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

The discussions took place on February 20 and 21071
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 varéspartments 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

The National Accounts data relating to the fourttarger of 2010 and the indicators
published last month (between the date of the pteviinterest rate decision on
January 24 and the current decision on FebruarysBayv that economic activity

accelerated, largely due to domestic demand. Térease in activity was reflected in
private consumption, investment, the labor marketlernment tax revenues, and

! 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.

POB 780 Jerusalem 91007 Israel
Tel: 972-2-6552712/3 Fax: 972-2-652884&w.bankisrael.orq.il




economic sentiment indices, which remained stableekatively high levels. The
consolidation and pace of growth are supporteddmyicued global growth and world
trade. Pressures for wage increases and the pblitgheavals in the Middle East,
however, increased economic risks.

The National Accounts

On February 16, 2011 the CBS published the ing&timates of the fourth quarter
National Accounts. These showed a growth rate ®p@ércent in the fourth quarter of
2010 (all National Accounts data herein are in ahterms), significantly higher than

had been forecast. The rapid growth in the fourtiarer was led by domestic
demand. Exports excluding diamonds increased by 22 percent, whereas civilian
imports excluding diamonds, ships and aircraft edrdgpy 20.7 percent. Private
consumption expanded at a rate of 9.8 percentpamdte current consumption at a
rate of 6.5 percent. Fixed investment continueh¢oease, and in the fourth quarter it
rose at a rate of 15.9 percent. Investment in tingcipal industries grew by 19.7

percent, further to similar increases in previouartgers. It should be borne in mind,
however, that these National Accounts figures aeéirpinary quarterly estimates that
are likely to be revised later.

In the last four months the Globes and Bank Hapoalbnsumer confidence indices
have remained stable at relatively high levels,haracteristic of steady growth
periods, with slight fluctuations both above andobethe average. The Globes
Consumer Confidence Index rose by 8 percent inalgndollowing declines in the
previous two months. The Bank Hapoalim Consumerfi@ence Index fell by 2
percent in January, following its rise in DecembE&ne Bank of Israel Research
Department index of the probability of a slowdowased on Google searches, settled
at a level of 39 percent in February, lower tha 308 percent threshold.

The composite state-of-the-economy index

The composite state-of-the-economy index for Januiacreased by 0.4 percent,
indicating continued economic growth. The riseha index reflected increases in the
indices of services exports and goods imports. g lesreases were partly offset by
declines in the indices of trade and services neeemd manufacturing production.

The labor market

The rapid expansion of economic activity in therfbuquarter of 2010 was also
expressed in the labor market and in expectatibas ancrease in employment in the
first quarter of 2011. The Central Bureau of Statss(CBS) survey of vacancies
reported a 17 percent increase in the number ain@es in the business sector in



January, following declines in November and Decambe September—November
2010 the number of Israeli employee posts grew araual rate of 4 percent, and the
nominal wage at an annual rate of 1 percent, comtpavith the previous three
months. Based on trend data, the rate of unemplotyreenained steady in December,
at 6.8 percent. Health tax receipts in January vée@epercent higher in real terms
than in January 2010.

Foreign trade

Goods exports (excluding ships, aircraft, and diattis) were stable in January,
following their 3 percent increases in each of previous three months. Goods
imports (excluding ships, aircraft, diamonds, amergy products) increased by 6
percent in January, following a similar increas®gatember.

Estimates of world trade (the Triple Trade Infeindicate expansion, after several
months of standstill. The US Tech-Pulse Index cwad its upward trend in January,
and is at a record level

2. Budget data

The government had a surplus of NIS 4.5 billiodamuary from its domestic activity
(excluding credit), higher than the seasonal pathsistent with the annual deficit
ceiling. The surplus in January derived from revemthat were 2 percent higher than
the seasonal path, and expenditure that was 8 rmielower than the path. After
accounting for the effects of legislative changed aonrecurring receipts, revenues
in January this year were 6 percent higher thasethw January 2010. This month it
was announced that the increase in the exciseatupetrol was being canceled, that
public transport subsidies would increase, and tiatmethod of calculating water
prices would be changed. In addition, the possybdf an increase in the minimum
wage would be examined. The cost of the steps takerd amount to about NIS 1.1
billion a year. To prevent an increase in total ggowment expenditure and a drop in
tax revenues as a result of the steps adoptetitireductions for the top two income
deciles planned for 2012 would be deferred, andetivuld be an across-the-board
cut in the budgets of government ministries. Thet @ wage agreements signed in
the last three months that were taken into accoutite current two-year budget will
be about NIS 9 billion (when fully implemented,2613).

