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Executive Summary

Fasten your bond belts. Global yields moved close to pre-financial-crisis highs in
September on the expectation of higher-for-longer central bank policy rates. The ascent
of realyields has reignited debt-sustainability concerns in both Europe and the US. Also,
speedy interest-rate increases are testing the financial system once again.

Italian spreads testing the ECB again? Italian yields also jumped, driving spreads to
200bps and thus questioning the Italian (and European) triple shield against a repeat
of 2012: (i) the ECB's TP, (ii) the fiscal credibility of the 2024 budget and (iii) the retail
strategy to diversify the investor base (in that order).

CBAM's Happy (?) Birthday. Designed to provide a level playing field for EU producers
amid rising carbon prices, the Carbon Border Adjustment Mechanism (CBAM) requires
overseas firms that previously benefited from laxer environmental standards to
shoulder a similar carbon cost as their EU counterparts. Troubles remain.

India is open for (bond) business. The inclusion of India in J.P. Morgan’s main EM local
currency sovereign bond indexes is expected to bring significant passive and active
inflows, lower corporate borrowing costs, and to signals India’s renewed commitment to
openness to foreign investors.

Celebrating Claudia Goldin’s Nobel with a call to action! In honor of this year’s Nobel
laureate in economics Claudia Goldin, we calculated that women in Australia, France,
Germany, Italy, Spain, UK, and the US continue to give away EUR950bn of excess unpaid
labor every year. Remember: Increasing remote work should not distract from reforming
public provision and quality of childcare services, as well as tax regimes for second
earners, are essential to increase the number of women in the workforce.

Fasten your bond belts

Global yields moved close to pre-financial-crisis highs in September on the expectation
of higher-for-longer central bank policy rates. The global bond sell-off has re-accelerated
since the beginning of September, with 10y yields rising by some 70bps in the US to a peak
of 4.8%, and by 50bps in Germany to 2.9%, before retreating this week after the outbreak of
conflict in Israel (Figure 1). This trend largely stems from prolonged expectations of higher
central bank policy rates. For example, the expected ECB policy rate at the end of 2026 rose
to 3.1% from 2.7% a month earlier. That still translates to roughly 90bps of cuts by the ECB
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from the current deposit rate of 4.0%, but it is 40bps less than last month's expectation. A similar picture emerges
in the US, with the Fed’s expected policy rate by the end of 2026 rising to 4.2% from 3.5% a month ago. To be clear,
the market still expects the Fed to scale back its restrictive policy from the current level of 5.25-5.5%, but by around
70bps less than a month earlier (Figure 2). Notably, the sell-off has been pronounced at the long end of the yield
curve, with 30-year US yields rising similarly to 10-year yields — a rare occurrence. Taking the entire Q3 into
account, 30y US yields rose by a staggering 90bps, a feat that has occurred only once in recent history (in Q1 2009
after the financial crisis peak).

Figure 1: Long term yields, %
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Interest rates are set to remain “higher-for-longer” because of a surprisingly strong US economy, and despite
weak Eurozone data. Several factors are driving the prolonged high-rate scenario. First, the US has seen a
consistent stream of positive economic data, highlighted by the robust labor market report released last Friday.
Citi's Economic Surprise Index (CESI) indicates that the US has maintained a positive stance since July (Figure 3).
Thus, despite persistent disinflation, markets anticipate extended monetary intervention for the Fed to meet its
inflation goals. In contrast, Europe's situation is more complex. Data has consistently fallen short of already
modest expectations, with the Eurozone CESI remaining negative throughout Q3. As a result, Europe's rate sell-off
appears influenced more by US trends than local dynamics. A concerning supply-demand scenario further
complicates matters on both sides of the Atlantic: The US is currently issuing an unprecedented USD300bn of debt
each month (net USD100bn), with an upward trend. If this continues, about a third of its debt will have a coupon
rate of 4-5%, leading to elevated future debt-servicing costs. Considering the Fed's quantitative tightening and
limited additional demand from foreign entities such as state funds and central banks, the debt amount for price-
sensitive domestic investors is surging.



