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Report to the public on the Bank of Israel’s discusions prior to setting the
interest rate for August 2010

The discussions took place on July 25 and 26, 2010

General

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

In the broad-forum discussion, the relevant baakgdoeconomic conditions are
presented, including real, monetary and financeletbpments in Israel’s economy,
and developments in the global economy. Particgpanthis discussion include the
Governor, the Deputy Governor, the directors ofResearch and Market Operations
Departments of the Bank and economists from varaspartments who prepare and
present the material for discussion. The datameséis and assessments in these
minutes are those that were available at the tihtleeodiscussions.

In the narrow forum, the directors of the Reseamid Market Operations
Departments and two other participating membersmahagement present their
recommendations regarding the interest rate afidwing 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

Indicators published in the last month (in the parbetween the decision on the July
interest rate on June 28 and the current decismoduty 26) support the assessment
that in the second quarter of 2010 economic agtisintinued to increase, and at a

similar rate to that in the previous two quartgesowth in the second quarter is
expected to be based on the increase in privatsuogption and in gross domestic

! When the Monetary Committee is appointed, in at@oce with the new Bank of Israel Law, interest
rate decisions will be made by the Committee.
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investment, due to the start of a recovery trendanresidential gross fixed capital
formation. Exports, however, are expected to dedinthe second quarter. The labor
market continued to recover, and unemploymentuether.

Despite the generally positive picture relatinghe economy in the second quarter,
there are some indicators that suggest that duthegquarter economic activity

stabilized or even declined in some sectors, aedptiobability of a slower rate of

growth in the third quarter increased. These irdisainclude the modest rise in the
composite state-of-the-economy index (details bgltive standstill in exports and the
drop in export orders as reflected in the Bank sshél's Companies Survey, the
decline in the Purchasing Managers Index and irswmer confidence indices, and
the slowdown in tax revenues.

The composite state-of-the-economy index

The June composite state-of-the-economy index bysenly 0.1 percent, and the
indices for April and May were revised downwardsnir0.1 percent increases to no
change. The modest rise in the index in the lastrifenths supports the assessment
that the rate of recovery of economic activity Bsved.

The increase in the index in June reflects, amdhgrahings, the combination of a
0.6 percent increase in manufacturing productioMay, following its 1.9 percent
increase in April; an increase of 2.5 percent m @gloods export index in June; a rise
of 1.4 percent in imports of production inputs mnd; a 1.3 percent decline in
consumer goods imports in June; and a decline ®fp6rcent in trade and services
revenue in May.

The labor market

Most labor market data show rapid improvement & slecond quarter following a
slower pace in the first quarter: thus, the Banksohel Companies Survey and the
Manufacturers Association Survey of Expectatiordicate significant increases in
employment; the Central Bureau of Statistics (CBBi)vey of Vacancies indicates an
increase in the number of employees and in the eumbvacant positions in April—
June; Employment Service data indicate a drop & mumber of claims for
unemployment benefit in April-May; according to thkanpower Index, the demand
for workers increased in the second quarter andtridved data for the monthly
unemployment rate show unemployment of 6.5 peréenMay, about half a
percentage point lower than the average in thé gusrter of 2010. (The monthly
data, however, are based on a relatively small grsp that the figures should be
treated with caution.)

In April the number of Israeli employee posts w&s ffiercent greater than the number
in March (seasonally adjusted). In the three moméruary—April the number of
employee posts increased by 1.7 percent comparddtme number in the previous
three months (annual rate, seasonally adjusted).



The nominal wage per employee post in the busises®r (Israelis only) fell by 1.9

percent in April compared with the March level.the three months February—April
the nominal wage per employee post increased bypérZent compared with the
average in the previous three months, and thewegke increased by 5.9 percent
(seasonally adjusted, in annual terms).

Foreign trade

Goods exports (excluding ships, planes and dianjandseased by about 0.7 percent
in June from their May level (in dollar terms, smaally adjusted). In the three
months April-June 2010 these exports declined anawial rate of about 19.2 percent
(in dollar terms, seasonally adjusted) from theiwrel in the previous three months.
That said, if changes in the nominal effective exxe rate are taken into account, the
(quantitative) volume of exports in the second tprawas similar to that in the first.

Goods imports (excluding ships, aircraft and diads)ndeclined by 0.2 percent in
June from their May level (in dollar terms, seadlgnadjusted). In the three months
April-June these imports increased at an annualof6.5 percent (in dollar terms,
seasonally adjusted) from their level in the prasithree months.

