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European companies have witnessed an unusual accumulation of
stocks since mid-2018. In March 2019, the Eurozone’s inventories to
new orders ratio, based on the Manufacturing PMI, hit a new peak,
the highest level since the crisis of 2012 and higher than anywhere
else in the world.

For large companies! in the Eurozone manufacturing sector, the av-
erage Days Inventory Outstanding (DIO), a measure of how long it
takes on average for a company to turn its inventory into sales, in-
creased by four days to 52 days in 2018, compared to 2017. The
highest increases were seen in Spain (+11 days) and Germany (+6
days). For Eurozone SMEs? in the sector, DIOs increased by four days
to 58 days, with the largest rises registered in Italy (+9 days) and Ger-
many (+6 days).

Large manufacturing companies tend to be more integrated in the
global supply chain and more exposed to external trade, which has
significantly slowed down since the start of the year. We find that
global uncertainty has been a positive contributor to inventory build-
ing in the Eurozone since Q3 2018, while frontloading activities have
also pushed inventories higher as demand proved to be weaker than
expected. These two factors explain almost 30% of the increase.

The unusually high level of inventories calls for a downside adjust-
ment in production and prices. Indeed, European companies in the
manufacturing sector surveyed in June 2019 assessed the level of
stocks as “being too large”. We estimate that the level of inventories
is currently between 20% and 30% above what could be considered
as being a normal level.

Based on the amplitude of this “positive shock” of inventories, we
estimate a VaR model, which shows that the current deviation of the
inventory-to-orders ratio from its average would drive the inflation
rate down by -0.2pp in 2019 and by -0.1pp in 2020. In addition, in-
ventories are likely to subtract -0.3pp from Eurozone GDP growth in
2019 (to +1.2%) before a catch-up in 2020 (+0.1pp).
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58 days

Days Inventory Outstanding for SMEs in the Eurozone

manufacturing sector in 2018, up +4 days from 2017.
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EUROPEAN COMPANIES HAVE WITNESSED
AN UNUSUAL ACCUMULATION OF STOCKS

SINCE MID-2018

The inventories-to-new-orders ratio The stockpiling is also visible in Days the largest rises registered in Italy (+9
(based on the Manufacturing PMI) is Inventory Outstanding (DIO), which days) and Germany (+6 days).
rising around the world, but it's the indicates how long it takes on average

SMEs in general tend to have higher
DIOs as the working capital manage-
ment in large companies is often more
efficient. Thus, SMEs are also predis-
posed to have higher financing needs
due to the higher stock levels. This
makes SMEs particularly vulnerable to
credit constraints in countries that gen-

highest in the Eurozone, where it has for a company to turn its inventory into
been steadily increasing since Q3 2017. sales. For large companies?® in the Euro-
A ratio above one usually suggests a zone manufacturing sector, the aver-
disruption and calls for an adjustment.  age DIO increased by four days to 52
The Eurozone’s ratio reached a peak of days in 2018, compared to 2017. The
1.13 in March 2019 (see Figure 1), the  highest increases were seen in Spain
highest level since the 2012 crisis and (+11 days) and Germany (+6 days). For

higher than everywhere else in the Eurozone SMEs* in the sector, DIOs in- )
. erally have higher DIOs.
world. creased by four days to 58 days, with
Figure 1: PMI inventories to new orders, manufacturing sector Figure 2; DIOs* (average days) level vs. change for SMEs** and large companies
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HIGHER GLOBAL UNCERTAINTY AND LOWER
DEMAND EXPLAIN THE INVENTORY ACCUMULATION

Figure 3: Eurozone inventories® (in volume, EURbn, 4Q sum)

Figure 4: Inventories (contribution to real GDP growth) explained by

global uncertainty, proxy of company production frontloading,
total investment and terms of trade
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Sources: Eurostat, Euler Hermes

Inventories usually follow the econom-
ic cycle. Like consumption and invest-
ment, and contrary to net exports, in-
ventories are deemed to be pro-
cyclical, meaning they rise during ex-
pansions and fall during recessions.
Although they count for a trivial frac-
tion of GDP, inventory fluctuations
during a downturn account for close
to half of the shortfall in growth rela-
tive to normal in recessions®. This was
the case in the Eurozone during the

Source: Allianz Research

2008-09 recession when inventories,
accounting for 0.5% of GDP, took out -
1.3pp from real GDP growth (see Fig-
ure 3).

