ALLIANZ RESEARCH

COVID-19 TO INCREASE FIRMS'g
LIQUIDITY NEEDS TO A RECORD

USDSTN AS PAYMENT DELAYS

AND INVENTORIES SURGE

27 July 2020
04 Record level in global WCR in 2020 pushes company financing needs to USD8tn

05 Global DSO to reach its highest level in a decade

06 Companies are likely to build precautionary stocks to fight future targeted lockdowns and
supply-chain disruption

07 Transportation, automotive, textiles and (non-food) retail should be most liquidity-stressed
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Covid-19 entails longer payment delays and rising inventories
among large corporates. Global firms’ liquidity needs, as measured
by Working Capital Requirements (WCR) will increase by +5 days to
74 days in 2020 or USD8tn (+USD140bn). These liquidity needs are
unfortunately not on the radar of policymakers, yet represent the
equivalent of close to 10% of the global money supply. As a result,
suppliers will continue to play the invisible bank to their clients, use
more short-term credit lines from banks and look for additional
funds from shareholders.

Payment delays, as measured by Days Sales Outstanding (DSO),
will increase by +2 days to 66 days in 2020, and by another 2 days
to 68 in 2021, it is the highest level over the last decade. After two
consecutive years of decrease, DSO will increase twice as much as
during the financial crisis, on the back of the Covid-19 cash crisis. As
output shrinks and uncertainty rises, companies will use longer pay-
ment terms as a commercial strategy to restore market shares.

Global stocks, as measured by Days Inventory Outstanding (DIOs),
will increase by +3 days in 2020. The prolonged supply-chain dis-
ruption likely due to future targeted lockdowns and the precaution-
ary stockpiling of companies will push inventories up in H2 2020. In
the Eurozone, we expect inventories to contribute +1.7pp to real
GDP growth in H2 2020 after -0.3pp in H1.

Transportation, automotive, textiles and (non-food) retail should be
most liquidity-stressed. They will register the highest increases in
WCR in 2020 (above +5 days) and deteriorating profitability, possi-
bly entering distress territory, should they lack support from banks
and investors in the coming months. Metals and construction also
appear to be very fragile considering their current liquidity posi-
tions. In contrast, pharmaceuticals and agrifood are in the best posi-
tions.
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COMPANY FINANCING NEEDS TO USD8TN

We expect global WCR to bounce back
to 74 days (+5 days) in 2020, with almost
two thirds of this rise explained by an
increase in inventories as companies will
look for an edge to avoid any supply-
chain disruptions from expected target-
ed lockdowns in the coming months.
This comes after a -1 day decrease in
global WCR in 2019, less than expected
due to unchanged suppliers’ payment
terms and a very modest correction in
inventories (-1 day). In 2020, we expect
rising WCR to account for USD8tn of
operational financing needs worldwide?,
amounting to nearly 10% of the global
money supply (M2). Against this rise,
companies are likely to balance be-
tween (i) extending suppliers’ payment
terms, (i) using more short-term credit
lines with credit institutions and (iii) ask-
ing for additional funds from sharehold-
ers.

In 2019 already, rising inventories had
increased WCR in six countries: Denmark
saw its DIO soar by +10 days, Spain by
+8 days, Bulgaria by +6 days, Russia by
+4 days and Turkey by +2 days.

Since the outbreak of Covid-19, policy-
makers have taken swift and unprece-
dented action to encourage banks to
keep providing an emergency liquidity
lifeline to the private sector, despite the
risk of rising non-performing loans?. So
unless public loan guarantee schemes
are extended, banks might become
more reluctant to lend in 2021, putting
at risk companies’ needs for financing
their additional WCR, along with the
ongoing recovery.

In terms of sectors, transportation, auto-
motive, textiles and (non-food) retail
should register the highest increases in

WCR in 2020 and could be most at risk
of a liquidity crisis. Metals and construc-
tion also appear to be very fragile con-
sidering their current liquidity positions,
i.e. the expected cash balance of com-
panies in the medium run.

