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The first wave of Covid-19 lockdowns caused a stronger-than-expected
profitability shock for most European non-financial corporates in H1 2020,
with French and Spanish firms hit particularly hard despite generous policy
support. The cumulated profit margin® declined by -7pp in France, -5.2pp
in Spain and -1.3pp in the Netherlands, compared to +1.1pp in Germany,
+2pp in Belgium and +5pp in Italy? (see Figure 1). In France, two thirds of
the drop can be attributed to the production tax® schedule: falling due in
Q2, the production tax payments in France doubled (to EUR22bn) while

remained stable in Germany (at EUR3bn). As a consequence, and

MARC LIVINEC
Sector Analyst excluding the higher amount of state-guaranteed loans in France (more
marelivinec@eulerhermes com than EUR120bn against EUR50bn in Germany), French corporates were
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(see Figure 2).
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Now, with the second wave of lockdowns, we expect a heavy cost for
Covid-19 sensitive sectors* across the Eurozone, which could see average
operating losses of -15% to -20% in 2020 compared to pre-crisis levels. In
the absence of prolonged fiscal policy support or an aversion to taking on
more debt, this could dry up cash buffers, putting around 24% of Eurozone
companies (or more than 4.1 million) at risk of a cash-flow crisis next year.
One out of four companies in Germany and France are directly exposed to
the Covid-19 sanitary restrictions vs. one out of five companies in Belgium
and the Netherlands. In total, the combined turnover of exposed
companies exceeds EUR4,3tn and they account for more than one out of
four workers, notably in Spain and ltaly, or close to 19 million persons
(see Figure 3).
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As we estimate the drop in revenues to reach up to -20% on average in the
Eurozone® - but the corresponding fall in operating expenses only -10%°
due to a certain stickness of these latter, and no recovery before late 2022,
the impact on companies' cash balances will be unprecedented. And the

1 Corporate margins are measured in % of the gross value added of non-financial corporations. We look into quarterly variations to assess the “real” shock.

2 The rise of profit margins in H1 2020 in some countries of our sample is counter-intuitive. It may reflect the efficacy of ad-hoc fiscal measure to (over-)compensate companies
for the losses during lockdowns. Going forward, however, this is hardly sustainable.

3 Production taxes in France are collected by municipalities on top of the corporate income tax at the national level. Production tax includes the following sub-components:
(i) taxes on the land, fixed assets or labor employed in the production process or on certain activities or transactions; (ii) taxes on the ownership or use of land, buildings; (jii)
taxes on the use of fixed assets (for example vehicles, machinery and equipment) for purposes of production, irrespective of the assets being owned or rented; (iv) taxes
paid by enterprises for business and professional licenses; (v) taxes on international transactions; (vi) taxes on pollution resulting from production activities. The capital
(property) component (34% of total production tax collections in 2019) does not vary in relation to output. Moreover, it disadvantages firms in industrial sectors — compared
to services — that structurally have a more intensive use of land and equipment.

4 Textiles, wearing apparel, non-essential retail trade, transportation services, automotive (retailers/wholesalers and suppliers, excluding car markers), food and
accommodation, leisure activities

5 We base our calculations on the monthly turnover data for Covid-19 sensitive sectors from Eurostat. The latest published data is for August/September. We forecast the

remaining months of 2020.
1
Allianz @)

5 https://www.bis.org/publ/bisbull10.htm
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current surge in excess corporate cash (see Figure 4), equivalent to
untapped cash resources available for future investment purposes or debt
repayments, sparked by state-guaranteed loans’ won't be enough to
compensate for loan repayments and the delayed tax repayments by mid-
2021

Moreover, we currently expect governments to take a much more cautious
approach to exiting the lockdowns (no significant relaxation in sanitary
restrictions before Easter) to allow time for a vaccination campaign for
people at risk to reach a critical level and avoid a third wave. This means
that activity in H1 2021 could prove slower to recover compared to
Q3 2020.

Hence, policy measures need to address the funding gap for companies
stuck between a loss of revenue and mandatory expenses such as taxes
and financial debts. While state-guaranteed loan schemes have been
prolonged until March-June 2021 in most of European countries,
governments might also need to become the main creditor of companies
by postponing tax payments even further (or even forgiving them) in order
to avoid bankruptcies. In Germany, Kurzarbeit has already been extended
until end-2021 for a total cost of EUR40bn. For most programs, no
additional amounts will be announced as large amounts remain
untapped. However, the modalities and bureaucratic hurdles should be
revisited and adjusted to improve take-up. This concerns in particular the
corporate bridge support and the emergency aid for micro-businesses and
sole traders, for which a combined EUR75bn have been set aside but only
EUR15bn used. Further fiscal relief is crucial, in our view, in order to provide
viable firms with more breathing space. In particular, the government
could build on already announced measures by lifting the ceiling on the
amount and the time horizon applied to its tax loss carry-back® regime.

In France, continued fiscal support will be vital for companies in view of the
deteriorated sanitary situation and the expected cautious exit from
lockdown, which will result in a milder recovery of economic growth in 2021
(+6.2%). Without this, the sluggish pace of output growth - in particular in
H1 2021 - may significantly erode profit margins. However, France's 2021
fiscal bill currently allocates only EUR2bn for employers’ social
contribution relief, against EUR8.4bn in 2020. And only EUR7.5bn has been
budgeted for partial unemployment subsidies in the 2021 Finance Law
(before the second wave of the pandemic), compared to EUR34bn in 2020.
The question on tax forgiveness might gain traction in 2021 as corporate
debt reaches an excessive level and low equity ratios would not allow for
covering prolonged losses. A decisive moment for French companies might
come in Q2 2021 when the next production tax payments are due,
combined with the quarterly installments of other payment taxes, which
could further widening the profitability gap with the European peers. We
estimate that the EUR20bn production tax cut will bring only +1.5pp of
additional margins to French companies. Hence, fiscal policy will need to
do more to avoid a wave of layoffs and insolvencies in France.

7 Excess cash = cash from operating activities (net savings) - gross fixed investments + new bank loans

8 A loss carryback describes a situation in which a firm experiences a net income loss and chooses to apply that loss to a prior year's tax return. This results in an
immediate refund of taxes previously paid by reducing the tax liability for that previous year.
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Figure 1 — Non-financial corporates’ margins (pp), H1 2020 vs pre-crisis levels
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Figure 2 - Net savings, i.e. cash from operating activities, EURbn
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Figure 3 — Economic importance of the Covid-19 sensitive sectors?

Enterprises - % of the %of EZ
number country

Germany 647 468
France 689 825
Italy 798 442
Spain 603 865
Belgium 125132
Netherlands 252 204
other countries 1035119
Eurozone 4 152 055

Sources: Eurostat, Allianz Research
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9 Textile, wearing apparel, automotive, non-essential retail trade, transportation services, automotive (retailers/wholesalers and suppliers, and excluding car makers), food
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Figure 4 — Estimate of non-financial corporations’ excess cash, i.e. cash from operating
activities + new bank loans - gross fixed investment (EURbnN)
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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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