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Traded companies have seen remarkable investment inflows even as
prolonged Covid-19 lockdowns threaten corporate earnings and debt
sustainability. These inflows have led to a substantial re-compression
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central bank actions, market participants rapidly shifted freshly cashed-
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(mainly due to central bank support). However, the central banks support
is not set to last forever as some Treasury secretaries (U.S.) are already
claiming back funds dedicated to corporate credit purchases posing an
imminent risk to corporate credit markets.

Figure 1: U.S. investment grade long-term fund flows
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Figure 2: U.S. high yield long-term fund flows
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However, some sectors have attracted larger inflows than others:
automobile, retail, healthcare and consumer goods have reversed most
of the spread-widening experienced during the peak of the pandemic.
On the other hand, the sectors most affected by the Covid-19 crisis are still
suffering from a structural deterioration of their credit quality (as depicted
by the wider spreads), including leisure, energy and transportation
(Figure 3).

Figure 3: U.S. investment grade corporate credit return profile
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From a regional perspective, this extreme V-shaped market reaction has
been more marked in the Eurozone, where most of the corporate credit risk
has now completely reversed the initial widening. The only outliers of this
reversal remain leisure and real estate (Figure 4).

Figure 4: EUR investment grade corporate credit return profile
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We developed a combinational Z-score index that allows the combination
of both equity and corporate credit market movements, and translates it
into a proprietary market sentiment indicator. Following this methodology
we are able to rank sectors based on the market's risk perception /
sentiment. Additionally, we have decided to weight both equity and
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corporate credit sectors as 50-50% irrespective of their relative market
value weight within each asset class index as we believe markets are not
currently looking at the structural differences in terms of investment
instrument weights but rather at sectors and single names in isolation.

Following this methodology we derive that U.S. markets currently
perceive oil & gas, travel & leisure and banks to be the most risky and
least appealing sectors from a combinational equity + credit
perspective. Interestingly, automotive, technology, retail and personal
goods are the sectors perceived to be less risky or, in other words, the most
crowded sectors (Figure 5).

Figure 5: U.S. sector market risk indicator (Z-score #std. dev.)
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A similar pattern to that of the US. can be observed in the Eurozone.
Oil & gas, travel & leisure and banks are considered to be the most risky
sectors within the EUR risky assets universe. Healthcare, personal &
household goods, technology and retail make up the best performing
sectors (Figure 6). Interestingly enough, there seems to be no particular
outlier, as it is the case for the U.S. automotive sector, in the Eurozone.

Figure 6: EUR sector market risk indicator (Z-score #std. dev.)
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But corporate credit pricing in isolation, as depicted in corporate
spreads, is currently inconsistent with fundamentals, especially for
sectors with high net leverage and low interest coverage ratios (travel
& leisure, oil & gas etc.). From a cash-inflow perspective it is relatively easy
to spot which sectors have been the most affected by the economic impact
of Covid-19. As expected, in the U.S., cash flows into travel & leisure
(-98%), oil & gas (-40%) and personal & household goods (-52%) have
been the most hit by the global lockdowns, with EBITDAs deteriorating
atan unprecedented pace. On the other side of the spectrum we find those
sectors that have proven to be more resilient to general lockdowns,
including food & beverages (+23%), utilities (+13%) and retail (+14%)
(Figure 7).

Figure 7: U.S. corporates realized EBITDA yoy% growth*
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Lots of parallels can be found in EUR corporate sectors. From an
EBITDA/cash flow point of view, travel & leisure (-118% due to negative
EBITDA), oil & gas (-69%) and basic resources (-32%) have been the sectors
most impacted by the lockdowns. Interestingly, the positive side of the
EBITDA spectrum shows different drivers than those of the US., with
technology (+15%), retail (+11%), telecommunications (+14%) and
insurance (+10%) at the top of the earnings leaderboard (Figure 8).
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Figure 8: EUR corporates realized EBITDA yoy% growth*
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Just looking at the cash flow side of the balance sheet does not make the
cut as the most important question remains unanswered. Are those cash
flows sufficient to cover companies’ present and future debt
commitments? This question becomes particularly relevant in a context in
which despite the central bank’s efforts to support the economy, they do
not have the capacity to directly purchase companies’ products to support
a stable and prolonged stream of cash. This is especially true in the U.S. as
companies have massively increased their debt commitments on the back
of central bank support and market appetite (Figure 9).

