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Corporate debt is rising, but against more assets and
low interest rates
Debt-to-GDP ratio is a misleading metric: debt is a four letter
word, but not a curse
Corporate debt to gross domestic product (GDP) is being cited by
some as an indication that Corporate America has taken on too
much debt. U.S. non-financial corporate liabilities are now 98% of
U.S. GDP, a bit below 2017's record high of 102%, but otherwise
the highest since 1960. However, GDP denominator-based leverage
metrics can be very misleading for corporates and households. It
is typical for debt relative to GDP to rise over time in these two
sectors because assets relative to GDP tend to rise over time in
companies and households. Prosperous and growing economies
tend to add more income producing assets relative to GDP (capital
deepening), like factories, equipment, commercial structures and
housing. Debt is also in part funding intangible assets like R&D
at companies and education in households. We prefer to look at
debt relative to assets and be mindful of the value of the assets
as influenced by interest rates and supply-and-demand factors that
influence the returns earned by such real-economy assets. Even
though U.S. non-financial corporate liabilities to GDP is at an alltime high, the liabilities-to-assets ratio has been stable and is in
line with the past two cycles, and the net worth of non-financial
corporate businesses is at an all-time high.

In a nutshell
• Debt-to-GDP ratio is a
misleading metric: debt is
a four letter word, but not a
curse
• Corporate debt has been
rising, but serviceability is
still near record highs
• Corporate leverage is higher
at small caps and presents
risk at Energy
• Trade tension is escalating,
Fed unlikely to cut unless
U.S. jobs wobble

Corporate debt has been rising, but serviceability is still near
record highs
The U.S. 10-year Treasury yield averaged 2.3% since 2011, this
compares to a 6% average since 1960. Corporate America took
advantage of the very low long-term nominal and real interest rates
this cycle by using more long-term debt in their debt mix. Longterm debt is at an historic high of total debt at 87%.
Non-financial S&P 500 companies' cash holding reached an all-time
high of 1.9 trillion U.S. dollar (USD) at 2017 end, but since then,
share buybacks ramped up owing to more tax-efficient accessibility
of offshore cash. Cash is down 275 billion USD since 2017 end,
reflecting the 300 billion USD more the S&P 500 spent on net
buybacks in 2018 vs. previous several years.
Owing mostly to less excess cash, net debt to EBITDA of S&P 500
non-financial companies climbed to 1.89 (on a trailing four-quarter
basis as of the first quarter of 2019) from 1.63 at 2017 end. This
compares to an average of 1.57 since 1967 outside of recessions
plus two years after. However, in order to take into account the
benefit of a much lower corporate tax rate, we also looked at net
debt to NOPAT (net operating profit after tax). Based on this metric,
net debt to NOPAT is 3.12, which is below the average of 3.31
since 1967 outside of recessions. S&P 500 non-financial net debt to
market cap has been trending down since 1990, except for spikes
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during recessions. It climbed in 2015-16, mostly in Energy, but
remains low vs. history at 18% vs. a roughly 25% long-term average.
We acknowledge that some S&P 500 corporate leverage measures
have risen in recent years, but they are not elevated vs. longer-term
norms and this is before accounting for the benefits of lower interest
rates by evaluating interest cost serviceability.
Interest coverage ratios, such as EBITDA/net interest expense,
remain very strong and given the high usage of long-term funding
will stay strong provided earnings do not sharply decline. S&P 500
non-financials EBITDA is 10.6x gross interest expense and 12.4x
net interest expense. And there is 2.2x as much cash as short-term
debt.
Corporate leverage is higher at small caps and presents risk at
Energy
For Russell 2000 ex Financials, net debt to EBITDA is 2.78 and
net debt to NOPAT is 5.18, both at or close to their historic highs
out of recessions. Among all sectors of the S&P 500, Energy
saw its leverage ratio shoot up and interest coverage deteriorate
quickly during the 2015-2016 oil price collapse, thus it is the most
vulnerable in our opinion. Real Estate and Utilities have the highest
leverage and lowest interest coverage ratios, followed by Consumer
Discretionary, Consumer Staples, Industrials and Materials.
Trade tension is escalating, Fed unlikely to cut unless U.S. jobs
wobble
President Trump’s intention to tariff Mexico imports to stem the tide
of illegal migration is further unnerving investors. If trade policy will
now be a frequently used foreign policy tool anywhere at any time,
investors will have to totally reevaluate the risks posed to individual
companies and industries. If these tariffs are implemented, it raises
high risk of a near-term S&P 500 correction. Some investors think
the Fed will cut upon a correction, we think this is unlikely unless
the S&P 500 falls into a deep correction or the jobs reports start
indicating damage to the U.S. jobs market from tariffs. We reiterate
our tactical caution for summer and advise over-weighting secular
growth stocks and bond substitute stocks with low trade or cyclical
sensitivity.
Appendix: Performance over the past 5 years (12-month
periods)
U.S. 2-year
Treasuries

