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As the Covid-19 pandemic accelerates, hardly any global indus-
try will be spared, according to our analysis. For Q1 2020, we
register a record level of 126 sector risk-rating! downgrades,
the highest since we began monitoring in 2012. All these down-
grades come from the direct and indirect impacts of Covid-19 on
demand (5 out of 10 downgrades), profitability (4 out of 10) and
liquidity (1 out of 10). In 6 out of 10 cases, downgrades are from
'medium’ to ‘sensitive’ level of risk.

Which sectors are most at risk? Transportation, automotive,
electronics and retail. Global lockdowns are wreaking havoc on
airlines, with the RPK or Revenue Passenger Kilometers for top air
carriers plummeting by -30% since last December. Collapsing stock
prices are also jeopardizing indebted and unprofitable (low-cost)
airlines. Meanwhile, the pandemic is exacerbating problems for the
automotive sector, already struggling with existing structural chal-
lenges. The global market is facing a slump of over -10% in 2020
(after -4% in 2019). Retailers/ wholesalers are on the front line, but
suppliers are not immune, in particular to cross-country supply-
chain risks. The electronics sector is battling a demand-driven dete-
rioration in Europe, with expectations of much weaker electronics
sales to local industries. And within the retail sector, Asia-Pacific dis-
cretionary retailers have been hurt badly by prolonged store clo-
sures and the collapse of Chinese tourist flows.

Overall, Western Europe and Asia are the hardest hit. The bulk
of downgrades occurred in Western Europe (52) — the region with
the highest number of countries (17) ahead of Asia and Central &
Eastern Europe (29 and 14, respectively). However, North America is
not immune with three downgrades in the U.S.

Here are the main findings by sector: The lockdown of one third
of world population is wreaking havoc on transportation, especially
the air transport segment, which could receive public support. In
automotive, the strong dependency on the top three markets is
aggravating ongoing structural challenges. The impact in the elec-
tronics sector is most felt in APAC, with low value-added players
at risk across all regions. Lockdowns will hit sales badly in non-food
retail and squeeze margins of already vulnerable companies. In
energy we find significant risk ahead for U.S. shale and solar.
Metals is already weak, with structural challenges. Machinery
faces challenges from a fragile global backdrop in many end mar-
kets due to the weak economic environment, and we identify poten-
tial insolvency risk across APAC in construction, primarily in China.

1 Click here to read the full sector risk rating methodology on our website.
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FROM THE IMPACT OF COVID-19

Since the beginning of the Covid-19
outbreak, global sectors have been fa-
cing mounting challenges. The first
round of impacts arrived via China’s
drastic containment measures, which
shut down several large cities, triggering
a freeze in production, retail and trade
activity in the country. Travels to and
from China also grinded to a halt. Then,
as other economies (South Koreaq, Italy)
started to implement China-style mea-

sures to contain the spread, a strong
adjustment in stock indices followed.
Now, with large swathes of the global
economy under lockdown, especially in
Europe and North America, local con-
sumption has taken a strong hit, on top
of production and trade. Lower demand
in these regions will also take a toll on
products (typically consumer durables)
manufactured in and imported from
emerging economies.

For Q1 2020, we register a record level
of 126 sector risk-rating downgrades,
the highest since we began monitoring
in 2012. All these downgrades come
from the direct and indirect impacts of
Covid-19 on demand (5 out of 10 down-
grades), profitability (4 out of 10) and
liquidity (1 out of 10).

Figure 1: Changes in sector risk ratings by sector and region (Q4 2019 vs Q3 2019)
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Transportation: Covid-19 fallout to
wreak havoc on the sector, which could
receive public support

Transportation is one of the sectors most
impacted by the Covid-19 pandemic,
given its high dependence on China and
activity closely linked to travel and inter-
national trade. Since the initial shock in
Ching, all the subsectors of transporta-
tion have struggled amid collapsing de-
mand: air, sea, road and railways. RPK
or Revenue Passenger Kilometers for
top air carriers has plummeted by -30%
since last December and airlines now
expect revenues to tumble by at least
USD100bn over 2020, which won't be
compensated by falling fuel costs. A li-
quidity shock is further compounding
difficulties; the global stock index in
transportation has already fallen by -
15% and should proceed this way.

All companies have to be very closely
monitored, in particular those either
highly leveraged or poorly profitable,
such as low-cost airlines and shipping
companies that do not belong to any
state-owned groups.