Figure 9: U.S. non-financial corporates leverage
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Sources: Refinitiv; Allianz Research, National Accounts (We exclude financials due to their
particular balance-sheets)

In order to get a clear overview of companies’ capacity to repay their debt
commitments, we derive the net leverage ratio?! for each of the sectors. This
easy computation provides a broad overview on how many years it would
take for a company to pay back its debt if net debt? and EBITDA were to
be held constant. Keeping this in mind, it is extremely striking to observe
that due to the combination of an increasing debt load and an extreme

40%

!The net debt-to-EBITDA or net leverage (earnings before interest depreciation and amortization) ratio is a measurement of leverage, calculated as a company's interest-bearing
liabilities minus cash or cash equivalents, divided by its EBITDA. The net debt-to-EBITDA ratio is a debt ratio that shows how many years it would take for a company to pay back its

debt if net debt and EBITDA are held constant.

2Net debt is calculated by subtracting a company's total cash and cash equivalents from its total short-term and long-term debt.
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decline in earnings it would take around 143 years for U.S. travel &
leisure companies to repay their debt at the current earnings pace. Of
course, this Q3 earnings reading should be temporary and rapidly
reversed in the near future on the back of fiscal and monetary policies, and
the unwinding of transnational lockdowns. Nevertheless, it shows the
severity of the impact on the sector. At a more comfortable but still high
level we find banks (9.24), real estate (5.45) and utilities (5.34) (Figure 10).

Figure 10. U.S. corporates net leverage
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In the case of the Eurozone, the corporate leverage developments are far
more striking as the travel & leisure (-15.8) sector’s net leverage is
currently negative (due to negative EBITDA), meaning that at the
current earnings levels it is impossible for companies to repay their debt
commitments. Nevertheless, as it is the case for the U.S,, this trend should
be reversed in the near future. At a more comfortable but still extremely
high level we find banks (19.61), real estate (8.46) and utilities (3.01)
(Figure 11). As in the U.S,, the Eurozone technology sector has little debt
and lots of cash (Figure 11).

Figure 11 : EUR corporates net leverage
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How do we know if the combination of an increasing debt burden and
declining cash inflows poses an immediate risk for certain companies?
One way to answer this important liquidity risk query is to look at the
interest coverage ratio®. This ratio measures how many times a company
can cover its current interest payments with its available earnings (we use
EBIT instead of EBITDA to be more risk-oriented in our computations as it
subtracts depreciation and amortization from the inflow calculation). In
other words, it measures the margin of safety a company has for paying
interest on its debt during a given period.

In the case of the U.S. corporate universe, as of today, the combination of
a better than expected EBIT with a relatively low level of debt puts
technology (12.11), retail (10.24) and healthcare (7.87) on top of the
leaderboard in terms of the capacity to fulfill current debt commitments.
On the other end, and even below the 1.5-1.0 tipping point, we find
travel & leisure (-1.95) and oil & gas (-6.22). Once again, if companies
in these extremely deteriorated sectors fail to “quickly” recover part of
their lost inflows, it could lead to an accelerated wave of defaults and
insolvencies depending on each company’s cash reserves.

However, even with such a deteriorated picture, central banks are still
saving the day with their outright market funding. This is allowing
companies with deteriorated balance sheets to refinance their pre-existing
debt commitments. This “free” financing is a double-edged sword as it can
lead to the zombification of a sector should that sector be unable to
recover its earnings growth (Figure 12).

