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Executive summary  

• ECB's turning point – after ten hikes it is finally time to stop. We expect the ECB to refrain 

from further tightening at its next meeting on 26 October, with the deposit rate remaining 

at 4.0% due to an uncertain economic outlook and more restrictive financial conditions. 

Discussions may touch on an acceleration of quantitative tightening and an increase in 

minimum reserves, but significant changes are unlikely at this point, given increased 

fragmentation risks. 

• Mercosur and the EU – finally closing the deal or breaking up? EU and Mercosur 

negotiators are working towards finalizing a trade deal that has been in the making for 

20 years, but environmental concerns pose a challenge. A rough estimate shows that both 

regions can benefit from the agreement (USD5.1bn USD3.9bn in additional annual export 

gains for Mercosur and the EU, respectively). Brazil is likely to gain the most, with 

estimated additional exports of USD4.2bn per year. 

• Argentine elections – dollarization won't save the day. The political frontrunner, Javier 

Milei, for this week’s presidential election has advocated a full dollarization of the 

economy. Albeit being a good political pitch, the reality check is that its implementation 

alone is no insurance against further crises. An orthodox policy mix would be more 

efficient and less costly, but the political will is still lacking. 

• Poland elections – winds of change. Three pro-EU opposition parties from center-left to 

center-right, which have pledged to end the eight-year tenure of the PiS government, won 

a majority of parliamentary seats in the general elections last Sunday. A change of 

government is likely, providing the opportunity to unlock EU funds of up to 14% of GDP 

over 2024-2027, which would boost investment and growth. 

• Chinese equities – big potential hindered by geopolitics.  Although both macro and 

microeconomic analyses indicate an attractive picture for Chinese equities with over 10% 

upside potential to return to fundamentals, geopolitical risks, a deteriorating business 

climate and a strong USD discourage foreign investment. 
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ECB's turning point – after ten hikes it is finally time to stop 
 

We expect the ECB to keep policy rates unchanged at 4.0% (deposit rate) at the next Governing Council meeting 

on 26 October as the economic outlook remains cloudy, disinflation is proceeding as expected and the latest 

bond sell-off has further depressed financial conditions. After ten consecutive hikes that totaled 450bps, the ECB 

will finally abstain from further rate increases. The last hike in September was already a close call, according to the 

meeting minutes. Council members noted back then already that the risks of tightening too much and the risks of 

tightening too little have become more balanced and that current policy rates, if kept for sufficiently long, would 

contribute to the timely return of inflation to the ECB’s target. Since then, we saw a strong drop in headline inflation 

by 90bps to 4.3% y/y and core inflation by 80bps to 4.5% y/y in September. More importantly, the monthly change 

in the core rate, albeit a volatile time series, printed at 0.1% m/m which, in annualized terms, would already be 

below the ECB’s target. Thanks to base effects, we expect another significant drop in headline inflation in October 

to 3.2% y/y, which would also take the pressure off the ECB to restrict policy further.  

The ECBs balance sheet will come into focus again but heightened fragmentation risks will make an acceleration 

of Quantitative Tightening (QT) unlikely for now. Some ECB council members (Wunsch, Holzman) have recently 

advocated an acceleration of QT by stopping reinvestments of maturing bonds and coupons from the Pandemic 

Emergency Purchase Program (PEPP). However, given the recent widening of government bond spreads and 

unsustainably high yield levels, the timing seems inopportune (see our analysis on the recent bond sell-off). As of 

July, the ECB has already stopped reinvesting all proceeds from the Asset Purchase Program (APP), resulting in a 

balance sheet deduction of around EUR20bn per month, mostly from government bonds in the Public Sector 

Purchase Program (PSPP). Meanwhile, PEPP reinvestments are set to continue until end-2024. Halting these 

reinvestments earlier, for example at the beginning of 2024, would strain an already nervous debt market with an 

additional bond supply of EUR12bn per month. For Italy, whose bond spreads relative to Germany have recently 

widened again, this would lead to an additional net supply of approximately EUR24bn in 2024 at a time when the 

net supply – including PSPP-QT – is already massive compared to the last decade. And even for safe havens such 

as Germany, net issuance will remain extraordinarily high in 2024 and would reach an all-time high if the ECB 

stopped PEPP reinvestments earlier (Figure 1).  

