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The Inflation Report for the first half of 2007 is submitted to the government, the Knesset and the public as part 
of the process of periodic monitoring of the course of inflation and adherence to the inflation target set by the 
government. The Report was prepared in the Bank of Israel under the auspices of the Senior Monetary Forum, 
headed by the Governor, the Forum in which the Governor makes decisions on the interest rate.

In the first half of 2007 (the period covered by this report), the Consumer Price Index (CPI) rose by a 
total of 1 percent. The inflation rate (CPI) over the twelve months ending June 2007 was minus 0.7 percent, 
significantly below the lower limit of the target range of price stability (between 1 percent and 3 percent rise a 
year). Rapid economic growth continued, with employment rising and unemployment falling.

The financial markets became more volatile in the first half of 2007, particularly the NIS/US$ exchange 
rate and the bond market, after several years of relative stability that had prevailed despite a series of shocks 
that could have undermined it. The upward trend in share prices and the increase in activity in the markets 
nonetheless persisted, with a rise in the volume of trading and new issues. The main factors behind these 
developments were the reforms in the domestic financial markets carried out over the last few years, fluctuations 
throughout the world––including the weakening of the dollar against most other currencies and the changing 
status of emerging markets in the international financial markets––and Israel’s continued rapid real economic 
growth. The market reforms were aimed at increasing the participation of large-scale foreign investors in the 
domestic markets and boosting the development of non-bank financial intermediation. It appears that these 
goals are being reached, with a rise in capital flows into, from and within the economy.

The volatility of the exchange rate caused fluctuations in the CPI too: inflation, viewed over the previous 
twelve months, was below the target range until May, but from mid-May and particularly in June the weakening 
of the shekel against the dollar and even more so against the euro returned the expected inflation environment 
to the middle of the target range, and possibly even close to its upper limit.

In the last two years Israel’s inflation has been affected by conflicting forces. Both real economic growth 
and the fall in unemployment exert upward pressure on inflation; by contrast, the considerable current account 
surplus and the inflow of long-term capital tend to strengthen the shekel and to hold inflation down. It is difficult 
to assess the relative strength of these opposing forces or their overall effect on inflation at any point in time. 

The continued appreciation of the shekel since August 2006, and in particular in April 2007, caused the CPI 
to fall, and prompted the Bank of Israel to reduce the interest rate gradually to bring inflation back into the 
target range. The cuts in the Bank of Israel's interest rate widened the differentials between the policy rates in 
Israel and the US and the other advanced economies, and resulted in a change in the path of the exchange rate 
in May, and in June the shekel weakened even faster. The impact of the exchange rate (of the shekel against 
the dollar) on inflation in Israel is closer even than that in other small open economies, in large part because 
domestic prices of important non-tradables––particularly housing and rents––are specified in dollars, although 
paid in shekels. Thus a change in the dollar exchange rate has a substantial impact on the inflation rate within 
a period of a few months. 

Bank of Israel



Despite the difficulty in hitting the targets precisely, the inflation targeting regime in Israel plays a decisive 
role in keeping long-term inflation in the low single digits. This, thanks to the existence of a clear target and the 
transparency of the central bank’s interest rate policy that has succeeded in keeping inflation expectations around 
the center of the target over time. This stability, combined with fiscal discipline and a gradual well-planned 
process of structural reforms in the economy, has maintained an environment favorable to business activity, and 
has enabled sustainable growth to be maintained in its fifth successive year.

At the time of completing this report, the assessment of economic developments in the next year remains 
positive––continued high real economic growth, surpluses in the current account, expectations that the inflation 
target will be attained, and financial buoyancy. 

Nevertheless, at the time of writing (the end of July) we detect a certain deterioration in the balance of risks 
facing the economy, due particularly to concern over the continuation of stability in the international financial 
markets, for example in the markets for sub-prime mortgages and the consequent deterioration of credit conditions, 
to the difficulty in adhering to the strict framework of government expenditure as set out in the multi-year budget, 
and to geopolitical uncertainties. These risks accentuate the importance of sticking to a stable and transparent 
monetary policy regime that constantly strives to achieve the inflation target.

Stanley Fischer

Governor, Bank of Israel
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Summary
• In the first half of 2007 (the period reviewed) the Consumer Price Index (CPI) rose by a total of 1 percent. 

Over the last twelve months the CPI has fallen by 0.7 percent, below the lower limit of the price stability 
target of 1–3 percent inflation a year.

• The main factor acting to restrain the rate of price increases in the first half of the year was the continued 
appreciation of the shekel against the dollar. Pressure in the opposite direction, i.e., acting to raise prices, 
came from the persistent rise in demand for domestic product and from the rise in prices of imported goods 
and in world energy prices.

• Economic growth continued in the period reviewed, and contributed to the further contraction of the output 
gap, but this effect on the price index was not the dominant one, due to the transmission from the exchange 
rate: the appreciation of the shekel offset much of the effect of the rise in domestic prices. The average 
nominal wage went up by about 3 percent in the last twelve months, and there was a slowdown in the rise of 
labor productivity. This means that inflationary pressure from the labor market could grow, as is suggested 
also by the change in the index of unit labor cost.

• The NIS/$ exchange rate did not follow a steady path in the first half of 2007: in the first quarter it moved 
without any clear direction. From the end of the first quarter until the middle of May the shekel appreciated 
rapidly, by about 6.5 percent. In mid-May the trend reversed, and the shekel depreciated at a similar rate.

• The pressure for appreciation of the shekel derived mainly from long-term domestic factors, namely, the 
economy’s positive fundamentals, including the current account surplus and capital imports. On the other 
hand, the change in the trend of the exchange rate resulted from the stronger effect of short-term factors, 
mostly domestic, and developments in the international financial markets, against the background of the 
large, negative interest rate differentials, especially vis-à-vis the dollar.

• The monetary policy conducted by the Bank of Israel in the period reviewed was aimed at returning inflation 
to the target range while preserving financial stability. The policy was reflected in cuts in the interest rate 
totaling 1.5 percentage points, following the reductions totaling 0.5 percentage points in the last two months 
of 2006. These brought the interest rate at the end of the first half of 2007 to 3.5 percent.

• The approach whereby the interest rate is reduced gradually was necessary because of the possible effects of 
sharp changes in the interest rate on the flow of short-term capital and on the prices of financial assets. This, 
against the background of the widening, negative interest rate differential between Israel and the US, which 
reached 1.75 percentage points at the end of the period reviewed.

• On the fiscal front, despite the increase in government expenditure, the persistent trend of rising income 
is expected to result in a deficit significantly below the ceiling. In 2008 the government will need to face 
the challenge of adhering to its commitment to keep the deficit below the ceiling, and thus maintaining the 
credibility of fiscal policy. This is even more important in the light of decisions taken in 2007 that increase 
public civilian expenditure. 

Israel’s monetary regime: The monetary regime within which the Bank of Israel operates is aimed at achieving 
price stability, which since 2003 has been defined as an inflation rate of between 1 percent and 3 percent a year. 
(For details see Box 1 on page 11 in the Bank of Israel Inflation Report No. 17, July–December 2005.)
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I. INFLATION AND MONETARY POLICY

a. Changes in the CPI and their main causes

In the first half of 2007 (the period reviewed) the Consumer 
Price Index (CPI) rose by a total of 1 percent (Figure 1). This 
means that inflation is currently around the lower limit of the 1–3 
percent inflation target. In the last twelve months the annual rate 
of inflation was  –0.7 percent1 (Figure 2). The core indices, i.e., 
the price indices that exclude seasonal components such as fruit 
and vegetables, clothing and footwear, housing, and energy, rose 
at a higher rate than did the general price index, but they were 
still below the midpoint of the target range.

One of the most notable changes in the separate components 
of the index was the fall in housing prices, which was affected 
by the strengthening of the shekel against the dollar. On the 
other hand, prices rose in transport and communications, mainly 
reflecting the worldwide increase in fuel prices, and in the food 
component. Nearly all components of the index showed price 
rises in the first half of 2007, the exceptions being electricity and 
water, and construction and housing services (Figure 4). The rise 
in inflation was reflected also in the continued rise in the index of 
wholesale prices, which rose by 4.1 percent from the beginning 
of the year due to rising prices of raw materials and inputs for 
domestic production in most manufacturing industries.

The most powerful force holding down the rate of price 
increases in the period reviewed, and indeed the cause of the 
marked drop in inflation over the last twelve months to below 
the target range was the strengthening of the shekel against the 
dollar (Figure 5). The exchange rate did not follow a regular 
path, and at the end of the period it was at the same level as at 
the end of 2006. Exchange rate developments derived from the 
changes in the effects of the long-term factors relative to those 
of the short-term ones: the pressure for appreciation of the shekel 
in the period reviewed stemmed from the economy’s positive 
fundamentals, headed by the striking improvement in the current 
account surplus, as well as the short-term global effects, for part 
of the period, that strengthened the shekel more that had been 
expected. In contrast, the depreciation of the shekel in May and 
June resulted from the low rate of interest, as the domestic and 
global short-term factors that create uncertainty intensified. The 

1  The sharp drop in inflation over the last twelve months may be explained in part 
by the high, negative indices in September and October 2006 (–0.9 percent and 
–0.7 percent respectively).
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overall effect of the exchange rate during the first half of the year 
was a reduction in the CPI. Other factors, meanwhile, were acting 
to boost inflation––increased demand, reflected in faster rises 
of domestic prices, and a rise in prices of imported goods. The 
effect of energy prices (Figure 6), which rose again and reached 
their mid-2006 level, caused a rise in prices of imported inputs, 
and hence in domestic production costs.

The ongoing conduct of fiscal policy consistent with its aims 
also played a part in moderating the rate of price increases. In 
January–June the performance of the budget resulted in a surplus 
of NIS 8.7 billion, reflecting mainly a higher rate of tax collection, 
in addition to which expenditure was slightly below the path of 
full budget expenditure. With regard to the deficit, the picture so 
far indicates that the 2007 deficit will be significantly below its 
ceiling level (2.9 percent of GDP, Figure 7).