Figure 3: Citi Economic Surprise Index (CESI)
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Rising real yields are jeopardizing debt sustainability. Rising real yields have predominantly driven the increase
in nominal yields. For instance, 10-year US real yields surged from 1.9% to 2.4%, with those of Germany moving
from 0.1% to 0.6%. Persistently high market interest rates pose a risk to debt sustainability. In the US, potential
growth (1.8%) is now below the real interest rate (2.4%). The delta of 0.6pp is the highest in decades and the gap
is worrisome if we consider today’s debt-to-GDP ratio (Figure 4) and lack of fiscal consolidation on the horizon.
The current situation is similar in Europe if we look at weighted 10y Eurozone government rates instead of
Germany’s alone. Here, the r > g scenario has coincided with the Eurozone debt crises — obviously, a period when

debt-sustainability risk materialized.
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Figure 4: Real & nominal yields in Germany and the US, %
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Figure 5: Real yields, potential growth and debt-to-GDP in the Eurozone and the US
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From pension funds and insurers to banks and hedge funds to the Eurozone periphery and emerging markets
- speedy interest-rate increases are testing the financial system once again. While risk markets and their
indicators remain elevated but not in crisis territory, the situation could change rapidly. The VIX index, which
gauges expected S&P 500 volatility over the next 30 days, remains under 20, suggesting no imminent turbulent
shifts (Figure 6). However, the MOVE index, akin to the VIX but for interest rates, remains high, signaling continued
US rate market volatility. This week, the IMF! spotlighted its stress test, revealing that if rates persist at these levels,
55 banks - holding assets totaling USD5.5trn, or about 5% of the 900 banks examined globally — could be at risk
if central bank rates remain elevated. Beyond banks, other financial entities such as life insurers and pension funds
are under scrutiny. While they have likely faced unrealized losses, they might not need to actualize them, given
their long-term liabilities. Borrowers, especially those in high-yield corporate credit, emerging market debt and
indebted Eurozone nations will also grapple with increased borrowing costs. At the moment, spreads remain
elevated but not in crisis mode. The recent tragic events in the Middle East have prompted a flight to quality,
reversing some of the recent yield moves and alleviating the pressure from previous weeks. For now, financial
markets remain in a cautious wait-and-see mode.

Figure 6: Risk indicators, %
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Italian spreads testing the ECB again?

Italian spreads widened after the Government’s budget revisions — lower growth, higher deficit and stable
debt-to-GDP. In this context, the nuts and bolts of the ECB’s Transmission Protection Instrument (TPI) are
questioned again. 10-year government yields touched their highest levels since 2012, reaching almost 5%, and
spreads over the German Bund increased to 200bps, some 40bps higher than at the end of August and the highest
level since January this year. In July 2022 when the ECB announced the tool, the 10y government bond spread
between Germany and Italy had reached 250bps and it has never been higher since. The TPl is deemed to be
performative and to have already played a role in maintaining low peripheral spreads since its launch. The trigger
for activation remains vague on purpose, thereby preserving its deterrent effect. The activation point clearly lies
around 300bps (levels seen during the Covid-19 crisis but far below those seen during the Eurozone debt crisis,
with peaks above 500bps). Even though it may not be used anytime soon, the debate may start again on the
criteria for its use, requiring Italy to adhere to sound and sustainable fiscal and macroeconomic policies. In this
context, the 2024 Draft Budget, to be submitted, and Italy's stance during discussions on the new EU fiscal
framework will be crucial in assessing the prerequisite for the use of the instrument. Additionally, and maybe as a
first line of defense, the PEPP flexible reinvestment could potentially alleviate market tensions until its scheduled
conclusion in December 2024 as so far any significant deviation from the countries’ capital key has been used.

