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ECB day—not done yet

Persistently high inflation for most of the year will keep the ECB on a hawkish path. At the Governing
Council meeting today, we expect the ECB to hike policy rates again by another 50bps, which has been
widely anticipated. Even though Eurozone headline inflation for January dropped more than expected to
8.6% (down from 9.2% in December), the continued strength of underlying price pressures will encourage
the ECB to maintain a restrictive monetary stance until the end of the year against the background of a
resilient labor market and persistent wage pressures.

Going forward, the ECB’s challenge will be to restore forward guidance on the path of policy rates for
the remainder of the year as inflation seems to have peaked. While recent communication from several
members of the Governing Council suggests that several 50bps hikes are possible in the coming meetings,
the minutes of the last GC meeting in December also underscored that the data dependency of the future
rate path remains a key consideration. Since the last ECB forecast does not provide ground for changing
the current data-driven forward guidance, we expect the ECB to slow the pace of rate hikes to reach a
terminal rate of 3.25% for the effective policy rate (deposit rate) until May 2023 (Figure 1). Slowing growth
and rising unemployment will mitigate wage-price pressures as supply-demand imbalances gradually
subside. Given the expected stickiness of core inflation (especially for non-energy goods, which reached a
record of nearly 7% y/y), the ECB will delay potential interest rate cuts to 2024.

Figure 1. Eurozone—Effective policy rate expectations and neutral interest rates (%)
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Deteriorating money and credit dynamics suggest that the ECB’s recent policy hikes are now beginning
to have real bite — with more pain potentially ahead. Annual growth of money supply and loans to the
private sector decelerated significantly in December 2022, marking the biggest decline in net lending
since 2014. Aggregate M2 growth slowed to 3.7% y/y (down from 4.6% y/y in November), and loans to
non-financial corporations decreased from 8.3% y/y to 6.3% y/y (Figure 2). Protracted uncertainty denting
investment decisions and higher interest rates clearly impacted firms’ and households’ borrowing. The
latest ECB Banking Lending Survey (published earlier this week) confirmed a record decline in net
demand for housing loans in Q4 last year due to higher interest rates, lower consumer confidence and
deteriorating housing market prospects. In parallel, credit conditions have tightened significantly. Credit



standards for loans to enterprises also tightened, and firms’ demand for loans decreased for the first time
since the beginning of 2021, with rising interest rates mentioned as a key driver (Figure 2).

Figure 2: ECB Bank Lending Survey - change in NFC credit demand
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Eurozone—fiscal steering away from the recession?

Earlier this year European leaders were quick to trumpet that there will be no recession, but the
growth outlook is very much influenced by the scale of fiscal support. Governments have underwritten
an increasingly expensive fiscal put option on real activity. Households and firms have simply become
accustomed to being protected against the adverse impact of economic shocks, especially if they are (at
least in part) induced by policy choices that have raised the cost of living and production — whether these
are containment measures (constraining supply chains) or sanctions on energy imports from Russia
(raising gas and oil prices). As corporate margins compress and real household incomes deteriorate, most
of the current measures have been extended into Q1 2023 for a total of more than 3% of GDP on average,
which is about half the size of the Covid-19 packages. With the energy crisis — and in turn the inflation hit
to the private sector — not yet past the peak, we expect EU governments to delay meaningful fiscal
adjustment to next year.

Last year, in Germany, government spending lifted growth by 2.9pps from -1.8% to 1.1% after
considering the second-order impacts on consumption and investment. Going forward, for the four
largest Eurozone economies, we estimate that government spending will contribute up to 40% to growth
on average over the next two years — which is significantly above the long-term average of 22% (Figures 3
and 4). While available fiscal support will soften the blow on demand, it can only partially compensate for
the impact of the energy crisis. Consumption and investment plummeted during Q4 2022, suggesting that
still-low business confidence and consumer sentiment are likely to delay the rotation back to private
demand. Overall growth remains weak and it will be difficult for most countries to close the output gap
over the near term. We still expect most of the large Eurozone economies to slip into recession during the
first half of this year, followed by a shallow recovery next year (+1.1%).



Figure 3. Germany: real growth (2022, q/q %)
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Figure 4. Eurozone: contribution of government spending to real growth (y/y, %)
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Rising interest rates will, however, reduce fiscal space for continued support. Since the Russian invasion
of Ukraine last year, fiscal policy has switched from post-Covid consolidation to new support in response
to the energy crisis. However, the big fiscal leaps are behind us as the room for maneuver is much more
constrained. The fiscal impulse will be marginally negative as governments narrow their cyclically
adjusted deficits this year, driven to a large degree by Germany and Italy (Figure 5).

