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No major impact on yields or
exchange rate from new ECB
measures

Dr. Michael Heise Additional ECB loosening in December is already factored into
Phone +49.89.3500-16143 current yield and exchange rate levels, potential surprises are
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https://wyww.allianz.com/economic-research/en German government bonds could revisit its low close to zero

Claudia Broyer and the euro-dollar exchange rate dip below parity.
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claudia.broyer@allianz.com Ahead of the meeting of the ECB Governing Council on 03 December, the
Allianz SE guestion arises as to what can be expected from an extension of QE and/or a
further lowering of the deposit rate after the effects of ECB unconventional
@. measures to date. In retrospect, the influence of the ECB bond purchasing
Allianz Research program (PSPP) can be summarized as follows: Starting around August 2014,
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anticipation effects set in, the yield on 10yr German government bonds fell -

not only but largely due to QE — from well over 1% to 0.5% at year-end. In
January 2015 the ECB officially announced its bond purchasing program, with
implementation starting in March of this year. In April the yield on 10yr
German government bonds reached its low at marginally above 0%. Market
overshooting played a role here, along with, in retrospect, overblown worries
that the bonds available for the ECB to buy might be thin on the ground.

The lowering of the deposit rate into negative territory ensued in June 2014,
together with the announcement of targeted longer-term refinancing
operations (TLTROs). Having brushed USD 1.40 in the first half of 2014, the
euro-dollar exchange rate stood at 1.20 USD per EUR at the end of the year. In
March 2015 it briefly fell as low as 1.05.
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Currently the yield on 10yr German government bonds stands at around 0.5%
and the exchange rate is close to 1.06 USD/EUR. These levels already reflect
anticipation effects, with the ECB having further fueled expectations of an
additional expansion of its unconventional measures, particularly at its last
meeting. We now think it will match its words with action in early December.
The options include an extension of the monthly bond purchases beyond
September 2016 and/or an increase in the current monthly volume of

EUR 60bn (e.g. by buying sub-sovereign bonds) and/or a lowering of the
deposit rate, which currently stands at -0.2%.

Although we would not welcome such moves, we need to gauge their impact.
Any notable positive effect on the economy is not likely. The economy is
already receiving a substantial fillip from the existing ECB measures, the
weaker euro, the drop in the oil price and less restrictive fiscal policy. The
eurozone economy does not need any additional support from monetary
policy. With the economy improving, inflation will start picking up again in
2016. Although it is likely to remain below the ECB’s benchmark, deflationary
trends are not in sight.

The impact on yields will be smaller than outlined above under QE1. Firstly,
the starting point is lower, secondly, the scale of the additional
unconventional measures will be smaller and, thirdly, there is a risk that
current market expectations will be disappointed to some extent. Given that
ECB president Draghi has tended to top market expectations to date, current
expectations are relatively high. The brief return of 10yr German government
bond yields to lows of marginally above 0% cannot be ruled out, but does not
look very likely.

Early next year eurozone inflation will climb from close to zero now to around
1% (where current core inflation already stands). Although this is practically
inevitable due to a base effect, it could nonetheless influence market-based
inflation expectations which generally show a degree of correlation with
prevailing headline inflation. Upward pressure on European yields will also
come from the other side of the Atlantic. The ECB’s QE1 and expanded QE will
act as an anchor, should the Fed start moving in the opposite monetary policy
direction, as is likely in December. All told, we see long-term interest rates in
the eurozone tending up slightly in the course of 2016; the yield on 10yr
German government bonds at the end of next year is likely to be in a range of 1
to 1.5%.

With regard to the euro-dollar exchange rate, a drifting apart of Fed and ECB
monetary policy is already factored in. However, surprises are possible, such as
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for instance the size of the key rate gap/the speed of Fed tightening. To this
extent, we might see EUR-USD parity. However, the euro depreciation to date
was massive and it is buoying the economic recovery. This argues against
sustained euro weakness, as do the substantial eurozone current account
surpluses. We are penciling in an average exchange rate both this year and
next in the region of a good 1.10 USD per EUR (compared with 1.33 in 2013 and
2014, this corresponds to a euro depreciation of over 15%).

These assessments are, as always, subject to the disclaimer provided below.

ABOUT ALLIANZ

Together with its customers and sales partners, Allianz is one of the strongest financial communities. About

85 million private and corporate customers insured by Allianz rely on its knowledge, global reach, capital strength
and solidity to help them make the most of financial opportunities and to avoid and safeguard themselves against
risks. In 2014, around 147,000 employees in over 70 countries achieved total revenues of 122.3 billion euros and an
operating profit of 10.4 billion euros. Benefits for our customers reached 104.6 billion euros.

This business success with insurance, asset management and assistance services is based increasingly on customer
demand for crisis-proof financial solutions for an aging society and the challenges of climate change. Transparency
and integrity are key components of sustainable corporate governance at Allianz SE.

CAUTIONARY NOTE REGARDING 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 euro/US-dollar 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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