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The Bank of England seems caught between a rock and a hard place
as the UK faces both elevated inflation — likely to last until Q4 2022 —
and upcoming fiscal consolidation. However, by not acting, it risks
creating even more inflation. At its monetary policy meeting on 04
November, we expect the Bank of England to significantly cut its growth
forecasts as the UK's economic slowdown intensifies amid supply-chain
disruptions driven by global trends and exacerbated by Brexit. We expect
+0.6% qg/q in Q4 2021 and +1.0% g/q on average in 2022. In theory, this
should buy more time before the first rate hike, initially expected in early
2022. However, recent communications from Governor Andrew Bailey
have pushed the BoE into a corner: his unexpected hawkish twist triggered
an immediate market repositioning, with participants now anticipating a
much earlier start of the hiking cycle. The change in tone led to a rapid
yield curve bear flattening (short-end of the yield curve rising faster than
the long-end), hinting at a deteriorating economic outlook (see Figure 1).

Figure 1 — UK sovereign rates and yield curve steepness
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Money market forwards are currently positioned for a ~25bps hike by year-
end, followed by an additional ~45bps in Q1 2022, finishing 2022 with an
extra ~45bps. Cumulatively, markets expect an ~115bps aggregate hike
until the end of 2022 from current levels (0.1%). This would translate into a
BoE rate close to 1.25-1.40% (Table 1).
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Table 1 - UK sovereign rates and yield curve steepness

29t Oct, 2021 Forward market implied 3m deposit rate (in %)
Spot 2021 2022 2023 2024 2025
December 2019 0.82 0.725 0.795 0.845 0.9 0.98
December 2020 0.09 -0.065 0.03 0.105 021 0.32
Last 0.23 047 141 141 124 1.18

Forward market implied hikes (in bps)

2021 2022 2023 2024 2025
December 2019 -95 7 5 55 8
December 2020 -155 95 75 105 11
Last 24 94 0 -17 -6

Sources: Refinitiv, Euler Hermes, Allianz Research

However, embarking on an earlier monetary policy tightening cycle is
premature. The UK's labor market is far from full employment and two
thirds of the ongoing surge in inflation is driven by temporary factors such
as supply-chain disruptions, Covid-19 base effects, the sharp rise in energy
prices, the rise in taxes and the rise in wages, given the mismatch between
available jobs and workers. In our view, inflation should reach 2.4% y/y in
Q4 2021 from a peak of above 4.0% in Q4 2021 and H1 2022. In fact, core
services inflation, a measure that the Bank of England follows very closely,
has already decreased to +2.4% y/y in September 2021 (see Figure 2).

Figure 2 — Inflation for key goods and services components, y/y

September September

2010-19 2020 August 2021 2021
CPlinflation 2.2 0.5 3.2 3.1
Food 1.6 -0.1 0.3 0.8
Energy 3.2 -8.5 9.3 9.5
Motor fuel 2.8 -10.6
Electricity 4.6 -2.1 5.8 5.8
Natural gas 2.1 -12 -4 -4
Core goods CPI* 2.1 13 3.1 2.9
Non-energy industrial goods 0.8 1 3.3 3.3
Cars (new and used) 0.8 _ 9.8 9.9
Clothing and footwear 0.6 -1.5 1.3 0.6
Games, toys -0.7 -1.2 3.8 6.4
Other goods 0.9 12 2.9 2.8
Core services CPI** 24 0.9 34 24
Services 3 1.4 3 2.6
Transport services 5.7 4 22 3.7
Education _ 2 2.1 2.9
Package holidays 2.7 3.6 -0.7 0.9

Sources: various, Datastream, Euler Hermes, Allianz Research

The ongoing surge in inflation is largely explained by global supply-chain
disruptions and exacerbated by Brexit. We find that the supply-demand
mismatch measured by the production shortfall in the manufacturing
sector (the difference between new orders and output) is an explanatory
factor for core inflation with a lag of four months (see Figure 3). Hence, in
August, the production shortfall of May suggests that the inflation due to
the supply-demand mismatch stood at +2.3% y/y out of the 3.1% total
increase in core inflation. Looking forward, the supply-demand mismatch
inflation should reduce to 1.7%y/y in December but remain elevated going
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forward. Globally, supply-chain disruptions should remain elevated into
2022 and not fully normalize before 2023 At the same time, Brexit
remains a significant hurdle for more than half of UK importers and
exporters. As of October, 60% of importing businesses continue to state
that they have faced challenges importing, notably additional paperwork
and transportation costs. To add to this, border controls for UK importers
have been delayed to 2022. Overall, we expect a contribution of more
than +1pp to headline inflation from supply-chain disruptions in 2022.

