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Global economic growth accelerated slightly in the first quarter of the year,
primarily in developed countries, stemming partially from temporary factors.
Activity is expected to slow in the second quarter against the backdrop of weakness
in the industrial sectors.
The risks to the growth forecast increased somewhat recently. Realization of risks
is likely to cause a return to high volatility in the financial markets.
The inflation outlook remains moderate, yet the potential for a continued
substantial moderation is limited.
The patient stance that has characterized central banks is expected to continue.
We do not rule out additional expansionary measures by some of the central banks
in the large economies around the world.
The current macro environment supports a relatively low yield environment in the
bond market, at least in the short-term.
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Strong first quarter economic growth data stem mostly from temporary factors.
Growth is expected to moderate slightly in the remainder of the year.
The growth environment is expected to moderate in 2019-2020. However, the
acceleration that occurred last year in labor productivity is likely, if it will
continue, to positively affect actual growth.
The moderation in core inflation is continuing. A substantial recovery in core
inflation in the near term appears less reasonable.
The macro environment supports the patient stance of the Fed.
Bond yields are expected to continue to be traded at relatively low levels in the
near term.
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First quarter economic growth surprised on the upside, and signals a recovery in
Germany and Italy.
However, we do not expect strong economic growth rates in the coming quarters.
The industrial countries are more vulnerable compared to the economies that rely
more on the services sectors.
The inflation rate increased against the backdrop of temporary factors, but does
not reflect a trend that is expected to continue.
The upcoming European parliamentary elections are not expected to lead to a rise
in the yields-to-maturity of the government bonds of the large economies in the
bloc.
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The Global Economy – The Big Picture
Economic activity and global forecasts (1): global economic growth accelerated slightly in
the first quarter of 2019, but this is not expected to continue also in the second quarter,
against the backdrop of weakness in the industrial sectors. The risks to the growth forecasts
have increased slightly.


The economic growth data published until recently show that global economic growth
accelerated in the first quarter of the year, primarily due to an increase in the growth rate of
most of the developed countries; however, this trend is not expected to continue in the second
quarter of the year. This is due to the fact the first quarter growth data were affected in part
by one-time factors that are not expected to continue in the coming quarters. At the same
time, other data on activity, with an emphasis on industrial activity and international trade,
indicate a slowdown in activity (Chart 1). On this regard, we note that the volume of
international trade declined in February, registering the fourth month of declines out of the
last six months ending in February 2019. The amount of exports from emerging markets was
notably weak, as were also the exports of the electronics sectors.



The US continues to lead with relatively firm economic growth compared to the other
developed countries (Chart 2). Growth in the first quarter of 2019 was supported primarily
by temporary factors, such as a sharp rise in inventories and in government investments in
roads. At the same time, local demand for consumption and investments was relatively weak.
In the euro bloc, the data on first quarter activity were stronger than expected, this primarily
with the support of specific, temporary factors, and also against the backdrop of the strength
of private consumption. On the other hand, exports and the industrial sectors continue to
weigh on activity, particularly in the countries that rely heavily on exports, such as Germany.
Political risks also weigh on activity in the region, particularly in, among other places, Italy
and France. Positive growth data were registered also in Britain, yet this was due to, among
other things, an increase in inventories and in private consumption (to a large part from
imports), a development that reflects the uncertainty surrounding Brexit, which is expected
to continue also in the coming months and to weigh on activity. Following relatively rapid
growth in the fourth quarter of 2018, it appears that in the first quarter of 2019 the GDP of
Japan shrunk slightly, against the backdrop of, among other things, weakness in exports and
industrial manufacturing. We estimate that the growth rate of the developed countries is
expected to moderate this year compared to 2018, primarily against the backdrop of the fact
the American economy has reached a peak level in the current growth cycle, and due to the
slowdown in some of the European countries.



From data published until now, it can be seen that except for large economies such as those
of China and India, the rate of expansion of economic activity among the emerging markets
was relatively moderate in the first quarter of the year. In China the data indicate slightly
higher than expected growth (see details below), and in India the growth rate apparently
increased slightly in the first quarter following a slowdown in the preceding quarter.
However, in most of the developing economies in Asia (among them Indonesia and the
Philippines) growth slowed. In South America, the growth rate remained moderate also in
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the first quarter against the backdrop of, among other things, a reduction in Mexico’s GDP,
expectations for continued moderate growth in Brazil, and continued weakness in economic
activity in Argentina against the backdrop of the high risks to the economy. Looking forward,
economic growth in the emerging markets is expected to remain stable in 2019 compared to
2018, with slight differences among the different regions. In the Asian countries, the growth
rate is likely to moderate slightly due to the economic slowdown in China, if it is substantial.
On this regard, it is quite possible that the growth data of China will surprise on the upside in
the event the economic plans of the government will succeed. In the economies of South
America, a process of slow, gradual recovery is expected to continue throughout the
remainder of the year, with the exception of the countries experiencing crises – Argentina and
Venezuela. In contrast, the slowdown in growth in the large economies of Europe is expected
to weigh on the growth in the economies of central and eastern Europe.

