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Economic activity in the first

half of 2008

General overview

The Israeli economy is continuing its upward
trend, albeit at a much more moderate pace
than that registered during the 2004-2007
period. The more moderate growth rate
reflects the beginning of the direct and
indirect effects of the slowdown in activity in
the global economy.

The exchange rate of the shekel, primarily
vis-a-vis the US dollar, continues to be volatile,
and since the beginning of the year the shekel
has strengthened. The strengthening of the
shekel was prominent against the dollar,
primarily against the backdrop of the
weakness of the US currency versus the other
main currencies around the world.

Inflation in the first half of 2008 amounted to
2.3%; however, in the 12 months ending June
2008 prices increased 4.8%, which is well
above the upper border of the price stability
target range (1-3%). Despite this, the Bank
of Israel (Bol) cut its interest rate in March
and April by a cumulative rate of 1% to 3.25%,
due to concerns that the impact of the global
crisis will have a negative effect on the Isragli
economy. In June, July and August the Bol
backtracked and hiked its interest rate by 75
basis points to 4.0%.

GDP forecasts for the Israeli
economy

Israel's GDP is expected to grow 4.0-4.5% in
2008. A large part of this expansion stems
from the technical "year-end overflow effect”
from 2007 and inertia throughout the first

quarter of 2008. The negative effects of the
slowdown in global economic growth are
expected to be felt in the Israeli economy
more significantly throughout the second half
of 2008 and during 2009. Additional
economic factors that are expected to
influence growth in the Israeli economy in
the coming year include the impact of the
real appreciation in the shekel and also the
possibility that monetary policy will be less
expansionary than is the case today.

We estimate Israel's economy will grow 2.7%
in 2009, or perhaps even less than that. This
rate of growth, although it by no means
implies a recession, will not be enough to
maintain the downward trend in Israel's
unemployment rate, which is expected to
increase from a rate of 6.3% in the beginning
of 2008 to an average of 7% in 2009.

When trying to determine the impact of state
of the US economy on that of Israel, it is
important to note that an analysis of economic
trends in the US shows that the economic
slowdown there is most evident in the area
of residential construction and in other areas
directly related to the household sector there.
However, in two important areas of the US
economy no significant slowdown has been
evident to this point. The first area among
the two is that of export. Net exports (US
exports minus its imports) from the US have
turned into a factor contributing to GDP
growth there, to such a degree that for now
they have offset the decline in GDP stemming
from the reduction in residential construction
caused by the crisis in that sector. The export
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Main Macroeconomic Variables

Annual Rates of Change, Real Terms

2005 2006 2007 2008-Leumi 2009 - Leumi
forecast forecast
GDP 5.3% 5.2% 5.3% 4.3% 2.7%
Gross product of the business sector 6.5% 6.5% 6.1% 5.3% 3.1%
Private consumption 4.0% 4.5% 6.6% 5.4% 4.6%
Public consumption 2.9% 2.3% 2.6% 1.6% 1.6%
Investment in fixed assets 2.3% 10.1% 14.2% 6.1% 5.5%
Exports of goods and services 4.3% 5.9% 8.4% 4.7% 1.7%
Imports of goods and services 3.5% 3.3% 12.3% 4.1% 3.6%
Percentage of GDP
Current account surplus (+)/deficit(-) 3.3% 6.0% 3.2% 0.5% 0.6%
Government budget surplus (+)/deficit(-) ~ -2.0% 0.8% 0.0% -1.6% -1.6%
Government debt 93.5% 84.5% 78.5% 75.4% 75.1%
Annual Average
Rate of unemployment 9.0% 8.4% 7.4% 6.2% 7.0%
Billions of US$
Foreign direct investment inflows (+) 48 143 9.7 8.6
Foreign direct investment outflows(-) 2.9 -14.9 -6.8 4.7
Net FDI inflows (+) / outflows(-) 19 0.6 2.8 3.8
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of goods from the US is heavily comprised of
medium- and high-technology products. The
export of goods from Israel to the US also
includes a dominant proportion of products
that are medium- and high-tech intensive,
such as machinery, electrical equipment, high-
tech equipment, aviation equipment,
pharmaceuticals, and various medical
equipment. Therefore, it appears the
expansion of US exports may actually lead to
an increase in demand for Israeli industrial
goods, which act as inputs in the manufacture
of US export products.

Furthermore, except for diamonds and
jewelry, Israeli exports to the US do not include
a significant proportion of private
consumption goods and/or construction
inputs. Thus, it seems as though the direct

exposure of Israel's industrial sectors to the
sectors driving the economic slowdown in
the US is minimal compared to what the
situation was like in previous economic crises
there, such as what happened at the
beginning of the decade with the crash of
the US high-tech markets.

The second area of the US economy that is
showing strong resilience is that of investment
in machinery, equipment, and software. Over
the course of the last year, US firms increased
their investment in these items. It is possible
that this expansion, despite the deterioration
in other areas of activity, stems from the fact
that the US did not suffer from overinvestment
in these areas in the period preceding the
breakout of the current economic crisis. In
the absence of overinvestment, it is possible




that a severe slowdown, such as that which
characterized this area of investment in
previous periods of economic recession in the
US, can be avoided. In the event that this
indeed occurs, then in light of the dominant
proportion of Israeli exports to the US that is
comprised of machinery, equipment, and
software, it is possible that the characteristics
of the current economic slowdown in the US
will lead to a situation in which the damage
to the Israeli economy will be only moderate,
unlike the case for example starting in 2000,
with only a moderate slowdown in the rate of
growth and without the Israeli economy sliding
into recession.

We feel the following Israeli economic sectors
stand out in their exposure to external shocks
(global recession, commodities prices, the
exchange rate of the shekel, etc.): diamonds
and jewelry; real estate development (focusing
on the US and England); and textiles. Sectors
with only a moderate degree of exposure
include: investment in Israeli high-tech
companies; tourism (which is also exposed to
possible shocks in the security situation); and
rubber and plastics. Sectors that positively
stand out in the current conditions include:
chemical product exports due to pricing trends
in the sector; residential construction in lsrael
due to the shortage of available supply; and
pharmaceutical exports due to the uniqueness
of Israeli products and their relatively low
correlation to the business cycle.

