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Abstract

This document presents the forecast of macroecandevielopments compiled by the
Bank of Israel Research Department in June 2014.fGtecast was presented to the
Monetary Committee on June 22, 2014, during itstmegeorior to the decision on the

Bank of Israel interest rate for July 2014. Accoglito the staff forecast, gross
domestic product (GDP) is projected to increas& Bypercent in 2014, and by 3.0
percent in 2015. The rate of inflation over thetngsar (ending in the second quarter
of 2015) is expected to be 1.6 percent. The Barnlksrakl interest rate is expected to
be 0.75 percent at the end of 2014, and to stairgriduring 2015, such that the
interest rate is expected to reach 1 percent caefy@m now.

Forecast

The Bank of Israel Research Department compildaféferecast of macroeconomic
developments on a quarterly basis. The staff fatesabased on several models,
various data sources, and assessments based aomesish judgment. The Bank's
medium scale DSGE (Dynamic Stochastic General Bgwiim) model developed in
the Research Department—a structural model basedaneconomic foundations—
plays a primary role in formulating the macroecoimfarecast The model provides
a framework for analyzing the forces which haveediect on the economy, and
allows the integration of information from variogsurces into a macroeconomic
forecast for real and nominal variables, with atermally consistent "economic
story".

a. The global environment

The assumptions about the global economy are phmbased on forecasts by
international financial institutions (the IMF andEOD) and foreign investment
houses. This quarter as well, the forecasts refleetassessment that in 2014 and
2015, the global economy will continue its gradwaovery from the economic crisis.
The current assessments of economic growth and trathe advanced economies in
2014 have declined slightly compared with our amsesits when compiling the
previous forecast (in March), while assessments@wming 2015 have increased

! An explanation of the staff macroeconomic forecasj an overview of the models on which it is
based, can be found in Inflation Report 31 forgbeond quarter of 2010, section 3-C.

2 A Discussion Paper on the model is available orBiéuek of Israel website, under the title: “MOISE:
A DSGE Model for the Israeli Economy,” Discussioap@r No. 2012.06.
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slightly. The change reflects the weak National @cts data for the first quarter of
the year, but also reflects the view that the wesaknn that quarter was affected by
the harsh winter experiences in Europe and in tBe &hd is therefore considered
temporary’®

Estimates of inflation rates expected in the nedryin advanced economies declined
slightly compared to those that were in place wtienlast forecast was prepared in
March, following the further decline in inflatiom irecent months. On average, the
OECD’s inflation expectations for its member coiggrare about 1.6 percent in 2014,
and 1.9 percent in 2015.

Oil (Brent crude) continued trading with relativialslity in the second quarter of
2014, with the average price during the quarteraiaing close to $110 The global
food index remained stable during the second guddbowing a sharp increase of
about 15 percent in the first quarter, due to tifiects of the harsh winter in Europe
and the US. At the same time, commodities pricedueing energy and food have
declined since the middle of the quarter.

Alongside the general assessment of continued wepment in the global economy,
and its slow expansion to the labor market as vasgssments by the OECD and the
IMF are that there is a continuing decline in tikellhood of the stress scenarios that
threatened the global economy in recent years.e@tlyy however, there are two
major risk factors for the global economy: firgtetgrowth rates in emerging markets,
and second, the low inflation rate, primarily inr&pe. Low inflation is considered a
risk factor against the background of, among othargs, the low level of nominal
interest rates in the large markets.

b. Real activity in Israel

GDP growth is expected to be 2.9 percent in 201Excluding the effect of natural
gas production from the "Tamar" site, GDP in 2014 & projected to increase by
2.6 percent.

The GDP growth forecast for 2014is slightly lower than the estimate in the
previous forecast (at the end of March), which \8ak percent. This follows the
publication of National Accounts data for the ficgtarter of 2014, which were lower
than estimated. These data have a base effectpattexl growth rates in 2014, which
contributes to the downward revision of our esten@n the uses side, the declines in
investments and in private consumption were pddrbuprominent.