Q1 2020 downgrades:

e From Low to Medium level of risk:
Malaysia, Philippines, Singapore
and Vietnam

e From Medium to Sensitive level of
risk: US, Belgium, Finland, Ireland,
Luxemburg, Norway, Portugal, Swe-
den, Czech Rep., Estoniag, Lithuania,
Romania and Slovakia,

e From Sensitive to High level of risk:
Ching, UK, Poland and Turkey

Automotive: Strong dependency on
the top three markets is aggravating
ongoing structural challenges

The automotive industry is highly expo-
sed to China, which is both the world’s
largest auto market and auto produc-
tion center. It represents roughly 30% of
the total for both indicators, with more
than 25mn new vehicles per year. The
drop in sales resulting from containment
measures is expected to be massive in
the first quarter: February recorded an
80% y/y drop, after a double-digit de-
cline in January. The impact is significant
firstly for local retailers and wholesalers,
and follows two consecutive years of
declining volume of new registrations.
The next most impacted are domestic
carmakers, notably the most fragile ones
operating in the EV segment. Yet, the
impact is also significant for global car-
makers since most of them manufacture
the vehicles sold in China locally with
domestic partners through joint ven-
tures. De facto, the supply side is hit hard
because Wuhan, the epicenter of the
Covid-19 outbreak, not only accounts for
10% of the vehicles made in the country
but also gathers hundreds of car-parts
suppliers, which cater to local operators
and export to the rest of the world.
Indeed, the latter represent most of the
Chinese exports of the automotive in-
dustry. Prolonged closure of factories is
increasing the risk of shortages and
supply-chain disruptions at a global le-
vel. The countries most reliant on imports
from China are located first in APAC (on
average 13% of imports) - notably India
(25%) - and Latam (9%), and then in Eas-

tern Europe (4%) and Western Europe
(2%). However, this average picture
does not capture the potential shortage
of crucial components that can be pro-
duced only in China.

The automotive sector posted a noti-
ceable drop of its market capitalization,
with a decline exceeding -15% for car
makers and -20% for automotive sup-
pliers, for the six weeks following the
beginning of the outbreak. The Covid-19
related shock is a major additional
headwind for the sector, which was al-
ready — and remains - challenged by
declining top markets and the need for
massive investments in electric vehicles,
connected cars and mobility services.
Established manufacturers have accu-
mulated buffers, thanks to a decade of
increasing sales and profits, but they
need to multiply measures to protect
their financial metrics, notably mid-
range passenger vehicle brands — most
exposed to price competition — and
smaller EV producers — notably in China
where overcapacities necessitate conso-
lidation. In any case, small and indepen-
dent retailers and wholesalers are the
most at risk, even if the shock were to be
temporary.



Figure 2: Worldwide air traffic (change in RPK, YoY)
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The spread of Covid-19 outside China,
with China-style lockdowns in Europe
and the U.S,, is a major threat, firstly be-
cause they represent the second and
third largest markets (with a share of
23% and 19%, respectively) and centers
of production (24% and 12%, respective-
ly) — i.e. 2/3 of the global market toge-
ther with China. The shock on demand
will exceed the one expected at a macro
-level, since a car purchase is a typical
durable good that consumers would
postpone buying, focusing instead on

‘necessary’ products. Automotive indus-
tries are strongly and negatively reac-
ting to economic recessions - and often
forcing authorities to implement suppor-
tive measures to limit the social impact.

Q1 2020 downgrades

From Low to Medium level of risk:
Korea (M+S), Philippines (S), Singa-
pore (M+S), Hungary (M) and Ro-
mania (M)

From Medium to Sensitive level of
risk: Belgium (M+S), Germany (S),
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2020

Ireland (M+S), Portugal (M+S), Bul-
garia (S), Czech Rep. (S), Hungary
(S), Lithuania (S), Poland (S), Roma-
nia (S), Slovakia (S), Morocco (M),
Chile (M) and Peru (M)

From Sensitive to High level of risk:
the UK (M+5S)

(M: Automotive manufacturers and re-
tailers; S: Automotive suppliers)

Figure 3: Monthly registrations of new vehicles (y/y changes, num-

ber of units)
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Electronics: Impact most felt in APAC,
low value-added players at risk across
all regions

The prolonged closure of Chinese as-
sembly factories sent a chill in new com-
ponents orders addressed to electronic
component manufacturers
(semiconductors, active and passive
components), particularly in countries
manufacturing the most advanced me-
mory, computing and telecommunica-
tions chips found in consumer electronics
devices. South Korea (19% of global
electronic component value added), Tai-
wan (13%) and Japan (12%) appeared
the most at risk, as well as Chinese ma-
nufacturers themselves (19%). Because
they cater mostly to regional clients,
foundries and integrated players based
in Europe and the U.S. were initially spa-
red the impact of China’s containment
measures.

