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Slowing economic growth around the world in the second quarter of the year, mainly due to the
weakness of manufacturing sector activity and international trade, and hence an emphasis on
slowing in open economies with an affinity for industrial exports.
The downside risks to the growth forecast increased recently. If one or more of the risks
materialize, volatility in the financial markets, which is also high, may intensify.
Inflation declined slightly in June, but is not expected to moderate substantially later on.
The trend of cutting interest rates by many central banks around the world is continuing. In our
opinion, global policies in the short-term will be expansionary, and call for monetary easing, but
not to a great extent.
Continued expansionary monetary policy and estimations for moderation in the rates of inflation
and growth represent factors that support a continued moderate yield environment in the coming
months.
United States (p. 11)







The slowdown in second quarter growth was more moderate than expected, due to rapid
expansion of private and government consumption.
In the remainder of the year and in 2020 the slowdown in the economy is likely to intensify
(emphasis on slowdown and not on recession). This is primarily in light of the heightened
weakness in activity within the industrial manufacturing sector.
Core inflation has slightly accelerated in recent months, in light of, among other things, wage
pressures on domestic prices.
In this reality and in view of continued reasonable growth in the American economy, it appears
the Fed will not cut interest rates at the pace the markets currently forecast. Thus, a renewed
increase is possible in bond yields in the coming months.
Euro Bloc (p. 15)








The second quarter growth rate declined compared to the first quarter, with a decline registered
in each of the larger economies. Business surveys in the opening of the third quarter indicate
moderate growth similar to that in the second quarter.
There is a risk to private consumption due to heightening uncertainty and the weakness in
industry, which will likely affect the growth rate of salaries and employment.
The July interest rate decision contained a dovish tone and apparently in the coming decision, in
September, the interest rate will be cut and additional expansionary measures will be announced.
The unstable political situation in Italy is leading to substantial fluctuations in 10-year bond
yields, primarily due to fears of a return to the EU fiscal conflict.
Germany’s 10-year bond yield is expected to remain negative, even if there will be fiscal
expansion, with calls for such action increasing. Germany has a budget surplus, such that there
are resources for the implementation of relatively expansionary fiscal policy for a limited time
to address the current situation.
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The Global Economy – The Big Picture
Economic activity and global forecasts (1): slowing economic growth around the world
in the second quarter of the year, mainly due to the weakness of manufacturing sector
activity and international trade, and hence an emphasis on slowing in open economies with
an affinity for industrial exports. The risks to the growth forecasts have risen recently.
 There was a slowdown in global growth in the second quarter of the year (Figure 1), with an
emphasis on the larger economies, most notably: Germany, Britain, China, Japan and the
relevant sectors within the US. This comes primarily against the backdrop of moderate
growth, and even partially negative, among the export countries, the commodities export
sectors, and industrial production. On the other hand, the continuing decline in
unemployment rates, the rise in wages, and the low interest rate environment continue to
support strong household demand. In May 2019, global industrial production indeed
increased slightly, but remained at a low level, while at the same time world trade volumes
continued to decline (Figure 2). It is important to note that the exports of developed
economies grew at a more moderate pace compared to the exports of the emerging markets.
 The global slowdown in economic activity has led to a downward revision (or at most stability
at a relatively moderate rate) in the growth forecasts of most of the larger economies by
leading financial institutions. The economic developments in the US and the euro bloc are
presented in detail in the following chapters. Regarding Britain, the early estimates indicate
a contraction in GDP in the second quarter of 2019 by 0.2% (q/q), for the first time since the
fourth quarter of 2012. However, it should be noted that one of the causes of this contraction
is the component involving investments and inventory, which declined sharply after rising
substantially in the first quarter. This, against the backdrop of inventory accumulation in the
British business sector ahead of the original date for the departure from the EU (end of March
2019). Looking ahead, the high degree of uncertainty surrounding Brexit is expected to
continue to affect the British economy also in the coming months (see details later in this
chapter). In Japan the national accounts data indicate faster than originally forecast economic
growth in the second quarter of the year (0.4%, q/q), following growth of 0.7% in the first
quarter (revised upward). The growth was supported mainly by domestic demand, whereas
exports continue to indicate weakness. This comes against the backdrop of, among other
things, the ongoing US-China “trade war” (Japan's main trade partners), as well as the
escalation in the Japan-South Korea trade conflict, which broke out due to a diplomatic crisis
between the two countries. Looking ahead, we expect moderation in the growth of developed
countries during 2019.
