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Monthly data point to a slow start to 2018. The growth Outlook may moderate
in the current year after growing above the potential growth rate in 2017.
Inflation is expected to rise over the coming months.
The ECB dropped the easing bias.
We expect additional subtle changes in the ECB's forward guidance in
upcoming meetings, with some further tapering steps in 2018 as the ECB's
balance sheet is at all-time high.
The interest rate is expected to remain unchanged in 2018, with gradual,
moderate rate hikes likely to resume in 2019.

The US protectionism threats: What could be the consequences?
By Dr. Gil M. Bufman, Chief Economist
The Trump administration has announced several new steps in US foreign trade
relations. These actions have some potential for escalation to the point of a global
macro-economic event including a slowdown in international trade, a slowdown in
economic growth, and an increase in volatility in the financial markets.
Currently, there are special trade protection measures on solar panels and washing
machines, and the president's recent statements were limited to the import of steel and
aluminum at this stage. In addition, the current measures still do not relate to one
specific country. While there were a number of alternatives for implementation, the
steps that were announced include a 25% tariff on steel imports and a 10% tariff on
imports of aluminum, with Canada and Mexico excluded from this1. The exclusion of
Mexico and Canada appears to be a bargaining chip in the NAFTA negotiations2.
With the main focus of these steps on trade with China, a possible but rather extreme
scenario to consider, involves a deterioration in the situation to the point of a trade war,
in which US government steps are expanded considerably and are not concentrated
solely on customs protection on a handful of goods and products, as is the case today.
If the goal of the Trump administration were to meaningfully reduce the US trade
deficit, imports from China would likely be a focus, as China now accounts for nearly
half of the US total trade deficit, although the debate on whether measures like import
tariffs can fundamentally reduce trade imbalance is far from settled. Since over 40% of
the US imports from China are tech products and electrical equipment, it shouldn't be
surprising if the US announces some measures targeting them, especially in light of the
ongoing Section 301 investigation of China.
What happens if the scenario materializes?
The damage and danger are not so much the result of the act of the declaration of trade
restrictions, but the subsequent effects that may come later on. If the trade war scenario
evolves in the direction of a China focused event, this could aggravate the relatively
1 Other optional steps include: imposing a higher tariff rate on imports from a number of specific
countries and/or imposing quantitative restrictions on permitted imports.

2 Another type of scenario relates to the development of disputes over changes in the NAFTA agreement,
but as already seen in the current steps, the US is likely to be cautious about such a scenario.
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fragile state of China's business sector debt. If the Chinese government fails to prevent
a substantial deterioration in China's economic situation due to restrictions on US
imports from China, this could lead to a global macro-economic event.
A fall in commodity prices is to be expected within this type of a China focused
scenario. This could hurt Latin American economies, Australia, and the Middle East
and African economies, which have benefited from rising commodity global demand
and prices in the past under the influence of Chinese demand. Moreover, in such a
scenario, it is likely that the value of the Chinese yuan will depreciate, alongside an
increase in the instability of the global financial markets. Lastly, given the growing
dependence of Western economies on Chinese demand and demand from other
emerging markets, the impact and instability of Chinese growth could have a significant
global impact.
What will be the effects on US economic activity?
The extreme situation described above, which is only one scenario among many, could
lead to a slowdown in growth in global demand and in the US economy. As a result,
the Federal Reserve's rate hikes and a possible recession may be postponed. One of the
reasons for this is that this scenario involves a significant depreciation of the Chinese
currency, thus making it more competitive, with an even greater presence of Chinese
exports in the US despite trade protection measures by the US.
In this type of scenario, a meaningful negative impact is expected in the following US
manufacturing sectors: automobiles, chemicals, semiconductors, electronic equipment,
telecom equipment, manufactured agricultural goods, and aviation products. Equally
important, a drop in demand from China, and possibly from other large trading partners,
such as Canada and Mexico, could lead to a drop in demand for US exports of services,
not just goods.
It is important to remember that the US has a beneficial surplus in the services account.
Exports of US services are concentrated in the following export destinations: England,
Canada, China, Japan, and Mexico. Among these target countries, the fastest growing
component of US services exports is the export of services to China. In the event of
escalation into a trade war, the negative effects on US services exports are expected to
be more significant in the following sectors: travel services, intellectual property rights,
financial services, and professional services.
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United States
Economic Activity and the Labor Market – some economic activity indicators surprised
to the downside. GDP growth may moderate in the first quarter.


