steps tdletie Ministry of Finance in real
estate taxation, together with the continued irswea the number of building starts.
In contrast, the housing price index, which is blaseainly on renewed rental
contracts and which is included in the CPI, cordohuo increase, rising by 1.3
percent in July, bringing the increase in the tastive months to 5.2 percent.

The Research Department assessment (staff forecast)

The Research Department staff forecast was updHisd month. The current

assessment is that inflation in the four quartedirey in the third quarter of 2012 will
be 2.3 percent, and the average interest rateeiththd quarter will be 3 percent. The
Research Department forecasts that the inflatitenfoa the whole of 2011 will be at
the upper limit of the target range, and that thierage interest rate in the fourth
quarter will be 3.25 percent. The forecasts of Gip&wth in 2011 and 2012 were
revised downwards: the current forecast is forpeicent growth in 2011 (down from
4.8 percent in the previous forecast) and 3.2 mrice2012 (down from 3.9 percent
in the previous forecast). The assessment was basedmong other things, the
downward revision by the IMF of its forecasts, whitow include a decline in global
growth and in the rate of expansion of world tradée Research Department
emphasized the primary risks faced by Israel's @ogn specifically, the risk of

another global recession and geopolitical riskst tlkauld have economic

consequences.



4. The foreign currency and share markets
The foreign currency market

From the previous monetary policy discussion helddagust 28, through September
23, the shekel depreciated by about 2.7 perceimstghe dollar, a far more moderate
depreciation than that of other currencies agaimstdollar. In contrast, the shekel
appreciated 4.6 percent against the euro, whilenthpr currencies showed mixed
trends vis-a-vis the euro. The shekel strengthéyeabout 2.2 percent in terms of the
nominal effective exchange rate.

The share market

Between the monetary policy discussions of AugsiaAd September 23, the Tel
Aviv 25 Index fell by 5 percent, similar to therickin most stock markets abroad.

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

Israel's sovereign risk premium as measured bfitbeyear CDS spread continued to
rise, against the background of geopolitical evemis the deteriorating situation in
European economies, and widened from 166 basisgpmir218 basis points.

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

This month, most macroeconomic figures publishethenUS and the eurozone were
weak. The debt crisis continued to worsen this mastwell: in Greece, CDS spreads
indicated a growing probability of default in theamn future; in the past week S&P cut
its credit rating for Italy, with a negative outlgahere was growing concern of the
European debt crisis spreading to the banking syst@d amid that, credit ratings on
large banks in the US, France, and ltaly were @&gainst the background of
increasing risk and negative macroeconomic datgstment banks and the IMF
lowered their growth forecasts for major econonaied for the global economy. The
IMF revised its 2012 forecasts of global growthnfrd.5 percent to 4 percent, and of
world trade growth figures from 6.7 percent to p&cent. The IMF also cut its
forecast for US economic growth in 2012 from 2.7cpat to 1.8 percent, and cut its
forecast for economic growth in Europe in 2012 frbm percent to 1.1 percent

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR OCTOBER 2011

In the monthly narrow-forum monetary policy disdoss five members of

management make recommendations to the Governardiaeg the appropriate rate
of interest for the economy. Following the currdigtcussions on the interest rate for
October, three members recommended that the Gavéeage the interest rate



unchanged at 3.25 percent, and two recommendedhéhaeduce the rate by 0.25
percentage points to 3.0 percent.

Participants in the discussion dealt with sevessiliés: the inflation environment, real
economic activity in Israel, the housing market #me risks deriving from the global
environment.

The marked moderation in Israel's inflation envimemt was noted: inflation in the
previous twelve months was 3.4 percent, still abthneeupper limit of the inflation
target, but over the last six months the rate fitilon, seasonally adjusted, has been
close to the lower limit of the inflation targetnge. It was stated that the factors
contributing to inflation included the housing metrKin the last year), and food and
energy prices. Together with the slowdown in actofition, expected inflation as
reflected in the markets also declined: one-yeawdod inflation expectations
calculated from the capital market (break-evenatidh) continued to fall this month
too, and are currently at the center of the targege.