 Regarding the emerging markets, it appears the rate of expansion of economic activity in
China will slow in the coming year (see details later in this chapter), while in India the RBI
lowered its interest rate for the fourth consecutive time this year, by 35bps to 5.40%. This is
with the aim of encouraging economic activity and supporting inflation. The economic
indicators, such as the PMI of the manufacturing and services sectors, and also exports,
increased slightly recently; however, the country's business and consumer sentiment remains
relatively moderate. Looking ahead, a moderate and gradual moderation is expected in
India’s growth rate in the coming years. At the same time, economic data in most of the
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Asian countries continue to support the expansion of monetary policy in the near future. In
Latin America, the political risks across the continent (mainly in Argentina but also in
Uruguay, Mexico and Ecuador) have once again started to rise recently. This, against the
backdrop of, among other things, the results of early elections in Argentina that indicated an
expectation for the opposition candidate victory in the coming elections, which under his
leadership the economic crisis in Argentina is likely to deepen even further. Looking ahead,
growth in the EM countries is expected to slow slightly this year, with some variances
between the various regions. India is expected to continue to stand out positively, and growth
in Latin America is expected to recover this year, with the exception of the crisis countries Argentina and Venezuela.
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Economic activity and global forecasts (2): slowing economic growth around the world in
the second quarter of the year, mainly due to the weakness of manufacturing sector activity
and international trade, and hence an emphasis on slowing in open economies with an
affinity for industrial exports. The risks to the growth forecasts have risen recently.
 Most of the economic indicators point to a weakening of China's economic activity in July.
A decline was registered in the growth rate of industrial production; a slowdown occurred in
investments with an emphasis on the construction and infrastructure sectors, together with a
slowdown in construction starts; and retail sales grew by a more moderate rate than expected.
At the same time, the PMI indices of China’s industrial sectors continue to indicate declining
activity (below 50 points), this despite the fact that these indices increased slightly in July
(Figure 3). Looking ahead, the depreciation of the currency is not expected to offset the
effects of the burdensome US tariffs and the slowdown in global demand in all their force;
therefore, we expect another slowdown in economic activity during the year. At the same
time, China's monetary easing continues as China's central bank (PBOC) declared a "prime
interest rate of loans" (LPR) that will now serve as the benchmark for bank loan pricing. This
is with the aim of easing long-term loan pricing. The move will provide monetary policy
makers in China with better control of credit interest rates in banks, and may also allow for
additional monetary easing measures in the near term.
 In July, the downward trend in the global purchasing managers’ index (PMI) of the industrial
sectors continued, as the index fell to a level of 49.3 (Figure 4), continuing to indicate a
contraction in global industrial production. This level, which concludes three consecutive
months of an index below 50 points (the neutral level), is the lowest since October 2012. The
weakness in July’s PMI was relatively broad and included most of the economies (developed
and developing) that compose the index, which represents a negative indication of industrial
activity at the beginning of the third quarter of the year. The negative trend in the PMI is
affected by, among other things, more moderate global demand and a high degree of
uncertainty around the global trade issue. On the other hand, the global PMI of the services
industries rose in July, reflecting an increase in output and export orders. We estimate that
more moderate global growth of about 3.2% (on average) in 2019-2020 is expected, compared
to 3.5% in 2018.
 The "trade war" between the US and China continues to represent the central risk to the global
growth forecast, and, as expected, the G20 meeting did not help with this issue at all. The US
government recently announced its intention to impose a 10% tariff on additional Chinese
imports totaling US$300bn; however, afterwards the US postponed the implementation date
of these new tariffs from September to mid-December. In response, China allowed its
currency to weaken more than seven yuan to the dollar. In recent days, an addition escalation
in the "trade war" between the two countries was registered, as the Chinese government
announced its intention to impose new tariffs on US$75bn US products, and to renew the
25% tariff on US vehicles, agricultural goods and energy products. The US government has
imposed, in response, a 15% tariff (instead of 10%) on the US$300bn Chinese imports, which
will partially take effect on September 1st, and a 30% tariff (instead of 25%) on the rest of the
Chinese imports (totaling US$250bn) a month later. In our estimation, the tension between
the US and China is expected to be maintained in the coming months. In light of this, the
6

degree of volatility in the financial markets is expected to remain high in the near future, and
for the time being, a viable agreement between the two countries does not appear likely.