Figure 1: Net supply of government bonds in Italy and Germany in EUR bn and QE/QT 

   Italy       Germany 

 

Sources: Refinitiv Datastream, Allianz Research 

Flexible PEPP reinvestment is the first line of defense against fragmentation before the Transmission Protection 

Instrument (TPI) kicks in. The ECB employs a flexible reinvestment strategy in PEPP to stave off widening spreads, 

as evidenced in mid-2022 when the bank predominantly reinvested in Italian bonds amid its first rate hike. Within 

two months, it reinvested all proceeds primarily in Italian bonds totaling EUR10bn – roughly the equivalent of net 

debt issuance in such a period (Figure 2). The ECB still has the TPI as a second line of defense in its repertoire, but it 

is likely much more reluctant to use it – especially as it raises questions on capital keys and would counteract the 

ECB’s strategy of balance-sheet reduction. 

https://www.ecb.europa.eu/press/accounts/2023/html/ecb.mg231012~2f3d803d32.en.html
https://www.allianz.com/en/economic_research/publications/specials_fmo/2023_10_13_what-to-watch.html
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Figure 2: Flexible PEPP reinvestment after net purchases stopped in March 2022 

 

Sources: ECB, Allianz Research 

Discussions surrounding an increase in the ECB’s Minimum Reserve Requirement (MRR) to offset central bank 

losses may arise during the press conference, but we do not anticipate any change yet. The ECB currently pays 

4% interest on the roughly EUR3.6trn of excess reserves sitting in its deposit facility. This translates to approximately 

EUR144bn of interest payments to banks annually. At the same time, the ECB receives almost no interest on its QE 

portfolio because most bonds were bought at low or even negative interest rates. The resulting losses, equivalent 

to 1.1% of nominal GDP in 2022, and corresponding depletion of its capital are a big concern for policymakers. Some 

ECB officials (Holzmann) have proposed raising the minimum reserve requirement from 1% to a much higher value 

because the ECB stopped paying interest for minimum reserves. Even though such a move is technically feasible 

and – unlike QT – would not directly result in higher government bond yields, it would be politically challenging, 

given its potential to significantly reduce profits in the European banking sector.  

We expect a gradual relaxation of the monetary policy stance from mid-2024 amid soft economic data, the lag 

of monetary policy and ongoing restrictiveness. Interest rates are now “clearly in restrictive territory”, according to 

the ECB. As monetary policy affects the real economy with a lag of several quarters, the peak impact of past rate 

hikes is still ahead of us. In order to achieve a soft landing, the ECB needs to slowly take its foot off the monetary 

policy brakes in mid-2024 (Figure 3). However, despite nominal cuts, real policy rates would remain restrictive amid 

ongoing disinflation. Moreover, leading indicators such as credit demand and surveys from consumers and firms 

show an increased risk of a more pronounced economic slowdown. If this arises, interest rate cuts could begin even 

earlier. 

Figure 3: Eurozone outlook on policy rate, inflation and economic growth 

  

Sources: Refinitiv Datastream, Allianz Research 
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Mercosur and EU – finally closing the deal or breaking up? 
 

After 20 years of challenging negotiations, can the EU and Mercosur countries (Argentina, Brazil, Paraguay and 

Uruguay) finalize their trade deal? In 2019, the countries agreed on a trade agreement in principle, but 

disagreements regarding public procurement and environmental concerns have delayed its ratification. Two weeks 

ago, negotiators met once again in Brazil and reported positive progress, with plans to meet on a weekly basis from 

now on, followed by another face-to-face meeting at the end of October.  

Mercosur countries are seeking quid pro quos in exchange for the additional environmental protection 

guarantees demanded by the EU. The EU threatened to impose sanctions on Mercosur products from deforested 

areas. To address environmental concerns, it had proposed a "side letter" on sustainability to be attached to the 

agreement by March 2023. While this additional environmental safeguard was intended to appease European 

critics, it caused discontent among South American leaders and hindered progress towards finalizing the deal. Last 

week, Paraguay's President Santiago Peña issued a strong warning, stating that he would halt the talks if the 

concerns regarding environmental issues and public procurement were not addressed before he takes over the 

chair of Mercosur on 6 December. On their side, Mercosur countries want to safeguard domestic small and medium-

sized enterprises and protect national reindustrialization strategies, while also seeking EU support in transitioning 

to cleaner energy systems. 