The Bank of Israel Companies Survey

Data from the Companies Survey for the second guashow the continued
expansion of total economic activity. Nonethele#s data also indicate that
companies expect a decline in export and domestiers for the third quarter,
particularly in the manufacturing industries.

2. Budget data

An analysis performed by the Bank of Israel Rede&epartment shows that under
the assumption of a 3.7 percent growth rate in 201Brael, the budget deficit is
expected to be significantly lower than the ceilofgh.5 percent of GDP, at about 4
percent of GDP.

The main reason for the expectation of a defidibwehe ceiling is that tax revenues
at the beginning of the year were in excess ofdhecasts made when the budget was
prepared. Nevertheless, the rate of increase inetzenues has slowed in the last few
months: VAT on domestic production declined by Scpet in the three months
April-June compared with the level in the previotlsee months (seasonally
adjusted).



3. Developments on the nominal side
Inflation

The Consumer Price Index (CPI) for June rose bypergent, close to the Bank of
Israel's Research Department forecast and witl@rrahge of the private forecasters'
predictions. The seasonally adjusted June indeduihe Research Department's
seasonal adjustment method) increased by 0.2 gercen

In the last twelve months the CPI has risen byp&rtent, the lowest annual rate of
inflation since December 2007.

The housing index rose by 0.6 percent in June,iarttie last twelve months by a
cumulative 4.9 percent (see below for a more detadiscussion of the housing
market).

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

One-year-forward inflation expectations derivedhirthe capital market ("break-even
inflation™) increased in July to 3.0 percent (aggrdo 25 July), compared with the
June average of 2.9 percent.

The Israeli forecasters predict on average thédtioh in the next twelve price indices
(from July 2010 to June 2011) will be 3.2 percemst, above the upper limit of the
inflation target. In the three months July—Septembke forecasters expect, on
average, that the CPI will rise by a total of 1ekgent. They assess that inflation in
2010 measured over the previous twelve monthsbeilR.2 percent, and in 2011, 2.7
percent.

Seven of the ten forecasters who updated theirt®po the Bank of Israel after the
publication of the June CPI expected the Bank toeiase the interest rate for August,
while the others expected an increase in Septeriberaverage they assess that the
interest rate in twelve months' time will be 2.7qaat.

An analysis of the slope of theakam yield curve indicates that the capital market
expects the Bank of Israel interest rate one yeacéto be about 2.5 percent.

The makam and bond markets

The yield to maturity on CPI-indexed ten-year govmeent bonds declined in July (to
July 25) to an average of about 2.1 percent, frora\eerage yield of about 2.2 percent
in June. The yield on ten-year unindexed governrhentls declined to an average of
about 4.85 percent in July, from about 5.0 percerdune. The yield to maturity on

one-yeamakam remained unchanged in July at about 2.1 percent.



The interest rate differential and the yield gap between Israel and abroad

Prior to the current interest rate decision, th@kBaf Israel interest rate was 1.25—
1.50 percentage points higher than the US fedenadld rate, and 0.5 percentage
points higher than the ECB rate.

The yield gap between local currency unindexedytar- bonds and ten-year US
Treasury bonds increased from 151 basis points)(brpJune 25 to 156 b.p. on July
22.

The expected real interest rate

The July Bank of Israel interest ratminus twelve-months-forward inflation
expectations derived from the capital markets aetaninus 1.4 percent, compared
with minus 1.3 percent in June.

The monetary aggregates

In the twelve months up to and including June 20EOmonetary base measured by
the M1 monetary aggregate (cash held by the paolcc demand deposits) increased
by 8.9 percent; in June it decreased by aboutdr&pt. In the last twelve months the
M2 aggregate (M1 plus unindexed term deposits ofoupne year) increased by 2.3
percent, and in June it decreased by 1.6 percent.

The credit markets

The outstanding balance of bank credit to the lassirsector contracted in May by 0.6
percent, after increasing by 1.1 percent in Apf@lutstanding bank credit to
households increased in May by 1.8 percent follgwits 0.5 percent increase in
April.