The state budget and financing

The surplus in the state budget (excluding
net credit granted) amounted to
approximately to NIS 2.7bn during the first
half of 2008. As a reminder, the approved
budget framework calls for a deficit of NIS
11.5bn for all of 2008 (1.6% of GDP).
Expenditures by the government ministries in
the January-June 2008 period indicate an
increase of 4.6% compared to expenditures

in the same period in the preceding year.
Regarding tax revenues, since the beginning
of the year there has been a surplus in
collections of more than NIS 1bn relative to
the revenue estimates appearing in the
approved budget plan.

We estimate 2008 will end with a budget
deficit in line with the target of 1.6% of GDP,
as a result, a continued declined in Israel's
debt/GDP ratio is also expected. However,
the relatively slow rate of GDP growth
expected in 2009, together with its
implications on tax revenues, represent a
significant challenge to the country's
economic policy makers regarding just how
to continue and maintain the positive trends
seen in the economy in recent years.

Foreign trade, capital movements,
and the exchange rate

In the first six months of the year Israel's trade
deficit amounted to US$6.5bn, compared to
US$3.4bn in the same period last year. A
large portion of this increase stems from the
rise in energy prices that led to an increase
of US$2.90n in the import of energy products.
Following an upward correction in second
quarter data, exports registered a 4.1%
increase in US dollar terms compared to the
first quarter, continuing an expansionary trend
that has been going on for a long period.
However, it is important to remember that
the presentation of data in dollar terms
incorporates both the change in export prices
and also the impact of the exchange rate
between the dollar and the rest of the export
trading currencies of Israel. During the current
period in which there are sharp changes in
the exchange rate of the dollar, alongside the
dollar's significant weakness against many
currencies around the world, the presentation
of these data could be different, even
significantly so, from a presentation of exports
in quantitative terms (volume).
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In the first quarter of 2008 the surplus in the
current account of Israel's balance of
payments equaled US$1.1bn, compared to
a US$1.5bn surplus in the same quarter of
last year. The main explanation for this decline
is the increase in the dollar value of fuel
imports, in the amount of approximately
US$1.5bn, due to the rise in global prices.
The increase in import expenditures was only
partly offset by a US$0.90n increase in Israel's
services account surplus, which stemmed
from, among other things, an increase in the
export of R&D services. In recent quarters
there has been a slight improving trend in
the current account.

We estimate that despite the expected
deterioration in all of 2008 compared to
previous years, Israel's current account will
remain in surplus, equaling approximately
0.5% of GDP. Maintaining the surplus in the
current account coincides with the continued
increase in Israel's surplus of assets over

NIS /USD NIS exchange rate vis-a-vis the USD and the EURO
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Since the start of the global financial turmoil, the NIS has appreciated
significantly against Israel major trading partners, the US and the EU. The
strengthening of the Israeli currency coupled with the global slowdown are

the main contributors to our lower export forecast in the years 2008-9.

liabilities in overseas debt instruments. Thus,
Israel's net negative external debt amounted
to US$42.8bn at the end of March 2008,
compared to a surplus of US$41bn at the end
of 2007. Such factors continue to provide
basic support for the shekel, especially during
these days of financial instability around the
world.

Foreign direct investment in Israel amounted
to US$4.3bn in the first six months of 2008,
compared to US$2.3bn in direct investment
overseas by Israelis in the same period. These
data indicate a certain slowdown in the rate
of capital inflows and outflows that are long-
term in nature, compared to the levels seen
in the 2006 2007 period, possibly as a result
of the global financial crisis. Even so, in net
terms, direct capital inflows minus capital
outflows by Israelis maintained a relatively
high level that was able to support the shekel.

In addition, net financial capital flows into
Israel have been rising, as a result of Israelis
returning investment capital to lsrael from
overseas, as well as increased investment in
Israel by foreigners in stocks and bonds on
the Tel Aviv Stock Exchange (TASE). The
amount of incoming capital flows to Israel
(net) within the private non-banking segment
in 2008 remain high. Against this backdrop,
it is not so surprising that the shekel
strengthened from a level of NIS 3.85: US$1
at the beginning of 2008, to NIS 3.35:US$1 in
mid-2008.

On July 10th The Bank of Israel boosted its
daily FX purchases from US$25m per day to
a daily average of US$100m. The Bol has
stated that it plans to increase Israel's foreign
exchange reserves to US$35-40bn. However,
it appears that the main motivation behind
the Bank's actions are of short term nature
and are aimed at moderating the appreciation

of shekel .
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/Food prices in Israel have risen more rapidly than most in most OECD countries \

Part of the explanation for the divergence in the rise in prices for the different socio-economic groups is
the unique weighting given to the various consumption items within the basket of consumer goods for
each socio-economic group. Thus for example, food prices (excluding fruits and vegetables) rose in the
year ending June 2008 by 16.0% for the lower quintile of the population, while for the upper quintile the
increase was only 11.7%. The food component in the general index, which increased in the year ending
June 2008 by 13.4% and accounted for approximately one-third of the rise in the index, reflects as already
known sharp price increases in the prices of raw materials and energy around the world and the expansion
of global demand for certain commodities, which affected prices in Israel and in countries all over the
world that import these commodities.
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We conducted a comparative analysis that shows it is possible that food prices in Israel rose by more than
what should have been demanded by the rise in global prices. The rise in food prices as measured in
the CPls of various member countries of the OECD can be seen in the international comparison presented
in the accompanying Chart. The data, which end in June 2008, indicate that Israel is one of the countries
in which there was an especially high increase in food prices, above the average and the median of the
other countries in the comparison. Among Western countries, only Ireland showed a higher rise in food
prices. Therefore, it is quite possible that part of the rise in prices stems from the ability to raise prices
that will be absorbed by the consumers, against the backdrop of the positive state of the Israeli economy
and the strength of the demand from households.
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..yet inflation in Israel is similar to the average seen in the OECD countries