 In addition, the degree of uncertainty surrounding Brexit has recently risen with Boris
Johnson's appointment as prime minister, and uncertainty is expected to remain high in the
coming months as well, given the increased probability of Britain’s exit from the EU without
an agreement (the scenario with the most adverse effects on the economy). That is to say, the
level of uncertainty surrounding trade agreements remains high and this will continue to
weigh on business confidence, and consequently hamper investment and production in the
industrial sectors. Furthermore, EM currencies weakened in response to the crisis in
Argentina, where concerns recently increased regarding political upheaval in the upcoming
elections. The declines in EM currencies were led recently by the South African rand, the
Turkish lira and some Latin American currencies – in Mexico and Colombia mainly, but also
Brazil. There are other political and geopolitical risks, most notably: tensions in US-Iran
relations, tensions on the Korean peninsula, the Middle East, and more. In light of the above,
the risks to global economic activity are estimated to be downward.
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Inflation and monetary policy: inflation fell slightly in June, but is not expected to moderate
substantially later on. Continued expansionary monetary policy and estimations for
moderation in growth and inflation rates represent factors that support the continuation of
a moderate yield environment in the coming months.
 In June, average inflation in OECD countries declined to 2.1%, after equaling 2.3% in May
and 2.5% in April (Figure 5). The moderation in inflation occurred primarily against the
backdrop of a slight decline in energy prices and a more moderate rise in food prices.
Furthermore, among the larger economies there was a slowdown in inflation in Canada, the
US, and Italy. Inflation was stable in Britain and Japan, while Germany and France registered
slight increases. Oil prices increased last month but are still below the price levels in previous
months. Looking ahead, we estimate that the price of oil is expected to remain stable through
the end of the year, against the backdrop of, among other things, expectations for more
moderate global demand due to slower global economic growth, parallel to an additional
slowdown in industrial activity in China in the coming months as a result of the trade war.
Core inflation increased slightly to 2.2% in June, after reaching 2.1% May. Looking ahead,
weakening global economic activity, coupled with a decline in business sentiment, represent
factors that are likely to weigh on core inflation. However, a substantial moderation in core
inflation is not expected, at least in the short-term, against the backdrop of a shortage in skilled
workers in the labor market and the continuing trend of increasing wages.
 Over the past few years, a number of central banks reduced their interest rates to a negative
level, including: the European Central Bank (on deposits), the central bank of Switzerland,
Japan (including a negative interest rate target for the long-term yield curve), Sweden, and
Denmark. Reaching a negative interest rate comes against the backdrop of the difficulties
experienced in achieving inflation / price stability targets and considerable weakness of the
real economy. Currently, the trend of interest rate cuts on the part of many central banks
around the world is continuing, and in our estimation, the global policies in the short-term
will be for easing and expansionary, but not to a great extent.
 In August, interest rate cuts were registered in, among other places, India, New Zealand
(0.5bps to 1.00%), Mexico (0.25bps to 8.00%), and Hong Kong (0.25bps to 2.50%), as well
as in other countries, such as the Philippines, Thailand, Peru, and more. These steps follow
the July rate cuts by central banks in Australia, Brazil, South Korea, Indonesia, and others.
This trend reflects the need for policymakers to encourage activity and support inflation, in
light of the increase in global risks, moderation of the growth in activity, and moderate growth
and inflation forecasts for 2019-2020. Regarding the leading central banks, we note that after
reducing its interest rate by 25bps on July 31st, the US Fed, we expect, will reduce its interest
rates by an additional 50bps by the end of the first quarter of 2020 (while the market expects
a reduction of more than 100bps by the end of 2020). At its last meeting (July), the ECB
noted that its interest rate is expected to remain at the current level, and perhaps even lower,
until at least mid-2020, in parallel with the implementation of other easing measures, such as
the launch of another asset acquisition program and the third TLTRO program set to begin in
September. A similar message also surfaced in the recent interest rate decision in Japan. At
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the same time, we expect continuing expansionary monetary policy in China (as explained on
the previous page).