The Bank of Israel’s monetary policy in the first half of 2007 
was directed towards steering inflation back into the target range, 
while preserving financial stability. The expansionary policy was 
expressed in the cumulative cut of 1.5 percentage points in the 
interest rate, further to the cuts totaling 0.5 percentage points in 
the last two months of 2006, bringing the interest rate at the end 
of the period reviewed to 3.5 percent.

The continued decline of the 12-month inflation rate during the 
first half of 2007 makes it necessary to address the undershooting 
of the price stability target. An analysis of the data shows that the 
main reason for the deviation from the target was the continued 
strengthening of the shekel against the dollar. The Bank of Israel 
therefore persevered in its policy of lowering the interest rate to 
increase the probability of returning inflation to the target range 
of price stability within one to two years. The degree of monetary 
expansion was determined by the opposing forces acting on 
inflation––the exchange rate on the one hand, and real activity 
and the prices of financial assets on the other. 

b. Monetary policy

In the first half of 2007 monetary policy continued to act 
towards the achievement of price stability, in the context of its 
commitment to the inflation targeting regime, defined in the 
relevant government decision as inflation of 1–3 percent a year. 
The steps taken by the Bank of Israel in the period reviewed were 
consistent with its flexible inflation targeting approach, i.e., the 
approach which aims to return inflation to the target gradually, to 
avoid creating shocks in the financial markets. This took place 
against the background of changes in the direction and intensity 
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of several forces that affect actual and expected inflation, with 
the exchange rate in the forefront.

In the first three months of 2007 the Bank of Israel reduced 
the interest rate by a cumulative one percentage point, following 
the cumulative reduction of 0.5 percentage points in the last two 
months of 2006. These cuts took place against the background 
of the appreciation of the shekel against the dollar which had 
started in the second quarter of 2006, and which continued 
exerting downward pressure on prices, till negative 12-month 
rates of inflation were recorded. The interest rate for April 2007 
was left unchanged, in the light of the rise in the volatility of 
the international financial markets2 and concern over a prolonged 
crisis in the US mortgage market, and in order to enable the 
cumulative effect of the previous interest rate cuts on real activity 
and on the exchange rate to be evaluated. In the light of the faster 
appreciation of the shekel against the dollar in April (Figure 5), 
following which most of the indicators used to assess inflation 
expectations dropped sharply, and in order to increase the chances 
of bringing inflation back to the target within a year, the Bank of 
Israel again cut the interest rates for May and June 2007, by a 
total of 0.5 percentage points. Due to the reversal of the trend 
of the shekel against the dollar in the middle of May, following 
which the indicators of the inflation environment and bond yields 
rose considerably, the interest rate was left unchanged for July, 
at 3.5 percent.

Monetary policy in the period reviewed resulted in attention 
being focused on the continued widening of the negative 
differential between the short-term interest rates on the dollar 
and the shekel (Figure 8), the result of further cuts in the Bank 
of Israel interest rate and no change in the US federal funds rate, 
which could have led to sharp changes in the interest rate. The 
Bank of Israel therefore reduced the interest rate carefully and 
gradually, with the intention of reaching the inflation target while 
maintaining financial stability. Reducing the interest rate to a 
lower level than necessary to achieve the inflation target would 
be likely to undermine price and financial stability, and thus to 
strengthen the upward trend of share prices, and to sever the link 
between them and companies’ true situation.

In 2007:Q1 future inflation was expected to be close to the 
midpoint of the price-stability target, and possibly even below it: 
one-year-forward inflation expectations derived from the capital 

2  In the second half of February and at the beginning of March there were relatively 
sharp drops in the stock exchanges of the emerging markets. 
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market3 (Figure 9 and Table 1) moved in the area close to the 
lower limit of the target range, similar to their behavior in 2006:
Q4, reflecting the expectation of further gradual lowering of the 
interest rate over the next few months. Israeli economic forecasters 
gradually raised their assessments (Figure 10 and Table 1), and 
at the end of 2007:Q1 these reached the midpoint of the target, 
incorporating expectations of a reduction in the interest rate in 
the second quarter, but with a rise towards the fourth quarter. 
The curve of expected long-term inflation was also steady, and 
moved in the vicinity of the midpoint of the target throughout the 
first quarter (Figure 11). One-year forward inflation expectations 
as reported by companies participating in the Bank of Israel’s 
Companies Survey4 fell in 2007:Q1 to an average of 1.8 percent, 
from 2 percent in the 2006:Q4 survey. The financial markets also 
conveyed a picture of relative stability: bond yields continued 
on their downward path (except for March, Figures 12 and 13), 
as did yields on makam (short-term bills issued by the Bank of 
Israel) (Figure 16), continuing the trend that started in October 
2006. In the foreign currency market exchange rate risk remained 
relatively steady, reflected in the implied volatility derived from 
shekel/dollar options traded on the Tel Aviv Stock Exchange 
(TASE). Fiscal policy was consistent with the targets. The most 
prominent upside risks to inflation in the next twelve months 
were the increase in demand for domestic product and the rise in 
world energy prices.

With all these developments in mind, and in the light of the 
persistent appreciation of the shekel against the dollar, which 
was reflected in a modest inflation environment, the Bank of 
Israel reduced the interest rate in the first three months of 2007 
by a total of one percentage point, bringing it to 4 percent at the 
end of March. At that time Israeli economic forecasters, forecasts 
from the markets, and the econometric models developed by the 
Bank of Israel predicted that inflation would only return to the 
target range in the course of 2007:Q4.5

At the end of 2007:Q1 there were still forces exerting 
downward pressure on prices, despite the cumulative reduction 
of 1.5 percentage points in the interest rate since November 2006. 
Nevertheless, against the background of growing uncertainty in 

3  Calculated as the difference between the yields on unindexed securities (makam) 
and CPI-indexed bonds.

4  Participants are asked, among other things, for their inflation forecasts twelve 
months forward. The data in the survey quoted above are correct to 2007:Q1.

5  Due to the high negative indices in September and October 2006 (–0.9 percent 
and –0.7 percent respectively).
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the international financial markets,6 and to allow more time to 
examine the cumulative effect of the previous cuts in the interest 
rate on real economic activity and on the exchange rate, the Bank 
of Israel decided not to reduce the interest rate for April. In the 
background were the increase in the private sector forecasters’ 
prediction of inflation in the next twelve months to above the 
midpoint of the target range and the halt in the downward trend 
of bond yields.

As the shekel strengthened considerably against the dollar 
from the end of 2007:Q1 till the first half of May (by a cumulative 
6.5 percent), various indices changed direction, and showed that 
future inflation was expected to remain close to the lower limit of 
the target range, and could even fall below it: one-year inflation 
expectations derived from the capital markets declined sharply 
to below the lower limit (to 0.5 percent), as those of the private 
forecasters dropped to the vicinity of the lower limit (to 1.2 
percent). The yields on bonds and makam started falling again, 
and reached their lowest ever levels. The curve of long-term 
inflation expectations7 remained steady, and within the target 
range. All these pointers led to the conclusion that the interest rate 
was higher than that needed to reach the inflation target, and that 
a further reduction was called for. Fiscal data also supported this 
view, indicating that there was a surplus arising from government 
activity, due to tax revenues increasing faster than previously. 

Taking all the above factors into consideration, the Bank of 
Israel cut the interest rates for May and June by 25 basis points 
each. Thus at the end of the first half of 2007 the interest rate was 
3.5 percent, despite concern over stronger inflationary pressures 
in the future that could come from increased domestic demand 
for domestic product.

The trends that typified most of the period reviewed halted 
in mid-May, and from then till the end of June the shekel 
depreciated against the dollar by 5.6 percent,8 with a sharp rise 
in exchange-rate risk. The downward trend in yields on bonds 
and makam that had prevailed for most of the first half of 2007 
reversed, and the yields, mainly nominal yields, rose sharply, 
against the background of the rise in yields in the US, offsetting 
most of the decline that had occurred since the beginning of the 
year. As a result of these developments, twelve-month inflation 
expectations derived from the capital market rose steeply and 

6  Attributable to the events in China (China's declaration to regulate its stock 
exchange) and the US (concern over a prolonged crisis in the US mortgage 
market, which could cause a recession in the US before the end of 2007).

7  Calculated from the difference between yields on local-currency unindexed 
bonds and those on indexed bonds.

8  Most of the depreciation occurred at the beginning of June.
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reached 1.8 percent, close to the midpoint of the target, under 
the assumption that the interest rate would rise gradually, by 
about 40 basis points, in the course of this period. The private 
sector forecasters also raised their predictions considerably, 
and these too settled close to the midpoint of the range, at 1.9 
percent, incorporating the assessment that the interest rate would 
rise moderately at a rate similar to that in inflation expectations. 
Expectations for the medium and long terms also rose, to the 
top half of the target range. At the end of the half-year, forward 
expectations for short terms derived from the capital market stood 
at 2.3 percent, and for medium and long terms, 2.6 percent and 
2.1 percent9 respectively (Figure 11 and Table 1). Based on these 
changes, the Bank of Israel assessed that the interest rate was at 
the appropriate level to return inflation to the target range within 
a year, and therefore left the interest rate unchanged for July. The 
underlying assumption was that the exchange rate would remain 
relatively stable during the year.

In January to May 2007 the Bank of Israel’s econometric 
models10 indicated that the interest rate should be reduced to 
bring inflation into the target range during the next one to two 
years. The factors in the models exerting downward pressure on 
the interest rate were the nominal and real appreciation of the 
shekel against the dollar in the second through fourth quarters of 
2006, the restraining effect of import prices, and the low rate of 
inflation in the last quarter of 2006. The models also showed that 
there was a high risk of undershooting the target in the next year. 
This risk declined in June, when the shekel depreciated rapidly 
against the dollar. During the first half of the year the models 
showed that the rise in the domestic prices component of the CPI 
exceeded 4 percent in annual terms, while the imported prices 
component, affected by the persistent strengthening of the shekel 
against the dollar, continued to fall.

