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A slowdown is apparent in economic growth across the world in the second
quarter of 2019, primarily resulting from weakness in the industrial sectors and
international trade.
Risks to the growth forecast remain high. If one or more of the risks materialize,
high volatility in the financial markets may return.
The inflation outlook in the OECD countries declined in May, but is not expected
to moderate significantly in the future.
It appears most of the central banks around the world (mostly the developed
world) have internalized that measures will apparently be required to encourage
economic activity in the near future.
The continuation of expansionary monetary policy and forecasts of moderation in
growth and inflation rates constitute factors that support a moderate yield outlook
at least in the short-term.

United States (p. 7)








Growth is expected to slow in the second quarter of 2019, in light of expectations
for a negative contribution of net foreign trade activity and despite a recovery in
private consumption.
Later in the year, and even more intensively in 2020, the slowdown is expected to
deepen, resulting from the effects of the trade war and in light of expectations for
weakness in some of the current growth engines, such as government investments.
Despite a slight uptick in core inflation as measured on a CPI basis, the relatively
moderate level of Core PCE led the chairman of the US Fed, Jerome Powell, to
note that inflation is below the target.
By the end of the year, a slight increase in 10-year bond yields is expected, if the
interest rate reduction path is more moderate than market expectations.
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Industrial production registered a positive surprise in May. Despite this, the
growth forecast for the second quarter of the year remains unchanged, based on
weakness in other indicators.
In Germany, there are signs of substantial weakness and a decline in sentiment.
The appointment of Christine Lagarde as ECB president supports expansionary
monetary policy, as well as inflation expectations, weakness in economic activity,
and more.
The yields on the bonds of the larger economies corrected upwards, apparently
against the backdrop of relatively positive data from the euro bloc and the world,
yet they remain historically low.
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The Global Economy – The Big Picture
Economic activity and global forecasts (1): a slowdown is apparent in economic growth
across the world in the second quarter of 2019, primarily resulting from weakness in
industrial sector activity and in international trade. Risks to the growth forecast remain
high.
 Updated indicators on global economic activity indicate moderation in the growth rate in the
second quarter of the year, with an emphasis on the developed countries; however, this is
apparently not a substantial slowdown. This moderation occurred mainly against the
backdrop of moderate growth in goods exports and industrial production, whereas the services
sectors continue to grow. On this regard, we note that in April 2019 there were declines in
international trade volumes and in global industrial production (Diagram 1), while the levels
of exports of the emerging markets stood out negatively. On the other hand, the demand of
households for consumption continues to grow at a relatively stable rate, thanks to a
continuing decline in unemployment rates, a continued increase in wages, and a low interest
rate outlook.
 The global slowdown in industrial activity was reflected in the leading economies, with an
emphasis on Germany, Britain, and Japan, while also in the US and China the industrial
sectors are weak. This development has led to a downward revision in the growth forecasts
of the large economies on the part of leading financial institutions. Later sections in this
report break down further the economic developments of the US and the euro zone.
Regarding Britain, the indicators on activity indicate weakness in industrial activity, while on
the other hand activity in the services sectors was supported by stable demand from
households that are benefiting from a tight labor market and rising wages. The high degree
of uncertainty surrounding Brexit, which actually increased recently, is expected to continue
to weigh on activity also in the coming months, and is likely to lead to a response from the
central bank in the event this becomes necessary. In Japan, the data on activity continue to
indicates relatively weak growth, this from the direction of both industrial activity and also
from private consumption, against the backdrop of, among other things, the decline in real
wages. Looking ahead, we expect moderation in the growth of the developed countries
throughout 2019.
 As for the emerging markets, the growth rate in China slowed in the second quarter of 2019
(details on the next page), and in India the PMI indeed declined in June, yet still indicates a
relatively high level of output. The output prices component in the index declined in June
against the backdrop of a drop in oil prices in the beginning of the preceding month, a
development that is expected to support an additional rate cut on the part of the RBI in August.
In parallel, the indicators on economic activity in most of the Asian countries are
strengthening the assessments that some of the central banks in this region (Singapore,
Indonesia, South Korea, and Malaysia) will adopt expansionary monetary measures soon in
order to support activity and the inflation outlook. In Latin America, it appears that recently
political risks decreased slightly. This development will support the continuing process of
recovery in economic growth in most of the economies in this region this year and next.