In the discussion the point was made that the enanandicators published this
month continue to show that domestic economic #gtig still growing, but at a
slower pace than in 2010 and in the first quarfe20i1. The slowdown was mainly
the result of the easing of world demand and ifscefon exports. Recently there has
been increasing concern over a negative turnaramirakttivity in the US and the
eurozone and over the geopolitical risks.

House prices were also discussed: these had risatheat 0.4 percent this month,
bringing the increase over the last twelve months2.3 percent. Although the rate of
increase is somewhat slower than in the last fewths it is still high. The increase
in rents is also continuing at a quick pace. Thad,St is assessed that the increase in
housing starts, along with steps by the Bank addisin the mortgage market and
measures taken by the Ministry of Finance in regte taxation, will help moderate
the rate of price increases.

The risks arising from the global environment irdyrimarily the intensification of
the debt crisis of peripheral eurozone countriefigcted in widening CDS spreads
for Greece and a credit rating cut for Italy; tlmncern of the crisis spreading to the
banking system, seen in lowered credit ratingsaajd banks in the US, France, and
Italy; and the lowered growth and world trade fasts. These risks are liable to lead
to a negative impact on economic activity in Isrpeimarily on the exporting sector.

In light of the background situation described Il tiscussion, three members of
management recommended leaving the interest ratehanged, while two
recommended reducing the rate.

The main argument in favor of cutting the intemedée by 0.25 percentage points was
based on the combination of risks from the glolbaha. The impact of these risks, if



realized, were expected to be mainly on exportsthad lowering the interest rate
would reduce the effect on GDP both via the exchaate and via domestic demand.

The main considerations favoring leaving the irderate unchanged in the meantime
were concern of a continued increase in housingepr(rents) and home prices as
well as the high level of economic activity. Ingliramework, the concern was raised
that despite the increase in inventory of housektha steps taken by the Bank of
Israel and the Ministry of Finance, lowering thdenest rate is liable to lead to

acceleration in the rate of increase of home pritesddition, the economy is at a

high level of activity, apparently around full erapiment.

Taking all the above into consideration, the Gowemtecided to cut the interest rate
for October by 0.25 of a percentage point, to &&ent.

In announcing the decision, the Bank of Israel emsped the following points that
led to the decision to reduce the interest rate:

e Assessments have firmed recently that the slowdmwglobal growth will be
steeper than previously expected. The IMF reduteébrecast of US growth in
2012 from 2.7 percent to 1.8 percent, and growtihéneurozone from 1.7 percent
to 1.1 percent and it is assessed that the bat#dntsks is negative.

e The weakness of the US and European economies diclympakers in those
countries to adopt more expansionary measures &bperTwist in the US, and
other steps in the eurozone to increase liquiditifpere are now market
expectations of a cut in the ECB interest rateaddition, volatility has increased
in capital markets around the world, and the dowudviieend in prices of financial
assets continues.

e The more severe global slowdown is reflected imvelogrowth of real activity in
Israel, and in particular in the weakness of goexjsorts. The Bank of Israel has
lowered its growth forecast for 2012 from 3.9 petc® 3.2 percent, and in the
Israeli economy too the balance of risks is todbenside.

e Inflation expectations for the next twelve montlsscalculated from the capital
market have remained stable this month around tild@amt of the 1-3 percent
target range, and those of the forecasters comtirtoedecline towards the
midpoint of the inflation target range, and arerently 2.3 percent. The
cumulative change in the last six monthly CPI regdj seasonally adjusted, is
consistent with the lower bound of the target imdla range. Nevertheless,
inflation over the previous twelve months, 3.4 petc is still above the target
range. The Bank of Israel's staff forecast andgasibnal forecasters' expectations
of the inflation rate at the end of 2011 or theibemg of 2012, measured over
the previous twelve months, are within the targege.



e The rate of increase in house prices in the lasivievmonths continues to be high,
but in the last few months some moderation has lesatent, and in the twelve
months to June-July the rate was 12.3 percent (@mdpwith 12.1 percent to
May—June). The effects of the measures taken bamé of Israel with regard to
mortgages, changes in real estate taxation intextlby the Ministry of Finance,
and the sustained increase in building starts gpeated to continue to contribute
to this moderation in the coming year.