To summarize––monetary policy in the period reviewed was 
confronted by several factors that increased the uncertainty 
surrounding the effect of the interest rate on inflation: (a) 
unlike growth deriving mainly from increased domestic uses 
that characterizes recovery from a recession in relatively large, 
closed economies, growth in Israel in the last four years was 
spearheaded by exports. High export growth provides a source 

9  The expectations measured include a risk-premium component, which rises with 
the horizon of the expectations.

10  These are models developed in the Bank of Israel that help in the assessment of 
expected inflation and the path of the interest rate required to reach the inflation 
target. The models are used by the policy makers to formulate forecasts of the 
development of the different variables, thereby giving the analysis a structured 
framework.
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of supply of foreign currency, thereby leading to appreciation of 
the domestic currency and to a moderate inflation environment. 
That said, exports spearheaded growth mainly in the first two 
years of the recovery from the recession, whereas currently the 
composition of uses is more balanced, making it harder to estimate 
the pressure on inflation deriving from economic activity. (b) The 
rise in the inflow of long-term capital is the outcome mainly of 
expectations of continued growth, it is not sensitive to the Bank 
of Israel’s rate of interest, and it leads to low inflation. (c) In 
the first half of 2007 the volatility of the financial markets––the 
foreign-currency market and the local-currency markets–– rose, 
and this too added to the uncertainty about the effect of the Bank 
of Israel interest rate on prices.

II. THE ECONOMIC ENVIRONMENT

To help in setting the rate of interest, the Bank of Israel monitors 
real economic activity and changes in various economic indicators 
in the capital, money and foreign currency markets. It also uses 
econometric models designed to forecast inflation, that assess 
price changes under different scenarios of monetary policy and 
economic developments. This process enables the Bank to keep 
its finger on the pulse of the markets’ reactions and their effect 
on expected inflation, and to set the rate of interest at a level that 
it considers appropriate to the achievement of the price stability 
target, while preserving financial stability. The developments 
in real activity, the exchange rate and capital flows, as well as 
in monetary indicators and the global economy, are described 
below.

a. Real activity

In the first half of 2007 the upward trend in economic activity 
evident in the first half of 2006 continued at a similar pace. 
According to National Accounts data, GDP rose in 2007:Q1 at 
an annual rate of 6.3 percent, and business sector product at a rate 
of 6.5 percent (Figure 18). The growth of these two in the period 
reviewed was based on the continued expansion of world trade, 
on a fiscal policy consistent with the targets, and on relative calm 
security-wise. On the other hand, the rise in world energy and fuel 
prices worsened the terms of trade, and thereby reduced the rate 
of growth to some extent. The composite state-of-the-economy 
index and its components––e.g., manufacturing production, 
trade and services revenue, goods exports and imports––indicate 
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a continued rise in economic activity. The Bank of Israel’s 
Companies Survey shows that the growth in business sector 
activity is expected to continue in the third quarter of the year, 
and will cover all the principal industries, including construction 
and hotels.

As in previous periods, the rise in GDP in the period reviewed 
was based on the rapid increase in domestic uses, and in particular 
that in private consumption (which rose by 11 .8 percent, annual 
rate)––the outcome of a sharp rise in consumption of consumer 
durables and in fixed capital formation––and on an increase in the 
exports component. The increase in domestic demand continued 
to act to reduce the surplus production capacity and pointed to 
inflationary pressures that have till now been offset by other 
forces. This can be seen from the rate of price rises in most of the 
principal industries and inflation derived from prices of domestic 
products (Figure 19) that are not affected by the exchange rate 
or prices abroad. Since the demand side is only one of the 
channels that affect inflation, no analysis of price developments 
in complete unless imported inflation, with its high transmission 
rate to prices, and the costs side, are both taken into account. A 
broad analysis shows that in the period reviewed, in the absence 
of pressure from the labor market, expressed by the stability of 
unit labor cost (Figure 22), the expansion of domestic demand 
together with the rise in the imported inflation component acted 
to moderate the rate of price reductions. Those reductions were 
based on the appreciation of the shekel in some of the period 
reviewed, that was derived in part from the economy’s positive 
fundamentals, headed by the current account surplus. In the period 
reviewed, the effect of changes in the shekel/dollar exchange rate 
on the price level in the domestic market was stronger than that 
of the other transmission mechanisms.

Both components of private consumption––current 
consumption and the consumption of durables––rose rapidly.11 
Private consumption was affected by several forces evident 
since the end of 2006: first, following the Second Lebanon War 
relative calm prevailed on the security front, reflected by a rise 
in the consumer confidence index, among other things. Second, 
the upward trend in the financial markets continued, and they 
held firm despite the political uncertainty, and this served to 
increase private consumption through the wealth effect. Third, 
developments in the labor market, such as the rise in wages, the 
reduction in unemployment, and the increase in the number of 

11  The sharp, 98.2 percent, rise in consumption of durables in the period reviewed 
may be explained by the postponement of car purchases to the beginning of the 
year because of the tax reduction that came into effect then.
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employed persons in full-time jobs, raised the level of employment 
confidence, and these added to the rise in private consumption. 
Fiscal policy (low deficits, tax cuts, etc.) also acted indirectly to 
boost consumption.

Investment data indicate that it was generally assessed that the 
growth trend would persist, and suggest that the economy was 
approaching full utilization of capacity: fixed capital formation 
surged in the first quarter at an annual rate of 24 percent, after 
a short-lived dip in investment at the end of 2006, a rise that 
expressed a sharp increase in investment in the principal 
industries. In contrast, investment in residential housing declined 
by 5 percent, after following an upward trend in 2006. On the 
housing demand side, prices in the most popular areas continued 
to rise, but the main effect on housing prices came from the 
exchange rate; data for the first half of 2007 show that in shekel 
terms the housing price index fell, while in dollar terms it rose.

Similar to the other uses, domestic public consumption was 
markedly higher in the first half of 2007 than in the first half of 
2006, the result of a continued rise in both civilian and defense 
expenditure. The government nonetheless recorded a surplus 
of about NIS 5.6 billion in its economic activity (excluding 
credit) in the period reviewed. The cumulative deviation from 
the beginning of the year from the path consistent with meeting 
the deficit target may be attributed to the faster increase in tax 
revenues. Although expenditure since the beginning of the year 
is about 8.6 percent higher than in the equivalent months in 2006, 
it is still lower than the level appropriate to full performance of 
the budgeted expenses. Based on the latest available indicators, 
the total deficit in 2007 will be between 1 percent and 1.5 percent 
of GDP, significantly below the target set by the government 
of 2.9 percent of GDP. Adherence to fiscal discipline together 
with a tight rein on government borrowing have so far served to 
moderate the pace of price increases. 

The increase in exports in the period reviewed, after a certain 
deceleration in the second half of 2006, resulted from a sharp 
rise in manufacturing exports and an increase in exports of other 
services. Due to the relative calm in the security situation, exports 
of tourist services also grew, but their level in the period reviewed 
remained lower than in the first half of 2006. Exports of low-tech 
industries increased, those of medium-low-tech industries stayed 
relatively stable, and those of high-tech industries fell slightly 
(Figure 23).

National Accounts data show that goods imports (excluding 
defense imports, diamonds and ships) increased by 13.8 percent 
in 2007:Q1, faster than in 2006:Q1. Both the volume of imports 
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and their prices rose in the period reviewed, especially prices of 
raw materials and consumer goods (Figure 24).The direct effect of 
the rise in prices of imported consumer goods and commodities, 
together with the rise in fuel prices, acted to boost the pace of 
price increases.

The effects of economic growth continued to filter down into 
the labor market, with the rate of unemployment dipping by 
0.1 percentage points to 7.7 percent, despite a rise in the rate of 
participation in the labor market (Figures 21 and 25). Although 
the Labour Force Survey for the first quarter of 2007 indicates a 
relatively small drop in the level of unemployment, demand for 
workers rose in both the business and the public sectors. At the 
same time the average nominal wage per employee post in both 
sectors increased by about 3 percent. Wage developments can 
have an indirect effect on inflation, via changes in production 
costs. Nevertheless, the rise in productivity (output per employee 
post) in the period reviewed, together with the rise in the 
nominal wage (2.1 percent since the beginning of the year), 
acted to stabilize unit labor costs, thus preventing upward price 
pressure. New public sector wage agreements may also cause 
wage increases in the private sector in the future, which would 
probably contribute to increases in production costs, and hence, 
to the intensification of inflationary pressures in the economy.

b. The exchange rate and activity in the various segments of  
the foreign exchange markets

At the end of the period reviewed, the exchange rate of the shekel 
against the dollar stood at the same level as at the end of 2006. 
The shekel weakened against the euro by about 2.7 percent over 
the same period. The exchange rate of the shekel against the 
dollar during the period reviewed may be divided into two clear 
trends; a sharp trend of appreciation, which began at the end of 
the first quarter, and which turned into a sharp depreciation trend 
in the second half of May. This trend continued until the end of 
the period reviewed. All of this occurred while there was high 
daily volatility and a considerable increase in trading volumes, 
particularly in the second quarter.

The exchange rate risk, measured by the implied volatility of 
over-the-counter options (Figure 26) was low in the first quarter, 
at around 5.5 percent, compared to 6.5 percent on average 
among currencies in the developed countries and 8.5 percent for 
currencies in the emerging markets. In April there was a sharp 
rise in the implied standard deviation of shekel/dollar options, 
reaching a level of 9 percent in June, while the average for 
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currencies of the developed countries fell to around 6 percent 
and for emerging market currencies to around 8 percent.

 The factors that affected the trade in the shekel/dollar market 
could be split between long-term factors whose effects on the 
market were seen in the preceding period, and those factors that 
acted during the period reviewed, and which affected the relative 
yields of shekel investments compared to foreign currency 
investments or/and the assessment of risk inherent in investments 
in each of these.

