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The essential

Over the last decade, easy financial conditions encouraged an increase in sovereign and corporate debt.
Indeed, the leverage of American companies has reached record high levels and US corporate debt has been
used for financial risk-taking to fund corporate payments to investors, as well as for mergers and acquisitions.
At the opposite, the leverage of European companies has remained at low levels as European companies have
remained more cautious over this cycle. In 2019, we have evolved in a new regime: the global economy has
entered a synchronised slowdown and major central banks have returned to an easing stance. What are the
risks for companies in this new context? We are following closely:

*« The downgrade risk in the US Investment Grade universe. Net leverage for US issuers have resumed their
upward trajectory in recent months. In 2020: (1) companies to make a trade-off between maintaining share
buy backs and the stability or their debt (2) the downgrade risk to increase among firms facing increase
pressure on profits.

* The default rate risk for low-quality high-yield bonds. Sluggish earning growth poses the biggest threat
for companies to pay interest on their debt despite the low cost of financing. Indeed, at this stage of the
cycle, we think that interest coverage is more closely related to earnings than to its interest expense: interest
coverage could be quickly eroded by a hit to earnings. A selective approach is required in the low-rated Euro
and US High Yield segments.

Central bankers have been the main player in town for the last decade. They have done a great job regarding
financial stability but they failed to significantly stimulate investment spending and to bring inflation back to
2%. At the same time, easy financial conditions encouraged an increase in sovereign and corporate debt. Indeed,
corporate debt has risen, and has been used for financial risk-taking to fund corporate payments to investors,
as well as for mergers and acquisitions, particularly in the United States. In this note, we will assess the risk
of corporate debt while we have evolved into a new regime:

» The global economy has entered a synchronised slowdown after a synchronised pick-up in 2017. Momentum
in manufacturing activity has weakened substantially, to levels not seen since the financial crisis, on the back of
rising trade and geopolitical tensions, the slowdown of the Chinese economy and a slump in the auto industry.
This year will see growth at its lowest rate since the beginning of the decade and the IMF expects slower growth
in nearly 90 percent of the world.

+ The world’s major central banks have returned to an easing stance this year due to muted inflation and lower
global growth expectations. Most of the major central banks have lowered borrowing costs in recent months and
have restarted asset purchase programmes.

+ Political risks are expected to remain high with the upcoming US and UK elections.

This cycle was marked by a sharp increase in corporate debt

According to McKinsey, global non-financial corporate debt, including bonds and loans, more than doubled
over the past decade, growing by $37 trillion to reach $66 trillion in mid-2017. The institute also estimates
that nearly 20 percent of total global corporate debt is in the form of bonds, almost double the figure in 2007. In
total, over the decade, the size of the global non-financial corporate debt market increased by (source: OECD):
+ 70% in advanced economies from USD 5.97 trillion in 2008 to USD 10.17 trillion in 2018. The US IG market has
increased from around $2.2 trillion to $6.7 trillion.
+ 395% in emerging markets, mainly driven by growth in China, to reach a total outstanding amount of USD 2.78
trillion in 2018.
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1/ The size of the corporate bond market (in trillion $, face value)
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The growth in the size of the corporate debt market has been accompanied by
a steady decline in overall credit quality both in Europe and the US. BBB-rated
debt now accounts for around half of the whole investment grade market. However,
explanatory factors between the two zones are different.

+ The expansion of the BBB segment in Euro IG could be explained by a substantial
increase in the number of issuers: (1) corporate bond issuance provided an alternative
to deleveraging banks and (2) many US issuers tapped the euro corporate bond
market.

+ In the US market, the deterioration in overall credit quality could also be
explained by the increase in the leverage of American non-financial companies.
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Indeed, the balance sheet of American and European companies has followed
different trends over the past decade:

* The leverage of American companies has reached record high levels. American
companies have raised huge amounts of cash on financial markets to fund record
numbers of mergers and acquisitions and share buyback activities. Back in 2010,
only 10% of the IG non-financial market had net leverage greater than 4.0x, but as
of 2017, that share increased to 20%.

* The leverage of European companies has remained at low levels, as European
companies have remained in a cash preservation mode over this cycle. Less
than 12% of the IG non-financial market has net leverage greater than 4.0x and
this share declines to 5% if we exclude the Utilities and Energy sectors.
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4/ Share buyback activity (in $bn)
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5/ Global Mergers and Acquisitions Deals 6/ % of issuers recording a leverage above 4
(in $bn) (49 ma)
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What are the recent trends in corporate fundamentals and what are the risks?

