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Abstract

This document presents the macroeconomic staf€désteformulated by the Bank of
Israel Research Department in August 2020ncerning the main macroeconomic
variables—GDP, inflation, and the interest ratehe Torecast includes two main
scenarios that reflect the boundaries betweenghkzation of an optimistic scenario
and the realization of a pessimistic scenaricthénoptimistic scenario, the assumption
is that control is achieved over the morbidity leweeich that there are no additional
significant restrictions beyond the current onel the pessimistic scenario, the
assumption is that control over the morbidity leigdlow, such that economic activity
moderates as a result of additional restrictioagh{e point of a formal lockdown) or
through the public’s voluntary avoidance of acyvih view of worsening morbidity
data. The pessimistic scenario also includes @ansemorbidity wave abroad.

In the optimistic scenarig we assume that Israel will return to a path giaeding
economic activity starting in September, such thathe end of the year, the level of
economic inactivity will decline and stabilize aboat 7—8 percent, which will be
maintained until a vaccine is fourld.the pessimistic scenaripwe assume that Israel
will experience waves of morbidity that will lead teduced economic activity every
few months until a vaccine is found. As a workasggumption only, in both scenarios,
finding a vaccine will begin to affect the economyhe second half of 2021, when the
economy will begin to recover and gradually coneetgward the potential activity
level.

In the optimistic scenario, GDP is expected to cordct by 4.5 percent in 2020.
Bringing the pandemic under control will enableighler level of economic activity,
such that in 2021, growth is expected to be redstinigh—about 6.0 percent, but the
average level of activity will remain about 5 percéower than the pre-crisis trend.
The inflation rate in the coming four quarters xpected to be 0 percent, and in 2021
it is expected to be 0.4 percent. The broad uneynmént ratd among those aged 15

1 The forecast was initially presented to the Mone@ommittee on August 12, 2020, prior to the iagtr
rate decision reached on August 24, 2020.

2These scenarios reflect a reasonable, but notiabsmange of the seriousness of the economic dama
resulting from the COVID crisis. There are cer@imore pessimistic scenarios (sliding into serious
closures as in the past, undermining financialitgba continuation of the crisis resulting frothe
failure to find a vaccine, and more), as well agenaptimistic scenarios (finding a vaccine sooaer,
economy that can cross the 7-8 percent nonactiwigshold during the COVID crisis, a very rapid
recovery after the crisis, and more).

3 The broad unemployment rate relates to those wharemployed under the ordinary definition (those
who have not worked, wanted to work, were availableork, and looked for work), employed people



and up (hereinafter “the unemployment rate”) isested to be 11.6 percent at the end
of 2020, and to decline to 7.7 percent at the D@81, compared with 10.5 percent
and 6.6 percent, respectively, in the July forecast

In the pessimistic scenario, GDP is expected to doact by 7 percent in 2020 and

to grow by just 3 percent next year, so that theragye level of activity will be about

10 percent lower than the trend prior to the cridike inflation rate in the coming four

quarters is expected to be -0.6 percent, and OrBepe in 2021. The broad

unemployment rate is expected to increase to 1&.éept at the end of 2020, and to
decline to 12.1 percent at the end of 2021.

In both scenarios the Research Department’s assessment is thaténest rate in one
year is expected to be within the range of 0-Ortgy&, similar to the forecast from the
beginning of July, but the Bank of Israel may exgan accelerate the use of existing
or additional monetary tools, including the intéreste, in accordance with
developments.

The Forecast

In this forecast, as in the recent forecasts plbtisspecial emphasis was placed on an
industry analysis in order to understand the ecanampact of the crisis and of the
policy measures taken due to it. In particular, fbvecast is based on an assessment
regarding the shutdown of various industries &salt of government measures to fight
the spread of the virus. In addition, the foredasbased on several indicators and
models, various data sources, and the Bank’'s DI®|amic Stochastic General
Equilibrium) model developed in the Research Depant—a structural model based
on microeconomic foundations—which provides a fravordk for analyzing the forces
that have an effect on the economy, and allowsmmdéion from various sources to be
combined into a macroeconomic forecast of realraomdinal variable$.

