S&P Global
Ratings

RatingsDirect’

Research Update:

German Automotive Parts Supplier ZF
Friedrichshafen AG Outlook To

Negative; 'BBB-' Rating Affirmed

Primary Credit Analyst:
Anna Stegert, Frankfurt (49) 69-33-999-128; anna.stegert@spglobal.com

Secondary Contact:
Eve Seiltgens, Frankfurt (49) 69-33-999-124; eve.seiltgens@spglobal.com

Table Of Contents

Rating Action Overview
Rating Action Rationale
Outlook

Company Description
Our Base-Case Scenario
Liquidity

Related Criteria

Related Research

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT APRIL 1,2019 1



Research Update:

German Automotive Parts Supplier ZF
Friedrichshafen AG Outlook To Negative; 'BBB-'
Rating Affirmed

Rating Action Overview

 German autonotive parts supplier ZF Friedrichshafen AG has signed a
definitive agreement to buy conmercial vehicle brake manufacturer WABCO
Inc. for about $8.5 billion (€7.4 billion). ZF plans to fund the
acqui sition through new debt.

e On a pro forna basis, we expect the acquisition to increase ZF' s S&P
d obal Ratings-adjusted debt-to-EBITDA ratio to about 3.5x, froma
forecast 2.0x at year-end 2018.

e In our view, the acquisition of WABCO nicely conpl enents ZF' s product
portfolio and we expect ZF to reduce |everage back toward 3x during the
24 nmonths after closing.

* As aresult, we are affirmng our '"BBB-' long-termratings on ZF and its
seni or unsecured debt. At the sanme time, we are revising our outlook to
negative from stable.

» The negative outlook reflects the risk of a downgrade if increasingly
difficult conditions in the autonotive industry cause a further decline
in ZF' s operating margi ns and subsequently inpair its ability to reduce
| everage follow ng the WABCO acqui sition

Rating Action Rationale

The outl ook revision follows the announcenment that ZF is nmmking an offer to
acqui re conmmercial vehicle braking manufacturer WABCO Inc. for a tota

consi deration of €7.4 billion, consisting of $7 billion equity value and about
$1.5 billion in WABCO debt and debt-like liabilities. ZF plans to fund the
acqui sition through debt. This would significantly increase its financial debt
conpared with the end of the first half of 2018, when it had an adjusted debt
position of €8.2 billion. That said, the acquisition of WABCO will add an

i mportant product group to its portfolio. The addition of braking systens to
the portfolio will allow ZF to strengthen its conpetitive position in

aut onomous driving technology. In addition, WABCO will strengthen ZF' s margin
profile.

Even before the acquisition, ZF was the fourth-largest auto supplier conpany
globally and we regard it as having a wi dely diversified product range. ZF

al so supplies to industrial end-markets (7% of revenues in first half of 2018)
and supplies its products to comrercial vehicles (9% of first-half revenues in
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2018). We understand the conpany will integrate WABCO into its conmmerci al
vehi cl e segnent.

WABCO i s one of the |eading braking systenms producers for commrercial vehicles
gl obally, holding a very significant market share together with its peer
German Knorr-Brense AG (which generated close to €3.2 billion revenues inits
conmer ci al vehicle business in 2018). WABCO al so generated revenues of about
€3.2 billion in 2018. Its reported stand-alone EBIT margin of about 12.5%in
2018 was considerably stronger than that of ZF (adjusted EBIT nargin of 5.7%
in HL 2018). As a result, we expect the acquisition to slightly inprove the
group's nmargin.

Despite these benefits, this acquisition indicates that ZF is pursuing an
aggressive acquisition policy. It is entirely debt-financed and the tining is
tricky. ZF' s passenger vehicle business is currently exposed to increasingly
difficult market conditions in China and to subdued near-term production rates
in Europe. In our opinion, the industry as a whole al so faces increased
geopolitical risks, including a potential no-deal Brexit and U S. tariffs
that, if inmposed, would weigh on original equiprment manufacturers and their
suppliers (see "Trunp's Tariffs Could Hurt EU Carnmakers--Not The Econony,"
March 26, 2019. In addition, we expect the commercial vehicle cycle to turn
after 2019. Demand for WABCO s products had already fallen in the past
quarter, after years of solid growth.