 Government bond yields in most of the large developed economies have been in a downward
trend since the end of 2018 (Figure 6). It is notable that since the beginning of August yields
have fallen relatively sharply, against the backdrop of a decline in economic sentiment, which
is expected to remain moderate in the coming months. This is due to moderation in the growth
rate of economic activity; heightened risks to the global economy (the “trade war”, Brexit,
other political risks, and more); and a change in monetary policy around the world towards
more expansionary. Overall, the macro-global environment continues to support low yields
in the coming months.
 Against this backdrop, the most unusual situation has been created around the world, within
the framework of which 27% of the world's bonds are traded with a negative yield-tomaturity. In money terms, this amounts to approximately US$15 trillion, under which almost
all government bonds are included. In corporate bonds, there are US$1 trillion worth of bonds
traded at with a negative yield-to-maturity, accounting for approximately 10% of the global
market value. The leader, but not the only one, in the field of negative bond yields is Japan
where about 42% of the debt carries a negative yield-to-maturity. In general, there is a large
concentration of negative yielding debt in Japan, Germany, France, and Spain, and we
emphasize that currently all German government bonds have a negative yield-to-maturity
(Figure 7).
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United States
Economic activity: the slowdown in growth in the second quarter was more moderate than
expected, due to a rapid expansion in private and government consumption. In the
remainder of the year and in 2020 the economic slowdown may worsen (with an emphasis
on slowdown and not on recession), mainly due to the growing weakness in activity of the
manufacturing sector.
 According to preliminary estimates of the US Department of Commerce (BEA), growth in
the US economy in the second quarter of 2019 equaled an annual rate of 2.1%, compared to
3.1% in the first quarter. The slowdown in growth was expected, and in fact, the second
quarter growth was better than anticipated (the consensus forecast called for 1.8% growth in
the second quarter).
 In the second quarter, private consumption, as expected, returned to be the main component
contributing to growth (see Figure 1), following temporary weakness in the first quarter, and
was led by consumption of durable goods. Alongside this, government consumption also
continued to expand at a rapid pace relative to the trend over recent years. On the other hand,
the slowdown in growth was led by business investment, which fell slightly in the second
quarter, in continuation of the slowdown in previous quarters, led by investments in nonresidential construction. At the same time, there was a sharp decline in inventories, which
was expected due to widespread positive accumulation of inventories in previous quarters.
Furthermore, in the second quarter net foreign trade once again, as it did in the past, was a
drag on growth (in view of a decline in exports and stability in imports), after a temporary
positive contribution in the first quarter.
 Along with negative macro-economic factors underlying the downturn (the lagging effect of
the high interest rate in the economy and the strong dollar, weakness in external demand,
uncertainty surrounding the trade war with China, exhaustion of some of the effects of tax
reform, etc.), the crisis at Boeing Corporation, according to estimates, reduced annualized
growth in the second quarter by about a quarter percent. In particular, this was through
damage to investments in machinery and equipment and to industrial exports.
 Initial indicators of economic activity in the third quarter point to a composition of growth
similar to that seen in the second quarter. Private consumption continues to expand at a very
good pace and consumer confidence continues to be high (despite some decline in August).
This is largely due to the relative resilience of the US labor market and also in light of low
leverage level of households and their high savings rate (8.1% as of June), which leaves much
potential for growth in private consumption. On the other hand, industrial production
continues to shrink, against the backdrop of a decline in external demand and erosion of
corporate profits, in a manner that is expected to be reflected in the third quarter as a further
moderation in investment and export data (see Figure 2). The contribution of government
consumption to growth is expected to weaken in the coming months, in light of a projected
decline in government investment, following an unusual increase in the first half of the year.
 Based on industry surveys (PMI and ISM), and despite a recent flattening of the US
government bond yield curve, we expect later this year and particularly in 2020 a further
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slowdown in growth, with no slide into recession (our 2019-2020 growth forecasts remain
unchanged from the previous survey). The recent US-China escalation measures in the trade
war and the great uncertainty they create are likely to slow business operations, with the
possibility of further escalation in the trade war. However, the relatively accelerated growth
registered in productivity (output per hour of labor) over the past one-two years may lead in
the medium-term (possibly as early as 2021) to a renewed acceleration in growth, with no
accompanying inflationary pressures, and also positively affect the profitability of companies.
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Inflation and monetary policy: core inflation has been somewhat accelerating in recent
months, due to, among other things, rising wage pressures on domestic prices. In this
reality, and given the continuing reasonable growth in the American economy, it
appears the Fed will not lower the interest rate at the rapid pace that the market is
currently expecting, such that a renewed rise in bond yields is possible in the coming
months.