1 Global Financial Stability Report, October 2023: Financial and Climate Policies for a High-Interest-Rate Era (imf.org)
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Figure 7: Germany — Italy 10y government bond spread decomposition
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Fiscal credibility on the radar. Persistent concerns revolve indeed around medium-term growth prospects and
the consolidation efforts required to steer the debt-to-GDP ratio into a sustainable and credible downward
trajectory. Notably, government GDP estimates have been revised to 0.8% for 2023 (down from 1.0%) and 1.0%
for 2024 (a decrease of 0.5 points). These figures, while more cautious, still appear optimistic when compared to
both consensus forecasts and our own projections (+0.5% and +0.7%, respectively). Of greater concern is the lack
of a significant reduction in the debt-to-GDP ratio in the coming years, remaining stable around 140% from 2023
to 2026. This follows the announcement of a 2023 fiscal deficit at 5.3% of GDP, an increase from the earlier 4.5%
target in April (Figure 8). Collectively, these factors create a perfect mix that could contribute to market turmoil in
autumn, in the context of busy months? ahead for ratings agencies. However, while we expect moderate stress to
persist in the markets until year-end, we do not foresee a recurrence of major financial stress episodes to those
experienced this past decade.

Figure 8: Italy — Fiscal government forecast revision (bars represent government deficit (% of GDP) and lines are
for government debt (% GDP))
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2 Between now and 17 November, all the four major rating agencies are scheduled to update their country ratings. Moody’s
opinion is currently Baa3 with a negative outlook, just a step above investment grade.



The recent strong appetite for Italian debt also provides some cushion against growing sell-off concerns.
Private domestic demand has increased significantly since mid-2022 (Figure 9) when Quantitative Tightening (QT)
commenced. Simultaneously, the debt-management agency redirected its focus toward retail investors,
introducing a range of inflation or growth-linked issuances (BTP Italia, BTP Futura, BTP Valore) that garnered
positive responses in the markets. Italian residents currently hold 12% of domestic public debt. Establishing a
stable and less volatile investor base proves crucial, especially given the substantial portion of debt due for
refinancing in the upcoming year.

Figure 9: Italy — Government debt securities, monthly flows EUR bn
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CBAM'’s Happy (?) Birthday

The EU’s Carbon Border Adjustment Mechanism (CBAM) has just begun...Fifteen years after EU officials first

introduced the idea of a carbon tariff on imports3, and two years after the current CBAM? was proposed, it has
come into force in the EU as of 01 October, starting with its so-called transition phase. Two years from proposal to
implementation seems to be a respectable timeline for such a controversial initiative, but it is painfully obvious
that the transition phase will require pragmatic on-the-fly solutions and quite a bit of learning by doing. Designed
to provide a level playing field for EU producers amid rising carbon prices, the CBAM requires overseas firms that
previously benefited from laxer environmental standards to shoulder a similar carbon cost as their EU
counterparts.

As a result, importers from six carbon-intensive sectors® (iron, steel, cement, aluminum, fertilizers, electricity
generation and hydrogen) will now be required to disclose their emissions to the EU on a quarterly basis.
Starting on 01 January 2026, the mechanisms get serious: Exporters will then be levied an adjustment fee based
on this data to equalize the carbon cost disparity between EU and non-EU goods. Importers will have to settle this
fee annually by acquiring emission certificates. The CBAM aims to foster cleaner global production and prevent
“carbon leakage”, deterring companies from relocating to regions with more relaxed environmental regulations.
But reporting ‘embedded emissions’ (similar to a carbon footprint) is already a challenging and costly endeavor
initself. Critics of the CBAM also highlight potential bureaucratic hurdles forimporters and EU authorities, possible
inconsistencies due to varied customs and emissions-verification processes across member states and concerns
over sharing confidential information. Moreover, a limited number of accredited verifiers means potential
bottlenecks in emissions verification ahead. Not all member states have established competent authorities and
some essential platforms are still under development.