In its second estimate on US fourth quarter GDP growth, the Bureau of Economic
Analysis revised its figure slightly downward to 2.5% annualized, from 3.2% in the
third quarter. Growth was driven mainly by private consumption, investment, and
government consumption, offset partially by negative contributions in net trade and
private inventories (chart 1). On year-over-year basis growth accelerated from 2.3% to
2.5% in the fourth quarter (chart 2). The US economy grew 2.3% in all of 2017,
compared to 1.5% in 2016. Growth was driven mainly by domestic demand.



Monthly data suggest that economic growth may slow further in the first quarter of the
year, partly due to “residual seasonality” and hurricane-related base effects. Industrial
production fell in January after four consecutive months of positive growth (chart 3).
Manufacturing business surveys provided mixed signals. The Federal Reserve Bank of
New York regional survey decreased further in February while that of the Federal
Reserve Bank of Philadelphia slightly rose (chart 4), and the ISM manufacturing index
rose to a multi-year record (since May 2004). We expect further recovery in
manufacturing, driven by solid domestic demand and expansionary fiscal policy.
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Economic Activity and the Labor Market (Continued) - some economic activity
indicators surprised to the downside. GDP growth may moderate in the first quarter.


Consumer related data were also somewhat disappointing as real consumption slightly
decreased in January while December's gain was revised downward (chart 5). In
addition, retail sales (chart 6) were weak due to a fall in vehicle sales and as a result of
adverse weather conditions. Private consumption is expected to remain strong,
supported by the continuing improvement in the labor market.



The US February employment data were positive overall, as non-farm payrolls grew
strongly, the unemployment rate remained at its multi-year low of 4.1%, the
participation rate remained within its medium-range, and wage growth slightly
moderated (chart 7). We expect wage growth to slightly accelerate in the medium-term,
among other things, due to the shortage in professional workers in some industries.



Housing starts "corrected" upwards in January (chart 8), driven by a sharp increase in
multi-family starts. Given the low inventory levels and solid sales expectations, a
further moderate growth can be expected in starts and housing construction in 2018.



We expect further strength in domestic demand in 2018, supported by the tax reform,
labor market improvements, the wealth effect, and an increase in business sentiment.
If the protectionism steps will escalate toward a trade war, we do not rule out negative
effects on productivity and economic growth in the medium-term.
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The Inflation Outlook – further tariff measures may provide some temporary boost
to inflation, which is expected to rise in the next few months.


Inflation remained mostly unchanged in January, after being on a recovery trend since
the beginning of the second half of last year (chart 1). PCE January inflation came in
line with previous estimations and remained unchanged at 1.7% y/y, while core
inflation remained at 1.5%, below the Fed’s target (2%). That said, on a three-month
annualized basis, core prices accelerated 2.9%, which is the highest rate since 2011.



Inflation is expected to rise slightly in 2018 and could rise above the Fed's inflation
target, driven by supportive base effects, rising commodity prices (chart 2), a weaker
dollar (chart 3), which is feeding through to import and producer prices (chart 4), solid
domestic demand. On the other hand, rising competition and low productivity are
expected to weigh on inflation in the medium-term.



The inflation effect of the expected new tariffs on steel and aluminum on consumer
prices is not expected to be large, but further trade-protection steps might support an
additional rise in 2018 inflation. Meanwhile, short-term inflation expectations have
risen to a higher level compared to medium- and longer-term expectations, creating an
inverted inflation expectations curve, which might prove to be short-lived.



Inflation is expected to rise in the next few months above the Fed's target, and peaking
around the mid-year. On average, we expect CPI inflation to be around 2% in the
current year, compared to 2.1% in 2017.
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Monetary Policy and Interest Rates – further hawkish tone by the Fed.


The minutes from the last monetary meeting on January 31st suggest that the US
Federal Reserve Bank (the Fed) became more optimistic on the US growth Outlook. A
similar tone was prominent in the congressional testimony, when the chairman of the
Fed, Jerome Powell, argued that the economic outlook remains strong, and the
likelihood that inflation will move sustainably toward the 2% target has increased.



We expect some changes in the FOMC’s macro projections that will be released in the
monetary meeting on March 21st, including upward revisions to GDP growth and
inflation estimates. The median policy rate is not expected to change in the upcoming
meeting, but we do not rule out that it will change sometimes in the short-run. Financial
conditions tightened recently (chart 1) as Treasury yields (chart 2) and volatility (chart
3) in the financial markets became higher compared to the average in 2017. Further
tightening of financial conditions may soften the hawkish tone of the FOMC.