Most of the long-term factors generally acted to strengthen the 
shekel. These include: 1) continued rapid growth of the Israeli 
economy which was based to a large extent on growth in exports. 
This, inter alia, against a background of improved world demand 
for high-tech products, particularly in the US; 2) the surplus in 
the current account (Figure 27); 3) continued inflow of long-term 
capital into the economy, albeit at more moderate levels than in 
2006; 4) an improved fiscal situation following a higher-than-
expected increase in tax revenues, and lower spending. As a result 
the government's borrowing requirements greatly contracted and 
the attraction of government bonds rose; 5) an increase in the 
economy's net surplus assets; 6) a drop in Israel's risk premium 
and rising expectation of an upgrade in Israel's credit rating, 
especially after the OECD's invitation to Israel to start talks on 
joining the organization; 7) a trend of a weakening dollar in the 
world's money markets, particularly against currencies of the 
emerging markets, which began in the second half of 2006. This 
trend occurred against a background of an expected slowdown 
in US economic growth, an expectation that the euro zone 
will continue its rapid growth, and continued fast growth and 
investments in most of the emerging markets, as well as the vast 
deficit in the US balance of payments. 

The long-term factors which acted to weaken the shekel were 
mainly: 1) the process of lowering the interest rate by the Bank of 
Israel, which led to the widening of the negative interest rate gap 
with the US Fed; 2) institutional investors' investments abroad as 
part of their long-term strategy to diversify their asset portfolio.

Alongside these long-term factors, short-term factors 
also affected the exchange rate: global factors––short-term 
developments in the financial markets, such as the stock 
exchanges of the emerging markets and the US government bond 
market, and global exchange rates; and domestic factors––mostly 
developments in the geopolitical sphere, such as the interim 
report of the Winograd Committee, the Labor party elections, the 
fear of a flare-up with Syria and the anarchy in the Palestinian 
Authority areas.
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The relative effects of these factors and the changes in them 
during the period reviewed determined the developments and 
trends in the exchange rate. The period reviewed may be split into 
three major periods distinguished by the exchange rate trends, by 
the factors that affected trade and by the nature of activities of the 
various sectors of the economy (Figure 28).

The first period which continued until almost the end of the 
first quarter was characterized by the exchange rate demonstrating 
no clear trend. In January the shekel depreciated slightly against 
the dollar by about 1 percent, mainly influenced by the dollar's 
strengthening worldwide. At the beginning of February the 
trend changed and the dollar weakened globally, and against the 
shekel too. At the end of this period, the exchange rate stood at 
where it was at the beginning. This period was characterized by a 
supply of foreign exchange by nonresidents and households, and 
demand for foreign exchange on the part of the business sector 
and institutional investors.

Nonresidents' activity was concentrated in net investments in 
Israeli shares, both direct and portfolio (Figure 29). On the other 
hand, after an impressive rise in their investments in shekel bonds 
in the last quarter of 2006, against a background of implementing 
the market maker reforms, this trend came to a halt and 
nonresidents even sold a small part of their investments (Figure 
30). The source of this change in trend is apparently the lack of 
security issues in the period reviewed, as well as sales in light of 
the considerable fall in yields. By the end of February, following a 
sharp fall in share prices in the emerging markets which continued 
into the first half of March, nonresidents sold shares on the Tel 
Aviv Stock Exchange, although the amount of sales were more 
moderate than the outflow of capital from the emerging markets 
in general and from the Asian markets in particular. However, 
even after share prices in the emerging markets recovered––and 
reached new record highs––nonresidents did not return to the Tel 
Aviv Stock Exchange in the extent seen at the beginning of the 
year. In addition, households (Figure 31) made net withdrawals 
in this period from mutual funds exposed to foreign currency 
and invested in mutual funds primarily concentrated in Israeli 
corporate bonds. In response to the shocks in the stock markets 
abroad at the end of the period, households increased their 
withdrawals from mutual funds, particularly those specializing in 
China. In contrast, against the background of a widening negative 
interest rate gap, the business sector (Figure 31) bought foreign 
currency in this period, mainly through financial derivatives, 
which are highly sensitive to the interest rate gap. This sector 
also accumulated foreign currency through bank deposits and 
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settling of bank credit. As the business sector bought foreign 
currency, so too did institutional investors (Figure 32) which 
continued to invest abroad as a part of their strategy to diversify 
their long-term assets, and further to the trend of increasing their 
investments there, which characterized 2006. These investments 
slowed down considerably at the end of February, against a 
background of shocks in the foreign markets.

The second period which began at the end of the first quarter 
and continued till mid-May, was characterized by a sharp 
appreciation of the shekel against the dollar, by a total of 6.5 
percent. In this period, the shekel strengthened too against other 
currencies, both of the emerging markets and of developed 
markets. Nonresidents' activity in this period amounted to a net 
sale of foreign currency, both through investing in Israeli shares–
–direct and portfolio––and through instruments more sensitive to 
the interest rate and to the interest rate gap, principally forward 
contracts and government shekel bonds. This was against a 
background of low inflation, both actual and forecast, and the 
Bank of Israel's trend of lowering the interest rate. Institutional 
investors continued to lower the pace of their investments in 
foreign assets. The slowdown in the rate of diversification of 
the asset portfolio––mainly in provident funds and advanced 
training funds––deviated from the long-term strategy of global 
diversification of their asset portfolio, and stemmed partly from 
short-term considerations of asset management, in light of the 
monthly publication of yields and the growing competition 
between funds. As a result, the high rise in prices in the local 
capital market (shares and bonds), as well as relative to markets 
abroad, together with the trend of a strengthening shekel against 
both the dollar and other currencies, caused a slowdown in the 
portfolio diversification. Households continued to make net 
withdrawals from mutual funds exposed to foreign currency, 
together with continued purchase of shekel funds, mainly those 
investing in corporate bonds. In contrast, households bought 
foreign currency directly through accumulating deposits and 
liability documents in foreign currency. During the period, the 
business sector continued to absorb the excess supply of foreign 
currency, whose source was mostly nonresidents, as the shekel 
appreciated. This was mostly though continued settling of credit 
and accumulation of deposits in foreign currency, against a 
background of rising export payments and the contraction of the 
interest rate gap.

In the third period, which began in the second half of May, the 
shekel depreciated sharply by 6.5 percent against the dollar, and 
considerably too against other currencies of both the emerging 
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markets and developed countries. The weakening of the shekel 
in this period is attributed to the rise in the effect of short-term 
factors, which raise the risk of investing in shekel financial assets 
relative to assets in foreign currencies, and to the fact that the 
expected return on shekel assets is insufficient to compensate for 
the increase in risk. This was against a background of a continuing 
reduction in the Bank of Israel interest rate and in light of the 
sharp rises in prices of tradable assets (in both the share and bond 
markets). A low expected yield may also explain why, at this 
particular point of time, the exchange rate was affected by the 
increased risks whose influence in the past was more moderate, 
first of which being the geopolitical risk: the increasing fear of a 
conflict with Syria and rising anarchy in the Palestinian Authority 
in Gaza, in addition to the growing political uncertainty following 
Labor party elections and the possible implications on the whole 
political system. The depreciation of the shekel was also affected 
by the strengthening of the dollar in money markets worldwide 
and rising yields in the US, which accelerated in the first half of 
June.

Nonresidents continued supplying foreign currency through 
their investments in shares, mainly direct, though also in portfolio, 
particularly in the second half of June, in line with investments 
in other emerging markets. In addition, nonresidents were net 
buyers of shekel bonds. However, contrary to their activity in 
the period of appreciation, nonresidents moved to buying foreign 
currency in considerable quantities through instruments more 
sensitive to the interest rate and interest rate gap, mainly futures. 
Institutional investors increased their investments abroad and 
returned to the pace which characterized these investments in the 
first months of the year. They also increased their purchases of 
foreign currency in order to invest in local financial assets such 
as foreign-currency indexed bonds, and financial derivatives. 
Households too increased their purchase of foreign currency, 
mostly in June, through mutual funds exposed to foreign 
currency, alongside continued accumulation of foreign currency 
in deposits. In contrast, the business sector moved to a position 
of net sales of foreign currency in this period.  

c. Major financial developments relating to monetary policy 

Against a background of a low interest rate, the positive 
underlying conditions of the economy and the large supply of 
sources of finance in the world markets created highly favorable 
financing conditions in the local financial markets. The effect of 
structural reforms was also registered, foremost of which was the 
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Table 1
Indicators of Inflation, and Monetary Policy