In addition, while average earnings growth should slow to 3.5% y/y in 2022
from 5.1% in 2021, Brexit will keep it above 3% beyond 2022. There is
clearly a mismatch between demand and supply in the labor market: In
August, job vacancies reached a record high (1.1mn persons or 3% of the
workforce) and weekly average earnings increased by +7.2% three-month
y/y (+4.8% on average excl. Covid-19 and furlough scheme effects). At the
same time, there were still 1.1mn people under the furlough scheme. The
mismatch could mean that more than 220K are at risk of entering in
unemployment as of Q4 since the furlough scheme expired at the end of
September. This would mean that the unemployment rate could rise to
5.1% from 4.5% currently — still 0.8pp above pre-crisis levels (and to slow to
4.7%in 2022).

While this should somewhat ease wage pressures in the coming quarters,
the problem is that workers on furlough are not suitable for those jobs
where demand is high. In addition, there are more inactive people
following the Covid-19 crisis who might return to the labor market. And as
of mid-2021, incoming foreign workers were still 7% fewer compared to
June 2019 (i.e. c.172K work-related visas granted in the year ending June
2021). Wage growth has been above 3% since 2018, a sign that the labor
market supply-demand mismatch could last in the absence of a sizeable
immigration policy.

Figure 3 — Core inflation vs production shortfalls (new orders — output)
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Sources: ONS, IHS Markit, Euler Hermes, Allianz Research

In this context, embarking on an earlier tightening cycle could raise the

risks of a 'technical' recession, especially as the UK will be the first major
economy to start fiscal consolidation in 2022. Even as other G7 countries

1 See our report Global trade: Ship me if you can!
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are implementing significant amounts of fiscal stimulus, 2022 will bring
about the freeze of personal tax allowances and thresholds for
households? in the UK. This will be followed by an increase in the headline
tax rate from 19% to 25% for corporates with profits of GBP250,000 or
greater (around 10% of firms) in 2023 (Figure 4), bringing the headline
corporate tax rate slightly above the advanced economy average. Overall,
the tax rises announced in the 2021 Budget increase the tax burden from
34% to 35% of GDP in 2025-26, its highest level since the late 1960s.

Figure 4 — Planned end-dates for state support in the UK following Covid-19 crisis

End of June

- End of business rate
holiday for retailers,
hospitality, leisure:
eligible business -

100% holiday to end April 2022
June - 2/3 discount for End of reduced VAT
rest of year rate; back to 20% April 2023
- End of stamp duty End-2021 Increase in employer End of temporary tax
holiday or properties up End of the recovery national insurance break (130% hyper-
to the value of loan scheme with 80% contributions & amortization)
£500,000 state guarantee for dividend tax rates Increase in corporate
loans up to GBP10m (+1.25%) tax (+6pp to 25%)
End-September March 2022 End-2022
- End of the Furlough End of all discounted End of UK mortgage
Scheme after business state guaranteed loan
increased contribution scheme

from businesses
starting in July

- End of Universal
credit £20-a-week uplift
extension

- Increase of the
reduced 5% VAT rate
for hospitality and
tourism sector to
12.5% (vs. 20% base
rate)

Sources: UK government, Euler Hermes, Allianz Research

The BoE could decide to remain in wait-and-see mode to avoid
tightening financing conditions too early. However, given the current
market expectations, the probable sterling depreciation of up to -8% in
such a scenario, could eventually create even more inflation, entering
into a self-fulfilling feedback loop. It is important to remember that
markets are not always right, and this certainly is not the first time in history
that markets front run an early monetary policy move, but central banks
do not deliver. This is exactly what happened back in 2011 and 2014, when
money market futures were discounting the beginning of a new hiking
cycle but the BoE did not react. However, the current hawkish market
positioning is more aggressive than that seenin 2011 and 2014, portraying
a stronger market conviction in an early hiking wave (Figure 5).