Economic activity and global forecasts (2): global economic growth accelerated slightly in
the first quarter of 2019, but this is not expected to continue also in the second quarter,
against the backdrop of weakness in the industrial sectors. The risks to the growth forecasts
have increased slightly


Economic activity in China in the first quarter of 2019 was slightly better than the initial
forecasts. This was due to, among other things, the positive effects of the government’s
expansionary economic policies, both monetary and fiscal, together with seasonal factors.
However, it is important to note that the increase in inventories and a relatively sharp increase
in construction sector activity contributed to growth in the first quarter of this year, but are
not expected to contribute to activity to a similar degree also in the second quarter.
Furthermore, additional data on activity show that the export and industrial sectors in China
remain relatively weak. Thus, the PMI indices (Chart 3) and the export data indicate a decline
in April after these increased relatively sharply in March (due to, among other reasons,
seasonality). In addition, heightened uncertainty surrounding trade relations with the US
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(details below) will weigh on activity. Overall, we estimate that the risks to a downward
revision in the growth forecast have increased.


April PMI data indicate a decline compared to the preceding month, and thus show a slight
weakness in global economic sentiment in continuation of the long-term trend from the
beginning of 2018. The Composite Index, which includes the services and industrial sectors,
dropped to a three-month low, against the backdrop of a sharper decline in the industrial
sectors compared to the services sectors, this together with a deterioration in the expectations
of businesses in the industrial sectors. In our opinion, in the second quarter of the year a slight
slowdown in economic activity is expected, primarily among the developed countries. This
comes in light of the leading indicators development and some of the data from different
surveys, and against the backdrop of the fact that the acceleration in the first quarter was
affected by, among other things, factors that are not expected to impact the current quarter.
Looking forward, we forecast a more moderate growth rate of 3.4% in 2019-2020 compared
to 3.6% growth last year.



The risks to growth remain elevated and recently have even increased slightly. In recent days,
the US government increased tariffs from 10% to 25% on US$200bn worth of imported goods
from China, while it is possible that soon similar steps will be implemented also on an
additional US$325bn worth of Chinese goods. This development represents a worsening in
US-Chinese trade relations, which, if continues absent a trade agreement, has the potential to
cause a reaction also from the Chinese government. Furthermore, this step is likely to weigh
on international trade activity, which is also in a slowdown, and thus hurt business sentiment
across the world. In addition, also US trade agreements with European countries, with an
emphasis on the agreements with automobile exporters to the US, are being reviewed.
Ultimately, it is possible that additional protectionism measures will be implemented later
this month.



Other central risks include the uncertainty surrounding Brexit; other political risks in Europe
against the backdrop of upcoming European parliamentary elections as well as national
elections in some of the countries on the continent; an increase in the risk of cancellation of
the Iran nuclear agreement after the implementation of new sanctions on that country by the
US; and an increase in security tensions in Korea against the backdrop of North Korea’s
renewed nuclear plans. In addition, we note that the weakness in the currencies of emerging
markets has been getting a lot of attention recently. However, with the exception of the
Argentinian peso and the Turkish lira, which suffer from weak fundamentals, high political
risks, weakness in economic activity, and a lack of confidence among investors,
developments in other currencies were relatively limited (Chart 4). It is important to note that
a realization of one or more of the main risks is likely to cause a substantial rise in volatility
in the financial markets in the remainder of the year.
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Inflation and monetary policy: even though it climbed slightly in March, the inflation
environment remains moderate, but is not expected to moderate substantially down the
road. The patient stance that has characterized central banks is expected to continue, thus
supporting an environment of low yields in the bond market.
 Inflation in OECD countries increased in March to 2.3%, following a rate of 2.1% in February
(Chart 5). However, this level still reflects a low inflation environment compared to last year.
The rise in inflation was supported by an increase in oil prices, in continuation of the recovery
in oil prices and prices of other industrial commodities since the beginning of the year. Oil
prices are likely to continue to climb in the near term and thus to support an increase in
inflation; however, in the remainder of the year a weakness in prices can be expected, due to,
among other things, expectations for weakening demand for oil against the backdrop of
forecasts for weakening global trade. Core inflation remained stable in March at 2.1%, this
following a number of consecutive months of moderation. In our opinion, the potential for
moderation in core inflation in the short-term is limited. This comes in light of the downward
trends in unemployment rates (Chart 6), rising wages in the leading economies, and
continuing relatively rapid expansion in the services sectors. Overall, substantial inflationary
pressures are not expected throughout the year.