2006 2007 Total first 
half of 2007Jun Dec Jan Feb Mar Apr May Jun

Inflation environment (percent)
Monthly change in CPI 0.1 0.0 -0.1 -0.3 0.2 0.5 0.0 0.7 1.0
Annually change in CPI 3.5 -0.1 0.1 -0.8 -0.9 -1.3 -1.3 -0.7
Forecasters’ prediction of monthly index -0.1 -0.2 -0.1 -0.3 0.2 0.6 -0.2 0.4 0.6
1-year inflation expectations, derived 
from capital market 1.8 1.2 1.1 1.4 1.3 0.5 0.7 1.8
Forecasters’ 1-year inflation predictions 1.7 1.7 1.7 1.9 2.0 1.7 1.2 1.9
Forward inflation expectations
Short-term expectations (second and 
third year forward) 2.2 1.6 1.8 1.9 1.7 1.4 1.6 2.3
Medium-term expectations (from third to 
sixth year forward) 2.7 2.3 2.5 2.4 2.3 2.3 2.4 2.6
Long-term expectations (from seventh to 
tenth year forward) 2.8 2.4 2.4 2.2 2.0 2.1 2.1 2.1
Interest rates and differentials (percent)
Bank of Israel’s headline interest rate 5.25 5.0 4.5 4.3 4.0 4.0 3.8 3.5
Derived real interest rate 3.54 3.87 3.5 2.9 2.7 3.6 3.2 1.8
Differential between short-term interest 
rate in Israel and US 0.25 -0.25 -0.75 -1.00 -1.25 -1.25 -1.50 -1.75
Forecasters’ prediction of change in 
interest rate next month 0.06 -0.25 0.00 -0.20 -0.06 -0.25 -0.19 0.00
Forecasters’ prediction of interest rate  in 
twelve months 5.8 4.7 4.6 4.4 4.2 3.9 3.7 3.9
Differential between long-term (10-year) 
nominal interest rate in Israel and US 1.33 1.01 0.82 0.62 0.77 0.37 0.13 0.27
Differential between long-term (10-year) 
real interest rate in Israel and US 1.37 1.37 0.99 0.86 1.13 0.99 0.55 0.28
Foreign currency market  (monthly change, percent)
NIS/$ exchange rate -1.7 -0.5 0.8 -1.2 -1.3 -2.3 0.2 5.4 0.7
NIS/euro exchange rate -2.9 -0.7 -0.8 0.7 -0.4 -1.0 -1.1 5.4 2.8
Standard deviation (%) derived from 
NIS/$ options traded on TASE 6.4 5.8 5.9 5.4 5.3 6.2 6.9 7.4
Assets markets (percent)
3-month makam yield 5.7 5.1 4.7 4.6 4.4 4.1 3.8 3.8
1-year makam yield 5.8 5 4.5 4.5 4.4 3.9 3.7 3.9
5-year unindexed bond yield 6.3 5.4 5.2 5.1 5.0 4.7 4.5 5.0
10-year unindexed bond yield 6.5 5.7 5.6 5.4 5.3 5.0 4.8 5.3
20-year unindexed bond yield 5.8 5.8 5.6 5.5 5.3 5.1 5.6
5-year indexed bond yield 3.9 3.6 3.3 3.1 3.2 3.2 2.9 2.7
8-year indexed bond yield 3.9 3.6 3.4 3.2 3.3 3.2 2.9 3.2
30-year indexed bond yield 4 3.6 3.5 3.4 3.4 3.3 3.0 3.2
General share price index (monthly rate  
of change) -9.1 -1.8 5.9 1.4 2.5 6.2 4.3 0.2 20.5
Monetary aggregates (average monthly change, percent)
M1 money supply 1.3 4.6 0.6- 2.0 3.0 1.3 0.4 4.1
M2 money supply 0.5 2.4 2.5 1.6 0.8 2.4 1.0 1.3
Nonbank credit as share of total credit to 
busines sector (percent) 32.6 44.1 44.2 44.7 45.6
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Bachar reform and the market maker reform in the government 
bond market. These factors affected the development of the 
financial markets (as detailed in Table 1) the main points of 
which were: a drop in yields on bonds and makam during most of 
the period reviewed; continued rising trend of local share prices; 
increase trading volumes of shares on and off the exchange, 
and many stock issues by the non-banking private sector. All 
of these obliged the Bank of Israel to constantly monitor the 
process of consolidation in the structure of the financial system, 
as part of managing monetary policy, and in particular against the 
background of relatively low interest rates.

d. Global developments

As a small and open economy, Israel is particularly exposed 
to global economic developments and therefore a broad 
examination is required of pass-through mechanisms from these 
developments to the level of local prices. Changes in the global 
economic environment affect local prices through three major 
channels: global growth, driven by expansion in global trade, has 
an effect through the strength of demand for Israeli products; on 
the import component there is a direct effect through the prices 
of imported goods and commodities and, indirectly, through the 
cost of production, derived from the prices of imported inputs. In 
addition, the local interest rates and exchange rates are influenced 
by the capital movements arising from cross-exchange rates, from 
interest rate paths abroad and from the global risk assessment. 
In light of all these, below are described those global economic 
developments that most prominently affected local prices in the 
period reviewed:
• Following further expansion in global trade (Figure 34) the 

high global growth rate persisted, estimated at 5.4 percent at the 
end of 2006.12 Growth of the US economy, which constitutes 
around 20 percent of global output, slowed, principally due 
to a crisis in the real estate market. (Output data for the first 
quarter point to an annual growth rate of only 1.3 percent). 
However in line with earlier assessments, the slowdown was 
moderate. This was supported by a drop in energy prices at the 
end of 2006, which helped raise private consumption, and an 
increase in public consumption. As with housing investment, 
external trade also made a negative contribution to growth. It 
should be pointed out that in the period reviewed, the effect of 
a slowdown in US economic activity was not seen as having 
a heavy effect on the rest of the world, in particular it did not 

12  According to an estimate of the International Monetary Fund.
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spread to the world financial markets. Nevertheless, a further 
slowdown and possible significant shocks in the US market 
(such as a considerable impact on the credit market) could 
have real implications.

• Growth in the euro zone accelerated, with European output 
growing by 3.3 percent, its highest rate for six years. The heavy 
share of European trade in Israel's total trade was a dominant 
factor in its effect on local prices. This was due to increased 
import prices, as well as the fact that growth in the euro zone 
was export-driven, which in turn led to a revaluation of the 
euro.

• Among the emerging markets, the rapid expansion of the 
Chinese and Indian markets should be pointed out, as their 
combined share of global product (in terms of purchasing 
power) surpassed that of the US at the end of 2006. In other 
areas too, the developing economies enjoyed high commodity 
prices and improved financial conditions. A balance of world 
inflationary pressures was achieved by the supply of relatively 
cheap imports from the emerging markets to the rest of the 
world. 

• Expectations of a rise in inflation that were registered at the 
beginning of 2006 faded away with the drop in energy prices 
since August. Against a background of fading inflationary 
pressures and a process of sustained growth, a rising trend 
has prevailed in the financial markets. Despite short-term 
volatility in February and March and the fear of harm to the 
US credit market, the financial markets remained strong, and 
even registered all-time highs of activity. 

• In the forex markets, the weakening of the dollar worldwide 
stood out, particularly against the euro and the pound sterling. 
The Japanese yen depreciated due to expectations of continued 
low interest rates, and an increase in capital outflow from 
Japan. The US budget deficit rose to 6.5 percent of GDP, though 
the trade deficit (excluding oil) fell by 1 percent following a 
rise in exports. At the same time there was a surplus in the 
current accounts of Japan, China and some of the oil exporting 
countries in the Middle East.

• The central banks faced various challenges in the period 
reviewed. The US Fed followed a policy of no change in 
its interest rate, wishing to achieve a balance between the 
slowdown in growth and the expected rise in inflation. The 
European Central Bank pursued a policy of raising its interest 
rate on the understanding that the process of rapid growth 
could lead to inflation deviating from its target and due to 
claims that the Bank was following too loose a monetary 
policy. The central banks of Japan and the emerging markets 
followed tight monetary policies. 
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III. EXPECTED DEVELOPMENTS IN INFLATION,
       AND PROJECTION FOR NEXT FEW YEARS

a. Real activity and fiscal policy

(i) Real activity

The expansion of real activity in the Israeli economy is expected 
to continue this year at a rate similar to that in 2006. This is 
against a background of relative stability in economic activity 
worldwide and rapid growth in the Israeli economy in the first 
months of the year. The forecast for GDP growth stands at 5.1 
percent while the business-sector product is expected to grow 
slightly less than in 2006, at a rate of 6 percent. The growth of 
the economy is expected to continue in 2008, though the rate 
of expansion is expected to be more moderate than in 2007, a 
rise of 4.3 percent and 5.1 percent respectively for GDP and 
business-sector product. This forecast is based on the following 
assumptions: that the current security situation will continue, that 
the global environment will continue to support the economy's 
rate of growth, and that conditions of external trade will worsen. 
It also assumes that the multiyear tax reduction program will be 
fully implemented, that there will be a small increase in defense 
expenditure (in line with the recommendations of the Brodet 
committee) and that the short-term real interest rate will rise in 
the next two years. The major reasons for the expected slower 
growth in activity in the economy in 2008, according to the Bank 
of Israel's assessments, are the weakening of the cyclical growth 
factors and the strengthening of supply-side constraints.

Concerning the various components that will lead to growth in 
the coming years: exports are expected to grow at a rate similar 
to growth in world trade. Domestic demand is also expected 
to continue growing rapidly, and excess demand derived from 
this may lead to real appreciation and thus to a growing trend in 
imports. As a result the trend of the growing surplus in the current 
account is expected to reverse by 2008. Following the closure of 
the output gap and as the economy nears its full capacity, the rise 
in the investment component is also expected to continue. These 
developments, together with expectations of a continued drop in 
the unemployment rate and developing pressures pushing wages 
up, will act over the next few years to raise inflationary pressures 
in the economy.
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(ii) Fiscal policy

In 2007 the government is expected to stay within its budget 
deficit limit as set by law. Maintaining these targets will support 
the stability of the financial markets and price stability too. 
The expected achievement of meeting the target is based on a 
continued increase in tax revenues in the latter part of the year, 
and government expenditure being about 0.5 percent lower than 
budgeted, as in previous years. In this scenario, the deficit for 
2007 is expected to be close to 1 percent of GDP. Even in a more 
pessimistic scenario, where government income falls, the deficit 
for 2007 is expected to reach no more than 1.5 percent of GDP, 
significantly lower than the deficit ceiling of 2.9 percent. Based 
on recent budgetary decisions, civilian public expenditure for 
2008 is likely to be higher, particularly in social welfare items. 
These, together with the significant increase in wages in the 
public sector (due to the signing of new wage agreements, and 
following the expected rise in the minimum wage at the end of 
2007) are expected to raise public expenditure at such a rate that 
would make it difficult for the government to meet the government 
expenditure growth ceiling of 1.7 percent. It will also require a 
renewed assessment of ways to maintain fiscal discipline.  

b. Expected developments in the foreign exchange market

The inflow of long-term capital and the surplus in the current 
account are expected to continue supporting the shekel. In contrast, 
the negative interest rate gap is expected to support the purchase 
of foreign currency by the business sector and households, 
mainly at low levels of the exchange rate. The negative level of 
the interest rate gap is expected to increase investors' sensitivity 
both to relative changes in the economy's risk––and hence the 
effect of short-term events on it––and to changes in global trends, 
among them the exchange rates.

However Israelis' exposure to financial markets abroad, 
whether directly (households) or indirectly (through institutional 
investors), is likely to moderate the volatility of the exchange 
rate in response to global trends. For example, in the event of 
an outflow of capital from the emerging market economies, the 
effect of a withdrawal of nonresidents' financial investments 
on the exchange rate may be offset by the sale of investments 
abroad by institutional investors and households, as happened in 
February-March of this year and May-June of 2006. Conversely, 
in the event of increasing capital flows to the emerging markets, 
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which would have an impact also on capital inflow into the 
Israeli economy, the effect on the exchange rate may be offset 
by increasing capital outflows by institutional investors and 
households.