When looking at the recent inflation environment in Israel, it has indeed been above the price stability
target range. Actual inflation is significantly above the target, while inflation expectations are currently
along the upper border of the target range. Regarding this point, it is interesting that in comparison to
OECD countries inflation in Israel is similar to the average and the median of these countries. In other
words in terms of the general index, Israel is not yet exceptional with an inflation environment above 3%
(it can be seen in the accompanying Chart that in most countries the rate of price increases is above 3%),
which is considered in most countries, in particular those that have a defined inflation target, as the upper
border of the target.
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We expect that in the coming year inflation in Israel will continue to deviate from the price stability target
(as a reminder, Israel's price stability target is not on a calendar basis but instead on a trailing 12-months
basis) and in 2009 inflation is expected to actually be below the middle of the target range, assuming the
appropriate policy measures are taken.
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The stock market experience has shown that periods of rising
interest rates are not so good for the lsraeli

economy. And finally, the storm affecting
global markets is showing few signs of
abating. As long as this volatility continues,
it will likely negatively impact the degree to
which the Israeli market will be able to
continue to attract large scale financial
investments.

There was a positive trend in trading on the
Tel Aviv Stock Exchange (TASE) from mid-
March 2008 through June. However, despite
the recovery, the TA-25 index still registered
a cumulative decline of close to 10% during
the first half of 2008. The indices of smaller
cap shares and of technology companies
registered even sharper cumulative declines
during the same period. To illustrate, the
TA-75 index of second tier stocks fell 30%
in the first half of 2008, and the Tel-tech 15
index of technology shares declined 35%.

From a macro-economic standpoint, the
selective activity of foreign investors can be Tel Aviv Stock Exchange price indices in shekel terms, Weekly averages
seen as one of the factors explaining the | 1400
large gap between the performance of the
TA-25 index and that of the other stock | i

indices. Indeed, throughout the first five | 1000

months of 2008 foreign investors purchased |, llaZ” A\,

stocks on the TASE in the net amount \'/-\/\\,
(acquisitions minus sales) of US$1.6bn; 600

however, their purchases focused only on a 400
narrow list of stocks included in the TA-25

. . . 200
index. For this reason, the strong interest
displayed by foreign investors ignored the s B s s B
. . &) S < A A N A S N S S )
Iong||stofother|srae||sftocksandthusthere ST & & & S S P& E
were strong differences in the performances
—_— TA-T5 — TA-25

of the different indices. In our opinion, the

sectors that received the most attention by The TA25 stock price index, which includes the 25 large cap corporations,
the foreign investors included chemicals registered a relative smaller decline in face of the financial turmoil than that

. . of the TA75 index, which includes the following 75 large cap corporations.
investment companies, the banks, plus trade . . . . . .

dseni However, it was mainly due to higher price of Kalium, a major produce of
ana services.

two of the 25 large cap corporations (i.e. ICL Group and Israel Corp.).
Looking forward, the TASE will have to deal

with a list of macro-economic factors that
are less favorable than those seen in the
past. Firstly, the rate of growth of the
economy, while it has been impressive until
now, is expected to moderate throughout
the coming year and in 2009. In addition,
the interest rate of the Bank of Israel (Bol)
has again started to increase, and past




Economic and Financial Indicators of Israel

Last three months

updated  compared to the  compared to the
to: previous period* corresponding period* 2007 2006 2005

ECONOMIC ACTIVITY real percent change
Industrial output May 34 103 50 3.6 3.8
Revenue of trade and services sectors May 0.7 3.9 9.0 6.1 7.4
State of the economy index June 0.9 74 8.3 38 48
ECONOMIC SECTORS real percent change
High-technology industrial output May 47 14.5 5.1 6.1 6.7
Sales of new dwellings in private construction June -10.2 -184 48 1.1 2.8
Hotel person nights June 1.3 45 7.0 1.5 12.2
of which: tourists June 8.7 31.0 22.1 44.2 452
FOREIGN TRADE percent change (current US$ prices)
Export of goods (ex. ships, aircrafts and diamonds) June 4.1 24.0 18.5 14.4 7.4
of which: manufacturing (ex. diamonds) June 48 25.4 18.2 14.9 7.2
agricultural June -13.5 -11.9 305 05 12.9
Import of goods (ex. ships, aircrafts and diamonds) June 44 29.2 20.6 9.2 1.7
of which: raw materials (ex. diamonds and fuels) June 6.1 18.2 17.1 95 49
investment goods (ex. ships and aircrafts) June 1.0 304 23.8 6.2 48
consumption goods June -5.7 20.9 29.1 10.6 6.9
LABOR MARKET real percent change
Employee posts - Israeli workers May -0.1 3.3 4.2 49 3.2
Average wage per Israeli employee May 12 0.8 18 0.9 13
Last 3 The corresponding
months** period** 2007 2006 2005
GOVERNMENT BUDGET percentage of GDP
Total revenues and grants July 36.6 394 34.3 37.5 341
Total expenditure and credit allocated July 384 38.8 33.8 37.9 35.5
Deficit (-) / Surplus (+) July 1.5 0.6 0.4 0.5 14
of which: deficit () / surplus (+) ex. credit (net) July 2.4 0.0 0.1 -1.0 -1.9
Domestic borrowing (net) July 50 -11.0 -0.7 0.8 0.4
Loans from abroad (net) July -1.0 2.1 -1.0 0.4 1.0
Last 3 months Last12months 2007 2006 2005
PRICES, EXCHANGE RATES AND TOTAL YIELD INDICES percent change (end of period)
Consumer price index July 1.9 48 34 0.1 24
Wholesale price index of manufacturing output July 6.0 14.5 1.4 2.1 5.2
Price index of input in residential building July 4.3 6.0 3.1 59 59
NIS/US$ exchange rate July 1.7 -19.5 1.7 -8.2 6.8
NIS/EURO exchange rate July 2.8 -1.9 17 2.2 -1.3
NIS/trade-weighted exchange rate July -39.2 -48.3 0.0 -5.3 1.7
Tel-Aviv 100 index July -5.6 -12.8 263 12.0 294
Tel-Aviv 25 index July -4.8 -6.4 32.3 12.5 333
Tel-Tech index July -5.8 -46.9 -2.3 2.3 4.8
The last month The corresponding month
INTEREST RATES average of the last month (%)
Bank of Israel interest rate August 4.00 3.75 4.00 500 450
Non-linked treasury bill ("MAKAM")- Tyr yield to maturity July 4.49 420 4.6 50 5.2
Non-linked government bond ("SHACHAR") - 10yrs real yield to maturity  July 6.20 5.71 6.0 5.7 6.2
CPl-linked government bond ("GALIL") - 10yrs real yield to maturity - July 3.02 3.27 35 3.6 3.7
Federal Reserve rate August 2.00 5.25 450 525 425