The Bank of Israel will continue to monitor devetognts in the Israeli economy and
the global economy and in financial markets. ThealBavill use the instruments

available to it to achieve its objectives of prisg@bility, the encouragement of
employment and growth, and support for the stgbibf the financial system,

including keeping a close watch on developmentagsets markets, including the
housing market.

The decision was reached and announced on Sept@62011.

Participants in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdsra

Dr. Karnit Flug, Deputy Governor of the Bank ofdsf

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

Mr. Andrew Abir, Director of the Market OperatioBgpartment

Dr. Michel Strawczynski, Head of Macroeconomic dalicy Division and Acting
Director of the Research Department

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

Mr. Eddy Azoulay, Chief of Staff to the Governor

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

Ms. Esti Schwartz, Monetary Committee Secretary

Ms. Ziv Naor, Economist, Research Department



Appendix: Major Global Economic Developments

TheUS

Despite several economic figures for July thatdatBd a positive trend, including an
increase in personal income and private consumptioa continued expansion of
consumer credit and a decline in the trade defigé to export growth, most of the
data for August indicate a slowdown in growth. Thamber of claims for
unemployment benefits increased, in the New Yok Rhiladelphia areas production
activity contracted more severely, the purchasingnagers index (PMI) in the
manufacturing sector declined and settled closehdolevel indicating a freeze, and
consumer confidence indices dropped steeply. Adcgrdo the Summary of
Commentary on Current Economic Conditions publishgdthe Federal Reserve
Board (the "Beige Book"), economic growth slowedaveral parts of the US: seven
of the twelve Federal Reserve regions reported eslgreowth than in their previous
reports. In contrast, manufacturing output incrdase did the Institute of Supply
Management (ISM) Non-Manufacturing Composite andvNerders Indexes (i.e.,
service industries), with most components of tlienshowing an expansionary trend
(above 50 percent); however, the business actiaitg employment components
declined.

The number of jobs did not increase in the US, #tredunemployment rate stayed
unchanged at 9.1 percent, with those unemployetdlra year or longer accounting
for 43 percent of the total number of unemployelde fiumber of "involuntary" part-
time workers (i.e., those who would prefer full-dremployment) also increased, and
the average number of hours worked weekly droppador productivity in the non-
agricultural business sector declined in the seapradter by 0.7 percent, annual rate,
while in manufacturing the drop was greater, 1.5c@at. According to Moody's
assessment, the US president's $447 billion empmayrencouragement plan, that
includes expenditure on improving infrastructuredirect aid to states and
municipalities, cuts in tax on labor, benefits wsimesses that recruit new workers,
tax benefits for small businesses, extending theioge of entitlement to
unemployment benefits, and increasing the numberetsiining courses, will all
together add about 2 percent to GDP and createillidn jobs.

The continued rise in the level of inflation to th@08 level, and inflation excluding
food and energy to 2 percent, the highest levalesD08, reduces the chances of an
announcement of QE3 (a third quantitative easiogam).

Europe

The debt crisis in Europe continued to worsen thasth in light of the concern that
Greece was likely to reach the stage of defaultimgts payments in the near future,
the lowering of Italy's credit rating by S&P to with a negative outlook, and concern
over the spread of the European debt crisis iredotinking system in Europe.

Second quarter growth in the eurozone was a lowpé&.8&ent, annual rate; the German
economy grew by less than half a percent, Franoerded zero growth, and growth
in Italy was 1.2 percent. Against the backgroundaohigh level of uncertainty
regarding the spread of the debt crisis, thererareasing risks of a slowdown in EU



member countries. Those risks resulted in the E€®ihg the interest rate at 1.5
percent, and revising its 2011 growth forecasttlier eurozone downwards from 1.5—
2.3 percent in June to 1.2-1.4 percent. It alsoced the growth forecast for 2012.
The markets in the eurozone are factoring in agiaoiu in the interest rate as early as
the next ECB meeting.

