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Percent Figure2: Trade - Net Balance of Sales*
Reports from companies for the third quarter of 2002 indicate 40 ; ; r ;
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services was less severe. The decline affected all the main
aspects of activity: in manufacturing, output continued to fall,
while the downward trend in domestic and export sales
continued; in the hotel industry, bed-nights, particularly of
foreign tourists, fell; in construction, the downward trends
continued, especially in the construction of buildings; in the
two-digit transport and communications industries
developments varied; sales of business services went down. In
reports on the severity of constraints on implementing planned
activity, the demand side featured prominently, with
manufacturing and the hotels industries reporting on an
intensification of the constraint. The main supply-side
constraint was financing difficultiesin al industries except for
construction, in which the shortage of skilled labor headed the
list. Average inflation expectations for the next twelve months
dropped in the quarter to 4.8 percent. The share of companies
expecting inflation to exceed the upper limit of the target
inflation range fell heavily to 49 percent, and 29 percent
expected inflation to be below the lower limit of the target
range. On average, companies expected the exchange rate
twelve months hence to be NIS 5.0 to the dollar.

Reports from manufacturing companies show that in the third
quarter of 2002 the fall in output continued, and wasin line
with the reductions reported since the outbreak of the current
intifada. The picture of contraction emerges from the responses
to most of the questions in the questionnaire, and in addition to
the decline in output, companies reported fallsin domestic and
export salestoo (Table 3 and Figure 1), aswell as cutbacksin
stocks and in staffing. Reports on constraints on planned
activity indicated a deterioration, both on the demand side (the
extent of domestic orders) and on the supply side (financing
difficulties; Figure 7 and Table 17). The situation is not
expected to improve in the near future, as can be seen from the
declinein orders for the next quarter, mainly for the domestic
market but to some extent also for export.

The classification of companies into three types of industry, i.e.,
traditional, advanced, and mixed, according to their degree of
technological innovation, indicates that the mixed industries
were less severely affected than the others (Table 1.1 and

Percent Figure 1: Manufacturing Industries - Net Balance of Output*
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Figure 8). They did not report any significant declinein
output and sales, whereas the traditional and the advanced
industries reported marked falls, especially in exports of the
advanced industries. Orders for the next quarter indicate
remained low in all three groups with the exception of an
improvement in export orders in the mixed industries.

Most principal industries reported a drop in output, except
for chemicals and mining and quarrying, which reported a
rise, and the diamond industry which reported no change.
The increased output of mining and quarrying occurred with
ariseintotal domestic and export sales. All industries
indicated a reduction in orders for the domestic market, and
textiles and clothing reported signs of an increase in export
orders (Table 15).

Activity and (domestic and export) sales declined mainly in
small companies—with size classified according to the
number of employees—while the declinein large and
medium companies was less marked (Table 16). The same
picture emerged from reports on export orders.

Reports from trading companies showed a continuation of
the downward sales trend, but the decline was far more
moderate than those in previous quarters (Table 5 and Figure
2). The main constraint on activity in the quarter remained
that on the demand side—the economic situation in | srael—
but the supply-side constraint of financing difficulties also
worsened (Table 17 and Figure 7). However, sales are not
expected to continue their decline in the next quarter.
Construction companies reports also indicate that the
declinein activity eased as aresult of the moderation of the
reduction in building projects; the decrease in infrastructure
construction remained relatively moderate (Table 7 and
Figure 3). Reports of falling prices also moderated despite
the fall in the dollar exchange rate. Companies expect a more
modest declinein activity in the next quarter. Large
companies, whose construction of buildings and
infrastructure went down, suffered more than the others
(Table 16).

Companies did not report on a further deterioration in
supply-side constraints on implementing activity, and the
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Percent Figure4: Transport and Communications-
Net Balance of Total Activity*
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shortage of skilled labor remained at the same high level asin

the previous quarter. The demand-side constraint eased alittle

(Table 17 and Figure 7).
Reports from transport and communications companies

showed that the fall in output continued (Table 9 and Figure 4).

Sales of services to nonresidents showed the greatest decline,

while the reduction in salesto Israelis was less pronounced. The
picture was reflected in the considerabl e reduction in the rate of

utilization of equipment. Different sections of the industry
moved in different directions: the decline in output occurred
mainly in overland transport, while there were signs of

increased activity in air transport and communications, with sea

transport showing no change. Regarding constraints on
expanding activity, on the supply side companies reported a

deterioration in financing difficulties, but the constraints on the

demand side—the security situation and Israel’ s economic
situation—al so featured prominently.