The long-term net inflow of capital into the business sector 
(nonresidents' direct investments and investments in shares, minus 
the parallel business sector investments abroad) is expected to be 
positive though slightly lower than it was in 2006. 

In the second half of 2007 the process of increasing 
international diversification by institutional investors of their 
investment portfolios is expected to continue. The scope of 
institutional investors' investments abroad is even expected to 
surpass the level in 2006, due to the expected rise in investments 
of pension funds abroad. The rate of investment abroad in 2007 
will be affected by several processes connected to reforms and 
new regulations in the industry, and by the institutional investors' 
assessments of market yields abroad relative to yields in the 
domestic markets. 

c. Expected global developments

Initial economic indicators for 2007 show that the positive global 
economic momentum is expected to continue. According to the 
projections of the IMF (Table 1) the global economy is expected 
to grow in the next two years by 4.9 percent annually based, like 
the previous year, on the growth in global trade, which is expected 
to reach 7 percent in 2007. The effect of the slowing down of US 
economic growth on the world economy is expected to be offset 
by the rapid expansion in the euro zone, Japan and especially by 
the accelerated growth of the emerging markets. The risks and 
potential forces acting to slow down the process of global growth 
include: a severe slowing down of US economic activity, a rise in 
share price volatility and a considerable increase in risk aversion 
in the world, inflationary pressures deriving from rapid growth, 
which will affect prices of raw materials, uncertainty regarding 
where the major growth prospects lie in the world economy, and 
the increase in protectionism.

Growth in the US is expected to moderate relative to the 
preceding year, and will reach 2.2 percent. This slowdown in 
growth, together with the uncertainty in the mortgage market 
and signs from the nominal indicators of a rise in inflation will 
all affect the Fed's monetary policy. If there is any impact on 
the activity in the US economy through a considerable drop in 
private consumption, which will lead to lower interest rates in the 
US, this will also oblige the monetary decision makers in Israel 
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to respond to the possibility of capital inflows into the economy.
In the euro zone, further to accelerated growth in the last 

quarter of 2006, there are signs of economic activity continuing 
to expand until the end of the year. In the background, the trends 
will continue of higher investment, accelerated exports and an 
improvement in the labor market despite increased tightening of 
both monetary and fiscal policies. According to IMF assessments 
inflation in the euro zone will not deviate this year either from 
its target. However the European Central Bank is expected to 
continue with its policy of raising the interest rate into the second 
half of the year.

The Japanese economy is expected to continue expanding in 
line with the path outlined by the government, which stands at 
a growth rate of 2.5 percent a year until 2011. Despite prices 
pointing to a negative inflation rate over the past 12 months, the 
Bank of Japan is likely to raise its interest rate in the last quarter 
of the year.

In the emerging markets, economic activity remained strong 
this year, aided by high commodity prices and favorable global 
financial conditions. Growth in China and India will continue, 
and their respective rates are expected to reach 10 percent and 
8.4 percent, this year.

d. Assessments of future inflation 

According to all assessments, inflation is expected to return to 
within the target range by the end of 2007. This assumes that 

Table 2
Data and Estimates of Growth and Inflation in Selected 
Countries, 2005–08

2005 2006 2007a 2008a

Growthb US 3.2 3.3 2.2 2.8
Euro zone 1.4 2.6 2.3 2.3
Japan 1.9 2.2 2.3 1.9
Emerging
  markets 7.5 7.9 7.5 7.1

Inflation US 3.4 3.2 1.9 2.5
Euro zone 2.2 2.2 2.0 2.0
Japan -0.6 0.2 0.3 0.8
Emerging
 markets 5.4 5.3 5.4 4.9

a  Forecasts based on IMF assessments.     
b  Annual rate of change of real GDP.     
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the exchange rate of the shekel against the dollar will remain at 
its current level.13 According to assessments of inflation derived 
from the capital market and the Bank of Israel’s Companies 
Survey, inflation over the next 12 months will move close to the 
midpoint of the target, while according to private forecasters and 
the Bank of Israel model,14 it will be close to the upper boundary 
of the range (Table 3).

The capital market and private forecasters expect a moderate 
rise in the Bank of Israel interest rate during the next year of 
about 0.6 percentage points, and a similar rise is derived from 
the Bank of Israel model; according to the private forecasters 
and the model, the shekel/dollar exchange rate is expected to 
remain relatively stable over the next 12 months, while most of 
the companies participating in the Companies Survey expect a 
slight depreciation of the shekel vis-à-vis the dollar during the 
period.15 

According to the Bank of Israel's assessment––assuming 
that the exchange rate remains relatively stable and the surplus 
demand will moderate from 2008 as world import prices 
stabilize––inflation is expected to be at the midpoint of the target 
at the end of the year, while in a year's time it will be closer to 
the upper boundary of the target range, and in 2008 inflation is 
expected to return to the midpoint of the range.

The fan chart16 (Figure 35) allows us to examine the level 
of uncertainty in achieving the inflation target. As the fan chart 
shows, there is a low probability that at the end of the year inflation 
over the past 12 months will be below the lower boundary of 
the target. One year on, the probability of achieving the inflation 
target is about 40 percent, and the chances of overshooting 
the upper boundary are about 50 percent. The probability that 
inflation in 2009 will be within the target range is similar, with the 
risks of missing the target, either above or below, being balanced. 
From here we can deduce that over the next year the interest 
rate will gradually rise (Figure 36), on condition that there are 
no unexpected changes in several variables. For example an 
unexpectedly large rise in domestic demand could lead to far 
steeper rises in the interest rate. Conversely, if the shekel begins 

13   At NIS 4.28 to the dollar.
14  See D. Elkayam, E. Argov, A. Binyamini and A. Rozenshtrom, A Small 

Macroeconomic Model for to Support Inflation Targeting in Israel, Bank of 
Israel, Monetary Department 2006.

15  The companies expect on average that the exchange rate will reach NIS 4.36 to 
the dollar.

16  The fan chart rests on an assumption regarding a particular path, without shocks, 
of variables exogenous to the economy (interest rates abroad, import price 
inflation, global trade deficit etc.). 
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to strengthen again, then the interest rate could be further lowered. 
The fan chart shows a probability of 80 percent that the interest 
rate in a year's time will be higher than its current level.

e. The balance of inflation risks

The assessment of current risks, similar to those that prevailed 
in the previous six-month period, points to a high likelihood of 
an increase in the inflation rate in the next 12 months beyond the 
upper boundary of the target. This is due to several reasons as 
detailed below:

Local factors
The geopolitical risk: A deterioration in the security situation 
against a background of the effect of events in the Palestinian 
Authority possibly spreading to other areas, a possibility of a 
renewal of a flare-up in the north and conflict with Syria, as well 
as increasing uncertainty in the Israeli political system. These 
could have the following implications: 
• In the short term, a rise in Israel's risk premium could 

cause the shekel to weaken against foreign currencies, and 
as a consequence, could cause a rapid rise in prices in the 
economy. 

• A significant protracted rise in government expenditure, 
particularly in defense spending, could jeopardize financial 
stability in the markets and have implications on the price level 
in the economy. 

• Any impact on the demand or supply side of real economic 
activity could be significant, though it is difficult to predict 
the effect on prices; this is because it is impossible to assess 
in advance the relative forces of each. Due to the long-term 
gradual pass-through from real activity to prices, the impact of 
this scenario could persist for a considerable time. 

Table 3
Estimates of Inflation in 2007 and in the Next 12 Months (percent)

Target
Capital 
market

Private 
forecasters

Com-
panies 
Survey Model

2007, average 2 2.7 2.1
Range (1–3) (2.2–3.1)
Next 12 months, average 2 2.7
Range (1–3) 1.9 (2.0–3.3) 1.8 2.9
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Fiscal policy
• A certain impact in the fiscal field, against a background of new 

wage agreements in the public sector and possible leakage to 
the private sector, could boost the inflationary pressures from 
the labor market over the next few years. Breaking the limit 
on government expenditure could impact on the credibility 
of fiscal policy, and bring about a rise in the country's risk, 
harming financial and price stability.

Global factors
• The strengthening of real activity in the US, along with rising 

inflationary pressures there, is likely to act to accelerate the 
policy of raising the interest rate in the US economy, which 
will bring down with it the negative interest rate gap, will help 
to weaken the shekel, and thus put upward pressure on prices 
in Israel.

• A slowdown in global activity and in international trade, 
particularly in demand for technological goods and services 
in the world, could moderate the scope of takeovers of Israeli 
high-tech export-oriented companies and the amount of share 
issues of Israeli companies abroad and could bring a fall in the 
underlying pressure on the shekel to appreciate.

• A rise in the global risk outlook is likely to lead to an accelerated 
outflow of capital from the "risky" markets, including the 
emerging markets, among them Israel. Such a development 
is likely to act to weaken the shekel and so doing push up 
prices.

• There is enormous uncertainty surrounding future developments 
in world oil prices. However the latest assessments point to the 
likelihood of a rise in price, mainly against a background of a 
contraction in world oil production, further to the geopolitical 
tensions in the Middle East. The realization of this scenario 
would push prices up rapidly in the economy.

Against this, a return to a trend of sharp appreciation in the 
exchange rate of the shekel against the dollar and a considerable 
drop in global energy prices could act to restrain prices, and even 
lead to the undershooting of the inflation target.
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Box 1. The Local and Import Components of the Consumer Price Index

The Consumer Price Index (CPI) is comprised of a basket of goods and services that are affected by local 
factors and factors connected to abroad: the exchange rate and import prices. Generally, we can assume 
that non-tradable goods and services are affected mostly by local costs, including wages for labor, while 
tradable goods, which are often imported or import substitutes, are affected by global prices and the 
exchange rate. It is therefore possible, using the appropriate analysis, to divide the change in the CPI 
into those factors that influence it by assessing the effects of the exchange rate and global prices and an 
assumption that all the other changes, including an error of estimation, express domestic influences. 

