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Hérens Quality AM is a specialized provider of systematic Quality Investment Solutions and one of the few providers of
Quality equity investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a
brief update on markets and our thoughts about major trends that are impacting the investment management industry.

STRONGEST START TO THE YEAR SINCE 1987 CONTINUES

The end of February marked the best two-month start to the year for the S&P 500 since 1987, with the index up 11.5% year-to-date. Easing trends
in the trade dispute between the US and China as well as diminishing fears of rising rates and recession continued to push the markets higher in

2019.

GE SELLS ITS BIOPHARMA BUSINESS
TO DANAHER

General Electric said it would sell its
biopharma business to Danaher Corp for
$21.4 billion in the biggest strategy
reversal since Lawrence Culp took over as

US TRADE DEFICIT JUMPED 12.8%
IN DECEMBER

The U.S. goods trade deficit widened
sharply in December as slowing global
demand and a strong dollar weighed on
exports, another sign that economic

EUROZONE PMI CONTINUES ITS FALL
AND SLIPPED BELOW 50

The industrial situation in the euro zone
continued to deteriorate. At 49.3, the
PMI has slipped below the important
50s threshold. In Germany, the PMI fell
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the industrial conglomerate’s chief growth slowed in the fourth quarter. to its lowest level since December 2012.

executive in September.

MONTHLY TOPIC: ZOMBIE COMPANIES

The buzz around zombie or ‘walking dead’ companies got louder last year after a series of interest
rate hikes in the US brought those operationally sick companies one step closer to their death
rope. A number of studies signaled about the unprecedented quantity of zombie companies.
Having interest coverage ratio below one over three consecutive years and being older than 10
years, zombie companies are not able to generate enough income to service their debt. However,
there is always a risk that the ‘good’ companies heavily investing in business development or
which experience temporary weakness could also fall into the unwelcomed category.

In our research we have looked at 2800 Almost every company classified as a

world’s largest listed companies, 92 of which zombie in our research pays dividend and
were classified as zombies. Surprisingly, a

fifth of the identified zombies had equity ratio

quite often their dividend yield is higher
than market average, which can be

regarded as a nice shareholder

of over 50%, meaning that although they

were well-packed in terms of capital compensation for poor fundamental

structure, they were struggling to generate performance.
substantial earnings to cover the interest
payments on relatively low amounts of debt. Read full Article on Page 2
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Operating on the Edge

The buzz around zombie or ‘walking dead’ companies got louder last year after a
series of interest rate hikes in the US brought those operationally sick companies
one step closer to their death rope. A number of studies signaled about the
unprecedented quantity of zombie companies (in 1996 these were just 0.6% of
the market, while in 2016 - 2%"), whose existence is possible only given the low-
rate environment. Why one should care? It is often argued that these companies
distort competitive practices with regard to access to labour market and capital.
According to OECD research?, capital investment by zombie companies is
associated with lower productivity and lower employment growth as compared to
non-zombie firms. However, the era of zombies may come to an end as with
higher interest rates those companies would become insolvent in a heartbeat.

Having interest coverage ratio below one over three consecutive years and being
older than 10 years (OECD definition), zombie companies are not able to generate
enough income to service their debt. However, there is always a risk that the
‘good’ companies heavily investing in business development or which experience
temporary weakness could also fall into the unwelcomed category.

Most Affected Industry Sectors and Countries

In our research we have looked at 2800 world’s largest listed companies, 92 of
which were classified as zombies, to understand their typology and to identify
which sectors and countries are most prone to risk and are producing the highest
number of ‘walking deads’. Surprisingly enough, a fifth of the identified zombies
had equity ratio of over 50%, meaning that although they were well-packed in
terms of capital structure, they were struggling to generate substantial earnings
to cover the interest payments on relatively low amounts of debt.

Fig. 1: Zombie companies (left) and MSCI World AC (right) by industries
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Obviously, the most critical is financial industry, which provides the largest
number of zombie companies. Financials are followed by the Health Care and
Consumer Discretionary. Though the quality of the latter can be considered
higher: while in the broader market one finds 12 out of 100 companies coming
from Consumer Discretionary, in the 'zombie universe' their density is twice
smaller (5 out of 100). The weightings of the health care sector in MSCI World and
in zombie group match (Fig.1).

Fig. 2: Zombie companies and MSCI World AC by regions
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Source: Hérens Quality Asset Management, Reuters

With regard to the geographies generating most of zombies, Asian region, mainly
China and Hong Kong, is the primary supplier of the ‘walking dead'.

ZOMBIE COMPANIES: ECONOMIES ON THE EDGE OF THE ABYSS

sl Sl

\ 3

This phenomenon is partially explained by the governmental shareholding, as
many companies are being kept afloat thanks to the governmental support.
Another type of the ‘zombie sponsor’ might be a parent company, which supports
its subsidiaries (e.g. Alibaba’s subsidiaries: Alibaba Pictures, Alibaba Health
Information Technology).

Surprisingly (or not?) High Dividend Yields

We have also wondered, whether there is anything fundamentally good about
zombies, which could soften a bit the criticism of zombie companies’ existence.
And there is something: almost every company classified as a zombie in our
research pays dividend and quite often their dividend yield is higher than market
average (Fig.3), which can be regarded as a nice shareholder compensation for
poor fundamental performance.

Fig. 3: Fundamental characteristics of zombies, MSCI World AC, quality stocks
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However, considering other financial dimensions, quality philosophy advocates
would never look at zombie-type companies due to their too risky balance sheets.
Having extremely high debt is obviously not sustainable, so the companies are able
to exist only given favourable macro conditions, such as monetary easing, majority
shareholder interest or investment hype around the company. Zombies also
cannot boast of high return on equity despite low share of equity base. Thus, their
valuation levels are substantially lower as compared both to the market and quality
stocks, which reflects their financial condition and earnings growth.

During the last decade, as depicted on the chart (Fig.4), zombie companies did
evolve, and now they have slightly better balance sheets and higher equity
profitability —ratio that was totally beaten down in the end of 2008.

Fig. 4: Fundamental characteristics of zombies: 2018 vs. 2008

Zombies 2008 = Zombies 2018

280 1685

Source: Hérens Quality Asset Management, Reuters

Decisive for the further development of zombie companies will be refinancing with
higher interest rates. The health of the banking sector is also an important factor.
Research has shown that weakly-capitalized banks tend to extend the credit of
weak companies to avoid write-downs.
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