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Overall, we estimate that growth in the emerging markets will remain stable in 2019, yet this
will be with slight variances within the different regions (Diagram 2). India is expected to
continue to lead the growth of the EM countries, while the other EM economies on the Asian
continent are expected to increase at a moderate pace, due to, among other things, the
economic developments in China and the forecast for a slowdown in the growth rate there.
As mentioned, the slow, gradual process of recovery in Latin America is expected to continue
throughout the year, with the exception of the crisis countries – Argentina and Venezuela.
The growth rate of the central-eastern European countries is expected to moderate this year,
against the backdrop of the expected slowdown in the economic growth of the euro bloc.
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Economic activity and global forecasts (2): a slowdown is apparent in economic growth
around the world in the second quarter of 2019, primarily resulting from weakness in
industrial sector activity and in international trade. Risks to the growth forecast remain
high.
 The annual growth rate of China’s GDP fell in the second quarter of the year to 6.2% (real)
compared to 6.4% in the first quarter, this in continuation of the moderating trend over recent
quarters (Diagram 3). The slowdown was in-line with the initial estimates of most financial
institutions, and concentrated mainly in the industrial and construction sectors, while the
growth in services sectors activity remained stable. These data are consistent with the decline
in the PMI indices of the industrial sectors in China to below 50 points (Diagram 3).
However, it is important to note that the slowdown in second quarter growth came despite the
relatively strong data that was published towards the end of the second quarter. Some of these
data include: acceleration in the growth rate (y/y) of industrial production from 5.0% in May
to 6.3% in June; acceleration in the growth rate of retail sales from 8.6% in May (y/y) to 9.8%
in June, stemming at least partially from a rapid decline in automobile inventories before the
implementation of new vehicle emission standards that came into force at the end of June;
and an increase in real investments. Looking ahead, we estimate that in the main scenario,
the real growth in China is expected to remain stable around the current level of growth, this
with the support of expansionary policy (fiscal and monetary) on the part of the government.
 The continuing decline in the global PMI of the industrial sectors continued also in June when
the index declined to 49.4 (Diagram 4), indicating a contraction in global industrial
production. In addition, we note that for the first time since November 2012 this index
indicated a contraction in activity during two consecutive months (below 50 points). The
weakening of the PMI in June was broad based and included a large portion of developed
economies as well as developing economies (EM), and thus serves as a negative indicator of
industrial activity during the second quarter of the year and apparently also looking towards
the third quarter. It is possible that the decline in the PMI was affected to some degree by the
implementation of new tariffs, which weighed on sentiment as well as on activity. The PMI
is likely to recover later, in the event the US and China will reach substantial and valid
understandings. On the other hand, the decline in the global PMI of the services sectors
ceased, as this index returned to an upward movement in June. Looking ahead, we forecast
more moderate global growth of 3.25% (on average) in 2019-2020, compared to 3.50%
growth in 2018.
 Concerns about the development of a trade war are still a major risk to global growth
forecasts, despite the fact that the US and China agreed to renew trade talks between them at
the latest G20 conference. In contrast to the positive response in the financial markets, we
believe this appears to be a positive signal, but not anything more than this, since concrete
proposals have still not been raised to provide an answer to the substantial fundamental
questions of the two sides. Therefore, it appears this is only a temporary lull in the tensions.
This situation may possibly turn out to be similar to last year when a ceasefire lasted only six
months, and afterwards the US raised tariffs on imports from China amounting to US$200bn.
We estimate the two sides are apparently interested in achieving a trade agreement, but the
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issue is expected to continue to weigh on growth and on the financial markets until the
uncertainty will substantially subside.
In addition, there are still disagreements surrounding the issue of trade between the US and
the European Union, and it is possible that tariffs will be implemented at some time. The
uncertainty surrounding Brexit remains high, with an emphasis on the concern that Britain
will leave the EU without an agreement (the scenario with the most negative impact on the
economy). Furthermore, there are other political and geo-political risks, headed by: tensions
in US-Iran relations, tensions on the Korean peninsula, the Middle East, and more. In light
of this, the risks to global economic activity remain high and with a tendency downwards.