2 The freeze to the income tax personal allowance and higher rate threshold for four years is estimated to bring 1.3 million people into the tax system and to
create 1 million higher rate taxpayers by 2025-26.
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Figure 5 — Money market futures and BoE rate (in %)
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In sync with markets, households are increasingly adding pressure on the
BoE by raising their short- and medium-term inflation expectations and
indicating a worse-than-expected future economic outlook (Figure 6).

Figure 6 — GfK consumer confidence indicators in the UK vs inflation
expectations (YouGov/Citi Group)
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Sources: Refinitiv, Euler Hermes, Allianz Research

The latest money market rebalancing has led to a mild appreciation of the
GBP vs the EUR, reflecting the increased short-term interest rate
differential in favor of the GBP. At the same time, the long-end of the
EURGBP forward curve timidly repositioned, aggravating the mid- to long-
run expected depreciation of the GBP and reflecting the beginning of the
ECB’s hiking cycle and the worse-than-expected UK economic outlook
(see Figure 7).

Given the current market expectations, should the BoE not act, the sterling
depreciation of up to -8% could eventually create even more inflation,
entering into a self-fulfilling feedback loop. Several reports show that the
FX pass-through to import prices is one of the highest in the UK, given its
dependency on foreign inputs (around 55% of UK import prices are
estimated to reflect changes in FX, compared to 10% in Germany and 5%
in France®). The import share is highest for manufacturing goods, notably
food, clothing and transport. Overall, 29% of UK consumer expenditure is
dependent on imports. Research shows that between June 2016 and June

3 https://www.ecb.europa.eu/pub/economic-bulletin/articles/2019/html/ecb.ebart201905_01~da4fab505e.en.html#tocs
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2018, the impact of the -10% depreciation in the sterling boosted inflation
by +2.9pp*.

Figure 7 — EURGBP and interest rate differential (in bps and EUR per GBP)
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Sources: Refinitiv, Euler Hermes, Allianz Research

Watch out for wider corporate credit spreads in an environment where
business insolvencies are already on the rise. Corporate credit spreads
have started to price in the current changing economic environment and
some further spread-widening periods are to be expected as they are
extremely tight. The additional volatility and uncertainty triggered by the
recent money market repositioning has led to a timid widening of
investment grade and high-yield corporate spreads. Despite being
extremely muted, the small widening could hint at an early corporate-
spread dynamics divergence from both the Eurozone and the US
(see Figure 8).

Figure 8 — Investment grade (IG) and high-yield (HY) corporate spreads (in

bps)
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Sources: Bloomberg, BofA, Refinitiv, Euler Hermes, Allianz Research

In this uncertain environment, digging deeper into the drivers of UK
corporate spreads reveals that the latest spread compression, especially
within the investment grade universe, has been led by a combination of
declining equity volatility, an improving macroeconomic outlook (proxied
by consumer confidence) and expanding policy support (proxied by the

4 https://voxeu.org/article/consequences-brexit-uk-inflation-and-living-standards-first-evidence
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M3 money growth in this model). Taking these market drivers into account,
a worse-than-expected economic outlook paired with retracting policy
support is the perfect mix for a substantial widening of corporate spreads,
which could at the same time trigger a spike in equity volatility. Because of
this unstable equilibrium and market fragility, a mild widening of credit
spreads is to be expected in the short run, especially within high-yield
space (see Figure 9).

This new conundrum sets the pace for a possible 10 to 20bps and 50bps
widening in investment grade and high-yield corporate spreads from
current levels, respectively. However, should the current unstable
equilibrium turn south and trigger a wave of insolvencies and defaults,
credit markets could experience much wider widening by ~50bps and
~100-150bps for IG (Investment Grade) and HY credit, respectively.