* Seasonally adjusted. ** As % of GDP (estimate)
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Credit to the Household Sector:
[srael in an International Comparison

Overview

Credit granted to Israel's household sector,
which is provided almost completely by
banks, increased 7.5% in nominal shekel
terms in 2007. We note that 60% of credit
granted in this sector is for housing, which
saw a certain recovery this year, increasing
6.6% after a freeze in activity in preceding
years. However, the proportion of credit
granted for housing out of total credit
granted continued to decline while the
proportion of consumer credit increased.
Consumer credit, including credit cards,
increased in 2007 by an annualized average
of almost 10%.

In this article we analyze credit granted to
households in recent years. The analysis
involves a number of countries, including
countries in the European Union (EU),
England, the US, emerging market countries,
and Israel. Alongside the rates of increase
of consumer credit and mortgages, we also
analyze the amount of credit in relation to
GDP in the same countries, in order to clearly
determine if the level of credit in Israel is
considered high or low in an international
comparison. Among the emerging markets
we also present data on credit granted to
the business sector.

Findings

In recent years the rate of increase of
consumer credit (total credit granted to
households, excluding mortgages) in EU
countries has ranged between 3-5% per year,
in nominal euro terms, while since the end
of 2005 there has been a notable slowing
trend in the rate of increase. This trend
slightly moderated in 2007. At the start of
2008, despite the financial crisis, there was
no slowdown in consumer credit, instead
there was a certain slowdown in the rate of
mortgage credit, in particular in countries
in which this credit expanded at a particularly
fast pace.

In order to more fully understand the current
state of the credit market in Europe, we
reviewed the loan survey! conducted among
European banks that was published in May
2008. Within the framework of this survey
the European banks reported on their activity
in the first quarter of 2008 and noted there
was a clear on-going trend on the part of
banks to tighten the conditions for granting
credit. The main reasons for this include:
expectations for a continued slowdown in
economic activity, and the state of the
housing market as a result of the sub-prime
crisis. The survey also showed that in the

LThe loan survey of banks in the euro zone is conducted by the European Central Bank and is
published quarterly. The survey involved 113 representative banks that were chosen from the
euro zone. The survey, which is qualitative and not quantitative, asked 17 questions regarding
credit (tightening/loosening loan approvals, loan conditions, etc.) at the banks participating in
the survey in the last quarter, and what their expectation are for the coming quarter.
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first quarter of 2008 there began a sharp
decline in demand for housing credit by
households. This decline reflects the
slowdown in the housing market and the fall
in consumer confidence levels. This trend
is expected to moderate in the second
quarter of 2008.

In contrast to the countries in the EU, in the
US there was an upward trend in the granting
of consumer credit since the beginning of
2006. Beginning in mid-2007 (after the
breakout of the sub-prime crisis) there began
a significant decline in the growth rate of
consumer credit, although there was still an
annualized growth rate of over 5%.

In order to analyze the situation in the US,
we looked at the loan survey of banks in the
US?, which was published in April 2008 and
presents data regarding the first quarter of
the year. From the banks' responses
regarding their activity in the surveyed
quarter it can be concluded that there was
a clear tightening in the conditions for
granting consumer credit and mortgages
on the part of the banks. In addition,
approximately 20% of the banks (compared
to approximately 35% in the last quarter of
2007) reported a decline in the demand for
consumer credit. A similar rate was recorded
also regarding the decline in the demand
for housing loans.

These data show that the nominal rate of
credit growth in advanced Western countries
is single-digit, averaging 3-5% per year, that
is to say, close to the nominal rate of GDP
growth. When analyzing developments in

the credit market over time it is also
important to look at the amount of credit in
relation to the level of GDP since it is possible
consumer preferences will lead to a
"convergence" of the amount of credit in
Israel to that which is acceptable around the
world.

A data comparison of consumer credit in
relation to GDP in 2007 (Chart 1, page 13)
shows that Israel is located at "a good place
in the middle" in terms of the amount of
consumer credit. Furthermore, compared
to countries that the Bank of Israel (Bol)
considers in Israel's peer group (countries
such as Belgium, Greece, Slovenia, Portugal,
and Finland, all of which are similar to Israel
in terms of GDP and the size of the banking
system), the proportion of consumer credit
in Israel is high. In contrast, when looking
at housing credit (Chart 2, page 13), it can
be seen that Israel still has a lot of room to
grow in this realm.

Research material shows that one of the
central factors affecting the amount of credit
in an economy in relation to GDP is the level
of GDP per capita (which represents one of
the accepted measures of standard of living
in an economy). It can be expected that as
countries with low standards of living
converge towards the standard of living of
more advanced countries, also their level of
credit in relation to GDP (level of economic
activity) will increase. In the Charts below
we analyzed the correlation between the
GDP per capita in terms of purchasing power
and consumer/housing credit.

2 The loans survey of banks in the US is conducted by the US central bank and is published
quarterly. The survey involved 56 local banks and another 21 branches of foreign banks

in the US. The survey, which is qualitative and not quantitative, included questions on the
credit situation (tightening/loosening of loan approvals, loan conditions, etc.) at the banks

participating in the survey.