3 Already in 2008, EU officials proposed a ‘carbon tariff’ (the term CBAM hadn't yet been coined by then) on imports.
France’s then president Nicolas Sarkozy was among the fiercest supporters and urged European leaders to "examine the
option of taxing products imported from countries that do not respect the Kyoto Protocol.". And France has been the major
actor pushing the CBAM and bringing it into its current shape.

4 See our deep-dive on the CBAM in European climate policy goes global.

> A review in 2030 will determine if additional products, such as chemicals and polymers, will join the CBAM roster.
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...But it will only be fully functional in 2032. The pricing of importers’ carbon under the CBAM is set by the weekly
average price of the EU Emission Trading System (ETS) emission certificates for domestic EU producers. Still,
starting in 2026, only part of the emissions will be exposed to the CBAM as the obligation to acquire emission
certificates is proportionally phased in as the free allocation of emissions certificates to industries under the EU
ETS is phased out. This means that the CBAM will only be fully functional by 2032. This proportional phase-in is a
concession to comply with World Trade Organization (WTO) rules, as keeping the current praxis of allocating
limited quantities of emission certificates for free to selected EU industries, while prospectively charging importers,
is considered anti-competitive behavior. Non-EU producers can also offset their CBAM charges using their
payments for domestic carbon taxes or emission certificates and the hope is that this will eventually incentivize
laggard countries to introduce carbon-pricing policies themselves. Although the European Commission has
outlined reporting guidelines, it remains to be seen how well verification processes will work and how easy and
common it will be for importers to cheat.

EU exporters still face fairness gaps®. Ideally, the EU CBAM would not only provide a level playing field for
products sold on the EU market, but also for EU-based producers selling their products on non-EU markets. This
would be possible with a focus on levying a carbon price only on products locally sold in the EU combined with a
much broader product base, which includes important complex downstream products beyond the basic goods
currently covered. Such an approach would give domestic producers the right to reclaim the carbon levies when
exporting a product. This is well advisable for future revisions and a broadening of the EU CBAM product base to
explore the options provided by the possibility of pricing carbon at the product level but determining the related
emissions and collecting levies further upstream. This, for example, is the way the national German emission-
trading system on fossil combustion for heat and transport works, collecting fees at the wholesale level while
aiming at downstream emissions.

While it is pivotal for the EU’s targets for reducing greenhouse gas emissions and achieving climate neutrality
by 2050, the CBAM has already sparked significant backlash from major trade partners, including India, China
and Australia. The countries expected to be most affected include Russia, China, the UK, Turkey, India, South
Koreaq, the US and Ukraine, though the latter is expected to be exempted from the rules. Brazil, South Africa and
India, among others, have labeled the EU's move as “discriminatory." In fact, India has proposed its own carbon
tax targeting EU exports, while China seeks a World Trade Organization evaluation of the policy. Australia has
criticized the measure for potentially stunting global growth, and the US, which does not have national carbon
pricing, is pushing for an exemption. As for the UK, the declining prices in its Emission Trading System (UK ETS)
might lead UK exporters to fall under the CBAM from 2026. The UK's ETS price has dwindled to a low of GBP33
per ton, less than half of the EU rate, following announcements of deferred or scrapped net zero targets. There
are also concerns that the CBAM may adversely affect some of the world's least developed countries, particular
in Africa’.

India is open for (bond) business

The inclusion of India in the main J.P. Morgan indexes for emerging-market local-currency sovereign bonds is
a welcome event, but more than a decade late. The move is expected to bring about USD20-25bn in passive
flows? plus another active USD5-10bn until early 2025 into a more than USD1300bn market. However, the global
situation is not the best for emerging markets as the rapid increase in yields in the US and other safer markets
reduces the attractiveness of their returns and the risk for the INR (Figure 10). This is unlike the situation after 2009,
which drove a significant growth in investments in local currency debt issued by EMs (Figure 11).