The central banks are expected to continue to hold a neutral stance also in the coming months,
this against the backdrop of the slowdown in activity in the industrial sectors, the rise in risks
to growth, and the moderation in the inflation environment. In its last meeting, the US Fed
kept the interest rate unchanged, and in the forward guidance it noted again that the central
bank will be “patient”, against the backdrop of, among other things, the moderation in core
inflation on one hand, and continued economic growth at a reasonable pace on the other hand
(details in the United States chapter). In its upcoming meeting, expected to occur in June, the
European Central Bank (ECB) is expected to provide details regarding its third TLTRO plan,
on which it announced at its previous meeting. In our opinion, in light of the moderate
inflation environment in the euro bloc and the weakness that arises from various business
surveys recently, additional expansionary measures cannot be ruled out by the ECB. Within
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the developing countries, we estimate a continuation of monetary expansion in China, at least
through the remainder of the year.


The patient and cautious stance adopted by the leading central banks, in combination with
expectations for moderation in the growth rate and in inflation in the remainder of the year,
represent factors that support a relatively low yield environment in the short-term. The
changes in expectations and in the path of future interest rates were expressed also in the
longer portions of the yield curves. In the US, 10-year bond yields are still traded at a similar
level to that of bonds with three months to maturity, yet at a level above the yields of twoyear bonds, such that the yields in the market still imply the expectations for a slowdown, but
not for recession. In Europe, a moderate decline is continuing on the yields of 10-year bonds.
Overall, the current macro environment supports low yields in the short-term; however, it is
quite possible that investors are pricing in overly pessimistic scenarios regarding real activity,
this together with expectations for a very low inflation environment over time.
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United States
Economic activity: strong economic growth data in the first quarter stem primarily from
temporary factors. Slight moderation in the growth rate is expected in the remainder of
the year.
 According to the initial estimates of the Bureau of Economic Analysis (BEA) within the US
Department of Commerce, the growth rate of the US economy in the first quarter of the year
equaled 3.2% (compared to the preceding quarter, in annualized terms). This figure is
substantially better than the initial forecasts (the consensus forecast stood at 2.3% growth).
Thus comes to conclusion the series of two consecutive quarters of slowdown in the growth
rate (see Chart 1). Furthermore, this latest growth figure is the highest growth rate registered
in the first quarter of the year since 2015. In light of this, the growth rate over the past year
(year-on-year) increased to 3.2%, the strongest figure in almost four years.
 Despite this, it is important to note the strong growth rate in the first quarter was achieved
mostly due to a temporary increase in a number of volatile components (an increase in net
exports in light of a decline in imports, as well as a sharp increase in inventories and
government investments in roads). Excluding these components, the first quarter growth rate
amounted to around 1.0%.


Domestic demand continued to soften in the first quarter. Among other things, a slight
slowdown occurred in the growth rate of business investment. A number of negative
underlying factors, such as the exhaustion of a substantial portion of the fiscal stimulus, a
high interest rate environment compared to the past, and increasing risks to global growth,
are likely to negatively affect investments in the economy.



Private consumption data were relatively weak in the first quarter; however, in our opinion
this was primarily due to transitory factors (including poor weather conditions, and the partial
government shutdown in the beginning of the quarter). Support for this assessment comes
from real personal spending data, which jumped sharply in March (0.7%) following a
standstill in February. Looking forward, we expect private consumption to recover in the
coming quarters and to once again contribute substantially to economic growth, particularly
in light of the continuing increase in employment and wages, high consumer confidence, and
the wealth effect.