The sector’s global market capitalization
has fallen by more than 10% since the
beginning of the outbreak, suggesting
reduced liquidity for vulnerable players.
This shock comes at a time when our
proprietary sector risk assessment points
to a deterioration in the sector across
many Asian countries in past quarters, in
line with decelerating global industrial
production and a collapse in memory
semiconductor prices. In 2019, Asia-
Pacific saw a clear surge in large insol-
vencies.

Figure 4: Sector rating change by region for

electronics, Q1 2020
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Much like intermediate goods industries,
electronics reacts strongly to periods of
economic recessions. With the outbreak
intensifying, European and American
manufacturers would be hit hard by a
drop in local industry production, while
Asian manufacturers, hit by a supply-
shock by Chinese containment measures,
would see falling demand with more
widespread global lockdowns.

Q1 2020 downgrades

From Low to Medium level of risk:
Czech Rep. Denmark, Estonia, Ire-
land, Panama and Vietnam

From Medium to Sensitive level of
risk: Belgium, Costa Rica, Guatema-
la, Indonesia, Luxembourg, Mexico
and the UK.

From Sensitive to High level of risk:
Colombia

Non-food retail: Lockdown to hit sales
badly and squeeze margins of already
vulnerable companies.

Many retailers and consumer goods
companies have warned over the possi-
bility of lost sales due to shortages of
popular smartphones and video game
consoles arising from the lockdown of
Chinese assembly factories. Systemic
shortages, however, were ruled out,
thanks to inventories standing at 2-3
months of activity across the main seg-
ments of the sector (electronics, ap-
pliances, textiles). Luxury companies are
feeling the most dramatic impact of the

retail, Q1 2020

Asia Padific Asia Padfic

Covid-19 outbreak because Chinese
consumers account for about a third of
global demand. Covid-19 has also weig-
hed heavily on those Asian countries
where Chinese tourists account for a si-
zeable share of retail sales, such as
South Koreaq, Taiwan, Vietnam, Thailand
and Singapore.

The discretionary retail industry has seen
a well-documented surge in large insol-
vencies in the past few years. The -12%
drop in sector market capitalization
hides a clear divide between a few large
e-commerce companies slightly in the
red and a vast majority of traditional
players seeing their market capitaliza-
tion falling by as much as 25%.

Non-food retail sales are sensitive to the
economic environment and restrictions
hitting store footfall will trigger a col-
lapse in Q1. Companies that sell through
department stores and malls would be
even more at risk. Recent periods of re-
tail disruption have shown that e-
commerce alone does not compensate
for lower store footfall, and that the shift
to e-commerce only benefits a handful
of large companies.

Q1 2020 downgrades

From Low to Medium level of risk:
China, Korea, Taiwan and Vietnam
From Medium to Sensitive level of
risk: Japan, lIsrael, Ireland, Nether-
lands, Portugal, Singapore, South
Africa and Thailand

Figure 5: Sector rating change by region for
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Energy: Significant risk for U.S. shale
and solar

Qil producers are facing a circular dou-
ble hit from demand destruction and the
declining oil price deck, as China and
Asia are among the most important off-
takers of Middle Eastern and global oil &
gas. Forward markets are in deep con-
tango, which is reflective of severe excess
supply. Inventory build may exceed stor-
age capacities. Qil prices are now at lev-
els where large amounts of reserves are
uneconomical to produce. The impact
has been reflected through a 20% reduc-
tion in the energy sector’s global market
capitalization, even before accounting
for any impact of the fallout from the
Opec+ meeting debacle.

Prior to the outbreak, oil & gas was al-
ready struggling with headwinds from
commodities and patchy demand. Com-
panies reported between -5% and -49%
y/y earnings declines for 2019. The larg-
est integrated majors are financially re-
silient enough to withstand the storm,
with an average net debt to Ebitda ratio
of just 2x. However, corporates are still
seeking to deleverage, and with lean
capex and not in all cases flexibility in
buyback programs, the weakest link are
gearing targets which will likely slip. The
most vulnerable sector is U.S. shale. Our
representative sample of relevant quot-
ed companies shows an average cash
conversion of just 11% in 2019 but 100%
gearing. These numbers mask much
worse ratios at the margin. The sector is

providing an unattractive backdrop for
new capital. At the same time, refinanc-
ing becomes more difficult as low oil
prices reduce reserve valuations, the ba-
sis upon which credit is extended. If pro-
longed, there could be an impact upon
midstream assets. Because of the nor-
mally stable nature of cash flows, these
companies tend to be highly leveraged,
to the tune of 75-80%. If reduction in
throughput was material, it could put
cash flows for debt service coverage in
danger. Refining operations will also be
impacted if there is prolonged reduction
in fuel demand.