To explain the current Eurozone inven-
tory accumulation, we built a model
looking at total investment growth
(y/y), terms of trade (export pric-
es/import prices y/y), a proxy of com-
pany production frontloading (the
spread between y/y change in manu-

5 David Romer, Advanced macroeconomics, 3rd edition, Chapter 4 Real business cycle theory
6 As per the GDP account

facturing production and retail sales)
and the variation of the global uncer-
tainty index (see Figure 4). We find
that global uncertainty has been a
positive contributor to inventory build-
ing in the Eurozone since Q3 2018,
while frontloading activities have also
pushed inventories higher as demand
proved to be weaker than expected.
These two factors explain almost 30%
of the increase.
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A CORRECTION
AHEAD

As of June 2019 European companies ship between production and level of in industrial production based on Euro-
consider the level of stocks as “too inventories. A quarterly increase in the zone companies’ assessment of their
large”. On a monthly basis, manufactur-  relative share of companies reporting level of stocks in the sector. The trend is
ers assess the levels of stocks, describing  “too large” stocks (+1.0%) is associated clearly on the downside. Production of
them as either “too small” (below nor- with a quarterly decrease in the relative  intermediate goods is expected to suffer

mal), “adequate” (normal for the season) share of companies with increased pro-  most as the inventory accumulation has
or “too large” (above normal). Currently, duction (-1.7%)”. And this relationship has been the strongest in this segment (-3%

there are as many companies saying turned more negative since the 2008-09  y/y expected by Q3 2019) — see Figure 6.
stocks are “too large” as there were in crisis. Inthe U.S,, almost half of the fallin
2011 just before the Eurozone crisis (see  production experienced during a reces-
Figure 5). sion may be explained by a reduction in

inventories®. Using a lag of one quarter,

The European Commission report has we look into forecasting the adjustment

shown that there is a negative relation-

Figure 5: Stock assessment by companies in the manufacturing Figure 6: Intermediate goods production, y/y - realized vs estimated
sector vs production past trend and expectations using companies’ assessment of their level of stocks
(balance of opinion) in the sector
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7 European Business Cycle Indicators, European Commission, 2015
8 The Role of Inventories in the business cycle, Aubhik Khan, Philadelphia Fed, 2003
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Figure 8: VaR model of inventories to orders ratio - impulse
response of GDP and inflation rate, pp
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What is the size of the “positive shock”
on European inventories? The correla-
tion between the ratio of inventory
changes to GDP and the balance of
opinions on manufacturing stocks is usu-
ally negative. However, the correlation
seems to be positive ahead of a down-
turn/global slowdown when uncertainty
is higher and demand lower. This was
the case in 2007, 2011 and 2016. Since
2017, the correlation started to rise and
reached very high levels. The correction
started in Q4 2018 and is expected to
last into 2019 (see Figure 7), which could
suggest that there is a “rigidity” in adjust-
ing inventories or a sort of complacency
among companies (which might still ex-
pect a pick-up in demand). Given the
current strong correlation between con-
tribution to growth of inventories and
the balance of opinions on inventories,

Figure 9:
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we can be sure that any normalization
of this balance will trigger a significant
adjustment of stocks and growth. Look-
ing at the deviation of this balance com-
pared with its trend therefore provides a
crucial insight on the amplitude of the
“positive shock of inventories” (an over-
accumulation of inventories triggering a
negative adjustment of growth thereaf-
ter). We have estimated that this bal-
ance of opinion represents a positive 1.2
standard deviation from its normal aver-
age level. This figure is consistent with
the inventories to new order ratio, which
was at 1.3 standard deviation from its
long-term average over the four last
quarters.

What will be the adjustment of growth
and inflation to this positive shock of
inventories? To answer this question, we

Eurozone GDP by component, %

Net exports
[ Stocks
s Investment
= Public Spending
B Consumer Spending
GDP growth

2.5
1.9
.

2017 2018 2019 2020

Sources: Eurostat Allianz Research

use a VaR model studying the reaction
of growth and inflation to a typical (one
standard deviation) positive shock of
inventories. Again, stockpiling is usually
expensive as it binds financial resources
and warehouse space. Hence, compa-
nies seek to reduce inventory levels
through production cuts and usually get
rid of the excess inventories through a
discount in prices. Overall, our VaR mod-
el shows that we can expect an impact
on inflation of -0.2pp in 2019 and -0.1pp
in 2020 (see Figure 8).

This reaction function allows us to esti-
mate the expected impact on growth as
a result of an adjustment to come in in-
ventories. Overall, we expect the inven-
tory accumulation to subtract -0.3pp
from real Eurozone GDP growth in 2019
(see Figure 9) to 1.2%.
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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 situa-
tion, 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 ca-
tastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi)
particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of
acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in
each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for
any information required to be disclosed by law.
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