As expected, it was found that GDP per
capita positively correlates with the growth
in the amount of household credit (Charts
3and 4). The correlation is higher when
comparing housing credit to GDP per capita.

As mentioned, when a country starts from a
lower position, in other words when the
amount of credit granted in the economy is
lower, the rate of increase over time is
expected to be higher in order to converge
to the higher level that exists among the
more developed economies. In order to
analyze this point, further down we used
credit data from countries in the group of
developing economies.

From the two Charts presented above we
can learn about the positive correlation that
exists in the advanced countries between
the amount of credit and the level of income.
In other words, in countries in which the
level of income per capita is higher there is
for the most part a tendency for a higher
level of consumer credit of various types as
a percentage of GDP. Regarding the Israeli
economy, it can be seen in the two Charts
that this economy is located close to the
linear regression line of the group of the
advanced countries, in other words it does
not especially deviate from the expected
average. However, the Israeli economy has
a specific characteristic of an amount of
mortgage credit that is slightly below the
regression line of the advanced countries,
while its consumer credit is slightly above
the regression line. It is possible that these
slight differences reflect the relatively rapid
increase in consumer credit in Israel, while
at the same time closing the gap with the
advanced countries. Within the realm of
mortgage credit there was no such
acceleration and the gap with other countries
remained. On this matter, it is important to
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Chart 1: Consumer credit as a % of GDP (international comparison, data from 2007)

Source: IMF, central banks in the different countries

Examining the consumer credit to GDP ratio indicates that Israel is situated
relatively higher than its comparison group but close to the mean in the
overall sample. Therefore, indicating ample growth of consumer credit
relative to the size of the economy.
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Chart 2: Housing loans as a % of GDP (international comparison, data from 2007)
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Source: IMF, central banks in the different countries

Regarding the housing loans to GDP ratio, Israel is ranked low relative to
its comparison group as well as in the overall sample. Therefore loans to
the housing sector are expected to expand in the coming years.
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Consumer Credit, % of GDP
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Chart 3: GDP per capita in terms of purchasing power and consumer credit
(an international comparison, data from 2007)
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The chart above illustrates the positive correlation between the level of
GDP per capita and the consumer credit to GDP ratio. In regard to Israel,
the proximity to the regression line indicates consumer leverage is in line
with adjusted global average.

Lending for House Purchase % of GDP
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Chart 4: GDP per capita in terms of purchasing power and mortgage loans
(an international comparison, data from 2007)
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The housing loans to GDP ratio in Israel is slightly below the advanced
economies regression line. However, it is important to mention that three
advanced economies (i.e. the UK, USA and Spain) are suffering from excess
loans to the housing sector that caused an "overheating" and led to a sharp
and unsustainable increase in the price of real estate.

pay attention to the fact that in three
countries, out of six that are located above
the regression line, large amounts of housing
loans were granted in recent years. This
situation caused "overheating" in the
housing markets and led to a rise in real
estate prices in those countries.

Table 1, page 15 shows that in the emerging
markets the level of credit to households is
very low relative to GDP, in comparison to
Israel and all other advanced countries.
Therefore, it is not surprising that credit
increased at a rapid pace (double-digit) each
year, while in a slow process it is expected
to converge to the levels of the developing
countries. The rate of change in the total
amount of credit in 2006 can be seen in
Table 2, page 15. Of course the significant
expansion in credit conceals within it also
an increase in credit risk, and in some of the
emerging markets this phenomenon is
developing.

Additional data that is worthwhile pointing
out relate to credit granted to companies
in the economy. Indeed credit data relating
to the emerging markets are corporate, while
in Israel they relate to the entire business
sector, but also in Israel the portion of
corporate is the leading driver. In a
comparison of the ratio of corporate
credit/GDP between Israel and the
developing markets a large gap can be seen.
In Israel this ratio stood at 118.5% in 2007.
The large difference stems primarily from
the size of Israel's business sector in
comparison to that in emerging market
countries. In these countries many
companies are still under government control
and in some countries the business sector
is still in the process of converting to a market
economy.
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Summary

1. The comparative data presented indicate
that the amount of consumer credit in
relation to GDP in Israel is not low compared
to what is acceptable in the advanced
economies of the Western world. The level
in Israel is actually high relative to that seen
in its peer group, and is also significantly

high in relation to emerging market
countries. We also found that in Europe
and the US the rates of growth in recent
years were below 5% per year, a rate that is
close to the nominal rate of GDP growth.

2. In contrast to consumer credit, credit
granted for mortgages in lsrael is at a low
level in an international comparison.

Table 1 -Data on credit to households in emerging markets

(2006 data, from the end of the period)

Bulgaria Czech Rep. Hungary Poland Romania Russia

S. Africa Turkey Average

16.6%
11.6%

5.0%
19.8%

1. Credit to households/GDP  17.5%
1.1 Credit for housing/GDP  7.5%
1.2 Consumer credit/GDP  10.0%

2. Corporate credit/GDP - 30.5%

201% 179% 118% 7.8%
4%  74%  24% 1.3%

87% 105%  94%  6.5%
215%  13.6% 142% 21.8%

46.3%
30.8%
15.5%
37.7%

11.4%
3.8%
7.6%
9.8%

18.7%
9.5%
9.2%

21.9%

The data referring to the emerging markets was taken from a Citigroup survey published on April 10, 2007.

Table 2 - Rates of change in credit granted within emerging markets in 2006

Bulgaria Czech Rep.Hungary Poland

Romania Russia S.Africa  Turkey

1. Credit to households/GDP 32.3%
1.1 Credit for housing/GDP 75.0%
1.2 Consumer credit/GDP 11.9%

2. Corporate credit/GDP 19.3%

286% 249%  331% 83.6%
325% 182%  542%  53.8%
202% 350% 214% 93.2%
209%  13.6% 13.3% 45.1%

75.1%
178.6%
62.8%

38.6%

25.3%
27.5%
21.2%

32.4%

58.7%
136.0%
36.8%

-2.7%
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Introduction and main points

This article presents the main data relating
to residential construction in Israel. Currently
this specific sector is receiving little attention,
against the backdrop of the mortgage crisis
in the US and the overheating occurring in
the residential construction sector in other
countries around the world, among them
being England, Spain, and the Baltic states.