a. The global environment

Our assessments of expected developments in thalgiloonomy are based mainly on
projections by international institutions (the Im&tional Monetary Fund and the
OECD) and by foreign investment houses. The assangtegarding GDP, inflation,
world trade, and the interest rate in advanced @ows are similar to those that we
used in the previous forecasts, with slight revisibased on developments and various
scenarios. In particular, in the optimistic scemathe forecast growth of imports to
advanced economies in 2020 was revised upwardoeycentage point to -12 percent,
and the forecast for 2021 was lowered to 7 percé&xpected inflation was revised
upward to 0.5 percent in 2020 and 1.6 percent #128imilar to the base scenario in
the July forecast, we assume that GDP in the adhaconomies will contract by 8.0
percent in 2020 and will grow by 4.8 percent in 202nd that the monetary interest
rate will remain at an average level of 0.1 pereemil the end of 2021.

who were temporarily absent for an entire weekréasons having to do with COVID (including those
on unpaid leave, public service workers on forcadation, and the self-employed who did not work),
and a surplus decline in the labor force (a dedfirtbe participation rate that is beyond the t)end

4 An explanation of the macroeconomic forecasts toated 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.



In the pessimistic scenario, we assume a worsatgituregarding the rest of the world
than we do in the optimistic scenario, and it idelsi a second wave of morbidity in the
fourth quarter of 2020. Imports to advanced ecaeerm 2020 are expected in this
scenario to contract by 13.5 percent, and to grpw.b percent in 2021, and GDP is
expected to contract by 9.8 percent in 2020 awggdw by 2.2 percent in 2021. Inflation
in the advanced economies is expected to increati@s scenario by 0.3 percent in
2020 and by 1.1 percent in 2021, while the interaist is expected to reach an average
level of O percent in 2021.

Oil prices continued to recover since the publaatf the July forecast. Under the
assumption that oil prices will remain stable uttié end of the quarter, the average
price of a barrel of Brent crude oil is about $A4he third quarter of 2020, about 30
percent higher than the average price in the seqoader. We assume that prices will
remain stable moving forward.

b. Real activity in Israel

At the starting point of both scenarios, the damageaused to the economy by the
crisis is less than our assessment upon which thauly forecast was based.
According to the initial estimate of National Aceuds data published by the Central
Bureau of Statistics, GDP contracted in the seapratter by 28.7 percent in annual
terms—uwhich is less of a contraction than the asseant upon which the July forecast
was based. Our assessment is that the gap betweeassessments and the figure
published by the Central Bureau of Statistics ie tlu two components—our over-
assessment of economic inactivity during the foskdown, and recovery of economic
activity in June beyond our assessments (and begosdistainable level under the
current COVID conditions) due to the attempt toidfp open the economy and
compensation for losses due to the closure.

In addition to the update to the National Accourtteth scenarios include the
government assistance programs, which were marlegignded in July and August.
Beyond the direct contribution of these measurasassessment is also that they are
having an indirect effect on GDP in that they arevpnting a more serious economic
collapse that would have taken place in their atseiiowever, the assumption
regarding the continued economic recovery in 20202021 has changed. While our
assumption in the July forecast was that the ecgneould be in a continuous process
of improvement in activity, under the current opgstic scenario, our assessment is that
at the very most (until a vaccine is found) thereray will be able to stabilize at an
inactivity level of 7-8 percent, due to a numbeardfivity areas that generally feature
a large number of participants, who will not beeatal return in the foreseeable future,
and due to the more prolonged effects of the ctimis far.

In the optimistic scenario, GDP is expected to cordct by 4.5 percent in 2020—
1.5 percent less than in the previous forecast—anslexpected to grow by 6 percent

in 2021 (Table 1). The upward revision in real activity2020 is explained, as stated,
by the different starting point in the base forécte government assistance programs,
and the limited inactivity, which constitutes at@rto growth until a vaccine is found.
The higher GDP expectation for 2020 relative toXiky forecast is reflected in all uses
other than private consumption (Table 2).