After a sharp deterioration in recent quarters, global growth is expected to come out at 3% for 2019. The
weakness in growth is driven by a deterioration in manufacturing activity and global trade, with higher tariffs
and prolonged trade policy uncertainty damaging investment and demand for capital goods. At corporate
levels, these trends have resulted in a slowdown in sales and capex growth for a majority of issuers. Indeed,
capex growth correlates closely with revenue and profitability trends. The decline was more pronounced in the
energy, utilities, materials and industrial sectors. At the same time, the easing trend of most central banks
has supported the search for yield and investors’ appetite for credit. Euro and US Investment Grade credit
experienced strong activity in the primary market and corporate borrowing remained high for most companies.
Let’s take a segmented look at the latest changes and challenges ahead.

1. US Investment Grade: companies were once again leveraging up in Q3

* Net leverage: reached an all-time high in Q3 and we did not see much evidence of broad-based deleveraging
across the US IG universe. Indeed, 66% of the companies in our universe even increased their leverage ratio
in Q3 2019 vs. Q3 2018.

# Companies continued to raise debt to support M&A and share buybacks. S&P 500 companies are on track
to buy back another $800bn of stock in 2019, according to JP Morgan, down slightly from around $830bn
in 2018. Companies are now returning more cash to shareholders than they are generating in free cash
flows.

# However, many US companies are moderating their capital expenditure spending. Some companies have
warned that this could continue this year as US elections are likely to add uncertainty to decision-making.

+ Interest Coverage ratio: declined in recent quarters but it remained in a bright spot thanks to the record
low cost of funding.

+ Cash ratio: declined to its lowest level since 2010. The recent decline has coincided with a sharp increase
in leverage. The cash ratio declined across most sectors in recent quarters.
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Our convictions: our greatest concern on the US IG segment is the high level of leverage. Unless earnings
growth accelerates, companies will have to make a trade-off between maintaining share buybacks and the
stability of their debt. Moreover, the risk at this stage of the cycle is a change in the story. During this cycle,
the rise in the leverage of American companies was mainly driven by debt growth. In the future, the increase
in indebtedness could also be the result of a slowdown in earnings growth.

7/ US IG Net debt to EBITDA (49 ma) 8/ US IG Cash ratio (4q ma)
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2. US High Yield: stabilisation in recent quarters but high level of vulnerability
for B and C rated issuers

+ Net leverage: stabilised at high levels. US HY issuers were focused on balance sheet improvement over
the past two years and stabilised/reduced their leverage. It should be noted that the dynamics were
asymmetrical between different rating classes. The fundamentals of BB-rated issuers have improved while
debt levels remain particularly high for issuers rated B and C.

+ Interest coverage ratio: deteriorated over the last few quarters due to lower earnings growth. The
sharp rise in the number of challenged firms is concentrated in B and C rated bonds. Currently, 32% of High
Yield firms appear unable to meet interest expenses out of earnings. The situation is more concerning for
low-rated issuers (B and C). We have no serious concern on the BB segment.

+ Cash ratio: decline to its lowest level since 2010.

Our convictions: our biggest concern in the US HY segment is that defaults could begin to rise as firms
have more difficulties to pay interest on their debt. Given how late we are in the cycle, we think that interest
coverage is more closely related to earnings than it is to interest expense: interest coverage could be quickly
eroded by a hit to earnings. The IMF has also warned that the number of firms with very low interest coverage
ratios is already high and sees the number of firms with very low interest coverage ratios as a common signal
of distress. The IMF highlights that the risk is more concentrated on small companies.
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11/ US HY Net debt to EBITDA 12/ US HY % of issuers reported a Leverage
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3. Euro Investment Grade: slight deterioration in @3 but fundamentals
remained relatively stable

* Net leverage: deteriorated slightly in Q3 but has remained relatively stable since the financial crisis.
Over the cycle, European companies have remained in a cash preservation mode. The pace of debt growth has
accelerated so far this year, but from very low levels. This is in line with the stronger activity recorded on the
Euro IG primary market. Capex also increased over the last few quarters, from the muted levels recorded over
the cycle.

+ Interest Coverage ratio: fell in recent quarters but remained in a bright spot due to the record low cost of
funding and low level of debt.

+ Cash ratio: declined to its lowest level since 2010. The recent decline in cash balances has coincided with a
slight increase in leverage.

Our convictions: We have no major concerns about the fundamentals of European investment grade
companies. There is still no evidence of broad based re-leveraging. However, at this stage of the cycle, the weak
profit growth picture is a limiting factor in improving the balance sheet of European companies.
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15/ Euro 1G Net debt to EBITDA (49 ma) 16/ Euro IG Interest coverage ratio (4q ma)
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4. Euro HY: stable picture for BB but higher level of vulnerability for B and C

* Net leverage: stabilized at high level for B. Credit metrics remained relatively solid for BB.
+ Interest coverage ratio: slight deterioration in recent quarters especially for low rated issuers.