Self-imposed deadlines rarely work in negotiations. The upcoming presidential election in Argentina has added 

urgency to the negotiations as the leading candidate has threatened to dissolve the bloc altogether. Additionally, 

with EU Parliament elections scheduled for June 2024, both sides aim to finalize the agreement by the end of 2023 

to avoid further delays. However, responding promptly to Mercosur's demands poses challenges for the EU as the 

quid pro quo would involve estimating and distributing costs. The proposed environmental amendment by the EU 

is also contentious, with uncertainty surrounding whether France, the Netherlands or Austria will agree to it. Another 

point of contention is whether the agreement should be divided into two parts, one requiring exclusive competence 

from the EU. The countries mentioned above strongly oppose such a division, making ratification of the agreement 

difficult if their stance prevails. Despite these obstacles, top politicians from both sides expressed optimism for a 

deal by year-end at the Europe-Latin America summit in July. 

If it comes into force, the EU-Mercosur agreement will have far-reaching implications for trade. The EU represents 

16% of global GDP and the Mercosur countries 3%. This would make the trade agreement seven times larger than 

the EU’s last major agreement, signed with Vietnam. However, there is a significant asymmetry in trade 

protectionism, both in tariffs and in non-tariff areas. The elimination of trade policy uncertainty through this 

agreement is expected to have substantial benefits. A rough estimate based on 2022 trade balance data (and 

considering a reduction of the average Mercosur import tariff from 8.7% to below 1% as 95% of products will be 

duty-free) shows that both regions can benefit from the agreement (USD5.1bn for Mercosur and USD3.9bn for the 

EU, or 8.1% and 6.8% of total additional annual export gains, respectively). Brazil is likely to gain the most, with 

estimated additional exports of USD4.2bn per year (Figure 4). Among Brazil's top exported products to the EU, 

“mineral fuels and mineral oils” are likely to register the largest potential export gains (USD0.8bn per year, Figure 

5). In Argentina and Paraguay, "residues and wastes from the food industry" would be the largest benefiting sector 

(USD0.17bn and USD0.12 bn, respectively). In Uruguay, "meat and edible meat offal", followed by "wood", would 

see the largest potential export gains (USD0.12 bn and USD0.04bn, respectively). 
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Figure 4: Additional annual gains in exports per year in the event of an EU-Mercosur agreement 

 

Source: Trade Map, WTO, Allianz Research 

Figure 5: Brazil: Additional annual export gains from an EU-Mercosur agreement by product 

 

Source: Trade Map, Allianz Research 

Three key issues take centre stage and are important to consider. First, concerns could arise over potential 

distributional consequences, particularly for sugar, ethanol, beef and chicken, for which increased imports into the 

EU could harm domestic producers. Quantitative restrictions have been negotiated to address this. Import levels of 

soybeans are not expected to increase as the EU already imposes no tariffs. Second, worries exist that the 

agreement may contribute to deforestation due to expanded agricultural production in Mercosur countries. 

However, remaining restrictions on agricultural trade with the EU should limit this impact. Proposed measures aim 

to address these concerns. Third, the most important argument is the deal’s geopolitical significance. China already 

dominates foreign trade with Mercosur countries (Figure 6), securing vital raw materials from them. In 2021, 91% of 

Mercosur exports to China were in the agricultural and minerals sector, while this share was only 67% for the EU. 

While the EU remains an important market, countries with fewer environmental protection and human rights 

restrictions in Asia and the Middle East are closing in. 
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Figure 6: Export shares by trade partner, in % 

   

Sources: UNComtrade, Allianz Research 

What is clear, however, is that despite all the negotiations, the final decision will be political. Pedro Sanchez, the 

Spanish Prime Minister and current President of the Council of the EU, is a strong supporter of the agreement and 

considers it important to limit China's growing political and economic influence in the region. The current 

geopolitical context is certainly supportive of his view. But the question remains as to whether he can convince his 

European colleagues – France and Germany in particular – to give in.  