6 See our overview of the potential pitfalls in our report EU CBAM: Well-intended is not necessarily well done.
7 See our report EU Carbon Border Adjustments & developing country exports: Saving the worst for the last.
8 India will have a weight of 10% in the major one, and they are used as a benchmark in more than USD230bn mandates.
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Figure 10: Nominal yield differential between INR sovereign bonds and US treasuries.
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Figure 11: Share of foreign investor participation in local currency sovereign bond market, in %
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Note: China’s inclusion was phased through 10 months (same as India’s will be), vertical line marks the start.

Major market changes may not take place in Indian yields. As we can see in Figure 12, the fact that India INR
outstanding is considerably larger (in USD terms) than that of most of the countries present in the index will make
its yields less (or at least equally) sensitive to the inclusion than those of other EM countries, which will see their
share reduced. This is specially the case of Eastern EU countries, which continue to be most at risk of inflationary
shocks and are as a result where the easing cycle could be bumpier. Other smaller LatAm economies will also be
affected, while among other Asian countries Thailand will see the higher impact. In the case of India, the direct
effect is estimated to be below 50bps, which would leave our original estimations for the 10Y yields at 6.5% by
end-2024 and 6.35% by end-2025.



Figure 12: Size of the change in the index weight relative to countries’ LC debt
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Figure 13: India local currency sovereign bond yields (10Y)
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The major benefits run deep. India has seen fiscal deficits ranging around 6-8% of GDP, debt yields ranging
around 6-8% and public debt near 90% of GDP. The inclusion of the government bond in the index may be an
indirect opportunity to increase future government revenues and reduce fiscal deficits. Borrowing costs of
corporates are benchmarked to government securities and hence a fall in the yields on government securities will
induce a fall in borrowing costs and spur private investment and capital expenditure, which have remained weak
since 2011. The multiplier effect of investments through job creation and aggregate income will be especially
relevant for the long-term objectives of India in the context of the China Plus One strategy and in the transition to
greener energies and industries. Higher aggregate income would then mean an increase in the share of fiscal
revenue collected through direct and indirect taxes, which remained low at 6.1% and 5.1%, respectively, based on
2022-23 revised estimates (Figure 14).



Figure 14: Tax receipts as % of GDP
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Many government-owned institutions and local savers are the main holders of government securities, as shown in
Figure 15. This ownership has kept yields from rising but has also led to imbalances. These include a lack of
incentives for a more balanced public debt structure and possible inflationary pressures due to increasing money
supply. Additionally, this leads to a concentration of risks, crowding-out of private investments and conflicts of
interest between different governments. The entry of foreign investors would help to reduce many of these risks
by having a more diversified pool of creditors, which by being more sensitive to debt-sustainability metrics would
alsoincrease the pressure on the government to reduce the deficit. On the negative side, this will leave the country
more exposed to global financial shocks.

Figure 15: Ownership (%) of general government securities
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Sources: Reserve Bank of India, Eichengreen, Gupta, & Ahmed, 2023, Allianz Research. Note: Provident funds are saving
schemes typically used for retirement planning.

India’s effort to open up stands out. Since 2019, there has been increasing investment interest in India, especially
from economies in the Middle East and the West. For instance, the US has invested close to USD32bn, the
Netherlands around USD13bn and the UAE around USD9bn. Furthermore, the founding of the India-Middle-East
Europe economic corridor is expected to act as a catalyst in mobilizing investment (Figure 16) and accelerate
trade and economic growth through job creation, improved efficiency in terms of transport networks and lower
greenhouse gas emissions. Apart from the long-term factors that make India an attractive investment destination,
such as the growing middle class, urbanization and its demographic dividend, India has set ambitious goals by
gaining global relevance amidst increasing geopolitical concerns around China. Encouraging and facilitating
foreign investments will play an important role, while at the same time strengthening the position of the Indian
rupee.
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Figure 16: Net direct Investment flows, USD bn
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Celebrating Claudia’s Goldin Nobel with a call to action

This year’s winner of the Nobel prize in economics pioneered research on female labor-force participation
rates, which have stagnated over the past decade even in advanced economies. Claudia Goldin identified a U-
shaped relationship between economic development and the participation of women in the workforce, which she
attributed to rigid social conventions determining what jobs were appropriate for women to take. While female
labor force participation was high when agriculture dominated economies, it nose-dived with the dawn of
physically demanding manufacturing, before rising again with the increase in white-collar jobs, which were
deemed more respectable for women. But despite the structural transformation of economies, declining fertility
powered by the availability of contraceptives and increasing female education, female labor force participation
has largely stagnated around the world. Only Spain and Australia have seen significant improvements.