In our opinion, in contrast to the other states
listed above, in Israel there is no over
investment occurring in residential
construction. Actually, it can be said that
such investment is relatively low compared
to the past and compared to what is
demanded in relation to the long-term
economic and demographic trends. We
estimate investment in residential
construction in Israel will expand throughout
the 2008-2010 period at a real average rate
of 5-7% per year.

Wide differences exist between housing
prices in the various regions and the different
cities of Israel. Housing prices in the high
demand regions in the center of the country
jumped in the last three years 6-14% on
average, while in the periphery, and
especially in the north and in the Haifa
region, housing prices fell 7-15%. This trend
of rising real estate prices in the center of
the country with declining prices in the
periphery was supported as well in the data
on new apartment sales and also in the
demographic trends of domestic migration

The Residential Construction
Sector 1n Israel

patterns to the regions of high demand in
the center of the country.

Investment in residential
construction and the supply of
new housing units

According to the macro-economic data,
national investment in construction in 2007
amounted to NIS 57.2bn, accounting for
approximately 9.0% of GDP that year. Of
this amount, approximately NIS 31.6bn was
invested in residential construction, and the
remaining NIS 25.6bn was invested in non-
residential construction (a breakdown of 55%
and 45%, respectively).

According to data from the Central Bureau
of Statistics (CBS), the number of new
housing starts amounted to 29,784 in 2007,
encompassing a total area of 7,071 square
meters. Overall this represents a relatively
low level of activity compared to the past
and is below what is needed when taking
into consideration long-term economic and
demographic trends.

There are large differences in the types of
construction being carried out in the various
regions of the country, which is the result of
the amount of land available for construction
and land prices. In the Tel Aviv, Jerusalem,
and central districts approximately 78% of
the housing units in which construction
started were located in buildings
encompassing three or more units
(apartments), and only 22% of the housing




starts were single family dwellings. In all
other districts3 the picture was reversed;
approximately 71% of new housing starts
were single family dwelling units and the
remaining 29% were in buildings with three
or more units.

The number of construction starts in the first
quarter of 2008 fell 13.9% compared to the
same period in 2007. The number of
construction starts fell 10% on average in
the Tel Aviv, Jerusalem and central districts:
and fell 18% on average in all other districts.

The average time for completion of
construction remained around 23 months
since the second half of 2005, fluctuating in
accordance with the amount of area under
construction and the state of the economy.
Usually it is acceptable that during periods
of economic slowdown and high
unemployment the average completion time
of construction rises to around 25-29 months,
and during boom periods the time to
completion falls to around 20-23 months.

The supply of new housing units is
determined by a combination of the amount
of construction underway and the average
time of completion. These two variables
determine, in practice, the supply of new
housing units the construction of which will
be completed. We expect that during the
2008-2010 period investment in residential
construction will expand by an average real
rate of 5-7% per year. This forecast
incorporates the impact that the state of the
economy and the amount of area that is
under construction have on the average time
of completion; and also takes into
consideration data on the area of

construction starts published by the CBS.
However, it is possible this forecast will be
revised downwards if the fall in construction
starts recorded in the first quarter of 2008
continues throughout the entire year.

Sales of new housing units

In 2007 the number of new housing units
sold in Israel amounted to 13,570, of which
11,950 were still under construction at the
time of sale, and 1,620 units were fully
completed?. Chart 1 shows a breakdown of
new housing unit sales according to district
in 2007 and in the first four months of 2008
(annualized). The annualized rate of sales
was calculated based on monthly average
sales in the first four months of the year, on
the assumption that this rate will be
maintained throughout the whole year.

new dwellings sold Sales of new dwellings (annulized)
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The sales in the "Central area" over the first quarter of 2008 (annualized)
have maintained the level attained in 2007. However, sales have declined
in the periphery area both in the north and the south of Israel.

Israel Samaria

3 The other districts include Haifa, Judea and Samaria, Northern Israel, and Southern lIsrael.

* Because the data collected for the purpose of preparing the document were taken from different sources, there
may be differences between the breakdown of sales by district and overall sales in the country.
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The main findings of the table are:
approximately 67% of the new units sold in
2007 were located in the Tel Aviv and central
districts; among these 28% were in the Tel
Aviv district and 39% were in the central
district. The rate of sales in the Tel Aviv and
central districts (combined) remained the
same throughout the first months of 2008.
Separating sales data of the Tel Aviv district
from the central district shows that the sales
rate in Tel Aviv fell 8% (annualized), while in
the central district the sales rate of housing
units increased 6% (annualized). In our
opinion, this difference stems from two main
factors: firstly from a decline in the purchasing
power of foreign residents that is expressed
in the sales of luxury apartments in Tel Aviv;
and secondly Tel Aviv and the central districts
are close substitutes to each other and yet
there exists a wide price differential between
these two substitutes. Maintaining the
annualized rate of housing unit sales
characterizes also the Jerusalem and Haifa
districts. In contrast, declines in the sales
rate of housing units were seen in northern
Israel, southern Israel, as well as in Judea
and Samaria. In the opening months of 2008
there was a sharp decline in the sales rate

of housing units in the northern district and
also in the Judea and Samaria district.

From past experience, on average for each
new housing transaction there were three
transactions involving second-hand homes.

The demand for housing units

Table 1 presents a breakdown of homebuyers
according to their vocation, average salary,
and home value.

The table above gives an indication of what
characterizes the homebuyers that make up
the demand for housing in Israel. Most
homes were purchased by salaried
employees and freelancers. The average
salary of salaried employees who purchased
homes was 37% higher than the average
salary in the economy for salaried positions®
. Homes valued at NIS 1.2m and higher
(2006 prices) were purchased almost entirely
by company managers and foreign residents
(11% of homebuyers).