Several methods of estimating the contribution of local factors on the CPI have been developed at the 
Bank of Israel. One of these is an aggregate method, which estimates the weight of the exchange rate and 
prices abroad in the CPI and deduces that the remaining effect is that of local factors.1 Another method 
is based on a price equation used for the analysis of monetary policy in a framework of monthly interest 
rate decisions.

In this box we present another method of analyzing the contribution of local factors to the consumer 
price index. This method is based on an econometric method which estimates the contribution of local 
prices to changes in the consumer price index by analyzing individually the different items that make 
up the CPI. The analysis is based on research recently carried out at the Bank of Israel,2 which shows 
a division of the price index into 31 components. For each of these components, categorized as either 
tradable or non-tradable, an equation is estimated for the quarterly changes in prices (seasonally adjusted), 
which include the changes in the exchange rate of the dollar and changes in the relevant price to the 
component: a foreign price or wages in the business sector. For example, in estimating the furniture and 
household equipment item, in addition to the change in the exchange rate, the imported furniture price 
index is also included. For non-tradable items, which would have no reference to a relevant world price, 
the wage in the business sector is included. The results of this estimate allow for an assessment of the 
contribution of each factor to each of the CPI items, by substituting the actual change in foreign prices, 
the exchange rate and wages in the estimated equation.

The main results arising from this analysis are that in 2006 and the beginning of 20073 the local 
component contributed to a rise in prices of about 2 percent while the exchange rate contributed a fall 
in prices of around 3 percent. The effect of foreign prices has been relatively stable in recent years, and 
contributes to a general change in the consumer price index of about 0.5 percent.

Table A below shows the division in recent years.4 The change in the components refers to the 
cumulative change in the past four quarters. From the table we can see that in contrast to the stable effect 
of imported prices, the effects of the exchange rate on prices are highly volatile as are the local effects. 

1   For more details see Box 3.2 in the Bank of Israel Annual Report 2006 (p.128). The analysis there refers to the CPI excluding the 
housing, fruit and vegetables, and energy items.

2  Y. Soffer, Exchange-Rate Pass-through to the Consumer Price Index: A Micro Approach, Foreign Exchange Discussion Paper Series, 
February 2006; and Y. Soffer and S. Ribon (2006), A Division of the Price Index into a Foreign and a Local Component: A Micro 
Approach, internal memo, Bank of Israel.

3   As the prices of foreign trade for the second quarter of 2007 had not yet been published, forecasts were used to complete the data 
for this quarter.

4  The contribution of each of the components was calculated relating only to the significant coefficients of the equation. The non-
significant coefficients were taken to zero. 
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In 2006 and in the first half of 2007 the effect of the appreciation of the shekel in moderating prices was 
greater than the opposite effect of the accelerated rate of price increase of the domestic component.

Figure A shows the general change in the consumer price index in the columns, and the curve shows 
the contribution of the change in the local component. The difference is the effect of the exchange rate 
and foreign prices. For example, we can see that in 2002 the effect of depreciation acted to raise prices 
mostly up to the second quarter and after that the appreciation began, which was seen in the drop in the 
CPI particularly in the first half of 2003. Furthermore, we can discern the effect of appreciation on the 
fall in prices in the second half of 2006, while the local component contributed for most of that year to 
a rise in the CPI. 

 The nature of the model that analyzes CPI 
developments by looking at 31 items that make up the 
index allows a separate examination of the developments 
of each of them. An interesting and important component 
is the housing item, which constitutes 21.6 percent of the 
CPI. A change in the exchange rate has a strong effect on 
housing prices, particularly in the short term, despite it 
being a non-tradable item, due to the practice of marking 
rental prices in dollars. In Figure B the columns show 
the changes in the housing item in the last four quarters, 
and the curve represents the contribution of the change 
in the exchange rate. Despite the significant effect of 
the exchange rate, there is no identicalness between the 
total change in housing prices and the contribution of the 
change in the exchange rate. In the past year the fall in 
shekel prices has been more moderate than the change 

Table A: Breakdown of the Changes in CPI into Local and
Foreign Components

Total 
change in 

CPI

Change in 
exchange 

rate

Contribution 
of change in 

exchange rate

Contribution 
of change in 

foreign prices

Contribution of 
change in local 

component 
(the rest)

2000 0.0 -3.1 -1.0 0.4 0.7
2001 1.7 4.3 1.5 -0.3 0.5
2002 6.6 10.0 3.3 0.4 2.9
2003 -2.1 -6.3 -2.0 0.8 -0.9
2004 1.0 -0.9 -0.2 1.2 -0.0
2005 2.5 5.5 1.6 0.8 0.2
2006 -0.2 -8.8 -2.7 0.6 1.9
2007* -0.6 -9.9 -3.4 0.1 2.3
* 2006:Q3-2007:Q2. Prices of foreign trade in the second quarter of 2007 are based on 
forecasts.
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in the exchange rate, and this expresses a positive effect 
of other local factors, as well as the fact that the shekel 
price is not completely coordinated with changes in the 
exchange rate.

Deriving the rate of change in local factors

The model also allows us to derive the change in local 
factor prices over recent periods. This differs from 
the contribution of these factors, shown in Table A, a 
contribution that takes into account the weight of the 
effect (the strength of the pass-through) of changes in 
their prices. In order to estimate the weights of each 
of the factors, we artificially created a shock in the 
exchange rate and a shock in each of the foreign prices at 
a given time, and checked the effect of these shocks on 
the development of prices from that time onward. The cumulative rate of the effect is the weight of the 
component. From our analysis we found that the weight of the change in foreign prices in local terms is 
about 18 percent, and the weight of the additional effect of the exchange rate on the CPI in the items that 
are not directly affected by foreign prices (the housing item, for example) is 15 percent. The rest––about 
67 percent––is the share of local factors. The rate of change in local factor prices is their contribution to 
the CPI, which was calculated previously, divided by the weight. According to this calculation the rate of 
rise in local prices in the first half of 2007 is more than 3 percent, slightly higher than the change during 
2006 (Table B).

Table B: Contribution and Change in Prices of Local 
Factors (over past four quarters)

Contribution of 
the change in 
local factors

Change in the 
prices of local 

factors
Total change 

in the CPI

2000 0.7 1.0 0.0
2001 0.5 0.7 1.7
2002 2.9 4.3 6.6
2003 -0.9 -1.3 -2.1
2004 -0.0 -0.0 1.0
2005 0.2 0.3 2.6
2006 1.9 2.8 -0.2
2007 * 2.3 3.4 -1.1
* 2006:Q3-2007:Q2. Prices of foreign trade in the second quarter of 2007 are 
based on forecasts.
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Appendix Table 1
Changes in Annual Inflation, the Housing Index and the Exchange 
Rate, and the Inter-Month Standard Deviation of the CPI, 
1996 to First Half of 2007

CPI

CPI excluding fruit 
and vegetables, 

clothing and 
footwear

Index of 
housing 
prices

NIS/US$ 
exchange 

rate

Inter-month 
standard deviation 

of the CPI
(1) (2) (3) (4) (5)

(percent change during the period)

(annual data)
1996 10.6 11.2 13.2 5.0 0.5
1997 7.0 7.7 7.5 7.9 0.6
1998 8.6 8.6 8.8 18.2 0.9
1999 1.3 1.5 -0.9 0.4 0.4
2000 0.0 0.2 -2.4 -2.7 0.5
2001 1.4 1.5 5.2 4.8 0.4
2002 6.5 7.1 8.2 9.8 0.7
2003 -1.9 -2.0 -6.7 -6.4 0.4
2004 1.2 1.2 -2.5 -1.2 0.4
2005 2.4 3.1 5.9 6.2 0.5
2006 -0.1 -0.5 -6.1 -8.9 0.5

(semi-annual data)
2005 I 0.5 1.1 0.3 3.3 0.4
2005 II 1.9 2.0 5.5 2.8 0.5
2006 I 1.6 2.5 -2.9 -3.0 0.4
2006 II -1.6 -1.8 -3.8 -6.0 0.4 
2007 I 1.0 1.0 -0.4 -0.4 0.3
a The marked deviation of this figure from the long-term trend is due to the sharp rise in the 
exchange rate in October 1998.       
SOURCE: Based on Central Bureau of Statistics data.     
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Appendix Table 2
Interest Rates in Israel and the US, 1998– June 2007

Central banks’ interest rates
Differential 

between
central banks’
interest rates
(percentage

points)

Yield gap between 
10-year

Israeli and US 
government bondsb

(percentage
points)

Israel US
End of year Interest

ratea

(%)

Change
(percentage

points)

Interest
rate
(%)

Change
(percentage

points)
1998 13.50 4.75 8.75
1999 11.20 -2.30 5.50 0.75 5.70 -3.05
2000 8.20 -3.00 6.50 1.00 1.70 -4.00
2001 5.80 -2.40 1.75 -4.75 4.05 1.60
2002 9.10 3.30 1.25 -0.50 7.85 6.80
2003 5.20 -3.90 1.00 -0.25 4.20 3.00
Monthly data
2004 January 4.80 -0.40 1.00 0.00 3.80 2.87

February 4.50 -0.30 1.00 0.00 3.50 3.31
March 4.30 -0.20 1.00 0.00 3.30 3.56
April 4.10 -0.20 1.00 0.00 3.10 3.33
May 4.10 0.00 1.00 0.00 3.10 3.18
June 4.10 0.00 1.00 0.00 3.10 3.08
July 4.10 0.00 1.25 0.25 2.85 3.30
August 4.10 0.00 1.50 0.25 2.60 3.68
September 4.10 0.00 1.75 0.25 2.35 3.59
October 4.10 0.00 1.75 0.00 2.35 3.51
November 4.10 0.00 2.00 0.25 2.10 3.23
December 3.90 -0.20 2.25 0.25 1.65 3.02