GDP in 2015 is expected to grow by 3.0 percenthe expected growth in 2015 is

led by exports, which are expected to grow withithprovement in the growth rate

of global trade, and by investmentét the same time, the growth rate of private
consumption is expected to moderate slightly inrtéet two years.

% According to the most recent forecast by the OE@€Bm May 2014, global trade is expected to
increase by 4.4 percent in 2014, and by 6.1 peine2®15. GDP growth in the advanced economies is
expected to be 2.2 percent in 2014 and 2.8 peic&l5.

“ During the recent days, against the backgrourgeopolitical stress in Iraq, oil prices are inciegs
to some extent.

® Excluding the estimated effect of natural gas potién from the "Tamar" site, the GDP growth rate
is expected to improve from 2.5 percent in 2013.6percent in 2014 and to 3.0 percent in 2015.
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Table 1: Economic Indicators
Research Department Staff Forecast for 2014 to 2015
(rates of change, percent, unless stated otherwise)
Bank Bank
of of
Israel Israel
Actual forecast forecast
2013 2014 2015

GDP 3.3 2.9 3.0
Civilian imports (excluding diamonds, ships, anctiift) -2.9 3.6 7.0
Private consumption 3.5 2.3 2.8
Fixed capital formation 0.7 2.3 8.8
Public sector consumption (excluding defense ing)ort 3.1 3.6 0.1
Exports (excluding diamonds and start-ups) -0.9 5.9 5.7
Unemployment rafe 6.3 5.9 6.2
Inflation raté& 1.8 0.4 1.8
Bank of Israel interest rdte 1.00 0.75 1.50

a) Annual average.

b) Average CPI reading in the final quarter of year compared with the final quarter average in the
previous year.

c) Average for the final quarter of the year.

Source: Data - based on Central Bureau of Statiaticdd Bank of Israel; forecast - Bank of Israel.

The deficit target for 2014 is 3.0 percent of GBRd the actual deficit is expected to
be at a similar level. During the upcoming peritite government is expected to
decide upon th015 budget The staff forecast builds on the assumption that
government will meet the fiscal targets: the détiarget and the expenditures ceiling.
The deficit target for 2015 is 2.5 percent of GDPorder to meet the deficit target in
2015, the government will be required to adopt golmeasures that will lead to
increased revenue totaling about 0.5 percent of .GDs amount is affected by,
among other things, the VAT exemption plan on n@més for eligible population
groups (which is expected to lead to a loss ofréaenue totaling more than NIS 2
billion) and it was calculated based on the assionghat the government will not
exceed the expenditure ceiling set by the fischd, mmcluding a reduction in public
expenditures in 2015. Such reduction is requiread assult of the gap between the
inflation expected for 2013-14, at the time the-fear budget was passed, and the
actual development of prices during those two y&&rse to the surprise in the April
CPI reading, which was much lower than the seaspathl, the required size of the
adjustment increased, compared to the previougdste Therefore, the real growth
rate of public consumption in 2015 declines tofieicent (compared to 0.6 percent in
the previous forecast in March).

c. Inflation and interest rate estimates

® There is an ongoing debate as to whether or natdfustment of prices is actually required in the
specific case of 2015. If it is determined thasihot required, the government will not have tduee
expenditures by the amount of the price adjustmut.if it chooses to do so, it will be required to
increase its revenues accordingly, in order to dawiceeding the deficit ceiling. Such a change is
neutral for the forecast for 2015.

" Public sector consumption (excluding defense ing)ois approximately one-half of total public
sector expenditure. The other half comprises teaasfnd supports, interest payments on the public
debt, public sector investments and defense imp@udtal public sector expenditure is expected to
grow, in real terms, by approximately 1 percer2(0i5.
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In our assessment, the rate of inflation during thefour quarters ending in the
second quarter of 2015 will be 1.6 percent, belowaé center of the inflation target
range of 1-3 percent.Inflation as measured over the previous four cuarts
expected to be, temporarily, below the lower boahthe target range in the second
half of 2014 (Figure 1).