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Inflation and monetary policy: the inflation outlook declined in May, yet is not expected to
moderate substantially going forward. The continuation of expansionary monetary policy
and estimates for moderation in growth rates and inflation represent factors supporting a
moderate yield outlook in the short-term.
 Inflation in OECD countries moderated in May to 2.3%, after equaling 2.5% in April
(Diagram 5). The moderation in inflation was broad in most of the large economies, led by
European countries (Germany, France, and Italy), but also in Japan and the US. This occurred
mainly against the backdrop of a slowdown in the rate of increase in energy prices in the
index. Looking ahead, we estimate that the central risk to oil prices is linked to geo-political
developments in the Persian Gulf, which in the extreme case may lead to a rise in the price of
oil in the short-term, a development that would likely support a certain rise in inflation in the
subsequent months.
In parallel, core inflation stood at 2.1% in May, compared to 2.2% in April. The weakness in
world trade and the expected slowdown in economic activity together with the deterioration
in business expectations are likely to weigh on core inflation around the world. On the other
hand, core inflation is expected to be supported in the coming months by, among other things,
the continuing downward trend in unemployment rates (Diagram 6) among most of the
developed countries and by the continuing trend of rising wages. On this regard, we note that
the unemployment rate in the OECD countries stood at 5.2% in May, similar to the preceding
month and 0.2 percentage points below the level in January this year. Overall, substantial
inflationary pressures are note expected during the year.
 In view of the slight slowdown in the rate of expansion of global economic activity in recent
months, in combination with more moderate growth and inflation forecasts for 2019-2020
and a relatively high degree of risks, it appears most of the central banks around the world
(mainly the developed world) have internalized that measures will apparently be needed to
encourage economic activity soon. The Fed is expected to lower the US interest rate by a
cumulative 50-75 basis points through the end of the second quarter of 2020. A Fed interest
rate cut of 25 basis points seems likely in its upcoming meeting at the end of July, or at the
latest in mid-September.
Regarding the ECB, the new chair of the central bank, Christine Lagarde, is expected to
continue the policies of her predecessor, Mario Draghi. The ECB is expected to implement
monetary expansion in the short-term that is likely to include an interest rate cut, an additional
quantitative ease (QE) plan, and a third TLTRO plan that will start to be implemented during
September. Furthermore, a number of central banks recently lowered their interest rates
(Australia, New Zealand, and India), and in our opinion monetary expansion in China is
expected to continue alongside possible expansionary measures also in Japan and in some of
the large EM countries.
 The expansionary monetary policies in the large developed economies, along with
assessments for moderation in inflation and growth rates, are expected to continue to support
a moderate yield outlook in the short-term at least. US government bond yields increased
slightly recently, this due to, among other things, the lull in the US-China trade ware
following the G20 conference. At the same time, the downward trend in the bond yields of
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the four largest economies in the euro bloc continued until recently, apparently against the
backdrop of matching investors’ expectations of the approaching possibility of expansionary
measures on the part of the ECB. Overall, the global macro-economic outlook continues to
support low yields in the coming months.
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United States
Economic activity: a slowdown in growth is expected in the second quarter, in light of an
expected negative contribution from net foreign trade activity and despite a recovery in
private consumption. In the remainder of the year, and even more so in 2020, the slowdown
is expected to deepen, as a result of the implications of the trade war and in light of
expectations for weakness in some of the current growth engines, such as government
investments.
 There are increasing signs of a slowdown in growth in the American economy in the second
quarter of 2019. Foreign trade data from April – May, and additional indicators (such as
export orders surveys), are signaling that a decline in exports and an increase in imports are
expected in the second quarter, such that net foreign trade will apparently return to be a drag
on growth in the second quarter. This follows the first quarter when trade activity actually
made a substantial positive contribution to economic growth (see Diagram 1). American
exports are currently negatively affected by the weakness in global demand, whereas imports
are continuing to increase in light of the relative strength of domestic demand. It is important
to note on this regard that the escalation that occurred in the beginning of May in the trade
war between the US and China is not reflected in May data; during May an increase was
actually registered (compared to April) in the volume of bilateral trade between the countries.