2005 January 3.70 -0.20 2.25 0.00 1.45 2.73
February 3.50 -0.20 2.25 0.00 1.25 2.50
March 3.50 0.00 2.50 0.25 1.00 2.10
April 3.50 0.00 2.75 0.25 0.75 2.27
May 3.50 0.00 3.00 0.25 0.50 2.11
June 3.50 0.00 3.00 0.00 0.50 2.24
July 3.50 0.00 3.25 0.25 0.25 2.10
August 3.50 0.00 3.50 0.25 0.00 1.89
September 3.50 0.00 3.75 0.25 -0.25 1.83
October 3.75 0.25 3.75 0.00 0.00 1.65
November 4.00 0.25 4.00 0.25 0.00 1.82
December 4.50 0.50 4.25 0.25 0.25 1.79

2006 January 4.50 0.00 4.25 0.00 0.25 1.77
February 4.75 0.25 4.50 0.25 0.25 1.90
March 4.75 0.00 4.50 0.00 0.25 1.82
April 5.00 0.25 4.75 0.25 0.25 1.60
May 5.25 0.25 5.00 0.25 0.25 1.39
June 5.25 0.00 5.00 0.00 0.25 1.41
July 5.25 0.00 5.25 0.00 0.00 1.44
August 5.50 0.25 5.25 0.00 0.25 1.55
September 5.50 0.00 5.25 0.00 0.25 1.74
October 5.50 0.00 5.25 0.00 0.25 1.38
November 5.25 -0.25 5.25 0.00 0.00 1.28
December 5.00 -0.25 5.25 0.00 -0.25 1.10

2007 January 4.50 -0.50 5.25 0.00 -0.75 0.83
February 4.25 -0.25 5.25 0.00 -1.00 0.63
March 4.00 -0.25 5.25 0.00 -1.25 0.77
April 4.00 0.00 5.25 0.00 -1.25 0.38
May 3.75 -0.25 5.25 0.00 -1.50 0.14
June 3.50 -0.25 5.25 0.00 -1.75 0.28

a The rate of interest set in the previous month’s monetary program for the month indicated in the table.
b The yield spread between the yields on 10-year unindexed government bonds and the yields on US government bonds for the same 
term.
SOURCE: Bank of Israel.
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Appendix Table 3
The Bank of Israel Nominal and Real Rates of Interest, and the Yield on Makam and on CPI-ndexed 
and Unindexed Government Bonds

(monthly average, percent)
Bank of Israel interest rate Yield on 

12-month 
unindexed

Makam

Yield on CPI-
indexed 10-year 

bonds

Yield on 10-year
unindexed on 10-

year bondsHeadlinea Effectiveb Realc

2002 December 9.1 9.6 7.2 8.3 5.7 10.9
2003 December 5.2 5.4 4.6 4.9 4.1 7.0
2004 January 4.9 5.0 4.1 4.7 4.0 7.0

February 4.6 4.7 3.5 4.8 4.1 7.4
March 4.4 4.5 3.3 4.7 4.2 7.4
April 4.2 4.3 2.7 4.8 4.3 7.6
May 4.2 4.3 2.3 5.2 4.4 7.9
June 4.2 4.3 2.5 5.0 4.3 7.8
July 4.2 4.3 2.7 4.9 4.3 7.8
August 4.2 4.3 2.4 4.8 4.3 7.9
September 4.2 4.3 2.3 4.7 4.2 7.7
October 4.2 4.3 2.2 4.8 4.2 7.6
November 4.1 4.2 2.3 4.7 4.2 7.4
December 4.0 4.1 2.7 4.3 4.1 7.2

2005 January 3.7 3.9 2.3 4.2 4.0 6.9
February 3.6 3.7 1.6 4.2 3.8 6.7
March 3.6 3.7 1.4 4.1 3.7 6.6
April 3.6 3.7 1.6 4.1 3.8 6.6
May 3.6 3.7 2.0 4.0 3.6 6.2
June 3.6 3.7 1.8 4.0 3.7 6.2
July 3.6 3.6 1.5 4.2 3.6 6.3
August 3.6 3.6 1.5 4.2 3.5 6.1
September 3.6 3.6 1.1 4.3 3.3 6.0
October 3.9 3.9 1.5 4.6 3.3 6.1
November 4.1 4.1 1.9 5.0 3.6 6.3
December 4.6 4.6 2.8 5.2 3.7 6.2

2006 January 4.7 4.7 2.7 5.2 3.6 6.2
February 4.9 4.9 2.6 5.5 3.7 6.5
March 4.9 4.9 2.8 5.6 3.8 6.5
April 5.2 5.2 3.2 5.7 3.8 6.6
May 5.4 5.4 3.3 5.8 3.8 6.5
June 5.4 5.4 3.5 5.8 3.9 6.5
July 5.4 5.4 3.6 5.8 3.9 6.5
August 5.7 5.7 3.7 5.8 3.9 6.4
September 5.7 5.7 3.7 5.8 3.9 6.4
October 5.6 5.6 4.2 5.3 3.8 6.1
November 5.4 5.4 3.8 5.1 3.6 5.9
December 5.1 5.1 3.9 5.0 3.6 5.7

2007 January 4.6 4.6 3.5 4.5 3.4 5.6
February 4.3 4.4 2.9 4.5 3.2 5.4
March 4.1 4.1 2.7 4.4 3.3 5.3
April 4.0 4.1 3.6 3.9 3.2 5.1
May 3.8 3.8 3.1 3.7 2.9 4.9
June 3.6 3.6 1.8 3.9 3.0 5.4

a Announced interest rate in simple annual terms (excluding compound interest).
b Calculated as the daily compound interest rate, based on the interbank rate.
c The real rate of interest is the effective rate of interest less inflation expectations derived from the capital market.
SOURCE: Bank of Israel.
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Appendix Table 4
The Differential between Yield on Makam and Government Bonds and the Bank of Israel Interest Rate

(percentage points)

 

Differential between 
yield on 12-month Makam 
and the effective Bank  of 

Israel interest rate

Differential between the yield
on unindexed 10-year bonds 

and the effective Bank of Israel 
interest rate

Differential between the 
yield on CPI-indexed 
10-year bonds and the 

Bank of Israel real 
interest ate

2002 December -1.7 1.2 -1.5
2003 December -0.5 1.7 -0.5
2004 January -0.3 2.0 -0.1

February 0.2 2.7 0.6
March 0.2 2.8 0.9
April 0.6 3.4 1.7
May 0.9 3.6 2.1
June 0.7 3.5 1.8
July 0.6 3.5 1.6
August 0.5 3.7 2.0
September 0.5 3.4 2.0
October 0.5 3.3 2.0
November 0.4 3.2 1.9
December 0.2 3.2 1.5

2005 January 0.4 3.1 1.7
February 0.5 3.0 2.2
March 0.4 2.9 2.3
April 0.5 2.9 2.1
May 0.3 2.6 1.7
June 0.3 2.6 1.9
July 0.6 2.7 2.2
August 0.7 2.6 2.0
September 0.7 2.4 2.2
October 0.8 2.2 1.8
November 0.9 2.3 1.7
December 0.6 1.6 0.9

2006 January 0.6 1.5 0.8
February 0.7 1.6 1.1
March 0.8 1.6 1.1
April 0.6 1.4 0.6
May 0.4 1.1 0.5
June 0.4 1.1 0.4
July 0.4 1.1 0.3
August 0.2 0.8 0.2
September 0.1 0.8 0.2
October -0.3 0.5 -0.4
November -0.3 0.5 -0.2
December -0.1 0.6 -0.3

2007 January -0.1 0.9 -0.1
February 0.1 1.0 0.3
March 0.3 1.2 0.6
April -0.1 1.0 -0.3
May -0.2 1.0 -0.2
June 0.3 1.8 1.2

SOURCE: Bank of Israel.
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Appendix Table 5
Expected Inflation, 2001 to  June 2007

Expectations derived from the capital market

For first 
yeara

For second 
yearb

For third year and 
beyond

Average of 12-
month inflation 

forecastsc

2001    December 0.6 1.3 2.5 1.6

2002    December 2.2 3.8 5.3 2.0
2003    December 0.7 1.7 3.2 1.6
2004    January 0.9 2.1 3.3 1.5
            February 1.1 2.5 3.5 1.7
            March 1.2 2.8 3.4 1.7
            April 1.6 3.0 3.6 2.1
            May 2.0 3.1 3.7 2.6
            June 1.8 2.6 3.7 2.3
            July 1.5 2.2 3.8 2.0
            August 1.9 2.6 3.9 2.4
            September 2.0 2.3 3.7 2.5
            October 2.0 2.5 3.6 2.4
            November 1.9 2.0 3.4 2.2
            December 1.4 1.9 3.5 2.0
2005    January 1.6 2.0 3.3 2.0
            February 2.0 2.4 3.1 2.2
            March 2.2 2.4 3.1 2.1
            April 2.0 2.0 3.1 2.1
            May 1.7 1.9 3.0 2.2
            June 1.9 2.2 2.9 2.0
            July 2.1 2.3 2.9 2.3
            August 2.1 2.4 2.9 2.1
            September 2.5 2.6 2.9 2.0
            October 2.4 2.5 3.0 2.2
            November 2.1 2.5 2.8 2.2
            December 1.7 2.1 2.6 1.9
2006    January 1.9 2.2 2.7 1.7
            February 2.2 2.4 2.7 2.1
            March 2.1 2.5 2.7 2.2
            April 1.9 2.3 2.7 2.2
            May 2.0 2.1 2.7 1.9
            June 1.8 2.1 2.6 1.8

July 1.8 2.0 2.7 2.0
August 1.9 2.0 2.6 2.1
September 1.9 2.0 2.5 2.0
October 1.4 1.5 2.5 1.4
November 1.5 1.7 2.3 1.7
December 1.2 1.6 2.1 1.7

2007 January 1.1 1.3 2.3 1.7
February 1.4 1.6 2.2 1.9
March 1.3 1.7 2.0 2.0
April 0.5 1.1 2.1 1.7
May 0.7 1.3 2.2 1.2
June 1.8 2.2 2.4 1.9

a Twelve-month inflation expectations.
b Calculated from yields on Shahar and Galil or Sagi bonds with equivalent terms. 
c Average of inflation forecasts of commercial banks and economic consultancy firms that publish their forecasts on a regular 
basis.
SOURCE: Bank of Israel.
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