Many factors are expected to moderate inflationstFithere are no signs of
inflationary pressure from domestic demand (throuiga cost of the factors of
production), and in view of the moderate growthséems that this situation will
remain in place in the coming year. Second, furtilethe trend that has become
apparent this year, the housing component of thes@woer Price Index (based on
rents), which in recent years has been a contrigdtictor to inflation, is expected to
continue moderating. Third, the shekel continuepr@gating in the first half of the
year, and it is reasonable to assume that its teffacinflation has not yet fully
materialized. Fourth, low global inflation againthe background of surplus
manufacturing capacity is also contributing to nasing inflation (and global food
prices, contrary to their increase in the previousirter, also are not seen as an
inflationary factor this time).

The Bank of Israel interest rate is expected, according to the staff forecast,do b
0.75 percent at the end of 2014, to increase diidp, and to reach 1.5 percent at
the end of 2015. This increase is expected agtiedbackground of improved global
economic conditions that will be accompanied byiraorease in the global interest
rate environment. Yet, Figure 2 indicates thatdkpected interest rate path has been
revised downward in relation the path that was ges] as part of the previous
forecast, against the background of similar develeqts globally, to a great extent
due to the decline in inflation (both in Israel agidbally).

Table 2 indicates that, with regard to the comiegrythe Research Department's
forecast of the inflation rate is similar to that d private forecasters and
expectations derived from capital markets although it is slightly higher than them.
Regarding the interest rate forecast for one yesm inow, expectations derived from
capital markets are lower than the Research Depattsiforecast and the average of
the private forecasters' forecasts.

Table 2
Forecasts for inflation rate and interest rate forthe coming year
(percent)
Bank of Israel
Research Capital Private
Department market§ forecasters
Inflation raté& 1.6 1.4 1.4
(range of forecasts) (1.1-1.6)
Interest rat& 1.00 0.6 0.9
(range of forecasts) (0.5-1.5)

a) Average for the month of June (through June 38asonally adjusted inflation expectations.

b) Inflation and interest rate forecasts are dfterpublication of the CPI reading for May.
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c) Inflation rate over the next 12 months (Rese&®epartment: in the next four quarters).

d) The interest rate one year from now. Capitalkeigrforecast derived from Telbor rates.

Source: Bank of Israel.

d. Balance of risks in the forecast

There are many factors, domestic and global, wbahlead to developments that are
different than those in the baseline forecast. @llgb the estimates of major
international institutions are that the risks toowth forecasts still tend to the
downside. A major risk is disappointing developnsent real activity in various
countries worldwide, such that the improvement rbayslower than expected in the
baseline forecast. In particular, there are coreceegarding the recovery in major
emerging markets and in Europe. In addition, the ioflation rates globally have
recently been seen as a significant risk factortiqudarly against the background of
the low interest rates of central banks in the megmnomies.

Figures 1 and 2 present fan charts around thetiorilaate and interest rate forecasts
(the broken line represents the baseline foreddgiaoch 2014). The width of the fan
is derived from theestimated distributions of the shocks in the Research
Department's DSGE model.
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Figure 1
Actual Inflation and Fan Chart of Expected Inflation
(cumulative increase in prices in previous fourrtgra)

The center of the fan chart is based on the Bankra&l Research Department assessment. The width
of the fan is based on the Department’'s mediunmesP&8GE (dynamic stochastic general equilibrium)
model. The full fan covers 66 percent of the disttion of expected inflation.

The dotted line corresponds to the previous staffidast (published in March 2014).

Source: Bank of Israel.

Figure 2
Actual Bank of Israel Interest Rate and Fan Chart & Expected Interest Rate
4.0

3.5

3.0

2.5
%

2.0

1.5

1.0 1

0.5

0.0

N2

N
v
&

The center of the fan chart is based on the Bankra&l Research Department assessment. The width
of the fan is based on the Department’s mediumesb&8GE (dynamic stochastic general equilibrium)
model. The full fan covers 66 percent of the digttion of expected interest rate.

The dotted line corresponds to the previous staffdast (published in March 2014).

Source: Bank of Israel.

Bank of Israel - Research Department Staff Foredasg 2014 PageOf 6