The housing market

The housing component in the CPI (which reflects tosts of housing rentals)
increased by 4.9 percent in the twelve months @ Jinclusive). In the course of the
discussion the result of an econometric equationfdoecasting housing prices—
based on factors such as house prices, the mortgageest rate, the rate of
unemployment, the number of building starts, th@raf the population to the stock
of houses, and the exchange rate—was presentsdd B the equation, the CPI
housing component (i.e., rentals) is expected $e flaster than was estimated
previously.

Based on the survey of house prices (which areénuhided in the CPI, see above),
these increased in April by 1.2 percent, and intébedve months to April (inclusive)
by 21 percent, due both to the low rate of intees®l to the slow response of the



supply of houses to higher prices. Another econometguation, for forecasting
changes in house prices, gives the result thatateeof increase in house prices is
expected to moderate in the next twelve months.

An up-to-date analysis of house prices shows thair tlevel does not differ
significantly from the level derived from econonfiimdamentals. Nevertheless, house
prices continue to rise very rapidly, and did s@&pril too, and if this rate persists, it
will distance them from the level consistent witle €conomic fundamentals.

Total mortgages granted in the first half of 201€rev52 percent higher than in the
first half of 2009 (this can also be attributedhe rise in house prices). The share of
unindexed floating-rate mortgages in the total eivimortgages fell again in June,

following its decline in May, but it is still higlat about 50 percent.

The Research Department assessment

In the course of the discussions the Research Deear presents a quarterly forecast
that combines indicators derived from a number oflets for forecasting inflation
and real developments with judgmental assessmé&hisse are incorporated in a
medium-scale DSGE (dynamic stochastic general ibguin) model along with
judgmental assessments that bring together themafiton used to develop the staff
forecast.

In the forecast presented to the senior monetamynfodiscussing the July interest
rate, inflation in the next twelve months was expddo be close to the midpoint of
the target inflation range. The forecast also gawderived gradual increase in the
Bank of Israel interest rate to an average of 2i@gnt in a year's time (the average in
the third quarter of 2011). Since that forecast wapared, there have been several
developments that are expected to increase inflaimve the level predicted then: in
terms of the effective exchange rate, the shekptedéated somewhat; there were
firmer assessments that in the coming year the ght@crease in housing prices
(rentals) would rise; and the government decidethtoease several indirect taxes.
These developments are expected to bring inflatidhe next twelve months into the
upper part of the target range, and to bring fodwre timing of the expected
increases in the interest rate a little.

4. The foreign currency market and the share market
The foreign-currency market
During the period from June 27 to the current disans on July 25, the shekel

depreciated by about 2.1 percent—measured byitsnal effective exchange rate,
calculated as the trade-weighted average shekélaege rate against 28 currencies



(representing 38 of Israel's trading partnérBhis was due mainly to the 4.6 percent
depreciation of the shekel against the euro, frol® M 76 to the euro to NIS 4.98.

Against the dollar, however, the shekel remainadlst and at the end of the period
the exchange rate was NIS 3.85 to the dollar.

The share market

Since the previous interest rate discussions, ghice indices in Israel and around
the world rose. The Tel Aviv 25 share price indexJaly 25 was about 2.9 percent
higher than on June 27. The Dow Jones index rosdbyt 2.8 percent in that period.

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

Israel’s risk premium, as measured by the five-yeadit default swap (CDS) spread,
stayed at a level of about 1.15 percentage pogtisden the previous and the current
interest rate discussions. CDS spreads aroundadhd aiso remained stable.

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

There are increasing signs indicating that the pdcecovery in the global economy
Is slowing. This assessment comes against the baakd of weaker-than-expected
macroeconomic figures in the US, fiscal tightenimdzurope and the US, tightening
policy measures in China, and persistent unceytamér the fiscal crisis in Europe
and the steps taken there to cut deficits.

The IMF revised its forecast of world growth in 20ftom 4.2 percent to 4.6 percent,
entirely due to the high growth rate in the firsiacter of the year. The IMF did not
change its forecast for 2011, but stressed thae#@kzation depends on fiscal policy
measures being introduced, particularly in Europelike the IMF, the foreign
investment houses started to lower their growtledasts for various economies. In
the next few months, however, global growth is expe to continue at forecast
levels, based essentially on the very low interes¢ environment and the rapid
growth in the East Asian countries.

