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Abstract

This document presents the macroeconomic staftéstecompiled by the Bank of
Israel Research Department in July 2021 concerriivgg main macroeconomic
variables—GDP, inflation, and the interest rate.this forecast, we assume that
lockdowns or marked limitations on activity in resp of COVID-19 will not be
required. The forecast reflects our assessmentthigaieconomy continues with a
process of recovery from the crisis, after the etatmon of a large majority of the
limitations, and that by the end of 2022, actiwll approach the trend line from
precrisis period. According to the forecast, GDRxpected to grow by 5.5 percent in
2021 and by 6.0 percent in 2022, while the broagimployment rate is expected to
decline over the forecast period, to 5.5 percetiteaend of 2022. The inflation rate in
the coming four quarters (ending in the secondtquaf 2022) is expected to be 1.0
percent, and the inflation rate in 2022 is expedtetbe 1.2 percent, similar to our
assessment in the previous forecast. Accordingisoforecast, the monetary interest
rate is expected to be 0.1 percent one year from e assume that the State budget
will be passed by the end of the year and thafiskial consolidation will be pushed off
to 2023. Under these assumptions, the governméicttdie 2021 is expected to be 7.1
percent of GDP and in 2022 is expected to be 38epé of GDP. The debt to GDP
ratio is expected to be 74 percent in each of tlyeses.

The Forecast

This forecast is based on an analysis of the ecgisoracovery from the COVID-19
crisis and it contains information from various icators and models. The Bank’s
DSGE (Dynamic Stochastic General Equilibrium) modeVeloped in the Research
Department—a structural model based on microecondouindations—was used to
combine them into a coherent macroeconomic forefastal and nominal variablés.

a. The global environment

Our assessments of expected developments in thalghoena are based mainly on
projections by international institutions and fgreiinvestment houses. Accordingly,
we assume that GDP growth in the advanced econamlldse 5.3 percent in 2021 and

L An explanation of the macroeconomic forecasts fdated by the Research Department, as well as a
survey of the models upon which it is based, apjpelaflation Report number 31 (for the second gerar

of 2010), Section 3c. A Discussion Paper on the B&tdel is available on the Bank of Israel website,
under the title: “MOISE: A DSGE Model for the Ista&conomy,” Discussion Paper No. 2012.06.



3.8 percent in 2022—higher than the assessmentwpimh the previous forecast was
based. Our assessment of world trade was reviggdlgldownward, with growth of
8.2 percent expected in 2021 and growth of 5.8guerexpected in 2022. The forecast
of inflation in the advanced economies was revigpdard to 3.0 percent in 2021,
against the background of rising inflation in th&.UHowever, it remained 1.7 percent
for 2022. The average interest rate of the cebtaaks is expected to increase to about
0.2 percent by the end of 2022, similar to the sssents upon which the previous
forecast was based. Since the publication of tikealy forecast, the price of Brent
crude oil increased from about $66 to about $7perel.

b. Real activity in Israel

We estimate that GDP will grow by 5.5 percent in 281 and by 6.0 percent in 2022
(Table 1). GDP in the first quarter of 2021 contedlcby 6.2 percent in annual terms,
among other things as result of vehicle purchasegtbrought forward to the end of
2020; net of this effect, GDP declined by only @e9cent. The contraction also derived
from a decline in public consumption and its shifedween quarters. Our assessment
is that there will only be a moderate effect of @pen “Guardian of the Walls” on
growth in 2021 (less than 0.1 percent of GDP).drafel, the recovery in the scope of
employment continues, though at a slower pace tharhad assessed; the broad
unemployment rate declined to 9.9 percent in Mayweber, at the end of June, the
terms of eligibility for payments to people placad unpaid leave contracted, and we
expect some acceleration in the pace of recoveeymfloyment.

In terms of fiscal policy—we assess that the gowvemit budget will be passed by the
end of the year and that the fiscal consolidatidhlve deferred to 2023. Under these
assumptions, the government deficit in 2021 is etqueto be 7.1 percent of GDP, and
in 2022 to be 3.8 percent of GDP. The debt to G&iP® is expected to be 74 percent
in each of those years.

The forecast incorporates our assessment thatcb@omy continues on a path of
recovery from the crisis, after the cancellatioradfrge majority of the limitations. In

2022, the activity level (in annual average termifl)be 1.5 percent lower than its trend
from the precrisis period. The main contributiorthhe deviation of activity from the

trend is from private consumption, as in 2020 gaveonsumption was the dominant
factor that contracted, due to the lockdowns amtditions. Accordingly, household

disposable income increased and created forceagsvso that in the range of the
forecast, in light of the removal of the limitatgrprivate consumption will grow and
be the dominant factor in growth of GDP.