In our opinion, a slowdown will occur in overall growth of the American economy in the
second quarter of 2019 compared to the first quarter growth rate. This is according to the
weakness that appears in leading indicators. For example, in April the Markit Composite
PMI index declined to its lowest level in two years, and the ISM manufacturing index declined
to a 2 ½ year low (see Chart 2). However, it seems the slowdown in growth will be moderate,
in light of both the expected recovery in private consumption in the second quarter, as well
as the recent improvement that has occurred in other geographic areas of global
manufacturing. This includes the export indices of China, Germany, and South Korea, which
are likely to be stabilizing factors for the American manufacturing sector.
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At the annual level, for 2019-2020 we still forecast a slight, gradual slowdown in growth of
the American economy (the annual growth forecasts remain unchanged compared to our
previous monthly survey). However, the acceleration that occurred last year in productivity
growth in the American economy is likely, if it will continue, to raise the potential growth
rate of the economy in the coming years and to positively affect actual growth, without a
parallel acceleration in core inflation. This development will enable the Fed to keep interest
rates unchanged in the near-term, and to change gradually the forward guidance, signaling
rate cuts during 2020. In addition to the above, a sustained growth in productivity will be
positive for the profitability margins of US companies.

Inflation and monetary policy: the moderation in core inflation is continuing. Yieldsto-maturity on bonds are expected to continue to be traded at a relatively low level in
the near term.


Core inflation based on private consumption prices (PCE), which is considered the
preferred index of the US Fed, weakened in March to an annual rate of 1.6%, the lowest
rate since January 2018. The moderation in core inflation is strongly evident also in the
consumer price index (CPI) data (despite a marginal increase registered in April), yet the
measurement according to the PCE indicates a sharper moderation (see Chart 3), in light
of, among other things, a lower weight in core inflation that this measurement grants to
the housing component. In our opinion, the drop in core inflation partially reflects the
short-term effects of specific components (as is also estimated at this stage by the Fed),
yet it is possible that it stems also from moderation in wage pressures on consumer prices;
as the rise in salary costs was accompanied in the past year by a substantial increase in
labor productivity. Consequently, a substantial recovery in core inflation in the coming
period appears less likely.



In the last monetary meeting the Fed kept interest rate unchanged at a level of 2.25% 2.50%, as expected, yet at the same time it lowered the interest rate on excess reserves
(IOER) by 5 basis points. This step is intended to bring the effective interest rate on Fed
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tenders, which increased in recent weeks to 2.45%, closer to the middle of the interest
rate target range (2.375%). In our opinion, the lowering of the IOER rate does not signal
a cut in the interest rate in the near term, but instead actually signals the Fed’s adherence
to the current interest rate level. The accompanying announcement to the monetary
meeting reflected the recent trends in the economy. On one hand, against the backdrop
of the first quarter growth data, the announcement described again the economic growth
to be “solid”. On the other hand, the announcement recognized the moderation in core
inflation, as it presented it as "running below" the 2% target (and not as “remains near"
the 2% target, as described in previous announcements). For these reasons, the Fed
repeatedly stated that it would be “patient”.
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The yield-to-maturity on 10-year bonds is still traded at a level similar to that of bonds
with three months to maturity, yet at a level higher than the yields on two-year bonds.
Thus, the yields in the market still imply the expectations for a slowdown, and not for a
recession. Recently our forecasts on yields were moderately revised upwards at the
longer portion of the curve (the forecast for 10-year bonds for 2019, on average, was
raised to 2.4% compared to 2.3% in the preceding forecast). In our opinion, the expected
slowdown in growth in the American economy and the moderation in core inflation
recently, together with the dovish stance of the central bank, support a relatively low yield
environment in the short-term. The probability that the markets are giving for a cut in the
Fed interest rate until the end of 2019 fell slightly recently (possibly in light of the
relatively strong growth data on the first quarter), even though the market is still fully
pricing in an initial interest rate cut by the beginning of 2020.

Euro Area
Economic activity and forecasts: first quarter growth showed a positive surprise and
signaled a recovery in Germany and Italy. However, we do not expect to see strong
economic growth rates in the coming quarters.
 The data on economic activity in the euro area for the first quarter of 2019 showed a positive
surprise. The real growth rate (seasonally adjusted data) was determined to be 0.4% (on a
Q/Q basis), while the consensus forecasts stood at only 0.3%. In addition, the first quarter
growth rate this year is higher than the rates registered during the second half of 2018, and
reflect acceleration in the growth rate for the second consecutive quarter.
 The national data show that the growth rate in Spain accelerated compared to the last period
(Chart 1), while in France it remained the same. Furthermore, in the two economies in which
a slowdown was felt more than in other countries in the second half of 2018, Germany
(according to estimates, the official figure will be published on May 15) and Italy, growth
returned to positive rates, although the latter still considered low. It appears the acceleration
registered in the first quarter can be attributed primarily to an increase in household
consumption, whereas exports continue to move within a narrow range.