Table 1

Research Department Staff Forecast for 2020-2021

Optimistic scenario and pessimistic scenario

(rates of change, percent, unless stated otherwise)

2019 | Optimistic scenariq Pessimistic scenario

Forecast Forecast| Forecast Forecast

for 2020 for 2021 for 2020 for 2021
GDP 3.5 -4.5 6.0 -7.0 3.0
Private consumption 3.8 -7.5 9.0 -10.5 6.5
Fixed capital formation (excl. ships and aircraft) 2.7 -7.5 4.5 -8.5 1.0
Public consumption (excl. defense imports) 2.7 70 1.0 7.0 1.5
Exports (excl. diamonds and startups) 5.5 -4.0 40 -6.5 2.0
Civilian imports (excl. diamonds, ships, and aiffjra 5.0 -7.5 7.0 -10.0 4.5
Broad unemployment rate 3.7 11.6 7.7 13.6 12.1
Inflation raté 0.4 -1.0 0.4 -1.5 0.9

a) According to Central Bureau of Statistics estemdrom August 16, 2020.
b) Unemployment in the 15+ age range in the fingrter of the year.

c¢) Average CPI reading in the final quarter of yle@r compared with the final-quarter average in the
previous year.

Table 2
Optimistic scenario and base scenario published ajuly 6, 2020
(rates of change, percent, unless stated otherwise)

Forecast Change | Forecast Change

for 2020 from the | for 2021 from the

previous previous

2019 forecast forecast
GDP 3.5 -4.5 1.5 6.0 -1.5

Private consumption 3.8 -7.5 -1.0 9.0 0.5
Fixed capital formation (excl. ships and aircraft) 2.7 -7.5 6.0 4.5 -1.0
Public consumption (excl. defense imports) 2|7 70 25 1.0 -1.5
Exports (excl. diamonds and startups) 5|5 -4.0 9.0 4.0 -3.5
Civilian imports (excl. diamonds, ships, and aifgra] 5.0 -7.5 6.5 7.0 0.5
Broad unemployment rate 3.7 11.6 1.1 7.7 0.6
Inflation raté 0.4 -1.0 0.1 0.4 -0.3

a) According to Central Bureau of Statistics estemdrom August 16, 2020.

b) Unemployment in the 15+ age range in the finglrter of the year (see Footnote 3 above).

c) Average CPI reading in the final quarter of yiear compared with the final-quarter average in the
previous year.

Private consumption is expected to decline by @rsgnt in 2020, despite the recovery
expected starting in the third quarter, in viewtlé expected negative impact to
employment and income, an increase in uncertasny, purple badge restrictions,

which will all moderate demand. In 2021, privatesumption is expected to recover
and to grow by 9.0 percent, but its level willIdbié lower than the level derived from

the pre-crisis trend.

Investments are expected to decline in 2020 bypérSent in view of the increased
uncertainty and the expectation of a decline invegt and to increase in 2021 by 4.5
percent. Exports are expected to decline in 20204 Bypercent, a much smaller
contraction in view of relatively good data in test and second quarters, relative to



the large decline estimated in world trade. In2Qfur assessment is that exports will
grow by 4.0 percent.

In contrast, public consumption is expected toease in 2020 by 7.0 percent, mainly
due to the contribution of the fiscal assistanaekpges approved by the government to
support economic activity and employment. The gowvent deficit in 2020 is
expected to be about 13.2 percent of GDP, and ¢betd GDP ratio is expected to
increase to 75 percent (similar to the July forBcals 2021, the deficit is expected to
be 8.2 percent of GDP, and the debt to GDP ratxjected to be 78 percent.

On the sources side, imports are expected to atritsa7.5 percent in 2020, and to
grow by 7.0 percent in 2021, in view of the devehgmt of private consumption and
investments in those years.

In accordance with our revised assessment, andl lmasan analysis of industries that
have a high probability of remaining vulnerableu(iem and hospitality, leisure and

culture), we expect that the broad unemploymest sathose aged 15 and over in the
final quarter of 2020 will be 11.6 percent (commbwath 10.5 percent in the previous

forecast), and that there will be a decline in 2@2h that in the final quarter of 2021,
the unemployment rate will be 7.7 percent (compaii#i 6.6 percent). In other words,

even at the end of 2021, the economy is not expeotesturn to full employment.