% The Triple Trade Index measures the total foréigde of Germany, Japan and the US, and is a
leading index of world trade.



3. Developments on the nominal side
Inflation

The January CPI rose by 0.2 percent, more thardsters' inflation predictions of no
change in the index, higher than the seasonalqmatbkistent with the midpoint of the
annual inflation target, which would have requiradreduction of 0.2 percent.
Excluding the effect of government measures, theudy index increased by 0.1
percent. Government measures are expected to hal@vaward effect of 0.05
percent on the February CPI, and 0.06 percent@ivilmeh CPI. The inflation rate in
the twelve months February 2010-January 2011 rela@ltepercent, above the target
range. Excluding the housing component, the CPeased by 3 percent in the last
twelve months.

In the last six months inflation accelerated arel @PI increased by about 5 percent
annual rate, seasonally adjusted. The rise in &smtlenergy prices contributed to this
acceleration.

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

The average of forecasters' inflation expectatimnghe next twelve monthly CPIs
remained at 3 percent, the upper limit of the tangation range. One-year-forward
inflation expectations calculated from the capitarket, continued to increase this
month too, and in February averaged 3.7 percenth@nthirty days between mid-
January and mid-February inflation expectationgayed 3.5 percent). Medium-term
inflation expectations are also above the uppert loh the inflation target range.
Inflation measured over the previous twelve morghexpected to be above the upper
limit of the target inflation range for most of 21and to return to within the range
towards the end of the year.

Based on the Telbor market (Tel Aviv Inter-Bank éfRate), the Bank of Israel
interest rate in a year’s time is expected to @ep@rcent, and on average, forecasters
predictions are that it will be 3.6 percent. Mastefcasters expect the Bank of Israel to
increase the interest rate for March 2011.

The makam and bond markets

In Israel yields on local currency government bomiseased by between 16 and 23
basis points (b.p.) along the entire curve, simitathe worldwide trend. The CPI-
indexed bonds yield curve became steeper: long-yeehds increased by between 12
b.p. and 18 b.p., while short-term yields droppgdabout 20 b.pThe makam yield
curve reflected an increase in yields along thereerdurve of 16-23 b.p. In the
corporate bond market the Tel-Bond indices reattethe events in Egypt as did



other investment channels—at the beginning ofpirgod (January 23 to February
18) they fell, and then strengthened, so that tiverperiod as a whole they did not
change. At the same time, yield spreads continoedetline, particularly on low-
rated bonds.

Theinterest rate differential and the yield gap between Israel and abroad

The yield gap between Israeli and US unindexed €d)-government bonds did not
show any significant change this month, and renthateabout 140 b.p. Prior to the
current interest rate decision, the Bank of Isiatelrest rate was 2.00-2.25 percentage
points higher than the US federal funds rate a@8 fiercentage point higher than the
ECB rate.

The expected real interest rate

The Bank of Israel interest ratedeflated by the twelve-months-forward inflation

expectations derived from the capital markets—ayataninus 1.4 percent in January

(to the date of the current discussions), a deere&$.2 percentage points from the
January level, due to the increase in inflationeetations.

The monetary aggregates

In the last twelve months the M1 monetary aggre¢edsh held by the public and
demand deposits) increased by 8.9 percent, andi2h&ggregate (Mplus unindexed
deposits of up to one year) increased by 5.6 pércen

The credit markets

The total balance of business sector credit ineitdy 0.6 percent in December, and
bank credit to the business sector increased bgr2ept. In 2010 as a whole the
balance of business sector credit increased bycepe and bank credit to that sector
by 5.9 percent. The balance of credit to househdelsreased by 0.4 percent in
December, and in the whole of 2010 it increasedl® percent. The balance of
housing credit increased in December by 1 per@d,in the year 2010 it increased
by 11.4 percent. New mortgages granted in Januaciingd by 14.5 percent, after
rising by 9 percent in December. Despite the radnéh January, the monthly rate of
uptake of new mortgages is still high.

The housing market

House prices—which are presented in the CBS sw¥épuse prices and which are
not included in the CPl—increased in November—bdar at a rate of 1.3 percent a



month, following their increase of 1.4 percent anthoin October—November. The
annual rate of increase of house prices continodsethigh, and in the last twelve
month prices increased by 17.5 percent. The hougsiigg index, which is based
mainly on renewed rental contracts and which idushed in the CPI, rose by 0.3
percent in January, similar to its increase in Daoer. In the last twelve months the
housing price index increased by 5.9 percent.

