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Markets express disappointment over the emerging agreement 

• The emerging agreement between the US and Iran is viewed by local investors as one that does not improve 

Israel’s long-term security position and is largely disappointing relative to the elevated expectations that 

developed at the start of the Iran campaign. 

• The inventory of unsold homes (from the permit stage) is expected to increase further. 

• The current account surplus narrowed to zero in Q1, although the broader picture remains positive. 

• Looking ahead, inflation is still expected to be influenced by the shekel’s appreciation over the past year, although 

this effect should gradually fade. A further disinflationary factor is the decline in oil prices. We forecast inflation 

of 1.7% over the next 12 months. 

• While additional rate cuts in the near term appear highly likely, supported by the impact of shekel appreciation on 

inflation, a decline in the policy rate to 3.0% appears less probable. 
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The emerging agreement between the US and Iran is viewed by 

local investors as one that does not improve Israel’s long-term 

security position and falls short of the high expectations that 

accompanied the start of the military campaign. Equity markets 

reflected this negative sentiment, with local equities declining by 

roughly 5% over the past week, in contrast to most global equity 

markets, which posted modest gains. Israeli government bond yields 

also edged higher, although the move was less pronounced 

compared to equities. 

Building permits rose to nearly 23k units in Q1. Housing starts 

eased slightly to 18.1k units, while completions declined to 15.8k 

units. In recent years, permits have consistently exceeded housing 

starts, while starts have remained above completions. Several factors 

explain this trend. Labor shortages have delayed project completion, 

and in some cases, postponed construction starts despite permits 

already approved. At the same time, relatively weak housing demand 

has encouraged developers to delay projects even after obtaining 

approvals. These trends cannot diverge indefinitely. At some stage, a 

pickup in both housing starts and completions is likely. The demand 

side remains less certain. New home sales averaged roughly 2.8k 

units per month during the first four months of the year, suggesting 

that the inventory of unsold homes, including projects at the 

permit stage, is likely to continue to increase. It is difficult to 

envision current sales levels persisting over time. Lower interest rates, 

an improvement in sentiment, or more aggressive sales campaigns 

involving price reductions could eventually bring buyers back to the 

market. 

The current account surplus narrowed to zero in Q1, although 

the underlying picture remains positive. The goods and services 

account recorded a surplus of $5.4bn, above the average level seen 

during 2025 and reflecting stronger exports. This surplus was offset 

by the primary income account, which measures payments to factors 

of production, including capital and labor. Higher payments in the 

primary income account reflect increased foreign direct investment in 

Israel. Profits generated by these companies are recorded as an 

outflow in the current account. However, these profits do not 

necessarily generate actual FX outflows if they remain within the 

company. In such cases, they are recorded as reinvested earnings 

under foreign direct investment. It is quite possible that the current 

account surplus will remain low in coming quarters. 

Surplus in the trade balance but the  
current account is at zero 

S.A, $ Million 
Source: CBS 
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BOI Rate and CPI Forecast 

CPI BOI Rate 

-0.1% June 2026 3.25% December 2026 

0.1% July 2026 3.25% 12M Forecast 

1.7% 12M Forecast 3.25%   December 2027 

Nevertheless, when assessing the underlying support for the 

shekel, the goods and services balance provides a more 

constructive picture. 

Annual inflation remained unchanged at 1.9% in May, in contrast to 

the global trend of accelerating inflation. Two factors largely explain 

the low inflation environment in Israel: the appreciation of the shekel 

and the relatively limited pass-through from global oil prices to 

domestic energy prices. The stronger shekel has affected categories 

such as overseas travel, where the impact has been particularly 

significant, as well as furniture and household equipment, clothing and 

footwear, and fuel prices. Locally provided services are far less 

affected by currency appreciation and continue to contribute to 

inflation. Rental inflation accelerated to 4.0% y/y in May, with the 

housing component remaining the largest contributor to overall 

inflation. Looking ahead, inflation is still expected to be impacted 

by the shekel’s appreciation over the past year, although this 

effect should gradually diminish. Lower oil prices are expected 

to provide an additional moderating force. Offsetting these factors 

are rising rental prices and continued wage growth, which support 

service-sector inflation. In addition, the next government is also 

expected to pursue fiscal measures aimed at increasing tax revenues, 

and some of these measures could contribute to inflation during the 

first half of 2027. We expect inflation to reach 1.7% over the next 

12 months. 

Similar to inflation, monetary policy in Israel currently differs from the 

global trend. Markets are pricing in higher policy rates in both Europe 

and the US, while expecting additional easing in Israel. The Bank of 

Israel reduced rates in late May and intervened in the FX market as 

well, purchasing $801million. Market estimates suggest that FX 

purchases continued during the first half of June. Inflation 

expectations remain below 2% across most maturities, likely reflecting 

the appreciation of the shekel. One-year inflation expectations 

currently stand at 1.4%. The overall data backdrop supports an 

additional rate cut at the July meeting. Markets currently price in three 

rate cuts over the next year, taking the policy rate to 3.0%. While 

additional rate cuts in the near term appear highly likely, 

supported by the impact of shekel appreciation on inflation, a 

decline in the policy rate to 3.0% appears less probable. As time 

passes, the impact of currency appreciation on inflation will gradually 

fade. At the same time, the Bank of Israel is likely to place greater 

weight on the global interest-rate environment, which is currently 

moving towards a tightening bias. 

 

The high level of building permits will result in 
 higher housing starts 

Housing units, four-quarter rolling sum 
Source: CBS  
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