ZF had achieved a strong reduction in | everage over recent years after it
acquired U S. conpetitor TRWin a fully debt-funded acquisition in 2014. The
conpany successfully integrated TRWand reported solid operating performance
over recent years, with relatively stable adjusted EBI TDA nargi ns of

10.0% 11.5% despite significantly increased research and devel opnent expenses
in recent years. Gven WABCO s snmller size and ZF's sizable investnent plan
we expect reducing debt after this acquisition to take longer than it did
after the TRWacqui sition

Outlook

The negative outl ook indicates that we could |lower the ratings if a
significant reduction in volumes put a strain on operating nargins in a
chal | engi ng environnent, or if the truck market saw a downturn after a solid
2019. In addition, we expect ZF to focus on reducing | everage over the com ng
years, with only minor bolt-on acquisitions and a continuation of its
conservative dividend policy.

Downside scenario

We could lower the rating if, in our view, ZF is unlikely to reduce its

adj usted debt to EBITDA to about 3x and inprove its adjusted FFO to debt to
about 30%in the 24 nonths after the WABCO acqui sition closes. W could al so

|l ower the ratings if we saw additional sizable acquisitions, which would del ay
t he del everagi ng.
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Upside scenario

We could revise the outlook to stable if steady industry conditions enable
ZF's operating performance to be relatively flat in 2019 and 2020 and the
group is able to smoothly integrate WABCO in 2020. W woul d al so revise the
outl ook to stable if ZF achieves continued solid free operating cash flows and
applies themlargely to reduci ng debt.

Company Description

ZF is headquartered in Friedrichshafen, Germany and is a gl obal |eader in
driveline and chassis technology, as well as in active and passive safety
technol ogy, after acquiring TRWin 2015. Wth €36.4 billion in revenues, ZF is
currently the fourth-1largest autonotive supplier worldw de, behind Robert
Bosch GibH, Denso Corp., and Continental AG

Its operations are organized into seven nmain divisions:
* Active and passive safety technol ogy (36% of 2017 sal es);

e Car powertrain technol ogy, which provides automatic/manual transni ssions,
axl e drives, and powertrain nodul es (22%;

e Car chassis technol ogy (17%;
 Commercial vehicle technol ogy (8%;
e ZF services (8% ;

* Industrial technology (6%;

e E-mobility (29 ; and

» Corporate research and devel opnent, corporate headquarters, and service
conpani es (19%.

The ZF group is 93. 8% owned by the Zeppelin Foundati on and 6. 2% owned by the
Dr. Jurgen and Irngard U derup Foundati on.

The conpany operates globally, being present in 230 locations in 40 countries

at the end of 2017. At the same tine, it had 120 service |ocations worl dw de,

and was devel oping 20 further locations in eight countries. WABCO wi Il add 230
factories in 40 countries.

Our Base-Case Scenario

e Group revenues to renmain broadly flat in 2018 followi ng the sale of BCS
(which generated approximately $1 billion). W expect organic growh to
be flat or slightly negative in 2019 and 2020, after rising by about 6%
in 2017. Revenue growth will be closely tied to the global |ight vehicle
producti on schedul es of various auto nanufacturers, and we anticipate
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that ZF's revenue growth will exceed nmarket rates because of its expanded
custonmer base and i nproved geographi c outreach

e Slowing group sales growth in 2019 and 2020 of 1% 3% given that the
i ndustry outlook is uncertain because of the weakeni ng nacroeconomni c
trend, trade conflicts between the U S. and China, and the potenti al
continued softening of denand from China, where recent retail sales were
weak. We see sone nore dynamic growh fromthe e-nobility segnment in 2019
and 2020, supported by higher interest on future-oriented technol ogi es,
but this will likely be offset by slower growth in product groups that
are nore closely tied to production vol unes

e Sales growth of 1% 3% in 2019 across later cyclical industrial technol ogy
and services, supported by intelligent nmechanics and the spread of
aut ononous driving, noderating to 0% 1% in 2020.