The Fed is expected to increase the interest rate in the meeting on March 21st. We
expect two additional hikes in 2018, while the upside risk to our estimate has recently
increased. On average in 2018, we expect the 10-year yield-to-maturity to be 2.8-3.1%.
Moreover, we expect the yield at the short-end of the curve to rise relative to the current
level of the longer-end, to a 2-year to maturity yield of 2.5% or more by year end-2018,
supported by the central bank interest rate path, which may lead to a further, albeit
modest, additional flattening of the 10-2 yield curve (chart 4).
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Euro Area
Economic Activity – monthly data point to slow start to 2018. The growth Outlook may
moderate in the current year after growing above the potential growth rate in 2017.


Based on the third estimate, euro area (EA) Q4 GDP expanded 0.6% q/q, slightly
slower than the 0.7% in Q3. Based on the expenditure breakdown, EA growth was
driven by exports and investments, while private consumption moderated (chart 1).



Monthly official data were mixed and pointed to a somewhat slow start in the beginning
of the year. Retail sales decreased for a second month in a row, probably due to weather
conditions. Still, our outlook for private spending remains positive as the
unemployment rate has remained unchanged at 8.6% - the lowest since January 2009
(chart 2). On the positive side, credit flow to the private sector improved further in
January, mainly to non-financial corporations (chart 3). This is consistent with the view
that investment activity is expected to remain solid in the short-run.



In addition, EA February surveys decreased from the 12-year high that was recorded
in January (chart 4). Despite the decline, the indices still remain at elevated levels, and
point to further solid growth in the short-run at least. In all of 2017 the EA economy
grew by a solid 2.5%, which is above its potential growth rate. Although we expect
some moderation in 2018 (2.2%), the growth Outlook is expected to remain relatively
solid, driven by healthy domestic demand with some positive contribution from nettrade.
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Inflation Outlook- expected to rise over the coming months.


February headline inflation moderated to 1.2% y/y (a 14-month low) from 1.3%,
mainly due to base effects stemming from food components. Core inflation remained
unchanged at 1.0%. Both headline and core inflation have remained at low levels,
below the ECB's target of below 2% (chart 1).



Imported and producer price inflation (chart 2) moderated recently. This is partly the
result of, among other things, the lagging effect of the appreciation in the exchange rate
of the euro (chart 3), which weighed to some extent on inflation recently. If this
continues, it may limit to some extent a recovery in the short-run at least.



We expect inflation to rise moderately from the current level in the next few months,
supported by improvement in domestic demand, an expected rise in wages, base
effects, and the recovery in commodity prices, particularly energy prices. Headline
inflation is expected to average 1.5% in 2018, similar to the rate in 2017.



Market-derived inflation expectations moderated somewhat recently due to the recent
decrease in oil prices from their January peaks (chart 4). Despite the moderation, the
current expectations are higher than current actual inflation. This may affect EA labor
market wage agreements, and support a further recovery in wage growth, which may
feed through to CPI inflation.
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Monetary Policy and Financial Indicators – The ECB dropped the easing bias.


At its recent monetary meeting on March 8th, the ECB left its monetary policy
unchanged (chart 1), as expected, leaving the real rate at a negative territory. However,
the ECB made some change in its forward guidance after dropping the pledge to
increase bond purchases if needed. This subtle change reflects the ECB's willingness
to normalize its policy cautiously over the short- to medium-term. In addition, the
March statement repeated that the asset purchase program will continue until at least
September (chart 2), and the statement repeated that interest rates are still expected to
remain unchanged until “well past the horizon of the net asset purchases.”



In the press conference, the president of the ECB, Mario Draghi, provided an upbeat
tone on the growth Outlook and raised the growth estimate for this year to 2.4% from
2.3%. In tandem, he continued to express his concerns regarding the tightening in
financial conditions, including the euro appreciation and the rise in government bonds
yields in the past few months (chart 3).



Looking forward, we expect additional subtle changes in the ECB's forward guidance
in upcoming meetings, with some further tapering steps in 2018 as the ECB's balance
sheet is at all-time high (chart 4). A complete discontinuation of QE purchases is also
possible by the end of the year, although this is not guaranteed. That said, interest rates
are expected to remain unchanged in 2018, with gradual, moderate rate hikes likely to
resume in 2019.
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