Argentinian elections – dollarization won't save the day  
 

The frontrunner in Argentina’s pivotal upcoming election has kicked off a dollarization debate. On 22 October, 

Argentinians will vote in the first round of the general election to elect a new president, vice president and members 

of the Chamber of Deputies. The current presidential frontrunner is Javier Milei from the far-right coalition La 

Libertad Avanza (LLA), an ultra-libertarian economist and radio and television personality whose proposals and 

communication style are reminiscent of Donald Trump’s campaign in the US (Figure 7). Milei presents himself as an 

anti-establishment candidate, being an open advocate of dollarization and sharp fiscal adjustment. Since his 

surprisingly strong performance in the August primary elections, the Argentine peso (ARS) has been under heavy 

devaluation pressure, and recently the spread between the official peso and the parallel peso (known as the blue 

rate) has reached historic highs (Figure 8). Speculation that the economy may soon be dollarized has increased 

demand for dollars and put further pressure on the currency, besides creating even more instability in an economy 

that is already in recession: Argentina’s inflation rate has been above triple digits for since February and is expected 

to rise further in the short term, especially in light of the currency devaluation (Figure 9). Current polls indicate that 

a runoff is very likely as a candidate can only win the presidency in the first round if he or she receives over 45% of 

the vote, or 40% of the vote while finishing more than 10 points ahead of the runner-up. A run-off election would be 

held on 19 November, meaning the uncertain political and economic environment is likely to persist for a while. 
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Figure 7: Results of polls for the Argentina presidential election, in % 

 

Source: Allianz Research 

Figure 8: Spread between official exchange rate and black-market exchange rate, in %.  

 

Sources: Allianz Research, Refinitiv Datastream. Higher values indicate that the black market rate is weakening relative to the 

official rate. 

Figure 9: Inflation rate  (YoY%) and expectations year ahead, in % 

 

Sources: Allianz Research, Refinitiv Datastream 

In the context of economic woes, disillusionment with the latest IMF package and ultra-low confidence in the 

government, dollarization seems like a life-saving solution. The Argentinian economy is already partially 

dollarized, with a significant share of domestic savings already held in dollars, some key contracts denominated in 

dollars (e.g. rents) and some transactions either settled in dollars or denominated in dollars (e.g. real estate, 

automobiles). But a full dollarization could quickly bring down inflation by preventing the central bank from printing 
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money to finance the government, which has been spending more than it takes in and has limited access to financial 

markets and multilateral loans. Indeed, Ecuador and El Salvador have both had good experiences with inflation 

since dollarizing their economies in the early 2000s. Dollarization could also improve Argentina’s risk perception as 

monetary policy would be entrusted to the Fed, a credible and independent central bank that pursues an orthodox 

monetary policy. The country could also benefit from lower risks associated with a currency crisis, which would 

promote financial stability, with positive benefits for Argentina’s banking and financial system, and in turn 

investment and growth.  

Figure 10: Inflation pattern in Ecuador and El Salvador pre and post dollarization, in % 

 

Sources: Allianz Research, Refinitiv Datastream. Vertical dotted lines represent dollarization for Ecuador and El Salvador. 

But there is no such thing as a free lunch: the benefits of dollarization would come with a high cost. For instance, 

the central bank would give up its role as a lender of last resort. While it could provide liquidity to the financial sector 

in times of stress through central bank reserves, for example, the backstop would certainly be limited given the 

inability to issue currency. Moreover, once an economy has adopted the USD, it is quite difficult to go back using the 

local currency: De-dollarizing the economy in the future without significant amounts of foreign exchange reserves 

could trigger market uncertainty and lead to economic instability. And in the event of a negative external shock, 

such as a drop in commodity prices or increased market risk perceptions leading to a risk-off mood, the inability of 

the nominal exchange rate to act as an automatic stabilizer, i.e. to enhance external competitiveness through a 

weaker exchange rate, would imply that the adjustment has to come from elsewhere. This would typically involve 

reducing wages and prices, a process referred to as internal devaluation. However, this internal devaluation could 

be challenging to achieve, especially if prices and wages in the non-tradable sector of the economy cannot adjust 

swiftly and significantly due to factors such as labor-market rigidities. Argentina’s labor-market flexibility is among 

the lowest in Latin America, raising the risks of external shocks sparking substantial declines in economic activity, 

and potentially resulting in more severe and prolonged recessions. Finally, Argentina’s economy is structurally very 

different from the US and relatively closed. As a result, the two countries experience different business cycles and 

the Federal Reserve's approach to monetary policy calibrated for the US might not be well-suited for Argentina's 

unique economic circumstances. 