05/14 - 05/15

05/15 - 05/16

05/16 - 05/17

05/17 - 05/18

05/18 - 05/19

0.8%

0.7%

0.6%

-0.1%

3.5%

Past performance is not indicative of future returns.
Sources: Bloomberg Finance L.P., DWS Investment GmbH as of
6/3/19
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Glossary
Correction
A correction is a decline in stock market prices.
EBITDA
EBITDA (earnings, before interest expenses, taxes, depreciation
and amortization) is an accounting measure calculated using
a company's net earnings, before interest expenses, taxes,
depreciation and amortization are subtracted.
Gross domestic product (GDP)
The gross domestic product (GDP) is the monetary value of all the
finished goods and services produced within a country's borders in
a specific time period.
Interest coverage
Interest coverage is calculated by dividing a company's earnings
by its interest payments over a given period.
Leverage
Leverage attempts to boost gains when investing through the use
of borrowing to purchase assets.
Recession
A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.
S&P 500
The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.
Treasuries
Treasuries are fixed-interest U.S. government debt securities with
different maturities: Treasury bills (1 year maximum), Treasury notes
(2 to 10 years), Treasury bonds (20 to 30 years) and Treasury Inflation
Protected Securities (TIPS) (5, 10 and 30 years).
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Important Information – EMEA
The following document is intended as marketing communication.
DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.
The information contained in this document does not constitute
investment advice.
All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.
Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.
Past performance, [actual or simulated], is not a reliable indication
of future performance.
The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing communication is neither subject to all legal provisions
ensuring the impartiality of financial analysis nor to any prohibition
on trading prior to the publication of financial analyses.
This document and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.
DWS Investment GmbH 2019
Important Information – UK
Issued in the UK by DWS Investments UK Limited. DWS
Investments UK Limited is authorised and regulated by the Financial
Conduct Authority (Registration number 429806).
DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective legal entities offering products or services under
the DWS brand are specified in the respective contracts, sales
materials and other product information documents. DWS, through
DWS Group GmbH & Co. KGaA, its affiliated companies and its
officers and employees (collectively “DWS”) are communicating
this document in good faith and on the following basis.
This document is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
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offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.
This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. Before making an investment decision,
investors need to consider, with or without the assistance of
an investment adviser, whether the investments and strategies
described or provided by DWS, are suitability and appropriate,
in light of their particular investment needs, objectives and
financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.
We have gathered the information contained in this document
from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information and it
should not be relied on as such. DWS has no obligation to update,
modify or amend this document or to otherwise notify the recipient
in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.
DWS does not give taxation or legal advice. Prospective investors
should seek advice from their own taxation agents and lawyers
regarding the tax consequences on the purchase, ownership,
disposal, redemption or transfer of the investments and strategies
suggested by DWS. The relevant tax laws or regulations of the tax
authorities may change at any time. DWS is not responsible for
and has no obligation with respect to any tax implications on the
investment suggested.
This document contains forward looking statements. Forward
looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical
performance analysis. The forward looking statements expressed
constitute the author‘s judgment as of the date of this document.
Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/
or consideration of different or additional factors could have
a material impact on the results indicated. Therefore, actual
results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to
the reasonableness or completeness of such forward looking
statements or to any other financial information contained in this
document.
PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.
© DWS 2019
Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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