In the pessimistic scenario, GDP is expected to doact by 7 percent in 2020, and
to increase by 3 percent in 2021n this scenario, all the uses and sources arectsg
to contract in 2020 at a higher rate than in thengptic scenario, except for public
consumption, in view of the more serious restriggithat would prevail in the economy
under the pessimistic scenario. In addition, ghoumt 2021 is expected to be more
moderate than in the optimistic scenario. In tlesspmistic scenario, the broad
unemployment rate in the final quarter of 2020xpexted to reach 13.6 percent, and
to decline only moderately, to 12.1 percent atethé of 2021. The government deficit
is expected to be about 14.6 percent of GDP in 2880 the debt to GDP ratio is
expected to increase to 78 percent. In 2021, ¢fieitlis expected to be 12 percent of
GDP and the debt to GDP ratio is expected to beeddent.

c. Inflation and interest rates

In our assessmerit) the optimistic scenario, inflation in the next bur quarters is
expected to be 0 percent (Table 3), and inflatiomi2021 is expected to be 0.4
percent (Table 1). In the pessimistic scenario, flation in the next four quarters
is expected to be -0.6 percent (Table 3), and inflan in 2021 is expected to be 0.9
percent (Table 1).

Assessing the path of inflation during the foregaestiod is not simple during such
uncertainty. In particular, beyond assessing thgative impact to both supply and
demand as a result of the COVID crisis, we alsotrassess where the negative impact
will be higher—on the supply side or on the demsidé—in order to assess the effect
of the crisis on prices.

In the optimistic scenario, our assessment is eékpected inflation in the next four
guarters, ending in the second quarter of 2021,b&il0 percent (compared with -0.1



percent in the July forecast). The revision iglpatue to the July CPI reading, which
was higher than forecast, and to a revision tosti@t-term forecasts for August and
September. In 2021, inflation is expected to t@a percent, compared with 0.7
percent in the July forecast.

In the pessimistic scenario, the expected inflapath in the coming year is lower than
in the optimistic scenario. In the next four geest ending in the second quarter of
2021, inflation is expected to be -0.6 percentweleer, at the end of 2021, inflation in
the past four quarters is expected to increas@ishtar0.9 percent, which is even higher
than the inflation rate at the end of 2021 in tipéiroistic scenario. This is due to
restrictions on the supply side due to the mormssirecession that is expected in the
period until a vaccine is found.

In both scenarios, the Research Department’s aases$ss that in one yeahe Bank

of Israel interest rate will be 0—0.1 percen{Table 3), similar to our assessment in the
base scenario of the July forecast, but the Barigra€él may expand or accelerate the
use of existing or additional policy tools, incladithe interest rate tool, in accordance
with developments.

Table 3 shows that the Bank of Israel Research iDepat's range of inflation

forecasts during the coming year is significantyér than the average of private
forecasters, and slightly lower than expectatiorsved from the capital market.
Regarding the interest rate, both the forecastargjections and the expectations
derived from the capital market are within the mmf the Research Department’'s
forecast.

Table 3
Inflation and interest rate forecasts for the comiry year
(percent)

Bank of Israel

Research Capital Private forecastefts
markets$
Department
Inflation raté -0.6-0 0.1 0.4
(range of forecasts) (-0.4-1.0)
Interest rat@ 0-0.1 0.0 0.1
(range of forecasts) (-0.4-0.1)

a) Average expectations following the publicatidnihe July CPI. Inflation expectations are
seasonally adjusted.

b) The forecasts published in the week following publication of the July CPI.

c) Inflation rate in the coming year. Research Dpent: in the four quarters ending in the second
quarter of 2021.

d) The interest rate one year from now. (Reseambalment: in the second quarter of 2021.)
Expectations derived from the capital market asedaon the Telbor market.

SOURCE: Bank of Israel.



d. Main risks to the forecasP

The Research Departments staff forecast preseatsd@narios that reflect differences
between an optimistic scenario in which the scopenorbidity is controlled and a
pessimistic scenario in which the scope of morbidiiess controlled. The risks to the
forecast are therefore developments in the mediell that will lead to a more
optimistic scenario than our optimistic scenari@onore pessimistic scenario than our
pessimistic scenario in the forecast. Therefaneljhg a vaccine more quickly, as well
as a more rapid recovery of global economic agtiaie upward risks relative to the
forecast. In contrast, a significant worseningradrbidity data, a delay in finding a
vaccine, and an erosion of the political situatewsa downward risks to the forecast.
There are other risks to the forecast on the fischd, which are influenced both by
political developments, particularly the uncertginégarding the timing of decisions
concerning the state budget, and by governmenturesmsnd programs to spur the
economy.

5 In view of the anomalous uncertainty in the fost@nd the unusual volatility of the activity
variables, the forecast is being published withibatinflation and GDP fan charts.