 As for business investment, the current indicators are signaling a mixed picture in the second
quarter. On one hand, imports of capital goods for civilian uses (excluding imports of
aircrafts, which were negatively affected by the crisis at Boeing Corporation) experienced a
stronger than expected increase in April – May. On the other hand, investments in the
construction sector continue to weaken, and their current level is below that from last year.
The moderation in investments in construction is evident primarily in residential sector
(against the backdrop of a “cool down” in the activity indices in the housing market), but
there was a slight degree of moderation also in non-residential sector.
 While overall growth is expected to decline in the second quarter, it might still be similar to
the current growth potential of the economy (1.5% - 2.0% at an annual rate). Private
consumption is expected to be the main contributor to growth and to recover following a
temporary slowdown in the first quarter. American households are still benefiting from a
stable growth in disposable income, in light of relatively strong performance of the labor
market, the wealth effect (as a result of the rise in home prices and in the stock market), and
relatively low levels of leverage. In light of this, consumer confidence is still at a relatively
high level, although it has recently fallen slightly, possibly in light of concerns of a slowdown
in the economy in general, and particularly the escalation in the trade war. In addition to
private consumption, also government investments are expected to provide a substantial
positive contribution to growth in the second quarter, in continuation of the first quarter.
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 Later in the year, and even more so in 2020, the slowdown in the economy is expected to
deepen and may even temporarily reduce the growth rate slightly below the potential, but not
a slide into recession. This may occur as the recent escalation in the US-China trade war will
begin to be reflected in the economic activity data, and in view of the expectation that some
of the growth engines of the first half of 2019 (with an emphasis on government investments
and possibly inventories) will weaken later. Clear signs of the deepening slowdown down
the road can be seen in the industrial surveys (ISM and PMI). The indices coming out of
these surveys continue to fall and are signaling heightened weakness in the manufacturing
sector (see Diagram 2), together with a less severe slowdown in the services sector. It is
important to note that additional headwinds to growth are likely to appear in the event of an
additional escalation in the trade war between the US and China, a scenario that remains
realistic in light of the fragility in the ceasefire that the two countries declared at the last G20
conference (June 28-29).
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Inflation and monetary policy: despite a slight rise in core inflation, as measured on a CPI
basis, the relatively moderate level of the Core PCE led the chairman of the US Fed, Jerome
Powell, to note that inflation has been running below the target. By year-end, a slight
increase is expected in 10-year treasury yields, if the path of interest rate cuts turns out to
be more moderate than the market expectations.
 After several months of slowdown, there was a slight acceleration in core inflation (Core CPI)
in June, to an annual rate of 2.1% (compared to 2.0% in May, see Diagram 3). This comes
following a relatively sharp monthly increase (m/m) of 0.3%. Within this framework, core
goods prices increased, apparently not due to the rise in tariffs on imports from China in May,
as they were led by items with a weak link, if any, to the increase in tariffs (used vehicles and
apparel; most of the clothing imports from China are not exposed to the rise in tariffs). Also,
the standstill in June in core final goods prices within the PPI (final goods producer index
excluding food and energy) indicates that the rise in tariffs on Chinese imports is still not
being passed on to domestic prices.
 Core inflation according to private consumption prices (Core PCE) equaled 1.6% annualized
in May, such that for several months already it has been below both core CPI and the inflation
target of the US Fed (2%). It appears that against this backdrop, the chairman of the US Fed,
Jerome Powell, noted within the framework of his semi-annual testimony to Congress (July
10) that “Inflation has been running below the FOMC symmetric 2 percent objective” and
that “Inflation pressures remain muted.” However, some of the Fed members are not
convinced that the inflation environment has weakened, a notion based on the Dallas
Trimmed Mean PCE index, which in May stood at an annualized rate of 2%, similar to its
level in preceding months. Against the backdrop of the nature of the correlation between the
Dallas Trimmed Mean PCE and the Core PCE, we estimate that also the Core PCE will return
to a level of 2% in the beginning of 2020. Later on, the path of core inflation will be affected
on one hand by the rise in tariffs on Chinese imports, and on the other hand, by weakness in
the demand environment in the economy against the backdrop of the slowdown that is
becoming apparent.
