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As expected The Federal Reserve held interest rates steady at its
Wednesday meeting. In a unanimous decision the Federal Open Market
DAN NORTH Committee (FOMC) voted to maintain the overnight Federal Funds Rate

Senior Economist for North America at between 1.5% and 1.75%.
Dan.North@eulerhermes.com

The language of the accompanying statement was virtually identical to
the statement from the previous meaning, but there were two significant
changes. First, the statement said that “household spending has been
rising at a moderate pace” as opposed to “a strong pace” from the previous
meeting. The change no doubt reflects the fact that growth in overall
personal consumption is indeed slowing; this morning’s GDP report
showed consumption grew at an annualized rate of only 1.8% in Q4 after
3.2% in Q3 and 4.6% in Q2. Second, the statement read that inflation is
“returning” to the 2% target as opposed to “near” from the previous
meeting. Since the Fed's favored gauge of inflation has actually crept
down slightly over the past few months, it appears the Fed is trying to
create inflationary expectations so that inflation itself will later turn up
towards the elusive 2% target.

Repated language is also worth noting. The statement reiterated the
phrase “the current stance of monetary policy is appropriate” suggesting
that the Fed is on hold for some time. However the Fed also said “business
fixed investment and exports remain weak”. Combined with the softer
outlook on the consumer, it appears the Fed may be acknowledging that
in fact the economy is decelerating. Indeed, with the manufacturing sector
already in recession, the Fed may be more dovish that it appears.

For that reason, we expect a rate cut in 2020, perhaps as early as June. The
Fed Funds futures market is also pricing in a cut, but a bit later in the year.
In the first half of 2020, the Fed may well encounter waning GDP growth, a
slowing labor market, and continued weakness in manufacturing due in
part to the trade situation. Note that the “Phase 1” deal leaves the majority
of tariffs in place, the USMCA has yet to be ratified by Canada and even
then it won't go into effect for another 90 days, and new trade tensions
could easily flare. As a mirror of this challenging environnement for
companies, the release of US Q4 GDP growth confirmed a third
consecutive negative growth of non residential investment in Q4 (-1.5% at
an annualized rate).

Finally, the Fed is continuing its repo operations and balance sheet

expansion into April. Last September, interest rates in the overnight lending
market suddenly spiked well above the Fed Funds rate, causing the Fed to
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inject huge amounts of liquidity into the market at the pace of $60 billion
per month. As a result the Fed’s balance sheet has expanded again. The
Fed had started shrinking the balance sheet more than four years ago to
unwind years of Quantitative Easing (QE), and as of August 2019, it had
reduced the balance sheet by $740 billion. However in just the past four
months, well over half that amount, $406 billion has been added back.
While the liquidity injections are in theory not intended to simulate the
economy like QE was, it is having an effect like QE was intended to do, that
is propping up equity prices. Since the injections started, the S&P 500 has
risen a remarkable 13% in just five months, and while not all of that rise can
be attributed to the liquidity, it's a precarious situation. When the injections
stop in April at the same time the economy may be slowing, asset prices
may be at risk.
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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.
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