The Research Department assessment (staff forecast)

The Bank of Israel staff forecaat the end of December was that inflation in 2011
would be 2.6 percent, with a gradual increase @ninlterest rate to about 3.3 percent
in the last quarter of the year. The depreciatibrine shekel and the increase in
commodity prices since then, and the National Aatedigures published recently
showing rapid growth in the fourth quarter of 20&afe expected to lead to an upward
revision of the inflation forecast to around theeplimit of the target inflation range,
and to a somewhat faster forecast rate of increast® Bank of Israel interest rate
than the previous forecast.

The main reason for the assessment that inflatitinbe above the midpoint of the

target range are: the price of housing (rental$liclvis expected to continue rising
relatively rapidly, an increase in aggregate demard increases in energy and
commodity prices. Factors acting in the oppositediion are the low level of

inflation in the advanced economies, and the ajgien of the shekel, which act to

slow the rate of price increases.

The main risks to real economic activity and inflat in Israel derive from
developments abroad, including developments in codity and energy prices, the
developments in the housing market, and the readizaf geopolitical risks.

4. The foreign currency market and the share market
The foreign-currency market

From the previous monetary policy discussion hefd January 23, 2011 until
February 18, 2011, the shekel depreciated by Ot@epein terms of the nominal
effective exchange rafeFollowing the measures announced by the Bankraéland
the Ministry of Finance and the developments inEgthe shekel weakened at the
beginning of the period, but it strengthened agdth the publication of the January
CPl and the growth figures for the fourth quartdr 2010, which exceeded

® Calculated as the trade-weighted average shekehngefrate against 28 currencies (representing B3a#l's
trading partners). The weight of the dollar in #ffective exchange rate is about 25 percent, aaidottthe euro,
about 33 percent.



expectations. In the whole of the period sinceptevious interest rate discussion the
shekel appreciated by 0.35 percent against therd@h line with development of
most of the major currencies), and depreciatedhagthe euro by 0.3 percent.

The share market

The Tel Aviv 25 index was at the same level on kabyr 18, as it was on January 23.
Trade in the course of the period was volatile atiyeaffected by the geopolitical

events in the Middle East on the one hand, anellsrhuoyant growth figures on the
other. Share markets around the world showed adrinead, with share price indices
in the advanced economies rising, and declinebefrtdices in the emerging market
economies.

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

Israel’s risk premium, as measured by the five-yeadit default swap (CDS) spread,
increased greatly, from 115 b.p. to 145 b.p., agdime background of the events in

Egypt.

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

The figures of global economic activity publishedst month painted a positive
picture. The most recent indicators show contintegaid growth in the emerging
market economies, and an acceleration in the groath in the US. This led to
upward revisions of global growth forecasts, witlsignificant increase in forecast
growth in the US. Inflation in the US is low, whil&flation in the eurozone exceeded
the target again this month. The upheavals in s@mad countries continued this
month, and increased the level of geopolitical utacety with regard to the situation
in the Middle East. The widespread disturbancesictlwtstarted in Tunisia in
December, spread to other Arab countries, and ypEthe pressure resulted in the
resignation of the President. Against this backgdyuand in light of the continued
rapid growth in the emerging market economies, a&vadmmodity prices increased
steeply. The rapid growth in the emerging markeis their high levels of inflation
led to interest rate increases in some of them.



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

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

management make recommendations to the Governardiag the appropriate rate
of interest for the economy. In the current diseuss on the interest rate for March,
three members of management participated in theuskson, and all three
recommended that the Governor increase the inteaéstby 0.25 of a percentage
point, to 2.5 percent.

As stated in previous announcements of interestdatisions, the Bank of Israel is
implementing a policy consistent with the proce$sgmadually restoring a more
normal interest rate environment—a process aimesdadilizing inflation within the
target range, and supporting further growth of eooic activity while maintaining
financial stability. The pace of interest rate gases is not fixed, but depends on the
inflation environment, growth in Israel and glolyalthe monetary policies of the
major central banks, developments in asset priaed, the exchange rates of the
shekel. The 25-basis-point increase in the intemst for March is consistent with
that process. At the new rate of interest, monetpojicy continues to be
expansionary.

Several issues were discussed, including the plathflation, an assessment of the
environment of real economic activity, the housmagrket, and the possible effect on
the exchange rate of an increase in the differeb&bwveen the interest rate in Israel
and rates abroad.