Stock market prices rose this month against thé&dvaand of the easing of the debt
crisis in Europe—due to the fiscal policy measurgsoduced in countries with
refinancing problems—and positive financial staeta in the second quarter. The
investment houses expect the positive atmosphdheinapital markets to continue in
the short term. Nonetheless, volatility in the glbbapital markets and the level of
concern and uncertainty remained high this monitie. VIX index of market volatility

% The weight of the dollar in the effective exchangi is about 25 percent, and that of the eurata®® percent.



is at a relatively high level, and the Bloomberger of global financial pressure
continued to indicate increased pressure.

Global inflation remained contained, against theckigeound of the apparent
slowdown in the rate of global growth, the genetability of commodity prices, and
the output gaps in the advanced economies.

Interest rates of the leading central banks aree@ep to stay low for some
considerable time, constituting alternatives fag flscal stimulus programs that are
coming to an end. Some other central banks, howaévereased their interest rates
this month, and further increases are expecteaeméxt few months.

B. THE NARROW-FORUM DISCUSSION—THE INTEREST RATEERQISION
FOR AUGUST 2010

In the narrow-forum discussion, four members of agament make
recommendations to the Governor regarding the g@oate rate of interest for the
economy. In the discussions on the interest rateAfagust, all the participating
members of management recommended that the Govercraase the rate by 25
basis points, to 1.75 percent.

As stated in the reports of previous interest diszussions, the Bank of Israel's
policy is to continue with the gradual process ohding the interest rate back to a
more "normal” level intended to position inflatiirmly within the target range, and
to contribute to the further recovery of econonttaty, while supporting financial
stability. The pace of the interest rate increasesot predetermined, but is set in
accordance with the inflation environment, growth Israel and globally, the
monetary policies of the major central banks, amdight of developments in the
exchange rates of the shekel.

In the discussion, participants spoke of the upwesdision in the Research
Department's assessment of inflation, and of tleeease in inflation expectations
derived from the capital market and the privateedasters' inflation assessments to
around the upper limit of the target inflation randghe point was made that the
upward revision in the Research Department's ioflaforecast derived mainly from
the shekel depreciation shown by the effective arge rate, the expectation that
housing prices would continue to rise, and the guwent's decision to increase
indirect taxes.

Turning to the real economy, it was noted thateh&as apparently rapid growth in
the second quarter, despite the decline in expesdslting from the slowdown in
global activity. Moreover, particular mention wasahe of the continued recovery in
the labor market: the wage is rising and unemploynie still falling. Nevertheless,
attention was also drawn to the fact that indicagarch as the composite state-of-the-



economy index, the Bank of Israel's Companies Suyrtlee Purchasing Managers
Index, and foreign trade data suggest that grovavesi during the second quarter,
and this will be reflected in the data for thirdagier. Some participants thought that
despite the less buoyant figures expected for thied tquarter, it seems that
uncertainty and the real-side risks actually dedithis month due to the reduction in
the risk that the debt crisis in Europe would beeamore severe. An analysis of all
the factors led to the assessment that positivetgravould continue in line with the
Bank of Israel's previous forecast—that 2010 gnowitl be 3.7 percent, along with a
gradual contraction of the output gap.

With regard to the housing market, participantcussed the rise of 21 percent in
house prices in the twelve months to May and th&icoed increase in mortgage
credit. They referred to the extent of the needracroprudential measures in light of
the increase in house purchases for investmentopaspand the high share of
mortgage credit at floating interest rates. Refegewas made to the Supervisor of
Banks directive which went into effect at the begiy of July, requiring banks to

make an additional provision for housing loans giweth high loan-to-value ratios. It

was suggested that the increase in new mortgagee itast few months may have
resulted from buyers preempting the new directiyebbnging forward their house

purchase. Most of the participants thought it lesivait till the effects of the steps

already taken have been further evaluated befdredacing other macroprudential

measures.

Finally, the participants stressed that even dffterecommended increase of 25 basis
points in the interest rate, policy would still &epansionary.

Taking into consideration the various points madehie discussion, the Governor
decided to increase the interest rate for Augusthpasis points, to 1.75 percent.

In its announcement of the decision, the Bank o&dk stressed the following
conditions that led to the decision to leave thergst rate unchanged for July:

¢ Inflation forecasts of the Bank of Israel, of thevpte forecasters and the capital
market for one year ahead are around the uppédrdintihe target inflation range.

e Housing prices and the housing index (rents) ardimoing to increase rapidly,
together with a rapid expansion of housing credit.

e An analysis of the whole range of data on the sedd and the labor market leads
to the assessment that positive growth will corgimuaccordance with the Bank's
previous forecasts, with a gradual contractiorhefdutput gap.

e Interest rates of the central banks of the majamaaded economies are at very
low levels, and in light of recent developments expected to remain so for some
considerable time. Nonetheless, central banksvaraecountries that are already



growing relatively rapidly continued with the preseof increasing their interest
rates last month, and are expected to continue sodn the near future.