The hotel industry reported a further contraction in activity,
compared with the level in the third quarter of 2001, although

the decline was very much less severe than in previous quarters

(Table 11 and Figure 5). The moderation in the fall in bed-
nights of tourists from abroad was not as marked as that in the

Tablel

Percent Figure5: Hotels - Net Balance of Total Activity**
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Pa— Figure 6: Services - Net Balance of Total Revenue from Current
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bed-nights of Israelis, and nearly all responding companies
reported the extent of tourism from abroad as a millstone
around their necks regarding their activity level. Reports of
the fall in the average revenue per room continued, and
amost all hotels reported a decrease in bookings for the next
quarter.

Reports from companies in the business servicesindustry
show a continued declined in their domestic activity, and an
even greater fall in exports (Table 13 and Figure 6). There
were some indications, however, of an easing in the rate of
declinein orders for the next quarter. Slight changes were
reported with regard to constraints: the demand constraint
eased, while the supply constraint intensified.

Economic activity in the principal industries, based on the net balance of returns

from companies

(original and seasonally adjusted data, percent)

1999 2000 2001 2002
I\ I Il 1l IV I Il 1l I\ I Il Il

Industry (output) 20| *4 25 27 -12( *6 -16 -20 -18 -13 *0 -14

seasonally adjustec 7 14 22 8 -11f *3 -19 -23 -18] *4 *4 -15
Trade (sales) *9| *5 19 20 -25| *-14 -33 -30 -23| -48 -40 *-16

seasonally adjusted| 24 *7 22 *2 *-14( *8 -33 -39 *-15| -45 -40 -25
Construction (total activity) *1] -28 *-10 *7 51 -48 -34 -35 -28/ -39 -23 -20

seasonally adjusted| *-9| *-7 *-13  *- 56 -3 -37 -39 -35 -22 -26 -24
Transport and communications 68| 39 57 41 -21) -212 -19 -47 -14 -36 -23 -18
(total activity)**

seasonally adjusted] 63| 42 51 40 -19| -17 -23 47 -15| -29 -29 -14
Hotels (total activity)*** 60| 56 73 50 -95 -78 -9 -86 -84 -79 -80 -48
Serviceindustries 15 19 *11 28 -21f -30 -15 -31 -17] -27 -18 -21
* Not significant (at the 10% level).
** The significance test is less effective in thisindustry due to the small number of firms
=== Compared with the same quarter In the previous yea .

Tablel.1

The net balance of manufacturing companies, classified by human-capital intensity and innovation

(original and seasonally adjusted data, percent)

1999 2000 2001 2002
\% I Il 1l % | Il 1l % I Il 1l
Advanced companies 35 *10 31 37 4 *- 21 -28  *-6| *- *6 -15
Mixed companies *of -22 3 32 46 -21 *-15 -20 -36] -28 *2 *-2
Traditional companies 14 *8 17 19 -14] *- -4 -14  -21) 11 *-5  -16
* Not significant (at the 10% level).

For the classification of companiesinto advanced, traditional, and mixed, see Table 2.10 on p.53 of the Bank of Israel 1999 Annual

1) Business services include catering, insurance and real estate services, business and legal services, education and health, personal services and garages.
2) For the classification of companies into advanced, mixed, and traditional, see Table on p. 53 of the Bank of Israel Annual Report, 1999.



Figure 7: The severity of constraints on carrying out planned activity (average)*
1-Minimal, 2-M oder ate, 3-Significant, 4-Very significant
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Figure 8: Net Balances of Manufacturing Companies, by Human Capital and Innovation®

Domestic Sales Export Sales Output
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#Moving average, outlying observations- unadjusted data
Thick line - advanced industries

Thin line - traditional industries

Dotted line - mixed industries



Survey of inflation expectations

In the third quarter the expected rate of price increases for the
next twelve months and for the next quarter fell back.

Companies expectations of price rises for the next twelve
months (October 2002 to September 2003) eased, and reached
4.8 percent on average, compared with average expectationsin
the previous quarter of 6.2 percent (Figure 9); the variance of
the expectations also fell (Figure 10 and Table 2).

Expectations for the cumulative price increase in the next
quarter (October to December 2002, Figure 11) also declined,
to 4.1 percent in annual terms, from 8.6 percent at the end of the
previous quarter.

The drop in inflation expectations was reflected by a decrease
to 49 percent in the share of companies expecting inflation to
exceed the upper limit of the weighted inflation target range for
the next twelve months,! defined as price stability. In the
previous quarter the share of companies expecting such a
deviation was 92 percent (the top areain Figure 13); the share
expecting inflation to be below the target range (the lower area
in Figure 12) jumped to a significant 29 percent. The share of
companies expecting annual inflation to be within the range
roseto 22 percent.