 Also within the framework of the semi-annual testimony to Congress (July 10), Powell noted
that “It appears that uncertainties around trade tensions and concerns about the strength of the
global economy continue to weigh on the US economic outlook”. It seems this statement,
together with others given in the framework of this forum, indicate that despite the ceasefire
in the trade war between the US and China resulting from the last G20 meeting, and the large
gain in non-farm payrolls in June, the Fed intends to initiate an interest rate cut, totaling 25bp,
sometime in the near-term. We still forecast an initial interest rate cut in September and an
additional rate cut in March 2020. A third and last cut in this easing cycle could possibly take
place towards mid-2020 if the data warrant this. However, since we expect a productivity
driven gradual increase in US growth from 2021 onwards, we also expect the Fed funds rate
to start to rise once again in 2021 as well.
 The treasury yields increased since the publication of our previous survey (see Diagram 4).
This is apparently due to a combination of factors, including the ceasefire declared at the last
G20 meeting in the trade war; strong data from the labor market; a slight upward surprise in
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June inflation; and the statements of the chairman of the US Fed, Jerome Powell. In parallel,
recently the yield differential began to widen again between 10-year to maturity and 2-year
to maturity treasuries, a process that reflects a decline in the fears of the market for a recession
or a severe slowdown. Market expectations for an interest rate cut have remained unchanged
over the past month, embodying three interest rate cuts by the end of 2019 (including one rate
cut that is fully priced into the rate decision at the end of July). In our opinion, if the Fed’s
interest rate path develops in line with our forecast, the yields environment of 10-year to
maturity treasuries will rise slightly from the current level in the period remaining until the
end of the year.
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The Euro Area
Economic activity and forecasts: industrial production registered a positive surprise in
May. Nevertheless, the growth forecast for the second quarter remains unchanged, based
on weakness in the other indicators. In Germany, there are signs of substantial weakness
and a decline in sentiment.
 The second quarter of the year ended and the activity data and the sentiment surveys published
sharpen our assessment that a slowdown occurred in the growth rate of the euro area economy
to around 0.2% (q/q). First, it should be noted that surprisingly, industrial production in May
increased by a higher than expected rate, primarily due to a substantial increase in France,
even though increases were registered in each of the large economies of the euro area.
However, we emphasize that this increase comes after two consecutive months of declines.
On the other hand, an accumulation of other indicators supports the above forecast, which
means a slowdown in the growth rate compared to the preceding quarter. The June PMI
business survey indicates an increase in the index compared to May, due to an improvement
in the indices in Italy and France. However, the average of indices in the second quarter
corresponds to a quarterly growth rate of 0.2%. The picture received from the ESI index of
the European Commission is even bleaker, as this index reached a low in June that has not
been seen since September 2013. Retail purchases in the euro area declined 0.3% in May,
this following a 0.1% decline in April, which apparently indicates weakness in private
consumption (Diagram 1). Goods exports from the euro area countries declined 2.5% in April
compared to March; this decline supports a negative contribution of net exports to growth in
the second quarter of 2019. As we recall, exports recovered slightly in the first quarter of
2019, against the backdrop of, among other things, heightened exports to Britain that stemmed
from the accumulation of inventories with the approach of the original target date at that time
for Brexit. Thus, exports to Britain are expected to drop sharply and to pressure exports in
the opposite direction in the second quarter.
 At the national level, it again seems that mainly Germany and Italy are hampering activity in
the euro area. Germany, which is highly exposed to trade and industrial activity compared to
the other EA big economies, was hurt by supply problems in the automobile industry, but not
only by this. Since the beginning of the year orders from the industrial sectors have been very
low compared to 2018, this against the backdrop of a decline in both external and domestic
orders. Meanwhile, industrial production in Germany increased 0.3% in May, yet this, it is
important to remember, followed a sharp 2% decline in April, and it appears production is
expected to represent a drag on growth in Germany in the second quarter of 2019.