Power, utilities and electricity networks
are pretty much unaffected. Besides
some industrial volume loss, these sec-
tors are defensive.

Renewables are affected through the
impact of supply-chain disruption. The
wind turbine sector sources about 20% of
its components from China while the
solar sector does a much higher propor-
tion. Asia and China are the prime manu-
facturing centers for the solar value
chain and the affected regions in the
core manufacturing provinces are home
to fabs of the largest global solar manu-
facturers, alongside their component
suppliers. The result of China’s contain-
ment measures is inventory draw, supply
shortages and end-product price in-
creases, likely to be seen from H2 19.

Q1 2020 downgrades

e From Low to Medium level of risk:

being starved of finance while burning Qatar
cash. While on average the sector has e  From Medium to Sensitive level of
used 40% of available credit lines, a risk: Estonia
number of companies have exhausted e  From Sensitive to High level of risk:
much more than that. Low oil prices sty- Ecuador
my growth from existing assets while
Figure 6: Rising supply vs downward revision to demand Figure 7:
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Machinery: Challenges from a fragile
global backdrop in many end markets
due to weak economic environment

The sector has exposure to China in the
region of 20-30% of revenues. Aerospace
and aviation equipment are particularly
concerned, as they are one of the major
export sectors for Europe and the US. As
China is an important supplier, account-
ing for 35% of global value added, there
is a high degree of linkage with regard
to intermediate products.

Before the Covid-19 outbreak, end mar-
kets were fragile as the machinery sector
struggled with slow growth in automo-
tive but also agricultural and mining
equipment. The sector was expecting
low levels of growth in 2020. These end
markets are now being further weak-
ened as a result of lockdowns.

China’s containment measures will deci-
mate revenues while at the same time
causing supply-chain disruption, mostly
in components. In a sector that is highly
integrated in some cases and character-
ized by complex supply networks, disrup-
tion is easily multiplied. With tightening
financial conditions and the spread to
larger economies, the machinery sector
might see payment delays from strug-
gling end customers. Companies are
already facing project delays and wide-
spread lockdowns reinforce that dynam-
ic and create very significant supply dis-
ruption.

Q1 2020 downgrades

e From Medium to Sensitive level of
risk: Germany, Ireland and Italy

Rising supply vs downward revision to demand
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Metals: Already weak, with structural
challenges

China’s containment measures sparked
a significant dislocation of metals de-
mand. The LME index has declined by
20% since the outbreak and some com-
modities, notably copper, currently trade
below cost. The market capitalization of
the global metals and mining sector has
declined by 15% even before a number
of the current lockdown measures were
announced, making it the second worst-
performing sector alongside auto and
transport.

Before the Covid-19 outbreak, the sector
was already struggling with a slowdown
in a number of end markets and weak
commodities, with earnings declines in
the order of 3-6% y/y forecast for 2020,
particularly in the mining sub-sector
(source: Bloomberg consensus). The
basic materials sub-sector saw its aver-
age interest cover fall below 1x in Q4 19
(source: Company data/Bloomberg),
despite a decline in net gearing to 20%.
The sub-sector has come out of a diffi-
cult year after the U.S.-China trade war.
Steel manufacturers’ Ebitda margins
declined by 140bps in Q4 19, while net
debt rose above 3x Ebitda. Potential

Some pockets may see positive impact,
e.g. steel where the production shut-
downs resulting from containment in
China could tighten an otherwise over-
supplied market elsewhere. China ac-
counts for 30% of global value added in
the metals sector. Import dependency
from China is high, 6.5% in Europe and
15% in the U.S. and as much as 45% in
Brazil. These numbers show recent tariff-
induced flow diversions into Latin Ameri-
ca and are evidence of Chinese overpro-
duction that is eradicated due to the
drastic containment measures. Flat steel
prices have been reflective of that. At the
same time, demand weakness loosens
the market balance for a number of
metals. Copper is now balanced while
zinc and aluminum are in minor invento-
ry excess. Demand loss entails the risk of
excess inventories.

The metals sector is also a recipient of
end-market weakness trickling through
from all mature end and intermediate
customers, including auto, machinery,
and construction.

Q1 2020 downgrades

e From Medium to Sensitive level of
risk: Ireland and Philippines

e From Sensitive to High level of risk:

Construction: Potential insolvency risk
across APAC, primarily China

Containment is already affecting China’s
property sector. Property developers are
getting cash-strained as they cannot
offload large inventory amid slowing
property sales. USD 20bn of bond issu-
ances mature this year (source: Dealog-
ic). In addition to that, there are large
issuance volumes outstanding in Hong
Kong: Total HK bond issuance USD
185bn. There is risk of companies de-
faulting on bond coupons or other pay-
ments if property sales are delayed and
corresponding cash flows take longer to
realise. Local governments are support-
ing the sector by accepting delayed land
and tax payments but this is unlikely to
be sufficient in terms of cash saving for
some companies.