In the discussion it was noted that there werecatthns of a rise in the inflation

environment—inflation in the previous twelve monthas 3.6 percent, above the
upper limit of the inflation target range, and #@renual rate of price increases in the
last six months (seasonally adjusted) was everehigfmong the factors contributing

to inflation were housing prices (during the lastig) and food and energy prices (in
the last half year), factors which are expectedconmtinue to exert inflationary

pressure in the coming year. In this context refeeevas made to the IMF forecast of
an increase of about 11 percent in commodity priegsluding energy, in 2011.

Together with the rise in actual inflation, marketpectations of inflation also

increased: inflation expectations derived from tbapital market (break-even

inflation) increased again over the last monthaniaverage of 3.5 percent.

In discussing the level of real economic activilye participants spoke of the data
published since the last interest rate decisionichvindicated a steep increase in
activity, led by domestic demand. The rate of gitowt the last quarter of 2010, 7.8
percent, was exceptionally high, and the point emphasized that even though this
was a preliminary quarterly figure that might beeated later, the buoyant level of
growth and the fact that rapid growth was recordkt over a longer period, i.e.,
throughout the second half of 2010, indicate tlred €conomy is in fact in an



environment of significant growthlt was also stated that even if some of the
components of growth turn out to be non-recurritiggre are indications that the
growth is firmly based and not a temporary featdreese indications include the
rapid increase in current consumption and the steepn investment that has already
continued for a year. The very modest increasexpors (excluding diamonds) was
also noted. It was noted that despite the rapicaesipn of activity no significant
increases in wages are evident yet. That saidretbent frequent labor disputes may
be an indication of increased wage pressure imééfew months.

Due to the higher inflation environment and the rioyement in real economic
activity, the participants agreed that the econaroirditions point to the need to raise
the interest rate this month. The participants chdb@at an increase in the interest rate
would also be likely to help slow the rapid incre@s house prices to some extent.

There was also discussion of the fact that the atarkxpect the interest rates of
leading central banks to remain low in the neaurit so that an increase in the
interest rate in Israel would intensify the presstior the shekel to appreciate.
Nevertheless, in light of the fact that the expedisning in the markets of an increase
in the Fed interest rate had been brought forward] in light of the increased

geopolitical uncertainty regarding the Middle E@sflected in wider CDS spreads of
the countries in the region, including Israel), gagticipants were of the view that the
appreciation of the shekel resulting from the Bahlsrael increase in the interest rate
would probably be partly offset.

Taking all the above points into consideration, @®vernor decided to increase the
interest rate for March by 25 basis points, togzEent.

In its announcemendf the decision, the Bank of Israel emphasized fthiewing
points:

e The publication of the January CPI brought the ddtmflation over the previous
twelve months to above the upper limit of the taig#ation range. Forecasters’
inflation expectations for one year forward remdirsgtable, close to the upper
limit of the target range, and expectations catedafrom the capital market
continued to rise and reached an average of 3depeltast month. At the same
time, the upward trend in inflation expectations tlee longer term derived from
the capital market persists.

e Economic indicators published this month show #wivity expanded at a faster
pace, led by domestic demand. The increased actwat reflected by the high
growth rate in the fourth quarter (according to Weional Accounts figures), the
labor market, and government tax revenues. Datglobal economic activity
were also positive, pointing to continued rapidvgio in the emerging market
economies and to certain acceleration in econonoivtty in the US economy.



e The steep increase in house prices continued;eiasdt twelve months they have
risen by 17.5 percent. Although there was a drojmhénvolume of new mortgages
in January, the volume of housing loans is stijanding rapidly.

e The decision to increase the interest rate wamntaespite the fact that interest
rates of the central banks in the major advancedaies are at low levels, and
the markets reflect expectations that they will mste in the near future.
Nevertheless, the expected timing of an increadbarfFed interest rate has been
brought forward. Furthermore, some central bankscionomies that are already
showing relatively fast rates of growth continudx tprocess of raising their
interest rates again last month.

The Bank of Israel will continue to monitor devetognts in Israel's economy and the
global economy and in the financial markets. ThalBavill use the instruments
available to it to achieve its objectives of pris@bility, the encouragement of
employment and growth, and support for the stabibt the financial system,
including keeping a close watch on developmenthénassets market, and especially
in the housing market.

The decision was made and published on FebruargM1l,.