Fiscal support measures at the national level should not fuel EU divergence, including by distorting
intra-European competition. This also extends to designing and funding the EU’s Green Deal Industrial
Plan as an effective response to the US Inflation Reduction Act (IRA), including by shifting the focus
towards scaling-up investment in transforming the energy sector to safeguard sustainable growth. The
current plan already includes important elements, such as the creation of a “European Sovereignty Fund”
to support fiscally-constrained member states and leveraging EUR26.2bn in risk capital from InvestEU to
generate EUR372bn of private investment (in addition to EU funding for energy projects as part of a
topped-up RepowerEU (EUR270bn)). However, the additionality of the earmarked funding remains small
compared to the potential size of the IRA (after accounting for the tax credits-induced private investment
increase), which could reach up to USD1.7trn according to recent estimates.

Figure 5. Eurozone and US: fiscal impulse and monetary stance (2022-23) (pp)
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India’s budget announcement in times of financial turmoil

The turmoil around one of India’s largest conglomerates has shaken country’s financial markets, and it
is a reminder of the need for structural reforms. Indian equity markets proved resilient against the
severe global correction in 2022 - in part thanks to the country’s different exposure to the China-US
tensions compared to other regional competitors for financial flows. This has in fact lead to an
overvaluation of its assets vs. that of other emerging markets, but the turmoil around the conglomerate
threatens to reverse this. As such, the challenges that the Indian financial markets face are multiple:
increased scrutiny over the country’s capacity to orderly absorb large flows, the stress test to the financial
system should liquidity problems arise, comparatively expensive ratios (Figure 6) and the downward
pressures coming from the macroeconomic outlook.


https://ec.europa.eu/commission/presscorner/detail/en/IP_23_510
https://ec.europa.eu/commission/presscorner/detail/en/IP_23_510

The correction will only get worse. While the initial market sell-off (more than 20% in the affected stocks
and around 3% in the broad market) seems to have halted, there is more to come. Even as Indian
conglomerates are almost guaranteed financial aid, given their strategic role in the economy, Indian
financial authorities are likely to tighten their grip to tackle the unwanted consequences of the expansion
and increasing complexity of the financial market. Investors will also reassess their investments in the
country. According to our calculations, markets could fall another -8% this year as expectations adjust to
the long-term trend. But inaction could bring even harsher consequences: If authorities ignore the
challenges that the internationalization of financial markets brings, the potential damage in the medium
term will be larger.

The recently released Union Budget could help cushion the cyclical downward pressures coming from
slowing private consumption and exports; however, India needs further reforms to reach its long-term
potential. On 1 February, finance minister Sitharaman presented the budget for fiscal year (FY) 2023-24.
Ahead of the upcoming national election in mid-2024, the budget aims for fiscal consolidation while
protecting growth and lower-income populations, targeting a deficit of 5.9% of GDP in FY2023-24, down
from 6.4% the previous year. It also aims for a large jump in capital spending (+33%), with a continued
focus on infrastructure (including the energy transition). Beyond the short-term, higher infrastructure
spending should continue to attract foreign investors to India. Policymakers have also put in place
incentive measures in recent years (e.g. Make in India, Production Linked Incentive schemes) to develop
the country as a manufacturing hub and competitive exporter in the long run. Indeed, India was one of the
countries that benefited from the 2018-2021 trade tensions between the US and China and stands to
benefit again, especially as China’s population is shrinking. However, further structural reforms are still
necessary, including to improve financial stability and the labor market, and to reduce bureaucratic red
tape.

Figure 6: 12M Forward PE ratios of selected Asian equity indexes
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In focus — Americans to fall off the pandemic savings cliff after the
summer break, while Europeans hoard even more

Excess savings from the pandemic are the largest in Spain and the UK. Households accumulated large
savings during the pandemic in 2020 as spending options were limited while fiscal transfers boosted their
disposable income (especially in the US). Two years later despite the reopening and the inflation surge,
the stock of excess savings is still close to 25% of annual consumption in the UK and Spain (i.e. GBP370bn
and EUR190bn, respectively; Figure 8). Excess savings were lower as a share of consumption in France
and Italy but still large at EUR175bn and EUR185bn, respectively. While strong labor markets have been



boosting incomes, households have not generally used this extra income to spend more, especially in the
UK and Spain, which explains why they maintain some form of hoarding.