Figure 12: U.S. corporates interest coverage ratio
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*The interest coverage ratio is a debt ratio and profitability ratio used to determine how easily a company can pay interest on its outstanding debt. The interest coverage ratio may
be calculated by dividing a company's earnings before interest and taxes (EBIT) during a given period by the company's interest payments due within the same period. A ratio of 1.5
is generally considered to be a bare minimum acceptable ratio for a company and the tipping point below which lenders will likely refuse to lend the company more money, as the
company’s risk for default may be perceived as too high. Moreover, an interest coverage ratio below 1 indicates the company is not generating sufficient revenues to satisfy its interest
expenses. If a company’s ratio is below 1, it will likely need to spend some of its cash reserves in order to meet the difference or borrow more, which may be difficult.
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On the other side of the ocean things do not look extremely different. As it
is the case for the U.S,, in the Eurozone, the combination of a better than
expected EBIT with a relatively low level of debt puts technology (16.21),
personal & household goods (14.03) and retail (9.41) on top of the
leaderboard. On the other end, and even below the 1.5-1.0 tipping point,
we find basic resources (0.71), oil & gas (-1.21) and travel & leisure (-6.03).
What's more, the fact that the current situation has led to a rapid credit
quality deterioration (rating downgrades) paired with central banks not
buying any corporate credit below investment grade may pose an
imminent risk to companies in such bad liquidity positions (Figure 13).

Figure 13: EUR corporates interest coverage ratio
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Allin all, by combining both market sentiment and key parts of the balance
sheet, we define a framework that allows us to spot the weak links of each
risky asset investable universe (Table 1 & 2). In the case of both the U.S.
and the Eurozone, it is pretty clear that travel & leisure and oil & gas
are currently in extremely bad shape. However, markets seem to be
mispricing the threat to both sectors as their corporate credit spreads
remain extremely compressed due to both central bank and investors’
interventions. On the other side of the coin, technology and retail come out
as the winners of the fundamentals and market sentiment race, which
brings worries about those sectors being overcrowded.

Having said that, and consistent with our assessment, both ends of the
valuation spectrum are currently being subject to extreme speculation
and positioning. In the case of the technology and the travel & leisure
sectors, the large speculative option positions seen throughout the year
have brought large volatility spikes, making them, as of today, unsuited for
mid- to long-term investment strategies but suited for speculative and/or
technical trading. From a long-term investment perspective, it looks
appropriate to optimize the risk-return profile by avoiding the sectors
at the extremes and focusing on the more resilient part (the middle) of
the investable universe.
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Table 1. U.S. ranking summary table

Sector Risk Indicator PE Ratio EBITDA yoy% Net leverage Interest Coverage
1= High Risk > 1=High PE > 1=High EBITDA - 1=High Leverage - 1=High Coverage -
19 = Low Risk 19 =Low PE 19 =Low EBITDA 19 = Low Leverage 19 = Low Coverage
Banks 2 19 16 2 11
Insurance 6 17 9 17 4
Financial Services 5 18 11 10 10
Real Estate 3 6 8 3 15
Oil & Gas 1 1 17 11 19
Chemicals 11 8 15 8 13
Basic Resources 14 11 10 13 9
Construction & Materials 13 13 5 14 5
Industrial Goods & Services 9 10 13 12 7
Automobiles & Parts 19 2 12 5 17
Food & Beverage 10 14 1 6 6
Personal & Household Goods 17 3 18 16 8
Health Care 15 12 3 15 3
Retail 18 7 2 18 2
Media 12 5 14 9 14
Travel & Leisure 4 4 19 1 18
Telecommunications 8 16 7 7 12
Utilities 7 15 4 4 16
Technology 16 9 6 19 1
Sources: Allianz Research
Table 2. EUR ranking summary table
Sector Risk Indicator PE Ratio EBITDA yoy% Net Leverage Interest Coverage
1= High Risk > 1=High PE > 1= High EBITDA - 1= High Leverage - 1=High Coverage >
19 = Low Risk 19 =Low PE 19 = Low EBITDA 19 = Low Leverage 19 = Low Coverage
Banks 4 16 10 1 8
Insurance 6 17 4 6 4
Financial Services 7 14 12 15 11
Real Estate 5 18 14 2 6
Oil & Gas 1 19 18 5 18
Chemicals 13 5 11 14 16
Basic Resources 9 15 17 12 17
Construction & Materials 11 8 7 8 15
Industrial Goods & Services 10 7 13 11 7
Automobiles & Parts 14 10 15 4 13
Food & Beverage 2 2 16 3 10
Personal & Household Goods 19 1 8 16 2
Health Care 17 9 9 10 9
Retail 18 3 2 17 3
Media 12 12 6 13 5
Travel & Leisure 3 4 19 19 19
Telecommunications 8 11 3 7 14
Utilities 16 13 5 9 12
Technology 15 6 1 18 1

Sources: Allianz Research
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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.
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