The data on activity show that the first quarter growth rate does not necessarily reflect what
is expected for the euro area economy in the coming period. This is because the first quarter
data is apparently biased upwards due to of temporary factors. For example, it is reasonable
assume the growth data in France received upward support from the postponement of
consumption of goods and services to the first quarter of 2019 because of the “yellow vests”
protests at the end of 2018. Another example is the positive trend that occurred apparently in
Germany’s construction sector, which stemmed from workers there taking advantage of the
favorable weather conditions in February.



Moreover, surveys from various businesses, which are affected to a lesser degree by
temporary factors, continued to decline in April and indicate moderation in the growth rate of
economic activity. The economic sentiment of the European Commission declined to its
lowest level in the last 31 months (Chart 2) and signals a moderation in activity in each of the
four largest economies in the EA. Also, the Purchasing Managers Index (Markit PMI)
declined for the third consecutive month. These two surveys signal weakness, primarily in
the industrial sectors, influenced by external demand. Meanwhile, in the services sectors,
which are biased towards domestic demand, there are still indications for an expansion in
activity, although by a declining pace.



In light of the above, we expect that the growth rate registered in the first quarter of the year
will not be maintained, and thus the EA economy growth rate is likely to moderate in the
coming quarters. This is consistent with our forecasts that the growth rate in 2019 is expected
to moderate to 1.2%, compared to 1.8% in 2018. This comes against the backdrop of, among
other things, a decline in external demand by the central export destinations – China, the US,
and all the other countries in Europe. Also to be factored in is a rise in economic uncertainty
that will lead to a slowdown in household consumption.
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Inflation and monetary policy: the inflation rate increased against the backdrop of
temporary factors, but does not reflect a trend that is expected to continue. The
European parliamentary elections are not expected to lead to a rise in yields-to-maturity
on the government bonds of the larger economies in the bloc.


Inflation in the euro area increased at an annual rate of 1.7% in April 2019, compared to
1.4% in March. Core inflation (which excludes energy, food, alcohol, and tobacco prices)
increased by an annual rate of 1.2% in April, compared to 0.8% in the preceding month,
this due to a sharp increase in services prices (Chart 3). This increase stems primarily
from the timing of the Easter holiday this year, which occurred late compared to the
preceding year, a development that led to a sharp rise in prices of flights and vacation
packages in an annual comparison. Looking forward, our forecast has not changed – no
substantial inflationary pressures are expected in the short-term. Furthermore, the annual
rate of core inflation is expected to remain around 1% in the coming period, similar to
past years.



In the last meeting on the issue of monetary policy (April 10, 2019) there were no
substantial changes compared to the previous meeting; therefore, at the next monetary
policy meeting, which will occur only in June, the details on the TLTRO – III plan are
expected to be released. In the meantime, the governor of the central bank of Germany
commented on the topic and noted that the plan will be less generous in its terms than its
predecessor. However, after the president of the European Central Bank (ECB), Mario
Draghi, noted in April that the risks to the growth forecast are biased downwards, an
additional revision of the ECB forecast downward in June is likely to support a plan with
more generous terms. In any event, taking into consideration the moderate inflation
forecasts of the ECB and the weakness that arises from different business surveys
recently, additional expansionary measures by the ECB cannot be ruled out, even though
the data for the first quarter of 2019 surprised on the upside.



The yield-to-maturity on the 10-year German Bund drifted downward recently, in what
appears to be the result of a drop in inflation expectations and the forecasts related to the
interest rate path in the euro area. There is doubt whether the ECB will meet the inflation
target soon, or alternatively perhaps Mr. Draghi’s successor, who will take over in
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October 2019, will be willing to use the entire set of monetary tools for the purpose of
achieving the inflation target. Looking ahead, yields-to-maturity on German Bunds are
expected to continue to moderate against the backdrop of their status as a “safe heaven”
type.
At the end of the month, European parliamentary elections will take place. According to
the estimates, the large parties that have ruled in Parliament up until now are expected to
lose seats, whereas on the other hand, populist parties are expected to increase their
numbers in Parliament. However, it is important to note that despite this development, it
appears the large parties will combine forces with other parties that have similar agendas,
thus no changes in policies are expected on the part of the coalition in Parliament, which
will simply be broader than in the past and will include more parties. The economic
policies are not expected to change despite the strengthening hand of the euro-skeptic
parties. With this in mind, and since the rise in the number of seats of the populist parties
are already taken into consideration, in light of, among other things, the results of the
Italian and Spanish elections, the yields-to-maturity of the bonds of the larger economies
within the bloc are not expected to increase due to the election results.
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