From a purely operational standpoint, the central bank lacks the resources to implement an immediate 

dollarization. We estimate that the central bank will need USD63bn on average – depending on the exchange rate 

used – to convert the currency in circulation and its remunerated liabilities, such as the Leliq bills, reverse repos and 

cover all bank deposits (in ARS and USD). (Table 1) Given that the central bank's net international reserves are 

negative (Figure 11), dollarization would not be feasible immediately. To acquire sufficient dollars, Argentina would 

need to turn to additional foreign borrowing, adding to the already high level of public debt. However, with sources 

of financing scarce, the only other option would be to run current account surpluses. This would require a prolonged 

period of weak demand and/or having large capital inflows, which will depend on whether markets trust the new 

framework and policies implemented.  
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Table 1: Estimation of the USD amount required for dollarization 

 

Sources: Banco Central de la República Argentina, Allianz Research 

Figure 12: Net international reserves, USD bn 

 

Sources: Allianz Research, Refinitiv Datastream  

Dollarization will not address the root of the problem, namely fiscal sustainability. While dollarization makes 

budget deficits more difficult, it does not prevent them altogether, and the political dynamics around fiscal 

adjustment in Argentina are not reassuring. In a dollarized system, large deficits can quickly lead to sovereign debt 

crises. Moreover, the government can use unconventional financing strategies, such as accessing the financial 

system's reserves at the central bank, which can introduce other significant macroeconomic vulnerabilities. Ecuador 

is the prime example: It continued to run large fiscal deficits after adopting the dollar and ended up having to 

restructure its debt twice.  

Poland – Winds of change 

 

Poland is on track for a change of government following general elections last Sunday.  The final results from 

Tuesday show that the ruling PiS party won the election (35.4% of the vote) but lost its parliamentary majority as it 

will take only 194 out of 460 seats in parliament. A center-right and -left coalition of three pro-EU parties – Civic 

Coalition (KO; 30.7%, 157 seats) with its leader Donald Tusk, Third Way (14.4%, 65 seats) and New Left (8.6%, 26 

seats) – is now possible. The initial market reaction was positive, with the PLN gaining +2% against the EUR and 

Poland’s stock market surging +6%. However, it will take time to form a new government. Coalition negotiations 

may prove difficult and require considerable compromises since the parties have ideological differences, but they 

should manage to reach an agreement, given their common pledge to end eight years of the PiS government. 

Formal hurdles could come from the president, a PiS ally, who has 30 days to convene the first session of the new 

parliament and then 14 days to nominate a candidate for prime minister. President Duda has indicated he would 

BCRA Liabilities 350 (official rate)
980 (average black-market 

rate from 10-17 Oct.)
Monetary base 18.6 6.6

Money in circulation 15.1 5.4

ARS deposits 3.4 1.2

Foreign currency deposits 9.6 9.6

Remunerated liabilities 60.3 21.5

Total 88.5 37.8

21100

Needs in US$ for a full dollarization at specified exchange rates 

(billions US$)

27600

Amount (billions ARS)

6500

5300

1200

ARS per US$
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first suggest a PiS nominee who then has 14 days to form a government. Only if and after the nominee fails will the 

other parties come into play. As a result, a new government is unlikely before December and the process may even 

last into the next year. 

The formation of a KO-led coalition under Donald Tusk would help to improve Poland’s relations with the EU 

and unlock EU funds, which could boost growth and help stabilize public finances in the medium term.1 A 

continuation of the loose fiscal policies that the PiS government has pursued since 2022 is likely in 2024 since all 

political parties have promised large spending plans. We forecast a fiscal deficit of around -5% of GDP this year and 

it is unlikely to narrow much next year. Based on the pre-election promises of the PiS and assuming a prolongation 

of its disputes with the EU, which would continue to withhold some funding for Poland, we had forecast continued 

annual fiscal deficits in the range of -4% to -5% of GDP until 2028 if the PiS remained in power. Public debt would 

then increase to around 60% of GDP by 2028 from 50% currently. In contrast, a new KO-led government will provide 

the opportunity to unlock EU funds of up to 14% of GDP over 2024-2027. This will boost investment and economic 

activity and thus lower the fiscal deficit and public debt to GDP ratios beyond 2024 to some extent. Conservative 

estimates by the National Bank of Poland (NBP, the central bank) suggest that unlocking funds from the Recovery 

and Resilience Facility (about 4% of GDP) alone could boost GDP growth by around +0.4pp in the first year and 

