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Executive summary

Euler Hermes' forecasts are enhanced by the recently
developed Receivables at Risk (RAR) Indexes, compiled
using proprietary data gathered from the front lines of our
clients’ payment experiences.

In the U.S., current payment trends indicate U.S. GDP
growth forecast to slow to around +3% in Q4 2014, from
Q3 2014 strong +3.5%.

Energy and auto industries showing rapid improvement in
payment behavior and business conditions, while
electronics and commodities are exhibiting payment
deterioration.

Receivables at Risk (RAR) Indexes Suggest
Continued Modest U.S GDP Growth

The RAR Indexes currently indicate that the strong GDP
growth of the third quarter is likely to slow somewhat to
approximately +3% in the fourth quarter, based on Euler
Hermes' assessment of severity and length of past due
payments.

Severity Index

The Severity Index shown in Chart 1 indicates payment
behavior relative to a long-term average, and is
represented by the blue line plotted against the left axis;
a higher line means better payment behavior. The tan
line represents U.S. GDP growth. The two lines are clearly
correlated, and in fact, severity of amounts past due can
help predict GDP growth. Therefore, since the Severity
Index deteriorated in the third quarter, we expect to see
GDP growth deteriorate somewhat in the fourth quarter.
However, since the Severity Index is still positive,
meaning payment behavior is still better than average,
we still expect to see positive GDP growth — just at a
slower rate than the third quarter’s 3.5%.

The correlation between the RAR Severity Index and GDP
growth demonstrates how payment behavior can be a
harbinger of economic performance. As one would
expect, when the recession approached in late 2007,
more buyers came under financial stress and were
therefore less able to pay on time, a definitive precursor
to the widespread economic weakness to come.
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Chart 1: Receivables at Risk Severity Index vs.

50% - r 6%

25% - 4%

0% +—H\
-25% - /

-50% -

F 2%
Vv V - o%
F -2%

L 4%

i

-75% -
75% L 6%

- Severity Index (L)
——=GDP(R)

r -8%

-125% - - -10%

2008 2009 2010 2011 2012 2013 2014

Sources: BEA, Euler Hermes

About the Euler Hermes Receivables At Risk Indexes

Euler Hermes has developed a series of indexes using
proprietary payment behavior data to forecast economic and
industry specific trends. The Receivables at Risk (RAR)
Indexes were created using data uniquely compiled and
analyzed by Euler Hermes based on monthly information
collected from our clients detailing unpaid accounts
receivable from their buyers. The data indicates the number
of receivables past due (frequency), how much is past due
(severity), how long they are past due (time), and the buyer’s
industry. As payment behavior frequently leads
macroeconomic and industry trends, the indexes correlate
highly with those indicators, providing unique insights on
business conditions gleaned from the real-time experience of
our customers.
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Then, even before the recovery started, in the first quarter
of 2009, our clients noted improved payment behavior of
47%. The financial stress on buyers had waned, making it
easier to pay on time, a clear indication of the positive
growth to come.

The improvement behavior for all of 2009-14 is shown in
Chart 2, which gives year-over-year comparisons. The year
2009 saw dramatic improvement in payment behavior
after the recession; +69% improvement based on
frequency, +78% improvement based on severity. Since
then there have been only relatively minor changes in
payment behavior, reflecting the macroeconomic
fundamentals of relatively stable growth on a year-over-
year basis. Year to date in 2014 vs. 2013, the Severity
Index shows that payment behavior has deteriorated by
1.8%. Overall since 2008 the Severity Index has improved
by 60%.

Time Index

Another sign that GDP growth is likely to be slower during
the rest of the year is that customers are taking longer to
pay on average, as shown by the Receivables at Risk Time
Index in Chart 3. The Time Index is shown as the blue line,
again plotted along with GDP growth, and again the two
lines are correlated. Therefore since the Time Index
deteriorated in the third quarter, we would expect to see
GDP growth deteriorate in the fourth quarter. However,
since the Time Index is still positive, we still expect to see
positive GDP growth — just at a slower rate than the third
quarter’s 3.5%.

The Time Index is based on the length of time that the
receivables are overdue compared to a long-term
average. As shown in Chart 3, the length of time past due
actually slows during a recovery and speeds up during a
recession.

This result might appear counter-intuitive at first, but
there are two reasons for this pattern. First, during a
recession, businesses often shorten terms of sale, so a
buyer who might normally pay on time at 45 days would
be past due if the terms were shortened to 30 days.
Secondly, the increased frequency and shorter time past
due during the recession suggest that although more
buyers were experiencing financial distress and going past
due, these are incremental buyers who are of high credit
quality and are therefore able to make payments and
eliminate the past due relatively quickly. In other words
during a recession, a greater number of high credit quality
companies may experience difficulty paying on time, but
only marginally so.