The escalation of the outbreak could be
fatal for some companies, particularly
those sensitive to project completion
timings and highly geared, the disturb-
ance of which could put entire business
models into question. Wider lockdowns
around the world might replicate the
Chinese issue in other localities. The
counterbalancing factor could be stimu-
lus in the form of infrastructure spend.

Q1 2020 downgrades

e From Medium to Sensitive level of
risk: Costa Rica, Ireland and Lithua-
nia

e From Sensitive to High level of risk:
Chile, Italy and Spain

Figure 9: Sector rating change by region for construction, Q1 2020
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Some corporates expect a full recovery

from the impact of China’s containment
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tensifying lockdowns, however, are alter-

ing the picture as they would mean se-

vere volume loss across major locations.
Figure 8: Commodity prices
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APPENDIX 1: Heat map of downgrades
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APPENDIX 2: Risk of insolvencies due to sourcing issues with China*
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IAgrifood 1 2 ) 1 2 1 1 16 | 16 9 7 7 15 | 18 2 4 7 8 3 7 1 1 4 2 1 4 0 1 4] 1 8 1 1 4
lAutomotive 2 9 3 3 4 1 1 13 | 16 | 16 6 14 [12 | 16 [ 11 | 10 4 4 2 2 4 8 o) 3 8 4 4 7 2 1 1 3 1 3 7
[Chemicals 2 1 o) 4 5 4 3 16 | 8 15 4 3 19 |10 [ 8 10 | 12 9 15 6 D 1 9 8 16 2 2 1 2 1 4 4 1 3 7
Construction 7 3 17 [ 10 | 11 6 5 12 |35 | 26 | 10 9 21 )| 40 | 15 | 23 5] 17 [ 32 |16 [ 12 | 14 | 11 | 15 | 18 4 1 4 4 3 3 12 1 3 13
Electronics 4 5 9 4 10 [ 10 T ) 17 | 20 4 9 22 13| 6 18 3 10[29 |15 | 9 14 | 22 | 19 | 19 2 2 4 3 3 - 4 2 2 1

Energy 1 15 | 2 0 0 0 0 1 4 8 0 |25 5 27 1 14 | 13 2 9 9 5 13 9 2 44 0 0 0 0 0 1 0 0 0 6

Household Equipment 2 4 4 2 7 2 5 6 12 | 13 6 8 24 | 32 8 12 9 8 29 9 6 9 9 6 17 1 1 1 1 1 2 3 1 1 8
Machinery & Equipment 6 12 | 16 6 20 | 14 | 18 | 12 | 17 | 22 | 12 2 7 3314 11 8 15[ 12 127 [ 11 | 18 | 32 | 13 8 2 8 4 8 2 8 4 2 13
Metals 5 4 8 5] 10 5 6 23 | 33 | 27 6 14 [ 14 | 33 | 6 19 |18 [ 12 |16 [ 11 | 10 | 15 | 25 8 2 1 2 2 2 4 4 2 1 12
Paper 3 16 | 12 4 6 6 13 | 17 | 39 | 28 6 10 | 14 [ 40 | 19 | 30 7 8 22 5 4 14 9 8 16 3 2 3 2 4 2 5 1 2 10
Pharmaceuticals 13 1 13 9 22 | 10 3 6 6 10 | 12 1 20| 16 | 6 2 5 12 2 9 6 7 5 5 10 7 3 4 4 3 1 4 4 5 7
[Textile 10 5 9 10 5 3 3 23 | 35| 25 7 5 19 | 14 [ 17 | 12 9 | 32|16 | 11 7 30 | 11 | 28 | 11 [ 26 | 11 5 19 3 & 9 6 12 13

[Transport Equipment 11 7 3 1 - 0 3 2 7 8 7 5 30|40 | 6 16 | 20 & 15 - 9 2 23 & 5 2 3 12 0 1 2 6 8 4 8

[Total (incl. Others) 5 3 7 4 8 4 4 12 | 17 | 17 7 6 13| 20 [ 10 | 12 13 | 14 9 7 11| 11 7 22 3 3 2 2 2 2 5 2 2 8

(*) by combining for each sector in a given country the imports’ dependency to ltaly with the latest level of sector risk (4 2019 sector risk ratings)

Source: ITC, Euler Hermes, Allianz Research
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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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