+0.2pp in the second year. Moreover, the KO-led government is expected to be more cooperative with the EU and 

may embark on some fiscal consolidation after 2024 to comply with EU fiscal rules that are likely to be re-imposed 

at some point. We estimate that the annual fiscal deficit will narrow gradually to approximately -3% of GDP by 2028 

and public debt will stabilize at about 52% of GDP under a KO-led government (Figure 13 illustrates our two 

scenarios for Poland’s public finances until 2028).  

Figure 13: Public finances of Poland (% of GDP)  

 

Sources: Refinitiv Datastream, Allianz Research. Note: PO (Civic Platform) is a center-right liberal party formed in 2001 that 

governed Poland from 2007-2014. KO (Civic Coalition) is a political alliance of six parties and some independents around the 

PO, originally created for the 2018 local elections and continued and enlarged for the 2023 general elections. 

The election outcome is not a game-changer for inflation in 2024, but we do expect a slightly faster disinflation 

process starting in 2025. Following the severe price shocks in 2022, headline inflation has rapidly fallen from a peak 

of 18.4% y/y in February 2023 to 8.2% y/y in September. The NBP hiked the policy interest rate to 6.75% in September 

2022 and kept it there for a year until it pivoted with a large 75bps rate cut in September 2023, followed by a 25bps 

cut in October (Figure 14). Thanks to the rapid disinflation process, the NBP shifted its focus to supporting the ailing 

economy – we expect real GDP to contract by -0.2% in 2023 – and was thus one of the first central banks in Europe 

to embark on a monetary easing cycle. Looking ahead, the unwinding of last year’s energy and food price shocks 

will continue and should support disinflation while fading base effects will slow down the process in 2024. However, 

some early indicators such as contracting private sector credit and a deceleration in money supply support 

expectations of further falling inflation (Figure 15). On the other hand, the substantial fiscal spending pledges of 

both political camps as well as strong wage growth remain an upside inflation risk, especially since real wage 

growth has returned to positive territory (Figure 16). From 2025 onwards, we expect a higher commitment to fiscal 

 
1 The election outcome will also be positive for the EU as Poland should return as a constructive player in European politics. 
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consolidation, as well as political pressure for a more hawkish monetary policy stance as the KO had attacked the 

NBP for the larger-than-expected 75bps rate cut in September. Overall, we forecast a gradual disinflation course, 

with headline inflation coming in at around 5% y/y at end-2024 and a return to the upper end of the NBP’s target 

range of 2.5% ± 1pp at end-2025. The NBP will continue its chosen path of monetary policy easing, albeit with 

smaller steps, to reach a projected policy rate of 4.25% at the end of next year (Figure 14).  

Figure 14: Inflation and monetary policy rates 

 

Sources: Refinitiv Datastream, Allianz Research. Note: Dotted lines are Allianz Research forecasts.  

Figure 15: Growth of money supply M2 and credit to the private sector (% y/y) 

 

Sources: Refinitiv Datastream, Allianz Research 
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Figure 16: Average growth of nominal and real wages (% y/y) 

 

Sources: Refinitiv Datastream, Allianz Research 

Chinese equities – big potential hindered by (geo)politics  
 

A macroeconomic tailwind sets in for equities: The Chinese economy is bottoming-out, although the property 

market will remain a major drag on growth in the coming years. Q3 GDP confirmed that the economy has 

bottomed-out (+1.3% q/q after +0.5% in Q2; or +5.3% in annualized terms), supported by the measures in the 

property sector, the acceleration of infrastructure spending and the rate cuts announced since end-August. 

Currently the real estate market is adding +0.3pp to Chinese GDP growth every quarter. This is better than 2022 but 

far below the +2pps seen in 2017-19 after the wave of easing measures in the property sector.  We continue to 

believe further easing measures are likely to be announced in the coming quarters as authorities would want to 

restore confidence and boost growth (the property sector still accounts for one-third of GDP). These would include 

further lowering effective mortgage rates and down-payment ratios; easing restrictions on home purchases for 

second-tier buyers and resales in more cities; increased fiscal support for urban village renovation and public 

housing construction. 