The Bank of Israel will continue to act to achieiseobjectives of price stability, the
encouragement of employment and growth, and supfoorthe stability of the
financial system.

The decision was made and published on July 26).201

Those participating in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdéra

Prof. Zvi Eckstein, Deputy Governor of the Bankssgel

Dr. Karnit Flug, Director of the Research Departinen

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

Mr. Barry Topf, Director of the Market Operationg@artment

Mr. Rony Hizkiyahu, the Supervisor of Banks

Mr. Eddy Azoulay, Chief of Staff to the Governor

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

Mr. Eyal Argov, Research Department economist
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Appendix: Major Global Economic Developments
us

The macroeconomic data on the US economy publishdgk last few weeks indicate
a general deterioration and a greater probabifity slowdown in the rate of growth in
the next few quarters (but not a recession), agémesbackground of, among other
things, the ending of the fiscal programs and thaioued weakness in the labor and
real estate markets. There is concern that growtiines such as business sector
investment and private consumption are not strommugh yet to replace the fiscal
stimuli. Against this background the Fed reducsedyiowth forecast for 2010 by 0.2
percentage points to between 3.0 percent and Bcemte

The main problem continues to be the labor markée rate of unemployment
declined only because of the reduction in the oatearticipation, the number of new
employees was lower than had been forecast, angdrtdp®rtion of the unemployed
who were out of work for more than 27 weeks remdinigh, at 45 percent.

The real estate sector is still weak: the numbebwlding starts fell in June by 5

percent to its lowest level in eight months; thenber of house foreclosures by the
banks started rising, and the number of short galeshich a home is sold at a price
30 percent below the mortgage) has been increasieg the beginning of the year. It
should be noted that the weakness in the realeegtarket is also related to the
ending of the home purchase aid program.

The above led to the postponement of the predimeidg of the start of increases in
the interest rate. Some of the forecasters eveactxpat the first increase will not be
before some time in 2012. In addition, a greatenioer of assessments expect that the
Fed will introduce additional measures and thatatteprograms will be extended.
Such expansionary activity will apparently continaeconstitute the main basis of the
US economic recovery.

Europe

The fiscal measures introduced in the problematicopean economies, the good
results of the stress tests of the European bamikthe positive macroeconomic data
of the EU, all these served to alleviate concerardtie European debt crisis. The
fiscal steps taken in the last few months (the ackb in public expenditure and
increases in taxes) eased investors' concern liagasdme countries' insolvency, so
that bond issues countries such as Spain, Poragal Greece were successful.
Furthermore, the other EU countries are meetingr tfegjuirements for finance,

having so far raised some 60 percent to 70 pexdeheir requirements for this year.
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The successful results of the stress tests of #mkdcalmed the concern over the
European banking system. In the scenario examuwfetthe 91 banks (that constitute
about 65 percent of the European banking markety, o failed, and the additional
capital required amounted to only $4.5 billion.

The overall European data published in the coufsheo month were positive, and
exceeded expectations, mainly regarding Germarat, ¢bntinues to be the major
engine of growth in the eurozone. This was partlg tb the weakening of the euro
during the crisis, which helped the competitivene$sthe export sector—which
occupies a dominant position in the European ecgnom

Despite the lower level of concern in Europe, tidBES expected to leave the interest
rate at its current level in the next few monthd smcontinue to buy bonds (albeit on
a smaller scale).

The emerging markets

Various tightening policy measures taken in China showing some success: The
annual growth rate in the second quarter of 2016 Wa3 percent, lower than the
market's expectations. In addition, the rate ofdase in credit continues to decline,
and house prices started falling again in June. Jdous purchasing managers
indices continue to reflect a slowdown in the Chk@eeconomy. Against this

background, inflation slowed this month, and feltk to less than 3 percent.

In the other emerging markets, particularly thos&ast Asia, rapid growth persisted
in the second quarter. Those economies continuget®fit from increasing intra-

regional trade and from the ongoing capital inflisam foreign investors who prefer
these economies to the advanced economies.
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