 The higher than expected 0.3% rise in July core CPI, similar to the June increase, indicates
that the underlying inflationary pressures are not as moderate as the market assumed. The
annual core CPI inflation rose to 2.2%, from 2.1%. Furthermore, the three-month core
inflation rate (seasonality adjusted) rose to a 17-month high of 2.8% in annual terms. As long
as the latest acceleration continues, annual core inflation is expected to continue to rise.
 The acceleration in core inflation in recent months is mainly driven by core services
(particularly housing services, medical care, and flights). This is partially a result of strong
demand pressures in the rental market, but to a strong degree also due to pressures that the
tight labor market is beginning to place on local prices. A clear signal of these strengthening
pressures arises from the acceleration that occurred during last year in the growth rate of unit
labor cost, to 2.5%. Based on the existing correlation (with a one-year lag, see Figure 3)
between the annual growth rate of unit labor cost and core inflation, it can be expected that
the existing wage pressures in the economy will lead to a continued rise in core inflation
throughout the coming year.
 Another factor that may push core inflation upward in the coming months is the escalation in
the trade war. So far, there has been no significant impact on inflation from the previous round
of tariffs on imports from China (from May), but the new round of tariffs announced by the
Trump administration (which will take effect partly in September and partly in December)
includes a potential for more substantial upward pressure on consumer prices. This is based
on the fact that this round includes a much larger volume of finished consumer goods included
in the CPI.
 At the last monetary meeting (July 31), the Fed, as expected, lowered its interest rate by 0.25%
to 2.00-2.25%, and announced it would end its balance sheet reduction process in August,
two months ahead of its originally planned target. The content of the meeting as a whole was
indeed relatively hawkish, as the statement included a nearly identical assessment of the
economic conditions to the one issued in the previous monetary meeting in June.
Nevertheless, in his speech at the Fed's annual Jackson Hole Symposium, chairman Powell
reviewed the intensification of the downside risks to the American and global economy since
the last monetary meeting (while noting that "the US economy has continued to perform well
overall"); and suggested that in view of these risks, the Fed "will act as appropriate to sustain
the expansion", thus signaling a further rate cut at the coming monetary meeting in September.
Past experience shows that in the last 30 years there have been several instances where the
Fed lowered interest rates not during recessions, as a process of creating a "safety net", but in
all cases by no more than 75bps in aggregate. Since we believe the US economy is in a
slowdown mode, but not on the path to recession, and given the recent acceleration in core
inflation, we expect at most two more interest rate cuts during the next 12-months.
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 US treasury yields have fallen significantly since our previous survey (see Figure 4), led by
long-term yields, and the yield gap between 10-year to maturity treasury and two-year to
maturity treasury has completely disappeared (and even inverted several times since midAugust). The flattening of the yield curve partly reflects growing concerns in the market over
a recession, concerns that are also reflected in rising market expectations for interest rate cuts
(expectations for more than four to five additional interest rate cuts by the end of 2020, two
of which by October this year). However, this is partly explained also by the fall in 10-year
to maturity German government bond yield, given the strong correlation that has existed in
recent years between the long yields in the US and German government bond markets. In
light of our assessment that the fall in yields and the rise in expectations for rate cuts constitute
an "overreaction" of the market, we forecast that later this year, the 10-year to maturity
treasury yield will correct modestly upwards from the low current level of 1.5%.
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The Euro zone
Economic activity and forecasts: the growth rate declined in the second quarter. A decline
was registered in each of the larger economies. Business surveys in the opening of the third
quarter point to moderate growth. Risks to private consumption exist.
 Euro bloc GDP increased 0.2% (q/q) in the second quarter of 2019 (second update). This rate
reflects a decline from the first quarter's 0.4% growth rate, which was exceptionally good.
The decline in the growth rate characterized each of the four major economies in the euro
bloc (Figure 1), as once again weakness was felt in Germany, the largest economy in the euro
bloc, and Italy. Germany registered negative growth with a relatively sharp decline in
industrial production against the backdrop of considerable weakness in net exports, which
detracted from growth. Italy experienced a standstill in economic activity and an increase in
the degree of political instability.
 A breakdown of GDP data by type of expenditure for the euro bloc will only be published in
September; however, based on existing data, such as retail sales, it can be estimated that the
contribution of private consumption was positive but lower than that registered in the first
quarter. This was reflected also in the national data of France and Spain, both of which
experienced a decline in the contribution of private consumption to growth.