> The average salary of salaried homebuyers
was NIS 112,000 in 2003. The overall average
salary for salaried positions in 2003 was NIS
82,300.

Table 1: Breakdown of homebuyers according to vocation, average salary, and average home value

Breakdown of homebuyers
according to vocation (2006)

Average annual salary of home buyers Average value of purchased home (2006)

Salaried employees  51% NIS 112,000 (2003) NIS 697,000
Freelancers 11% NIS 140,000 (2004) NIS 754,000
Company managers 5% NIS 546,000 (2004) NIS 1,100,000
Pensioners 3% NIS 86,000 (2003) NIS 672,000
Foreigners 6% NIS 1,300,000

Others/ no information 24%

Source: Purchase tax data, the 2006 annual report of the state revenue manager.
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We estimate that the continuing
improvement in Israel's labor market, which
includes an increase in the number of
employed in the economy and a decline in
unemployment, supported a demand for
homes by salaried employees and
freelancers, and this trend will likely continue
also in the current year. However, in the
event the moderation in the rate of
expansion of economic activity in Israel will
be significant and more severe than what is
expected in the main scenario, then this will
likely have a negative impact on the demand
for housing. In particular there will be
damage in the activity of home purchases
for investment purposes. Another area that
is likely to be hurt is the purchase of luxury
apartments, especially if the global economic
slowdown will continue to be seen in a
moderation in the rate of incoming real
estate investment into Israel, as has been
signaled already for a number of months.

Prices

There are wide differences in home prices
in the different districts within Israel. There
is a significant difference in the home prices
between the central regions and the
periphery. In addition, differences in price
trends can also exist between different types
of assets in the same city. The regions of
high demand in the center of the country
have enjoyed a rise in prices of 6-14% on
average over the last three years; while
housing prices in the periphery district in
the north and in the Haifa region fell 7-15%
on average. In light of new home sales data
in the first three months of 2008, we expect
these trends will continue. In our opinion,
in Jerusalem, Tel Aviv, the Dan region, and
the center of the country there still exists a
surplus demand that will continued to
support arise in housing prices. The increase

in the number of new apartments sold in
the Haifa district indicates a reduction in the
surplus of supply in that region. We believe
housing prices in the Haifa region will stop
falling in the not too distant future. In
contrast, the weak sales data from the
northern and southern districts in the first
three months of the year do not bode well
for those regions and apparently there prices
may continue to fall.

Summary

In the first quarter of 2008 there was a decline
in residential construction starts. At the
same time housing sales in Israel's high-
demand regions remained stable, and in the
periphery housing sales fell 25-50%
(annualized). In light of the low base point
of the sector, we estimate that in the 2008-
2010 period investment in residential
construction will expand at an annual rate
of 5-7%.

In addition, we estimate that the continuing
improvement in the labor market will support
demand for housing also this year.
Regarding housing prices, we estimate that
in Jerusalem, Tel Aviv, the Dan region, and
in the center there still exists surplus demand
that will support a continued rise in housing
prices. Also, we believe that housing prices
in the Haifa region will stop falling in the not
too distant future. In contrast, weak sales
data in the northern and southern districts
in the first three months of the year do not
bode well for those regions and apparently
there prices may continue to fall.

19




~
Risk Factors In The Israeli Real Estate Sector

Debt of real estate companies

Real estate companies are characterized as having very high financial leverage compared to other sectors,
with a large portion of the debt associated with capital raising on the corporate bond market. The average
duration of bonds issued by real estate companies is currently 4 1/2 years, and the average rating of
issuing companies is 'A-plus'. However, it is important to remember that a significant portion of bonds
issued by real estate companies are not rated and therefore are not included in this calculation.

(" Average spread of real estate sector bonds R
(%, Yield-to-maturity of bonds issued by real estate companies
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The development of the yield spread between real estate bonds and comparable government bonds
indicates a sharp increase from around 0.8% in 2006 and the first half of 2007, prior to the breakout of the
sub-prime mortgage crisis in the US, to around 2.5% in the first half of 2008. What this tells us is that the
level of risk associated with the bonds of real estate companies has increased dramatically. Also an analysis
of the premium on real estate bondsé shows a similar conclusion: the premium on the bonds of real estate
companies in 2006 and most of 2007 stood at approximately 0.15% on average. From the end of 2007
this figure registered a sharp increase to around 1.15% on average in the first half of 2008. In other words,
more than one-half of the increase in the average spread on real estate bonds is associated with sector
risk. This, while the other half of the increase in the spread may be related to the rise in the level of general

risk that is associated with investment in financial instruments following the breakout of the credit crisis
in the US.
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( The premium on bonds in the real estate sector R
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The rise in the level of risk associated with the sector's debt is expected to be reflected in, among other
things, also a rise in the future interest rates at which real estate companies will be able to raise debt. This
development is expected to lead to an additional increase in the financial expenses of these companies.
Alternatively, the expected moderation in inflation throughout 2009 will likely benefit the real estate
companies, the debt of which is for the most part CPI-linked.

A rise in raw material prices

The raw materials of the real estate sector became much more expensive in recent years, as the prices
of various inputs rose by various rates. For example, iron prices tripled in 2007 compared to 2004 prices,
aluminum prices doubled during the same period, while the price of wood for construction increased
50%. Also the average prices of inputs in 2008 are expected to be high. These developments, which
have burdened real estate companies in recent years, are expected to continue to make things difficult
for these companies also during the current year, which is likely to be seen in an erosion in gross profitability.
These data are likely to bring about a significant increase in the index of building inputs. Since the prices

of most new housing units are linked to this index, new home purchasers may be dissuaded from buying
new homes and thus this may moderate demand.