+ Cash ratio: slight deterioration in recent quarters.

Our convictions: as for US HY, our main concern is the debt service capacity for low-rated issuers. There is no
significant difference in terms of credit metrics between Euro and US HY. However, the HY structure is more
defensive in Europe than in the US. BB account for 71% of Euro HY versus only 50% of US HY.
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Financing conditions remain favourable due to strong support from easing monetary policy

There is no maturity wall. The corporate bond market has benefited from the “hunt for yield,” with rates on
government debt securities at or near all-time lows — and even below zero in many places such as Europe and
Japan. Strong demand for credit coupled with strong activity on the primary market enabled companies to
refinance their debt and extend their maturity profile.

However, the level of refinancing needs has significantly increased in recent years. Given the size of
the current outstanding stock of corporate bonds, companies, especially in the US, are facing record levels
of repayment requirements in the coming years. As of December 2018, companies in the US need to pay or
refinance USD 2.9 trillion within 3 years.

We maintain an up-in-quality bias. Selective pick-up in B.

The stabilisation in the macro backdrop coupled with strong technical support will likely prolong the cycle for
higher quality issuers. However, risks remain skewed to the downside and the outlook for weaker credit quality
remains challenging in our view. We think 2020 will continue to test the most growth-sensitive segment as
earnings are unlikely to experience a strong rebound. We maintain an up-in-quality bias with a selective pick-up
in B for valuation reasons. We see a sustained decline in earnings as the main risk factor.
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The MSCI information may only be used for your internal use, may not be reproduced or
redisseminated in any form and may not be used as a basis for or a component of any
financial instruments or products or indices. None of the MSCI information is intended to
constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and analysis
should not be taken as an indication or guarantee of any future performance analysis, fore-
cast or prediction. The MSCl information is provided on an “as is” basis and the user of this
information assumes the entire risk of any use made of this information. MSCI, each of its
affiliates and each other person involved in or related to compiling, computing or creating
any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all warranties
(including, without limitation, any warranties of originality, accuracy, completeness, time-
liness, non-infringement, merchantability and fitness for a particular purpose) with res-
pect to this information. Without limiting any of the foregoing, in no event shall any MSCI
Party have any liability for any direct, indirect, special, incidental, punitive, consequential
(including, without limitation, lost profits) or any other damages. (www.mscibarra.com).
In the European Union, this document is only for the attention of “Professional” investors
as defined in Directive 2004/39/EC dated 21 April 2004 on markets in financial instru-
ments (“MIFID”), to investment services providers and any other professional of the finan-
cial industry, and as the case may be in each local regulations and, as far as the offering
in Switzerland is concerned, a “Qualified Investor” within the meaning of the provisions of
the Swiss Collective Investment Schemes Act of 23 June 2006 (CISA), the Swiss Collective
Investment Schemes Ordinance of 22 November 2006 (CISO) and the FINMA’s Circular
08/8 on Public Advertising under the Collective Investment Schemes legislation of 20 No-
vember 2008. In no event may this material be distributed in the European Union to non
“Professional” investors as defined in the MIFID or in each local regulation, or in Switzer-
land to investors who do not comply with the definition of “qualified investors” as defined
in the applicable legislation and regulation. This document is not intended for citizens or
residents of the United States of America or to any “U.S. Person”, as this term is defined in
SEC Regulation S under the U.S. Securities Act of 1933. This document neither constitutes
an offer to buy nor a solicitation to sell a product, and shall not be considered as an unlaw-
ful solicitation or an investment advice. Amundi accepts no liability whatsoever, whether
direct or indirect, that may arise from the use of information contained in this material.
Amundi can in no way be held responsible for any decision or investment made on the
basis of information contained in this material. The information contained in this document
is disclosed to you on a confidential basis and shall not be copied, reproduced, modified,
translated or distributed without the prior written approval of Amundi, to any third person
or entity in any country or jurisdiction which would subject Amundi or any of “the Funds”,
to any registration requirements within these jurisdictions or where it might be considered
as unlawful. Accordingly, this material is for distribution solely in jurisdictions where per-
mitted and to persons who may receive it without breaching applicable legal or regulatory
requirements. The information contained in this document is deemed accurate as at the
date of publication set out on the first page of this document. Data, opinions and estimates
may be changed without notice.
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amundi.com. If you are concerned that any of the information we hold on you is incorrect,
please contact us at info@amundi.com.
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