 The various business surveys for July signal a relatively weak growth rate in the third quarter
of 2019. The euro bloc’s PMI for July declined compared to June and is at a level that
correlates with a growth rate of 0.2% (q/q). For the sixth consecutive month, the index
indicates a decline in industrial activity, to the lowest level since December 2012, due to a
sharp decline in new orders. The euro bloc ESI survey also fell in July, reaching a 40-month
low. A decline was registered in the business sentiment of the trade, construction, and
services sectors, and especially in industry. On the other hand, consumer confidence increased
slightly. The level of the ESI index also signals stability in the growth rate and corresponds
to an expansion rate of about 0.2% (slightly less than 1% in annual terms, Figure 2).
Therefore, looking forward, in our estimation, the growth rate in the third quarter will be
similar to that registered in the second quarter (the consensus forecast - 0.3%).
 Consumer confidence in the euro bloc declined throughout all of 2018, but from the beginning
of 2019 this trend ceased. However, a high level of uncertainty and continuing weakness in
industry may lead to a renewed decline in consumer confidence. A decline in consumer
confidence may support an increase in the tendency of households to save at the expense of
consumption and thus weigh on domestic demand, which serves as a compensating factor for
export weakness. It is worth noting that the labor market in the euro bloc continues to show
resilience, as reflected in the relatively low unemployment rate, which is actually continuing
to decline. However, the rate of expansion in the number of employed persons slowed in the
second quarter of 2019. There was also a decline in the rate of companies reporting employee
shortages as a constraint on activity, and a decline in companies' intentions to recruit workers
in most of the large economies within the bloc. This may contribute to a decline in the
nominal wage growth rate and restrain expansion of private consumption.
 The risk to the euro bloc from US-China trade tensions has risen recently, due to indirect
effects. So far, euro bloc countries have not profited from the trade war by shifting the import
15

of products that have tariffs imposed on them in one of the countries. Furthermore, it appears
orders for industrial exports from the euro bloc have been hurt by more than what was
expected they would be hurt by when taking into account the decline in external demand from
the main trading partners. Indeed, recent business surveys raise concerns from companies
about restrictions that the trade war places on economic activity. Looking ahead, indeed,
imposing a tariff on European vehicle imports into the US is not expected to shock the
economic activity of the euro bloc directly, but it certainly could weigh on economic activity
in Germany, which is also experiencing difficulties, where the automotive industry is a
substantial part of the economy.
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Inflation and monetary policy: the interest rate decision in July was dovish. As it appears
now, the interest rate will be cut in the upcoming decision in September, and additional
expansionary measures will be announced. The political situation in Italy is leading to
substantial fluctuations in 10-year bond yields. The 10-year bond yields in Germany are
expected to remain negative, even if there will be fiscal expansion, with calls for such action
strengthening. Germany has a fiscal surplus, such that there are resources for implementing
relatively expansionary fiscal policy for a limited time for the current situation.
 The inflation rate fell 0.3 percentage points to 1.0% in July and the core inflation rate fell 0.2
percentage points to 0.9% (Figure 3). This decline stems from, among other things, a decrease
in the inflation rate of services prices. With regard to services prices, looking ahead, given
the relatively weak economic activity in the euro bloc, it appears the growth rate of prices of
non-tradable products, including services, is not expected to rise, as companies will prefer not
to raise prices and risk losing market share.
 The interest rate decision made in late July was dovish in tone. The ECB, as expected,
changed its forward guidance on the interest rate path when the decision stated "the interest
rate will remain at or below the current level at least until the first half of 2020". This seems
to have paved the way for an interest rate cut in the next decision in September, against the
backdrop of low inflation forecasts in the medium-term, which are not expected to change.
This is apparently in conjunction with measures that will ease banks' activity against the
backdrop of the costs that the negative interest rate environment is dragging down, and it is
also possible that additional details of further expansionary measures, such as a new
quantitative easing plan (QE), may also be published. It was also stated in the same decision
that the bank ordered the "relevant committees" to examine various options for expanding
monetary policy, which may strengthen the assessment that already in the upcoming interest
rate decision indeed some sort of expansion measures will be taken. Past experience shows
that usually after such a formula, monetary policy has been expanded in the subsequent
interest rate decision.