Industry Trends

Payment behavior can also be broken out by industry, and
this behavior can indicate future industry trends. In
addition to the Severity Index, a Frequency Index can also
correlate highly with certain industries. For example, two
major industries are shown in Charts 4 and 5.
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Chart 3: Receivables at Risk Time Index vs. GDP
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Chart 4: Metals: Frequency Index vs. Industrial Production
of Equipment (q/q annualized growth)
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For the metals industry payment behavior deteriorated
8% (as shown by the blue line) in the third quarter from
the second quarter .This deterioration suggests that the
recent strong performance of those businesses buying
metals, such as equipment manufacturers, may cool in
the fourth quarter. Similarly the Severity Index for the
retail industry rose 8% from the second quarter to the
third quarter, suggesting that retailers are likely to see
stronger activity in the fourth quarter. Based on what
Euler Hermes is seeing in the RAR Indexes, we can make
forecasts for several industries as shown in Table 1. For
example, like the retail industry, the auto and energy
industries are also expected to have stronger fourth
quarters. By contrast, the chemicals, commodities,
electronics, food and metals industries are expected to
show deterioration in the fourth quarter.

Whereas Table 1 is based on the level of RAR Indexes, we
can also use the change in those levels to provide further
insight into industry trends. Chart 6 shows the change in
payment behavior from Q2 2014 to Q3 2014 as
represented by the Frequency and Severity Indexes for all
industries covered. The 71% payment deterioration in
the commodities industry is most likely the result of
overcapacity, weakening global demand, and recent
pricing pressure in the steel producing industry. The
cause for the deterioration in the electronics industry is
unclear but one possible culprit is inventory clearance to
make way for the new iPhones. The 30% improvement in
the frequency index for the energy industry is probably
attributable to the rapid fall in energy prices which has
benefitted fuel consumers since June. The 28%
improvement in the severity of payments in the auto
industry in the third quarter was driven by continued
strong sales growth.

Businesses can get a further gauge of the riskiness of
receivables in their industry by comparing their long-term
frequency and severity vs. an economy-wide average, as
shown in Chart 7. The commodities industry
demonstrates high severity and low frequency of past
dues relative to the average of all industries. These
characteristics suggest that the commodities industry is
riskier than others since past dues occur unexpectedly
(low frequency) but that each loss is on average larger
(high severity). In other words past dues in this industry
are normally a big negative surprise, often due to
unpredictable weather. The energy industry also
demonstrates risky characteristics which are most likely
due to the uncontrollable factors which can drive energy
prices such as political turmoil, fears of supply disruption,
or weather. By contrast, the electronics industry
demonstrates low severity but frequency near average,
suggesting that receivables at risk are more predictable
and for smaller amounts, a less risky combination.

The lower than average severity is most likely a product of
the continuous downward pressure on prices which is
representative of this industry. Overcapacity in the metals
and chemicals industries has also put downward pressure
on prices, helping lessen severity.
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Chart 5: Retail: Severity Index vs. Total Retail Sales (q/q
annualized growth)
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Table 1: Industry Forecasts Based on RAR Indexes

RAR growth forecast
Industry for 4Q vs. 3Q
Auto stronger
Chemicals weaker
Commodities weaker
Electronics weaker
Energy stronger
Food weaker
Metals weaker
Retail stronger
Total stronger

Source: Euler Hermes

Chart 6: Change in Payment Behavior, 3Q14/2Q14

Commodities ™ -71%

Electronics m Severity

= Frequency

Metals

Energy

Average

Retail
Food
Chemicals

Auto

F -10%

r -20%

- -30%

-40% -20% 0% 20%

Sources: Euler Hermes

40%



Macro Forces

Chart 7: Long Term Severity & Frequency vs. Average
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Orders in particular are very strong at 65.8.

Unfavorable headwinds on the economy include a weak
housing market, and a labor market which should have 5-
10 million more jobs when compared to previous
recessions. As a result, personal consumption, which
accounts for about two-thirds of GDP, and the personal
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indicators. The Indexes for severity of past dues and time
past due both correlate well with GDP and support that
forecast. Euler Hermes forecasts that U.S. GDP growth will
slow to around 3% from the third quarter's robust 3.5%.
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DISCLAIMER
These assessments are, as always, subject to the disclaimer provided below.

This material is published by Euler Hermes SA, a Company of Allianz, for information purposes only and should not be regarded as providing any
specific advice. Recipients should make their own independent evaluation of this information and no action should be taken, solely relying on it.
This material should not be reproduced or disclosed without our consent. It is not intended for distribution in any jurisdiction in which this would
be prohibited. Whilst this information is believed to be reliable, it has not been independently verified by Euler Hermes and Euler Hermes makes
no representation or warranty (express or implied) of any kind, as regards the accuracy or completeness of this information, nor does it accept
any responsibility or liability for any loss or damage arising in any way from any use made of or reliance placed on, this information. Unless
otherwise stated, any views, forecasts, or estimates are solely those of the Euler Hermes Economics Department, as of this date and are subject to
change without notice. Euler Hermes SA is authorised and regulated by the Financial Markets Authority of France.

© Copyright 2014 Euler Hermes. All rights reserved. Subject to change without notice. Euler Hermes SA is authorised and regulated by the
Financial Markets Authority of France.
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