Participants in the narrow-forum discussion:

Prof. Stanley Fischer, Governor of the Bank ofdéra

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. Eddy Azoulay, Chief of Staff to the Governor

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

Mr. Eliezer Borenstein, Economist, Research Depamtm
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Appendix: Major Global Economic Developments
The US

Economic data published this month in the US showntinued economic recovery,
including some improvement in the labor market. v@hoin the fourth quarter of
2010, an annual rate of 3.2 percent, was faster tha rates in the previous two
quarters. At the same time the IMF increased itE12§rowth forecast significantly,
from 2.3 percent to 3.0 percent, against the backgt of the expected fiscal
expansion which, in the view of the IMF, will adélha percentage point to the
growth rate. Labor market data published paintechiged picture: the Non-Farm
Payrolls figure was considerably lower than expgctgoparently due to the very
rough weather that resulted in many employees notireg at work. The rate of
unemployment, however, suggests a positive trerith, a/second consecutive steep
reduction, from 9.4 percent to 9 percent. Despiginprovement, this is still a high
rate of unemployment, and the statement by the reed@pen Market Committee
stated that the high unemployment rate justifiegl ¢bntinuation of the quantitative
easing program (QE2), and keeping the interest atits near-zero level for some
time. The positive growth figures and the positatenosphere were reflected in the
Michigan Consumer Confidence Index, which rose Byp&rcent, and by the increase
in consumer credit. Inflation in the US remains laere inflation was 0 percent in
January, and in the last twelve months was 0.7epérc

Nevertheless, the US economy faces several threagspf which deriving from the
housing market, which continues to show weaknessiskl prices, according to the
Case-Shiller composite index of 20 metropolitaragyedropped in November at an
annual rate of 1.6 percent. This index has showmdahouse prices in the last five
months. The number of applications for mortgagektae number of house purchase
contracts are in a slump. The increase in yieldbenUS, despite QE2, that results in
increases in long-term interest to those with nmegés, is expected to place a further
burden on the market.

The level of the US debt also gives cause for aonddoody’s announced that in
light of the increased US deficit, it may havedsue a negative rating outlook for the
US debt sooner than expected.

Europe

Concern over the European debt crisis eased sonmatize end of January, against
the background of the efforts to increase the tgbiif the European Financial
Stability Facility (EFSF) to help the European coi@s requiring aid, but there was
renewed concern regarding the PIIGS countries (Balt Ireland, Italy, Greece and
Spain), Portugal in particular, at the beginning-ebruary. The macroeconomic data
relating to Europe continue to indicate a mixeddrewith the growth rate in the
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fourth quarter of 2010 only 0.3 percent, and fallgetail sales, in contrast to the
purchase managers indices, which continued toatefiptimism with regard to the
future.

Eurozone inflation exceeded the target again tloatm with 0.6 percent inflation in
January, and 2.4 percent in the last twelve months.

The IMF kept its forecast of EU growth in 2011 & percent, and observed that the
debt crisis still constitutes the major risk fadimthe recovery of the global economy.

With regard to the debt crisis, S&P reduced Irelamtkbt rating from A to A—, and
kept its rating outlook negative in light of thecantainty about the amount of extra
capital that Ireland needs.

Yields on Portuguese 10-year government bonds eebahecord level of 7.4 percent,
and gave rise to concern in the markets that tbbgtility that Portugal would have
to ask for aid was increasing, against the backgtoof the fact that Greece and
Ireland had requested aid after the yields on thaids exceeded the 7 percent level.

The emerging markets

The emerging markets continued to record rapid grpoproviding the background to
an IMF report forecasting that commodity pricesc(eging energy) would increase
by a further 11 percent in 2011. The monetary @mtiwnary trend thus continued in
the emerging market economies. Thus, in light pfdarowth and high inflation (an
annual rate of inflation of 4.9 percent in Janua@Ghina increased its interest rate this
month, the third increase since October. India aisceased its interest rate (for the
seventh time in the last year), after the annuiition rate reached 8.4 percent in
December.

In an attempt to deal with the high inflation agaithe background of capital inflows
that exert pressure for appreciation of their cwites, China and Russia both
increased their banks’ capital adequacy requiresnent

The capital markets

Since the previous interest rate decision, shareeprincreased in the advanced
economies, with the MSCI index rising by 3.5 petcearhile the EMCI index of the
emerging markets decreased by 2.5 percent. Yielsks in bond markets around the
world, in light of the positive macroeconomic figgrand the increase in inflation
expectations.
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Commodity prices continued to increase this moRtites of commodities excluding
energy increased by 5.4 percent (food prices rgsé.b percent), and the Brent oil
price increased by 6.5 percent. The steep increasgsmmodity prices are likely to
make recovery of the global economy more difficult.

13