® The premium on bonds in the real estate sector is calculated as the differential between the average
spread of real estate bonds and the average spread of 'AA-minus' rated bonds in other sectors.
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Bank Leumi le-Israel B.M. and subsidiaries

Condensed Consolidated Balance Sheet as at 31 March 2008 (NIS millions)

Reported amounts

31.3.2008 31.3.2007 31.12.2007
ASSETS (Unaudited) (Unaudited) (Audited)
Cash and deposits with banks 36,580 45,281 42,329
Securities 44,641 47,211 47,169
Securities borrowed or purchased under
agreement to resell 864 108 655
Credit to the public 200,174 185,848 198,557
Credit to governments 576 781 642
Investments in companies
included on the equity basis 1,899 1,781 1,873
Buildings and equipment 3,331 3,120 3,276
Other assets 10,158 6,159 7,650
Total assets 298,223 290,289 302,151
Condensed Consolidated Statement of Profit and Loss
for the Period Ended 31 March 2008 (NIS millions)
Reported amounts
For the Three For the
Months Ended Year Ended
31 March 31 December
2008 2007 2007
(Unaudited)  (Unaudited) (Audited)
Net interest income before
provision for doubtful debts 1,960 1,793 7,648
Provision for doubtful debts 244 11 407
Net interest income after
provision for doubtful debts _ine. 1,782 7,241
Operating and other income
Operating commissions 852 827 3,350
Profits (losses) from investments in shares, net (71) 82 461
Other income 70 81 411
Total operating and other income __..851 990 . 4,222
Operating and other expenses
Salaries and related expenses 1,131 1,027 4,218
Building and equipment maintenance and depreciation 323 296 1,274
Other expenses 340 309 1,445
Total operating and other expenses 1794 1632 | 6,937 _
Operating profit before taxes 773 1,140 4,526
Provision for taxes on operating profit 383 520 1,722
Operating profit after taxes 390 620 2,804
Equity in after-tax operating profit
of companies included on equity basis 87 39 184
Minority interest in after-tax operating profits
of subsidiaries (5) (1) 4)
Net operating profit 472 658 2,984
After-tax profit (loss) from extraordinary items (2) 259 373
Net profit for the period 470 917 3,357
Basic earnings per share (NIS)
Net operating profit 0.33 0.47 2.11
After-tax profit (loss) from extraordinary items 0.00 0.18 0.26
Total 0.33 0.65 2.37
Diluted earnings per share (NIS)
Net operating profit 0.32 0.47 2.08
After-tax profit (loss) from extraordinary items 0.00 0.18 0.26
Total 0.32 0.65 2.34

The complete quarterly report for the period ended 31 March 2008 including condensed financial
statements, directors' report and management review is available for public inspection at all branches

of the Bank.

A copy of the said report will be provided on request. The representative exchange rate against the dollar
on 31 March 2008, according to which the financial statements have been prepared, was NIS 3.553.

Eitan Raff
Chairman of the
Board of Directors

Galia Maor
President and
Chief Executive Officer

Zeev Nahari
Senior Deputy Chief
Executive Officer
Head of Finance and
Economics Division
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LIABILITIES AND 31.32008 3132007 31122007

EQUITY CAPITAL (Unaudited) (Unaudited) (Audited)
Deposits of the public 228,187 226,861 238,045
Deposits from banks 6,575 13,320 6,139
Deposits from governments 1,128 1,905 1,198
Securities loaned or sold under agreement  to

repurchase 385 116 231

Debentures, bonds and subordinated notes 21,985 15,803 19,248
Other liabilities 20,121 13,633 17,636
Total liabilities 278,381 271,638 282,497
Minority interest 109 152 105
Shareholders' equity 19,733 18,499 19,549
Total liabilities and equity capital 298,223 290,289 302,151

Condensed Consolidated Statement of Changes in Shareholders' Equity
for the Period Ended 31 March 2008 (NIS millions)

Reported amounts
For the Three Months Ended 31 March (Unaudited)

2008 2007
Capital  Retained Total Capital  Retained Total
and capital earnings Shareholders' and capital earnings Shareholders'
reserves equity reserves equity
Balance at the beginning
of the period 7,610 11,939 19,549 7,405 10,086 17,491
Net profit for the period — 470 470 — 917 917
Issue of shares 494 — 494 — — —
Proposed dividend — (270) (270) — — —
Benefit in respect of shares based
payment transactions (15) — (15) 18 — 18

Adjustments in respect of

presentation of securities available

for sale at fair value — (785) (785) — 63 63
Losses (profits) in respect of securities

available for sale that were realized

and classified to profit and loss — 39 39 — (13) (13)
Related tax effect — 251 251 — (33) (33)
Adjustments from translation in

respect of companies included on

the equity basis — (32) (32) — (11) (11)
Loans to employees for purchase
of the Bank’s shares — 32 32 — 67 67

Balance at the end of the period 8,089 11,644 (A) _19,733 7.423 11,076(A) _18,499

For the Year Ended 31 December 2007 (Audited)

Capital Retained Total
and capital earnings Shareholders'
reserves equity
Balance as at 1 January 2007 7,405 10,086 17,491
Net profit for the year — 3,357 3,357
Proposed dividend — (1,414) (1,414)
Benefit in respect of shares based
payment transactions 205 — 205
Adjustments in respect of presentation of
securities available for sale at fair value — 116 116
Profits in respect of securities available for sale
that were realized and classified to profit and loss — (326) (326)
Related tax effect — 89 89
Adjustments from translation in respect of
companies included on the equity basis — (42) (42)
Loans to employees for purchase of
the Bank’s shares — 73 73
Balance as at 31 December 2007 7,610 11,939(A) 19,549

(A) The retained earnings at the end of the period include:

1. Adjustments from translation of the financial statements of autonomous foreign subsidiaries,
amounting to NIS (477) millions (31 March 2007 - NIS (414) millions, 31 December 2007 -
NIS (445) millions).

2. Adjustments in respect of presentation of securities available for sale at fair value in a net amount
of NIS 7 millions (31 March 2007 - NIS 640 millions, 31 December 2007 - NIS 502 millions).

28 May 2008
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