Figure 17: Female labor force participation rate (ages 16 to 54) and GDP per capita
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Women continue to bear the burden of unpaid care work: We calculate that women in Australia, France,
Germany, Italy, Spain, UK, and the US are shouldering EUR950bn of excess unpaid labor every year. The “she-
cession” sparked by the Covid-19 pandemic highlighted how the burden of unpaid care work still falls
disproportionately on women. To calculate the cost of this excess unpaid labor performed by women, we look at
the difference between time spent in unpaid labor by gender (OECD survey), multiplied by the number of women
over the age of 15 in seven countries. We then estimate the total hours by the nation’s minimum wage9 and
convert this into euros. We find that women are shouldering “excess” unpaid labor worth EUR950bn annually. In
Figure 18, we see the annual “lost wages” per annum, per woman. This has life-long consequences: Because of
shorter careers, fewer hours spent in paid labor and lower wages, women in OECD countries receive, on average,
25% lower pensions than men; in the EU, this figure is 29%.

Figure 18: Annual wage in “excess” unpaid labor per woman and gender pension gap
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Sources: National statistical offices, Eurostat, OECD, Allianz Research

Can remote work level the playing field? Survey data from different sources suggest that remote work is helping
women, and especially mothers, re-enter the workforce as it decreases the cost of childcare by eliminating
commuting hours from home to childcare to the office and back, reducing the time spent on childcare. — not
because they don’t engage in childcare anymore, but because the reduction of office commute hours can lower
the time spent in childcare. In the US, for example, this can equal up to 30% of an average salary. In our
representative survey of adults in Australia, France, Germany, Italy, Spain, UK and the US*®,more women said they
would like to work from home at least half of the time. Moreover, when asked what they consider to be threats to
the labor market, 31% of women chose inadequate childcare solutions, compared to only 24% of men who
mentioned the same. Increasing remote and flexible arrangements for both men and women could ensure
childcare responsibilities are distributed more equally between parents. But this would still only cure a symptom
and not the ailment of inadequate childcare. And it does not come without its downsides: Women that would like
to advance in their careers could have a harder time accessing mentorship, networking and learning opportunities,
worsening the gender pay gap.

? We use minimum wages to keep the estimates conservative. For Italy, there is no hourly minimum wage, but the legislative
minimum hourly wage debate is for EUR9. For Spain, we use the determined minimum wage for domestic labor.
10 ~1,000 respondents per country, conducted over the summer.
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Figure 19: How would you like to work in the future?
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Increasing remote work should not distract from the need for structural measures: reforming public provision
and quality of childcare services, as well as tax regimes for second earners, are essential to increase the
number of women in the workforce. Garibaldi and Wasmer (2010)* show that the female labor supply is highly
responsive to variations in tax rates, especially when market activities are highly substitutable with home
production. Many partners and households pool their incomes and decide jointly on labor supply, depending on
household taxation. Hence, labor supply decisions and the distorting impact of taxes should be considered not
only at the individual level but also at the household level. If a household is income-maximizing, they are affected
by tax systems that implicitly treat secondary earners in couples differently to single individuals. For women to
thrive in the workforce, governments must also invest in childcare solutions, while companies need to create
spaces for women to develop, learn and network.

Figure 20: What are the current challenges you face when working from home?
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11 Garibaldi, Pietro and Wasmer, Etienne (2010). Raising Female Employment: Reflections and Policy Tools. Journal of the
European Economic Association.
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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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