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On 18 May German Chancellor Angela Merkel and French President
Emmanuel Macron proposed the set-up of a one-off EUR500bn strong
(3.6% of 2019 EU GDP) recovery fund to help those economies hit hardest
by the Covid-19 pandemic. The plan would see the European
Commission issue bonds on capital markets, backed by a binding
repayment plan on the EU budget. Whereas national contributions to the
fund would be guided by a member state’s economic weight, financial
support paid out by the fund to regions and sectors — crucially in the form
of grants and not loans — would be determined by need i.e. the negative
impact from the Covid-19 crisis.

Chart 1 - EU spending under a front-loaded EU rescue fund (% of GNI)
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This first attempt at a transfer union may make net payouts look small
for, say Italy, but symbols do matter. With a quick calculation using 2019
nominal GDP as a pay-in and each country’s share in total EU27 Covid-19
cases as a pay-out key, we see that Italy would receive 20% of the EU
rescue fund, which then however would only amount to a net payment of
around 2% of Italian national GDP spread out over a multi-year period
(most likely three years in an effort to front-load the financial support —
see Chart 1). Italy’s contribution registers close to 13% of the total rescue
fund based on its economic weight, hence it would have to receive at
least that amount back to break even — disregarding any savings on debt
service costs which are of course also significant. In addition, these
amounts will not suffice: In Italy, the expected economic setback related
to the Covid-19 crisis will probably see GDP drop by 11.4% in 2020 and
public debt rise to 169% of GDP. The symbolism of the EU rescue fund still
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outweighs its actual economic impact. Interestingly, in this calculation,
Greece, Poland, Austria and Germany — in that order — would emerge as
key net contributors. Ironically, given the harsh impact of Covid-19 on its
economy, the UK would probably have ended up being a net receiver
from the EU rescue fund if not for Brexit.

Yet, the German-French proposal carries historic weight and should be
understood as a Eurobond trial balloon, with Germany taking a relatively
huge leap of faith. If recipient countries are using the funds to upgrade
their economies’ growth potential, it could open the door to further steps
towards a real fiscal union, as member states are expected to follow
sound economic policies and an ambitious reform agenda. In this context,
the proposal’s reference to a minimum effective tax rate as well as a fair
taxation of the digital economy (the latter perhaps to raise EU fiscal
revenue in the future) underlines the ambition of the German-French
tandem to move ahead with fiscal integration.

The creation of the fund could also give birth to a European debt agency
in embryonic form. There has been little awareness that the EU
Commission has in fact issued joint debt already for several years —
clearly not at this scale. With a volume of outstanding debt to the tune of
€500bn, the EU rescue fund would become the fifth largest issuer within
the Euro (quasi-) government segment, slightly larger than the EIB.

Chart 2 — Outstanding debt (in EUR bn)
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This would be sufficient to form a liquid Eurozone benchmark curve.
Something the ESM, for example, did not really manage to do so far. This
curve may then also serve as an alternative reference curve for the euro
bond market. Supposing the rescue fund is assigned the EU Commission’s
current AAA rating, we would expect the EU rescue fund to refinance itself
slightly above Germany, close to the EIB and KFW (both AAA).

Chart 3: Mid-yield (in %) vs. maturity (in years)
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Prefer ultra-long bond financing over perpetual bonds (or consols).
When it comes to question whether the fund should be partly financed
with perpetual bonds, we think this would be a risky strategy. For one,
perpetual bonds may not meet the ECB’s eligibility criteria. Moreover
demand for perpetual bonds is usually limited as the risk balance for the
investor is skewed to his disadvantage, as the investment can only be
retrieved if the bond is sold in the secondary market or gets called.
Perpetual sovereign bonds do not currently exist in the Eurozone. It is not
sure they would fly. The market acceptance would be a major
uncertainty. A failed issuance would be a disastrous signal for the EU and
Eurozone financial stability, and could destroy much of the positive
sentiment related to the creation of the fund. If one really wants to use
ultra-long maturities (be it for intergenerational equality or other reasons
— even though the ECB can only buy debt with maturities up to 30 years),
one should rather aim for emissions in the 50-100 years segment. Past
issuances of ultra-long bonds (e.g. Austria 70y and 100y) have shown
strong interest by investors that either try to match long-term liabilities or
want to use them as high beta non-derivative speculative instruments on
duration risk. Currently there are only EUR13bn worth of bonds
outstanding with maturities of +50 years. This market segment surely has
more absorption capacity.

The funding structure will set the course for the future of the EU rescue
fund. If it is massively financed with ultra-long bonds, it is likely to remain
stuck in its embryonic form and become just another player in the already
highly fragmented European (quasi-)government bond market. If a more
flexible and diversified funding approach is chosen, it could become an
active market player with the capacity to contribute to a market
harmonization.

Yesterday's announcement is about much more than the proposed
rescue fund. In fact, in its statement, the German-French couple lays out a
few moonshots for the European Union. This alignment — particularly at
times of subdued market stress — is reassuring. Expect the proposed ideas
to feature heavily in Germany’s upcoming EU presidency and beyond.
Next to seeking more competences in the area of health policy, the
proposal strikes a fine balance between pursuing an ambitious industrial
strategy and remaining a champion of open markets and free (but fair)
trade, with the fight against climate change, and for more social fairness
playing key roles in driving the recovery from the Covid-19 crisis. “Green
recovery roadmaps” by sector, higher emission reduction targets coupled
with measures and a minimum carbon pricing in the EU ETS are part of
the broader ambition, confirming Europe’s commitment to greening the
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recovery. With regard to speeding up the digital transformation, the
proposal includes the rollout of 5G and a strengthening of cybersecurity,
as well as the set-up of an enabling framework for Al, plus fair regulation
for digital platforms. On the ambitions to enhance EU economic and
industrial resilience and sovereignty and strengthening the single market,
the priorities are: supporting the diversification of supply chains,
developing an anti-subventions mechanism, ensuring effective reciprocity
of public procurement with third countries, setting up a strong non-EU
investment screening, encouraging investment (re)location in the EU, a
modernization of competition policy, the completion of the EU digital,
energy and capital markets, reinforcing social convergence and speeding
up the discussion on an EU framework for minimum wages — adapted to
national situations.

Domestic and international headwinds: Watch the EU council for
answers. Following the presentation of the Merkel-Macron proposal, the
ball is now in the court of the remaining 25 EU members. With time of the
essence to ensure that the funds are able to provide the recovery across
Europe with sufficient tailwind, a swift agreement is essential. While Italy
and Spain have already voiced their support for the rescue fund, Austria
together with the Netherlands, Denmark and Sweden gave the idea a
lukewarm response - to put it mildly - insisting that any financial support
needs to come in the form of loans. Meanwhile the Eastern European EU
members are also likely to remain cautious out of fear that the additional
burden put on the EU budget could reduce available non-Covid-19
related structural funds. Hence, before we get carried away, there is a
sizeable risk that the proposal will need to be watered down to make it
palatable for the more skeptical member states. For instance, the
distribution key could come under much scrutiny to ensure that net
payments are not too focused on a small number of countries but instead
more widely shared. The EU Commission’s final proposal is expected on
27 May, which, following an unanimous vote, will also need to be ratified
by national governments.

=®B FULER HERMES Allianz @



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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