Figure 9 — UK IG corporate spread decomposition (y/y change - bps)
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Sources: BofA, Refinitiv, Euler Hermes, Allianz Research

On the equity side, the UK remains the big 2021 underperformer
compared to the rest of the world. The recurrent economic uncertainty in
the UK has prevented the equity market from joining in the worldwide
frothiness, leading the main British index to underperform its international
peers. As of today, the large cap FTSE100 index is still falling short of pre-
Covid-19 levels (-5% vs Dec 2019). Because of this, it can be argued that at
least part of the slower recovery and deteriorating economic outlook has,
partially, been discounted, with market participants refraining from going
full gas on GBP equity risk. (Figure 10).
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Figure 10 - Global equity market performance (100 = Dec 2019)
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Looking under the surface, it is revealing that the FTSE 250 (Mid cap) has
continued to outperform the FTSE 100 (Large cap) since the Covid-19
market sell-off, posting decent 2020-2021 (~5%) performance and leading
to a ~15% cumulative excess return vs the FTSE 100 since January 2020.
However, despite the mid-cap outperformance, the latest equity market
volatility has hinted at the beginning of a paradigm shift in which large
caps (FTSE 100) seem to be in a better position, both in terms of valuations,
interest rate sensitivity and currency spillover effects, than their mid-cap
peers.

Along these lines and contrary to the FTSE 250, the current EPS growth
estimates for the FTSE 100 have already reverted on most of the initial
market euphoria for 2022 and 2023, with earnings estimates being revised
down since July-August 2021. These indicate that the initial conditions for
the FTSE 100 are more favorable in terms of valuations (see Figure 11).

Figure 11 - EPS growth consensus FTSE 100 (in y/y%)
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Sources: IBES, Refinitiv, Euler Hermes, Allianz Research

At the same time, the FTSE 100 seems to be negatively correlated with
currency movements, signaling that, structurally, it is a relatively good
performer in both currency depreciation and increasing long-term yield
periods due to its underlying sector composition (high allocation to
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financials and energy) and exacerbated international exposure
(industrials and materials, See Appendix and Figure 12).

Figure 12 - FTSE 100 vs FTSE 250 (100 = Dec 2019)
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Despite the somehow, resilient equity outlook, it is important to bear in
mind that the current equity situation is far from stable. As in the case of
corporate spreads, the combination of high inflation, policy support and a
mildly stronger currency are keeping equities afloat (see Figure 13). In this
context; we expect UK equity to close the year at ~10% returns. In addition,
2022 will be the year of consolidation, with returns going back to long-term
averages (~5%). Nonetheless, a bigger-than-expected economic
disappointment paired with a too aggressive policy response could easily
derail equity markets, leading to a correction, albeit likely to be milder (~-
10%) due to the already low starting conditions.

Figure 13 - UK equity decomposition (y/y change —in %)
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APPENDIX

Correlation between FTSE 350 and EURGBP (in y/y%)

Weights 10y Correlation 5y Correlation 3y Correlation
Auto & parts 0.1 -0.1 0.0 0.6
Chemicals 1.0 0.1 0.0 0.5
Construction & materials 1.6 -0.2 -0.1 0.8
Consumer products & services 3.6 0.1 -0.3 0.5
Food, beverages & tobacco 8.1 -0.1 0.0 0.8
Health care 108 0.0 -0.1 03
Industrial goods & services 124 00 0.2 07
Media 34 0.2 04 0.8
Oil & gas 9.8 -02 -0.2 0.8
Real estate 32 0.5 0.7 0.9
Retail 22 0.0 0.6 0.6
Technology 1.7 -0.3 -0.3 0.7
Telecom 21 0.3 0.2 0.7
Travel & leisure 39 0.2 0.3 0.7
Banks 8.6 -01 0.0 0.8
Basic resources 94 -04 -0.3 04
Financial services 10.6 0.0 0.2 0.7
Insurance 4.4 0.1 0.2 0.7
Utilities 32 0.1 0.0 0.7
FTSE 100 (Large Cap) 0.1 -0.1 0.8
FTSE 250 (Mid Cap) 01 03 0.8

Sources: Refinitiv, Euler Hermes, Allianz Research
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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.

=80 FULER HERMES Allianz @