While this positive news should contribute to a recovery of Chinese equities, the current low valuations mainly 

reflect geopolitical risks and not economic fundamentals. After a remarkable surge in late 2020, driven by China's 

effective handling of the initial Covid-19 outbreak and the change in the US administration, Chinese equities (and 

financial assets in general) have experienced a sharp correction (Figure 17). While it is clear that the outlook for the 

Chinese economy is not as a bright as it was a few years ago, this underperformance has gone well beyond what 

one could expect from the deterioration of China's underlying economic fundamentals, underscoring the significant 

influence of growing (geo)political tensions, coupled with the “China plus one” policy2, in the current state of Chinese 

equities. 

Figure 17: Chinese equities have underperformed AEs and EMs; not only in comparison to advanced economies but 

also within the broader spectrum of emerging markets 

 
2 A strategy increasingly adopted by Western companies operating in China, which consists on diversifying supply chains by 
adding an additional manufacturing location; often influenced or supported by governments. 
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Sources: LSEG Datastream, Allianz Research 

Solely based on the evolution of its economy, we would expect Chinese equities to be 15% higher than they are 

currently. Geopolitical risks are complex, hard to quantify, and subject to biases. Our analysis focuses solely on the 

macro- and microeconomic fundamentals of Chinese equities. Figure 18 illustrates that, over the last two years, 

Chinese equities have consistently performed below our model-based expectations. This underperformance results 

in a current undervaluation of approximately 15%. This delta serves as a lower bound for the geopolitical risk priced 

into Chinese equities as at least part of these risks is already embedded in the macroeconomic figures included in 

the model.  Although the complexity of the current situation makes extracting lessons from this number challenging, 

two key insights emerge: first, geopolitical risks affect different market participants differently (e.g., local vs. foreign 

investors, across sectors etc.), which creates investments opportunities. Second, reduced tensions between the US 

and China could lead Chinese equities to outperform other major markets. 

Similarly, while Chinese companies’ fundamentals have deteriorated, the microeconomic analysis shows that 

equity pricing offers attractive opportunities. Figure 19 shows that the equity risk premium of Chinese equities is 

higher than the one in major advanced economies, and that it is also high from a historical perspective. Although 

the way it is computed primarily highlights its attractiveness to local investors – and the lower attractiveness of CNY 

sovereign bonds – it also shows how differently it compares to analogous calculations on other key equity markets. 

To return to its average forward price to earnings, and given no change in earnings expectations, MSCI China should 

grow by 14% and the MSCI China-A by 11%, which is in line with the results obtained in the macro model. 

  



14 

 

Figure 18: MSCI China y/y growth vs. AZ forecasts based on macro-financial variables. 

 

Sources: LSEG Datastream, Allianz Research. Simple model based on GDP, interest rates and a factor accounting for global 

financial momentum. All calculations in local currency. 

Figure 19: Forward price to earnings ratio vs. EM Asia peers (LHS) and equity risk premiums of selected equity 

indexes 

  

Sources: LSEG Datastream, Allianz Research. Using MSCI indexes, IBES forecasts and, for the computation of the equity risks 

premium, the long-term yields of sovereign bonds. For the MSCI China, which is composed mainly of shares that, although traded 

in China, are quoted in HKD and USD, an additional ERP is calculated using the US 10Y; for simplification we only show the latest 

data point with a red star. This alternative indicator would be at a similar level at the A-shares and the EMU, and still far above the 

US. 

However, the current geopolitical context and deteriorating business climate discourages (foreign) investments. 

The geopolitically charged context, with the resurgence of nationalism and regional conflicts, does not set the stage 

for an easing of the tensions between China and the US, which means that Chinese equities will continue to remain 

undervalued. Moreover, though the government has lately shown willingness to improve market functioning and 

boost investor sentiment (including through a targeted purchase of shares, reduction of fees, upcoming extension 

of trading hours and the creation of an SME exchange), the perception of the country among foreign investors has 

fallen sharply since 2019. Even in a benign scenario where global tensions ease, a materialization of the heightened 

financial risks caused by the sharp increase in interest rates and the strength of the dollar could postponed or derail 

the market rally.  
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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, na tional 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.  
 

 