Table 1

Research Department Staff Forecast for 2021-2022

(rates of change, percé&niinless stated otherwis

D

2020 Forecast Change | Forecast Change

for 2021  fromthe | for 2022 from the
April April

forecast forecast
GDP -2.6 5.5 -0.8 6.0 1.0
Private consumption -9.5 10.5 -0.5 8.0 1.0
Fixed capital formation (excl. ships and aircraft) -3.5 5.0 -0.5 5.5 1.0
Public consumption (excl. defense imports) 2.9 4.0 - 2.5 -
Exports (excl. diamonds and startups) 13 6.0 2.0 4.0 -
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Civilian imports (excl. diamonds, ships, and aifra -8.0 15.0 4.0 4.5 -1.5
GDP deviation from the precrisis trend (percent) -6.0 -4.0 -0.9 -1.5 -0.1
Unemployment rafe—annual average 15.9 10.8 0.9 6.4 -0.2
Unemployment rat—latest quarter 16.1 8.0 0.5 5.5 -0.5
Adjusted employment rdte-annual average 53.3 56.6 0.2 59.1 0.7
Adjusted employment raté—latest quarter 52.7 58.1 0.4 59.5 0.7
Government deficit (percent of GDP) 11.6 7.1 -1.1 3.8 0.2
Inflationc -0.7 1.7 0.4 1.2 —

aIn the forecast of National Accounts components rite of change is rounded to the nearest hatbptage point.

b Unemployment rate among those aged 15 and ovacdardance with the Central Bureau of Statisticadhdefinition, the
unemployment rate includes the unemployed undendheal definition (someone who has not worked, tedrio work, was
available for work, and looked for work), as wedl@mployees temporarily absent for the entire vieekeasons having to do

with COVID-19 (including those on furlough), and seonot participating in the labor force for reasbaging to do with

COVID-19.

¢ The average of the Consumer Price Index in theglastter of the year compared with the averagharidst quarter of the

previous year.

c. Inflation and interest rates

According to our assessment, inflation in the nextour quarters (ending in the
second quarter of 2022) will be 1.0 percent (Tab®). The inflation rate is expected

to be 1.7 percent in 2021 and to be 1.2 percent 2022 (Table 1) We forecast that
in the short term, the inflation rate will accekeragainst the background of transitory
forces, but that over the rest of the forecastlitmoderate to a rate slightly above the
lower bound of the target range, against the backgt of similar conduct of inflation
abroad, and domestic inflation as we will discusi®Ww.

Inflation data for the second quarter of 2021 naé$and abroad were revised upward.
In nominal effective terms, the shekel apprecidtg@dpproximately only 0.7 percent.
Investment houses increased the inflation fordocashe end of 2021 upward by about
1 percentage point (from 2 percent to 3 percent:ofdingly, we revised our forecast
for the development of tradables prices at thecg2®21 upward by approximately 0.4
percentage points to a rate of 1.4 percent (in @nieums), but the pace for the end of
2022 remained unchanged—a rate of 1.2 percent.

With regard to the housing prices component inGRé, our assessment is that it will
continue to rise gradually as the COVID-19 cristssges, but it will not return to its
levels of before the crisis. Rather, it will reaechate of 1.8 percent at the end of 2022
(similar to the forecast in April). This assessmefiiects the assumption that the pace
of construction will accelerate after the declineonstruction activity during the time
of the coronavirus. In addition, unemployment atéhd of 2022 is expected to be high
relative to its level before the coronavirus crisisd to act toward some restraint on the
demand side.

Regarding the other nontradable goods and serwieegssess that in the short term,
the demand for them will grow rapidly in view ofethrelease of the limitations.
However, some adjustment period on the supply isi@xpected, due to disturbances
and frictions such as bottlenecks in supply chand a shortage in workforce,
alongside the increase in goods prices that oatufecordingly, we assess that these
demand surpluses will contribute to an increasenflation in the coming year.
However, in 2022, our assessment is that supplyadjust itself, and prices of goods
and raw materials will moderate, so that the irdlatrate will moderate, particularly
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when the competition in the economy returns andethell likely be technological
improvements and increased productivity of the cammgs.

Our assessment is that the interest rate will be Dpercent in a year(Table 2). The
low level of the interest rate, which is part of et of tools used by the Bank of Israel
to deal with the crisis and the exit from it, sugpdhe recovery of demand and the
anchoring of inflation within the target range fuither accommodation is necessary
beyond the accommodation via the monetary intesgst the Bank of Israel will be
able to use existing or additional policy tools.

The Research Department’s staff forecast regaruliftgtion in one year is slightly
lower than the average of the private forecasia@ections (1.3 percent), which are
markedly lower than expectations derived from tapital market. Those indicate an
inflation rate around the middle of the target mimga year and onward, meaning there
was an increase in the probability that the inflatrate will rise, and expectations are
anchored around the middle of the target rangent¥e that this indicator is subject to
noise, biases, and inflation risk premiums.

Table 2
Forecast of inflation in the coming year and of thenterest rate in a year
(percent)
Bank of Israel Capital
Research Private forecaste?s
market$
Department
Inflation raté 1.0 2.12 1.3
(range of forecasts) (0.7-1.8)
Interest rate 0.10 0.15 0.12
(range of forecasts) (0.0-0.5)

a) Average of inflation expectations derived frdra tapital market, seasonally adjusted, from June
27 through July 1.

b) The average of forecasts on June 30.

c) Inflation rate in the coming year. Research Depent: in the four quarters ending in the second
quarter of 2022.

d) The interest rate one year from now. (Researgbaiment: in the second quarter of 2022.)
Expectations derived from the capital market aisedaon the Telbor market.

SOURCE: Bank of Israel.

d. Main risks to the forecast

Despite the recent increase in morbidity, our assest is that the risk to activity from

the epidemiological side is small—due both to tigl Ipercentage of people vaccinated
in the population and to the economy’s adjustmerddtivity in periods of increased

morbidity. However, the development of the Deltaiasat is liable to have an impact

on the extent of closure of the economy to inconang outgoing tourism. There is

also a decline in the fiscal uncertainty in viewtloé forming of the government. In

contrast, there is uncertainty regarding inflatadmoad during the coming period, and
its effects on the inflation rate in Israel.
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