The weakness in the industrial sectors in Germany also appears to have dampened household
consumption, and in April – May retail sales dropped sharply in the country, simultaneous to
a decline in consumer confidence. The domestic business survey, the IFO, declined in June
to its lowest level since February 2016, primarily against the backdrop of a sharp decline in
the expectations component (Diagram 2). In summary, in light of the weak activity data in
Germany, a near-zero growth rate in the second quarter of 2019 cannot be ruled out, or even
more severe, perhaps even negative growth. In addition, it is quite possible that the weakness
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in the industrial sectors, which apparently has already trickled into household consumption,
will weigh also on activity in the services sectors, which have remained relatively resilient
until now.
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Inflation and monetary policy: the appointment of Christine Lagarde as ECB president
supports monetary policy expansion, as well as inflation expectations, weakness in
economic activity, and more. Yields on the bonds of the large economies corrected
upwards, apparently against the backdrop of the relatively positive data from the euro
area and the world, yet they remain historically low.


Core inflation, which neutralizes food, energy, as well as tobacco and alcohol prices,
increased in June to an annual rate of 1.1% from 0.8% in the preceding month, whereas
general inflation remained unchanged at 1.2%. Since the data are preliminary, the breakdown
is not comprehensive, yet despite this, it can be seen that a rise in services prices led to the
increase in core inflation. The inflation indices in France and Germany indicate that the rise
in services prices stemmed from prices of transportation and accommodation, this apparently
due to an increase in national holidays in June of the current year compared to last year, which
means that at least some of the increases will be offset next month.



The European Parliament narrowly voted to confirm Ursula von der Leyen as the next
president of the European Commission. Ms von der Leyen has proposed a more “growthfriendly fiscal policy”, but we don’t think that this will result in a change to EU’s fiscal rules
for now. Perhaps even more important is the appointment of the next president of the ECB,
Christine Lagarde, who will replace the current president in October 2019, apparently
indicates adherence to the current policy of the ECB. Lagarde, who was formerly head of the
French Ministry of Finance (MoF), and until recently served as the chair of the IMF, yet is
not an economist, is known for supporting the steps taken by the ECB, which were perceived
at the time as “unconventional”, such as a negative interest rate and quantitative easing (QE).
She is also known for her encouragement of expansionary monetary policy as part of the
support for economic activity. Therefore, looking ahead, it appears her appointment signifies
support for expansionary monetary policy, in an approach that is no different from that of the
current ECB president, Mario Draghi.

 In addition to the appointment of Draghi’s successor, it is possible to point to additional
factors supporting a return to expansionary monetary policy. First and foremost, the
weakness in the data on activity in the euro area, and particularly in Germany, as described
above, supports this. Inflation is substantially below the target (below, yet close to 2%) and
is even not expected to return to the target in the coming two years according to the ECB’s
forecast. Furthermore, market derived inflation expectations over the longer terms (6-10
years), which are currently around 1.3%, are low compared to the past (Diagram 3). In the
past, the ECB adopted expansionary measures at levels that were greater than the current
level. More and more representatives of the ECB are publicly expressing there is a need to
implement additional expansionary measures. In addition, Draghi himself made it clear in
the middle of last month, in other words, that all policy tools are “on the table” and that they
were discussed in the last interest rate decision.
Looking forward, all the above arguments support expansionary policy and are expected to
lead to a change in monetary policy in a short period of time, possibly already in the upcoming
rate decision that will take place at the end of the month. The change will apparently be taken
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gradually by means of an update in the forward guidance, followed by an interest rate cut and
later on also the renewed initiation of quantitative expansion.
 Through the beginning of July, yields on the 10-year bonds of the four largest economies in
the euro area continued the downward trend that characterized them from the beginning of
2019, this apparently as part of the change in the expectations of investors that stemmed from
the internalization of the possibility that the ECB will adopt expansionary measures soon.
Since then, with the exception of Italy, yields corrected upwards, and it is possible this is
against the backdrop of a number of positive figures around the world, with an emphasis on
industrial production in the euro area, employment data in the US, and more (Diagram 4).
Italian bond yields received additional support from the European Council. The country
narrowly avoided disciplinary measures by the European Council, thanks to restraining fiscal
measures that it decided to implement, a development that will keep the size of its fiscal
deficit in accordance with the agreements that were achieved with the European Commission
in November 2018. The cuts announced by the government prevented implementation of an
Excessive Deficit Procedure and put off further confrontation between the institutions of the
European Union and Italy on fiscal matters, at least for now.
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