1 The target range for the next twelve months is 1.25 percent to 3
percent; thisis obtained from the range of 2—3 percent for 2002, and
1-3 percent for 2003.

Figure 9: 12-month Inflation Expectations
End-of-quarter data
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Figure 11: 3-month Inflation Expectations
(October-December 2002) at end of 2002:111

35
304+ - - Average=100 |
§ 25 Standard deviation = 0.96
g — — -Samplesize= 554
g
g
T
("4

Figurel2: 3-month Inflation Expectations
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Percent Figure 13: The Probability of 12-Month I nflation Expectations being above, below, or
within the target range (percent of all respondents)
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The lower area denotes the share of respondents who expect 12-month
inflation to be below the target range.

The middle area denotes the share of respondents who expect 12-month
inflation to be within the target range.

The upper area denotes the share of respondents who expect 12-month
inflation to exceed the target range.




Table2
Statistic Analisys of 12-month Inflation Expectations

2001 2002
I I Il v I I Il

1. Mode 2.00 2.00 3.00 2.00 4.00 6.00 5.00
2. Median 2.00 250 3.00 2.50 4.00 6.00 4.60
3. Average 2.20 2.69 3.30 2.52 3.76 6.17 4.80
4. Standart Deviation 1.15 1.35 127 111 144 2.37 2.02
5. Skewness 0.20 0.69 0.30 0.52 -0.24 0.17 -0.20
Number of responding companie 614 592 674 606 584 639 554
* Skew is calculated as the difference between average and mode.

Expectations regar ding changes in the NIS/dollar exchange

rate

sgg?;t Figure 14: 12-month Depreciation Expectations
Companies participating in the survey were asked about their sample

expectations regarding the NI1S/$ exchange rate at the end of the
next quarter (30 December 2002), and one year from the end of
the survey period (i.e., 30 September 2003).

Companies assessed, on average, that the exchange rate at the
end of the next quarter would be NIS 4.85 to the dollar, and
expected depreciation went down to 1.28 percent from 1.52
percent at the end of the previous quarter.

The expected rate at the end of the next twelve months (i.e., end
September 2003) was NIS 5.02 to the dollar, and the expected
average depreciation derived from this was 4.66 percent.
Concurrently the variance of depreciation expectations was
lower than in previous quarters (Figure 14).
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2000

2001

2002

Net balance
y in the following quarter**
9. Domestic orders -27 -30 12 44 30 13
(4) 4
10. Export orders -4 -11 20 45 23 10
(5) (5)
Number of responding companies 396 301

** Orders received in the quarter reviewed.

Figures in brackets are standard deviations. Values smaller (in absolute terms) than 1.64 standard deviations aralhosfatis@nt at the 10% level.



Trade 8
Table5
Net balance (percent of all responding trading companies):L
1999 2000 2001 2002
V] I Il I V] I Il I V] I Il I
A. Activity in the quarter
1. Sales *9 *5 19 20 -25 *-14 -33 -30 -23 -48 -40 *-16
2. End-of-quarter stock *8 16 *5 s e s -20 F -20 21 *.14 -18
3. Percent of credit sales 11 18 23 27 17 29 23 25 29 28 26 14
4. Supply period *-2 *-4 *0 14 *-6 *.5 -10 *4 -11 *-2 -14 *2
B. Expected activity in the following quarter
5. Forecast change in number of permanent employees *0 *- *0 *7 -29 -16 -27 -35 -39 -20 -30 -33
6. Sales expectations 34 47 45 24 -19 *-11 *-3 -25 *-11 -21 *-11 *4
Number of responding companies 64 58 57 60 53 57 60 57 64 68 60 51
! The difference between the percentage of companies reporting an increase and those reporting a decrease.
* Not significant (at the 10% level).
Table6
Tradein 2002:111
(percent of all responding companiesin each category)
Net balance
2002 2002 Significant Moderate No Moderate Significan
1l 11 Increase Increase Change Decrease Decrease
A. Activity in the quarter
1. Sales -40 -16 14 19 18 33 16
(10) (13)
2. End-of-quarter stock -14 -18 2 18 42 36 2
©) (109)
3. Percent of credit sales 26 14 2 20 70 6 2
8 ®
4. Supply period -14 2 2 6 86 2 4
(6 ©)
B. Expected activity in the following quarter
5. Forecast change in number of permanent employees -30 -33 0 0 67 27 6
() )
6. Sales expectations for following quarter -11 4 4 31 34 23 8
(11) (12)
Number of responding companies 60 51

Figures in brackets are standard deviations. Values smaller (in absolute terms) than 1.64 standard deviations are not statistically significant at the 10% level.