In 2019, telecom, agrifood and chemi-
cals saw the highest rises in WCR in by
+4 days and +2 days for the two latter,
respectively (see Figure 1 below). Chemi-
cals also suffered from high levels of
WCR, above the global average of 69
days, while the other two sectors en-
joyed lower WCR, giving them some lee-
way to cope with this rise. Meanwhile,
aerospace suffered from extremely high
WCR (above 130 days) and will suffer
further from the strong fallout of the
airlines crisis due to the travel bans in H2
2020.

Figure 1. Working capital requirements (WCR), level and change 2019/18
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!Listed companies, based on financials available on Bloomberg and a -5% average drop in revenue forecasted in 2020
2 See our recent report: European banks: Could EUR300bn of additional NPLs crunch the recovery in Europe
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IN A DECADE

It will be difficult to keep payment delays
in check, given the ongoing resumption
in activity post lockdowns. We expect a
rise in global DSO by +2 days to 66 in
2020, its highest level over the last dec-
ade. This compares with a pre-crisis ex-
pectation of -2 days to 62 in 2020. Ac-
counts  receivables  would  reach
USD7.2tn  for listed companies, or
UsD18tn for all companies globally?. In
the 2009 financial crisis, DSO increased
by +1 day to 61.The rise in 2020 comes
after a drop of -1 day in 2019, in line with
our expectations, as the global economic
slowdown and record high trade uncer-
tainty reactivated the need for payment
discipline.

Figure 2: DSO level and dispersion by sector in 2019

During H1 2020, companies tried to keep
payment delays in check in order to pro-
tect against a cash-flow crisis after the
Covid-19 shock. However, as lockdowns
have largely been lifted, the ongoing
resumption in activity is likely to bring
about a ddtente in this strategy, as com-
panies will use a relaxation in payment
terms as a commercial strategy to re-
store market shares. This will compound
already high DSO levels for several sec-
tors still in disarray, such as transporta-
tion, which will stretch their cash posi-
tions. Already back in 2019, machinery,
electronics and construction suffered the
most from the longest DSO* with 84
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NB : Our calculations are made out of a sample of 25,000 listed companies across 20 sectors

and 36 countries extracted from the Bloomberg database.

Sources: Sources: Bloomberg, Fuler Hermes
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days, 83 days and 82 days, respectively,
well above the global average of 64
days. Chemicals, aerospace, automotive,
technology and pharmaceuticals also
faced above average DSO (see Figure
2).1n 2021, we expect DSO to continue to
rise by +2 days to 68 (see Figure 3), in
line with the less supportive state-
guaranteed loan schemes, which will
weigh on companies’ cash-flow posi-
tions.

Figure 3: Change in global DSO and GDP growth
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Sources: Global Insight. Euler Hermes estimations

3 Please see the excellent CF20 study on this matter. To get our estimate for all companies we extrapolated our data using World Bank business demography data.

* For more detailed figures please refer to our app MindYourReceivables and our OpenData platform.
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TARGETED LOCKDOWNS AND
SUPPLY-CHAIN DISRUPTION

The prolonged supply-chain disruption
likely due to future targeted lockdowns
and companies’ precautionary stock-
piling will push inventories up in H2
2020: DIOs are expected to rise by +3
days in 2020, after +1 day in 2019. In the
Eurozone, we expect inventories to con-
tribute +1.7pp to real GDP growth, after
-0.3pp in H1. During the lockdowns, the
ratios of inventories to new orders
spiked, signaling much higher stock-
piling than in 2009 in most countries (see
Figure 4). This was mainly driven by the
pause in production, coupled with the
demand shock. While in some cases this

Figure 4: Ratio of inventories/new orders (manufacturing PMI survey)

16

14

12
1,0
08
0,6
04
0.2
0,0
China us UK Germany
m 2009 2019 m2020 (up to June or July depending on the country)

Sources: . IHS Markit Fuler Hermes, Allianz Research

05%
00%
05%

will be an edge for the recovery as sales
and production resume, inventories re-
main above normal levels which indi-
cates a slow recovery in domestic and
external demand. In addition, supply
chains are likely to remain impaired in
H2 as long as social distancing and res-
trictions on international flows are main-
tained. We expect inventory levels to
keep on rising as companies would ra-
ther avoid any supply-chain disruptions
due to future targeted lockdowns.