At the press conference announcing the interest rate decision, the president of the European
Central Bank (ECB), Mario Draghi, noted that the risks to the growth outlook are still biased
downward and stem from increased uncertainty as a result of geopolitical factors, the
strengthening of protectionism, and the vulnerability of emerging markets. The euro bloc's
growth outlook, he says, is getting "worse and worse". Furthermore, he noted that in the
current environment, a significant level of monetary incentives continues to be needed to
enable the financial conditions that support economic activity and prices.
 The current monetary environment and the expectations for additional expansionary measures
by the ECB in the near term are expected to support the low yields that characterize the bonds
of the large economies in the euro bloc, except for Italy (Figure 4).
 Italy's political sector is again in focus. The ruling coalition led by the Five Stars Movement
and its partner League is facing new difficulties these days, as the leader of the latter declared
two weeks ago that the current coalition's composition is unsustainable and thus there is a
need for new elections, and even called to hold a vote of no confidence in the government.
Because of this, and probably out of concern over early elections, yields on Italy's 10-year
17

bonds jumped sharply, by about 30bps; however, since then the yield has corrected to even a
lower level then it was prior. Fears of early elections apparently stem from the League's
strengthening in public opinion polls, which suggest support for the party has doubled, such
that it will be able to form a coalition with another right-wing party. Realization of such a
scenario is likely to lead to renewed tensions surrounding fiscal matters with the European
Council, in light of the hawkish stance of the League party on fiscal matters and the statements
of the party’s members against the fiscal laws of the EU.
Within the framework of his speech to Parliament on August 20th, and in light of the
developments described above, Italy’s prime minister, Giuseppe Conte, announced his
intention to resign. Now, presumably, the president will work to establish a new government
with a goal of, among other things, passing the 2020 budget. Possible options include, among
others, a partnership between other parties (for example Five Stars together with PD), a
transitional government, or even the continued cooperation of the members of the current
coalition with a change in the division of powers. In the event these efforts will not bear fruit,
the path will be paved for the dissolution of parliament and early elections.
 In recent years, Germany has maintained a substantial budget surplus, which is growing.
Against this backdrop and the deepening economic downturn, there have been growing
expectations for fiscal expansion in Germany. These expectations had only a small effect on
the level of yields on German Bunds. In our estimation, Germany's fiscal policy is not likely
to materially change expectations concerning yields, and the yield on 10-year bonds is
expected to remain negative in the coming year.
There are several reasons for this. First and foremost, the position of the German Treasury is
not in favor of any substantial fiscal expansion. Second, even if Germany goes in the direction
of significant fiscal expansion, it is not certain this will result in any real return and it is
possible the ECB's response to a very expansionary fiscal policy, through a "policy mix"
mechanism, will be in the direction of actual tightening of monetary policy or at least stopping
more expansion moves.
It is even more important to consider the extent to which budgetary expansion affects yieldto-maturity rates, and this is highly dependent on the degree to which this policy is seen as
effective in accelerating the economy and increasing inflationary pressures.
A good example of this is Japan, whose economy today has similarities to the German
economy, particularly: an aging population, an ongoing surplus in the current account of the
balance of payments, and a very moderate wage rise despite low levels of unemployment.
Although the Japanese government greatly expanded its fiscal policy in the 1990s, the yield
on a 10-year Japanese government bond (JGB) continued to decline. This is because the
contribution to increasing demand in the economy and economic activity following the fiscal
expansion has been minimal and insufficient to produce a sufficient rise in inflation to raise
Japan's interest rate expectations and the yield-to-maturity for various durations. And
although Japan's debt/GDP ratio has risen consistently as a result of its budgetary expansion
and the country’s credit rating has been reduced, there is no evidence that this has significantly
raised the risk premium on bonds issued by the Japanese government.
It is doubtful, even if we consider a pessimistic scenario for “AAA” rated Germany, that
budgetary expansion there will result in a substantial increase in the country’s risk premium.
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Of course, without fiscal expansion, Japan's economy would probably be much weaker today.
However, Japan's example illustrates the point that fiscal expansion alone does not necessarily
raise bond yields, especially if monetary policy remains very expansionary – as it is expected
to be in the euro bloc in the foreseeable future. In summary, it appears the yield on the 10year German Bund will remain negative in the coming year, regardless of what will happen
to Germany's fiscal policy.
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