Construction 9
Table7
Net balance (percent of all responding construction companies)*
1999 2000 2001 2002
V] I I 1T M I I 1T V] I I 1T
A. Activity in the quarter
1. Total activity *1 -28 *-10 *7 -51 -48 -34 -35 -28 -39 -23 -20
of which 2. Buildings *-12 *-3 -59 -51 -46 -41 -36 -44 -31 -24
3. Infrastructure *-9 *14 -25 -33 -27 -18 *-2 -22 *-13 *-15
4. Output pricesin dollar terms -13 -27 -16 -22 -21 -37 -35 -34 -34 -32 -21 *-
5. Area of building starts (sq. m.) *4 -22 -19 *-2 -31 -55 -55 -60 -54 -55 -37 -39
6. Area of building completions (sg. m.) *- *-8 -27 *- -26 *-12 -22 -35 -34 -21 -25 -31
7. Building time *3 *-3 *1 *0 25 21 21 16 14 *10 20 *8
B. Expected activity in the following quarter** 32 *13 *9 17 *-10 -29 -41 -56 -34 -38 -36 *-6
Number of responding companies 86 78 80 74 84 77 80 77 75 69 68 58
! The difference between the percentage of companies reporting an increase and those reporting a decrease.
* Not significant (at the 10% level).
** Orders or expectations of construction in the following quarter.
Table8
Construction in 2002:111
(percent of all responding companiesin each category)
Net balance
2002 2002 Significant Moderate No Moderate Significant
Il 1 Increase Increase Change Decrease Decrease
A. Activity in the quarter
1. Total activity -23 -20 0 20 40 24 16
(10) (10)
of which  Buildings -31 -24 0 16 44 24 16
(10) (10)
Infrastructure -13 -15 0 28 29 25 18
(11) (13)
2. Output pricesin dollar terms -21 -6 0 23 48 23 6
(10) (10)
3. Area of building starts (sq. m.) -37 -39 0 12 37 33 18
(10) (10)
4. Area of building completions (sq. m.) -25 -31 0 12 45 31 12
9 (10)
5. Building time 20 8 4 25 50 13 8
(10) (10)
B. Expected activity in the following quarter -36 -6 4 17 52 19 8
9 (10
Number of responding companies 68 58

Figuresin brackets are standard deviations. Values smaller (in absolute terms) than 1.64 standard deviations are not statistically significant at the 10% level.



Transport and Communications 10
Table9
Weighted net balance as per centage of all responding transport and communications companies
1999 2000 2001 2002
V] I Il I V] I Il I V] I Il I
A. Activity in the quarter
1. Total activity 68 39 57 41 -21 -21 -19 -47 -14 -36 -23 -18
2. Sales of services to residents 61 48 59 8 -24 -30 -32 -40 -15 -33 -20 -19
3. Sales of services to nonresidents 54 22 20 20 -54 -37 -25 -55 -34 -35 -30 -46
4. Utilization of equipment (capacity utilization, etc.) 65 28 52 29 -24 -14 -23 -38 -3 -28 -25 -48
B. Expected activity in the following quarter** 39 50 34 27 -4 1 -9 -17 -21 -22 -36 -25
Number of responding companies 30 32 28 26 24 23 31 35 34 32 28 32
! The difference between the percentage of companies reporting an increase and those reporting a decrease.
See Appendix for explanation of the weighting.
** Orders or expectations of total activity in the following quarter.
Table 10
Transport and Communications in 2002:111
(percent of all responding companiesin each category)
Net balance
2002 2002 Significant Moderate No Moderate Significan
1 11 Increase Increase Change Decrease Decrease
A. Activity in the quarter
1. Total activity -23 -18 3 19 38 18 22
(34 (33
2. Sales of services to residents -20 -19 2 20 37 15 26
(36) (40)
3. Sales of services to nonresidents -30 -46 1 0 51 2 46
(29 @n
4. Utilization of equipment (capacity utilization, etc. -25 -48 3 0 45 29 22
(32 (26)
0 0
B. Expected activity in the following quarter -36 -25 0 15 45 18 22
(33 (34
Number of responding companies 28 32

Due to the small number of companiesin thisfield, a high standart deviation does not necessarily indicate non-significance.