In the Eurozone, we compute the evolu-
tion of inventories taking into account

15%

= Proxy of company production frontloading

Terms of trade

four variables: (i) the level of global un-
certainty, (ii) terms of trade, (iii) a proxy
of excess supply calculated as the
spread between y/y growth of manufac-
turing production and retail sales and
(iv) suppliers’ delivery times, which assess
the disruption of supply chains for manu-
facturing goods. Hence, our model sug-
gests a spike in inventories in H2 2020:
+1.7pp contribution to real GDP growth
in H2 2020 after -0.3pp in H1 (see Figure
5 for results and explanations of the ex-
plicative variables).

Figure 5: Eurozone inventories (contribution to real GDP growth)
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Box on the model on Eurozone inventories

e Proxy of excess supply: spread between y/y growth of industrial production and retail
sales. The higher the spread, the higher the excess supply.

e Suppliers’ delivery times: the manufacturing PMI component indicating the time needed
for being delivered. The lower it is, the higher the supply-chain disruption.

e Terms of trade: the ratio between export and import deflators (y/y growth). An increase
means terms of trade are favorable (export prices increase faster than import prices),
which pushes companies to produce more, therefore increasing the level of stocks.

o World uncertainty: the higher the uncertainty, the higher the inventory levels.
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(NON-FOOD) RETAIL SHOULD BE MOST
LIQUIDITY-STRESSED

Figure 6: Liquidity rating and change in liquidity by sector since Q1 2020
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Figure 6 offers a view by sector of the
state of liquidity (y-axis) and of the
change in liquidity situations (x-axis)
since the beginning of the year, i.e. in-
cluding global lockdowns to fight
against the Covid-19 outbreak, as as-
sessed by Euler Hermes risk teams®. Our
liquidity rating assesses the level of cash-
flow for more than 18 sectors. The liquid-
ity rating of each sector varies between
the 1 (low risk) and 4 (high risk). We look
here at the global average of the liquidi-
ty rating. In a nutshell, the further a sec-
tor is on the right side of the chart, the
more it is likely to face liquidity stress in
the second half of the year. It is all the
more the case that most sectors have
already seen liquidity shortfalls in the
first half of the year due to the sharp fall
in activity because of lockdowns.

In line with past years, transportation,

automotive, textiles and (non-food) re-
tail appear to be the most endangered
sectors in terms of the further financing
relating to their lengthening DSOs and
inventories (see Figure 6). This could turn
into a liquidity crisis in the coming
months, should they lack support from
banks or financial investors.

The travel bans have been a wake-up
call for the transportation and automo-
tive sectors as companies could not op-
erate at all during a two-month period.
Like automotives airlines, the air sector —
included in transportation - is the perfect
example to have in mind for understand-
ing how lockdowns have wreaked havoc
on the sector’s cash balance. Should
their activity shortly rebound, airlines are
very likely to run into strong difficulties to
get some further credit lines from banks

t
05
Change in the subcomponent rating of 'Liquidity' in each sector between Q4 2019 and Q2 2020

t
06

as it is well known that the first half of
the year was terrible from a profitability
point of view. Retail and textiles are the
two other sectors jeopardized by the
looming rise in DSO and inventories to
cash in on the economic turnaround dur-
ing the second part of the year. It is, how-
ever, more a case of a structural crisis in
their business models, which the lock-
downs compounded.

And even if metals and construction are
not at the top right of the chart, they also
appear to be very fragile considering
their liquidity rating in the highest part of
the chart - i.e. they are suffering from an
already “sensitive” position in terms of
liquidity. On the opposite side, pharma-
ceuticals and agrifood have been able
to avoid liquidity constraints during the
sanitary crisis.
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APPENDICES

Figure 7: DSO level and dispersion by country in 2019
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Sources: Euler Hermes, Allianz Research

Figure 8: Working capital requirements (WCR), level and change 2019/18 by country
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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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