Figure 7: Stock of excess savings — share of annual consumption
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In the US, excess savings have started to dwindle as household consumption surges above its pre-
pandemic trend. In the US, the rise in excess savings slowed down markedly from the end of 2021 and
through 2022 (Figure 8). While the boost to excess savings in the US stemmed primarily from huge fiscal
transfers buoying up household income, in European countries it was down essentially to subdued
consumption (see the example for France). However, since Q3 2021, the US excess savings stock is being
depleted fast (negative flows) because of the strength of consumption, which has recovered much more
rapidly in the US relative to Europe (Figure 8). The savings rate settled below 3% in Q3 and Q4 2022, much
below its pre-pandemic norm. In other words, US households have been digging into their pandemic
excess savings in order to fund their expenditures in the face of elevated inflation. With the US economy
now slipping into a recession — which we expect to last through Q3 2023 - household disposable income
will come under increasing strains despite falling inflation. As a result, we expect the stock of excess
savings to be fully depleted by the end of the year.



Figure 8: Flows of excess savings in the US (left panel, USD bn) and France (right panel, EUR bn)?
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Figure 9: Household real consumption expenditures since the pandemic

140 - 1000 - ™= Flows of excess savings - 2500
! Stock of excess savings - rhs '
. T 2,000
120 i orecas
500 4 - 1,500
/
100 S - 1,000
us — UK 0 - - 500
80 1 Spain Italy | 0
Germany France : i
60 T T T T T T T T T T T T 1 '500 - I - -500
Q42019 Q32020 Q22021 Q12022 Q42022 Q12020 Q12021 Q12022 Q12023

Sources: Refinitiv, Allianz Research

In Europe, despite the sizable excess savings that remain, we do not expect a consumption boost this
year, given the uneven distribution among households. We estimate that the bulk of excess savings are
in the pockets of higher income households? (Figure 10). For instance, in the UK, we find that the 20% of
households with the highest income hold GBP250bn of excess savings compared to a meagre GBP1.5bn
for the households with the lowest incomes. The average high-income household has excess savings
ranging from EUR13,650 in Germany to GBP41,600 in the UK. At the opposite end of the spectrum, the
bottom 20% of households have essentially no more excess savings left.

1 The contributions do not necessarily add up to the total flows because each component is computed relative to its
own (pre-pandemic) trend.

2 We make the simple assumption that the stock of excess savings is distributed across households in the same
proportion as assets. Lower-income households have received higher fiscal transfers during the pandemic but
subsequently have been hit the most by elevated inflation. Therefore, it is fair to assume that the stock of excess savings
is now largely held by higher-income households by the end of 2022.



Figure 10: Stock of excess savings: total stock by quintile (left panel); amount per household (right panel)
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Overall, the current backdrop is more conducive to households favoring savings over consumption.
First, inflation is set to cool off markedly this year (though it will remain elevated), which will ease the
pressure on households’ finances. Second, the rise in interest rates is prompting households to shift from
liquid, low-yield assets to less liquid, higher-yielding ones. The latest money data showed that from July to
December 2022, Eurozone households pulled out around EUR35bn from overnight deposits while putting
EUR80bnN in longer-term, higher-yielding deposits.

Figure 11: Savings rate and savings intentions for the next 12 months (Germany, left panel; France, right
panel)

30 1 Household savings 40 28 - Household savings 48
rate (%) 26 - rate (%) 43
Savings intentions, 35 24 1 Savings intentions, 38
251 adv. 12 months - rhs 22 A adv. 12 months - rhs 33
30 20 A 28
50 18 1 23
25 16 A 18
14 13

15+ 20 12+ 8

Q12013 Q12016 Q12019 Q12022 Q12013 Q12016 Q12019 Q12022

Sources: Refinitiv, Allianz Research

This is also confirmed by survey data, which hints at a high savings rate through 2023, particularly in
Germany. Moreover, our estimations suggest that most excess savings are held in non-liquid forms, such
as residential investment and equity. For instance, in Spain, currency and deposits account for 30% of total
excess savings, i.e. around EUR60bn out of EUR195 bn (Figure 12).



Figure 12: Breakdown of Spanish stock of excess savings (EUR bn)
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These assessments are, as always, subject to the disclaimer provided below.

FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-
looking statements that are based on management's current views and assumptions and involve known and
unknown risks and uncertainties. Actual results, performance or events may differ materially from those expressed
or implied in such forward-looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive
situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets
(particularly market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including
from natural catastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends,

(v) persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate levels,
(viii) currency exchange rates including the EUR/USD exchange rate, (ix) changes in laws and regulations, including
tax regulations, (x) the impact of acquisitions, including related integration issues, and reorganization measures,
and (xi) general competitive factors, in each case on a local, regional, national and/or global basis. Many of these
factors may be more likely to occur, or more pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE
The company assumes no obligation to update any information or forward-looking statement contained herein,

save for any information required to be disclosed by law.

Allianz Trade is the trademark used to designate a range of services provided by Euler Hermes.
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