Current indicators point to a continued slowdowrthie rate of activity: the eurozone
PMI (purchasing managers index) dropped to 49 ppmgw orders in manufacturing
were 0.7 percent lower in June than in May; themysleyment rate was unchanged at
10 percent in July, with the rate in countries witle most serious economic
problems, such as Spain, Ireland, Portugal and d8reeven higher. Retail trade
increased at a rate of 0.2 percent in July, butt mbthe growth was due to relatively
rapid rises in the small Eastern Europe econonaied, it is expected that the steps
that many governments will have to take to redinegr tdebts will have a negative
impact on private consumption and growth. The gahepessimistic view of the
future was reflected in the eurozone Sentix Inve§tonfidence Index, which fell
sharply in August to its lowest level since Aug@609, and even reversed its trend
from positive to negative. According to the IMF Htiropean banks have to write off
their holdings of government bonds of Ireland, GegePortugal, Italy, Spain and
Belgium, the losses would amount to some €200obilliThe European banks have
recently been experiencing a severe liquidity stget expressed mainly in the form
of a shortage of dollar balances. This led to apeoation agreement between the
ECB, the Fed, the Bank of England, the Bank of dagpad the Swiss National Bank
to supply emergency dollar loans to the banks éneilrozone and to inject additional
credit into the markets.

The announcement by the Greek Minister of Finahae Greece had finance for only
another few weeks led to a surge in yields on Glerids maturing in a year to 140
percent, and the CDS spreads leaped from 2,258 pasits to 5,700 b.p., effectively
signifying default. Despite Greece's announcemieat its economy would contract
by 5 percent in 2011 (and not by 3.8 percent aghmitMF and EU assessments in
June), it was obliged to impose a property taxiiernext two years in order to make
up the €2 billion it is lacking to meet its defitarget.

The emerging markets

The emerging market economies continued to showhnstronger macroeconomic
data this month than those of the advanced ecomsorbigt some of the former
recorded a certain slowdown.

In China, the data published this month show thas inot suffering yet from the

global slowdown. Manufacturing production grew atannual rate of 13.5 percent,
retail sales expanded at a 17 percent rate, andrimy80 percent, an indication that
domestic demand remains strong. The PMI rose ferfitist time since March, and

reached 50.9, although this points to only a mddearerease. Inflation declined from
6.5 percent in July to 6.2 percent in August.

In India, the rate of growth was 7.7 percent ingbeond quarter, a high rate, although
it represents a continued gradual decline sincefitee quarter of 2010, when the
growth rate was 9.4 percent. India's trade alsdimees to expand at astonishing



rates, with exports surging by 81.8 percent in Jalyd imports by 51.8 percent,
annual rates.

In Brazil the central bank cut the interest rate38yb.p. to 12 percent (after five
consecutive increases). The reasons given focuseleoglobal economic slowdown
against the background of the anaemic growth inXBeand the EU.

The capital markets

Share indices in the US rose by 2.75 percent irp#st month (the period reviewed),
while Europe recorded a decline of 0.7 percenthwid change in Germany. The
MSCI world index and its emerging markets indexoalowed no significant change
over the period. The announcement of the injeatiotiollars into the European banks
resulted in a rise in bond prices in the last fewsd

Yields on government bonds fell, with the yield d@-year US government notes
declining during the month from 2.19 percent to92p®rcent, after it had already
dropped as low as 1.92 percent. The yield on 10-@sman government bonds

declined in the period reviewed from 2.15 percerit.® percent, after reaching as low
as 1.74 percent.

In the commodities markets, the price of Brent ered remained unchanged in the
period as a whole, at $111.5 a barrel. The priogotd started the period at $1,828 an
ounce, and increased to $1,900 at the beginnin§eptember, but fell back to its

same level as at the start of the period. The coditiee price index excluding energy

fell by 5 percent, and the agricultural commoditredex dropped by 9 percent.