» Sales growmh of 1% 3% in 2019 for its conmercial vehicle operations and
WABCO, a significant noderation followi ng strong growh in the past two
years. W attribute this to strong backl ogs at major custoners. W
forecast noderate declines for 2020 if economic conditions do not inprove.

e Hi gh annual capital expenditure of about €2.2 billion-€2.5 billion in
2019- 2020 due to the expansion of existing capacity, investnent
requi renents for new product |aunches, and electrification investnents to
facilitate emission reductions, as outlined in the group's €12 billion
i nvest ment program

e Smal | -to-mdsize acquisitions |eading to a cash-out of about €100
mllion-€150 nmillion per year in 2019 and 2020.

e Relatively flat working capital in 2019 and 2020.

o Dividend payouts of about €200 million-€210 nmillion for 2018-2020
(compared with €122 mllion in 2017), based on a | ow payout ratio of 18%
of the previous year's net inconme after tax.

* Cosing of the WABCO transaction at proposed terns.

Based on these assunptions, we arrive at the followi ng credit measures:

e FFO to debt dropping to the higher end of the 20% 25% range in 2019 (pro
forma for the WABCO acquisition) inproving to clearly above 25%in 2020,
from about 40% forecasted for year-end 2018.

« Debt to EBITDA at about 3.4x at the end of 2019 (pro forma the WABCO
acquisition), declining toward 3x in 2020, conpared w th about 2.0x
expected for year-end 2018.

Liquidity

We expect ZF will maintain strong liquidity and that sources of liquidity wll
exceed uses by nore than 1.5x over the 12 nonths from June 30, 2018 and by
nore than 1.0x in the following 12 nonths. W also expect liquidity sources to
exceed uses, even if EBITDA unexpectedly fell 30% bel ow our base-case
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forecast.
ZF mai ntains well-established bank rel ati onshi ps and access to debt capita
markets, as denonstrated by its frequent refinancing activities over recent
years. These have |left the conpany with a fairly |long-dated maturity profile.
The conpany al so denpnstrates generally prudent risk nanagenment and fi nanci al
covenant headroom which we expect will continue. It has debt maturities in
2019 that are well covered by existing, unused committed credit |ines and
on- bal ance- sheet cash.
We anticipate the company will have the followi ng principal liquidity sources
over the next 12 nonths:
e Cash and liquid assets of about €1.2 billion, |ess about €300 nillion in
cash that is not readily avail able.
e Undrawn committed line of credit of about €3.0 billion maturing in July
2023.

Esti mat ed FFO of about €€3.0 billion in the forecast years.

We anticipate the company will have the followi ng principal liquidity uses
over the same period:

About €1.2 billion to repay short-termborrowings in the comng 12 nont hs.
About €2.0 billion of capex.

Seasonal and year-on-year working capital requirenent of about €400
mllion.

Di vi dend payout of about €220 million

We do not include the acquisition payout in our liquidity coverage
cal cul ati on, since we understand that the conmpany has arranged a fully
underwritten facility to cover for the cash-out.

Related Criteria

Criteria - Corporates - General: Reflecting Subordination Risk In
Corporate |Issue Ratings, March 28, 2018

CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

Criteria | Corporates | General: Methodol ogy And Assunptions: Liquidity
Descriptors For d obal Corporate |ssuers, Dec. 16, 2014

Ceneral Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

Criteria | Corporates | Ceneral: Corporate Methodol ogy: Ratios And
Adj ust ments, Nov. 19, 2013

Criteria | Corporates | General: Corporate Mthodol ogy, Nov. 19, 2013
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e Criteria - Corporates - Industrials: Key Credit Factors For The Auto
Suppliers Industry, Nov. 19, 2013
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Nov. 19, 2013

e Ceneral Criteria: Methodol ogy: Industry Risk, Nov. 19, 2013
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Ratings Affirmed; Qutl ook Action
To From
ZF Friedrichshafen AG
| ssuer Credit Rating BBB- / Negati ve/ - - BBB-/ St abl e/ - -

Ratings Affirmed

ZF Friedrichshafen AG
TRW Aut onpti ve | nc.
ZF North Anerica Capital Inc.
Seni or Unsecured BBB-

Additional Contact:
Industrial Ratings Europe; Corporate_Admin_London@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further
information. Conplete ratings information is avail able to subscribers of

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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