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With central banks around the world taking a sudden, more-dovish stance toward
monetary-policy normalization, benchmark borrowing costs are lower, credit spreads are tighter
since the beginning of the year, and credit conditions have improved somewhat.

Still, the more measured approach by policymakers—particularly those at the U.S. Federal
Reserve—may suggest that underlying economic conditions aren't strong enough to handle any
tightening of monetary policy without sustaining some damage. Moreover, S&P Global Ratings
doesn't believe that central banks' renewed caution fundamentally resolves the risks of a
synchronous economic slowdown in the major economies of the U.S., Europe, and China—and
worsening borrower credit quality as earnings growth tapers off.

In this light, our top global risks include the buildup in nonfinancial corporate debt and leveraged
lending in the U.S. and elsewhere, which could weigh on funding liquidity and erode debt
affordability; the potential for supply-chain disruption because of trade disputes; and emerging
market vulnerabilities (see table 1). (For an infographic detailing our top global risks, please see
"Credit Outlook March 2019: Top Global Risks.")

Top Global Risks

Risk level Risk trend

Outlook for global
trade policy is still
uncertain

An uncertain outlook for trade policy still looms over sentiment and
global supply chains despite some progress in U.S.-China trade talks.
Still unresolved are market access, technology transfer, and
intellectual property rights issues relating to America’s strategic
agenda for change in its relationship with China.

High Unchanged

Another inning for an
already mature credit
cycle

The Fed’s shift to a dovish policy bias and easier financial conditions
have extended a mature credit cycle. Still, the buildup in nonfinancial
corporate debt and leveraged lending in the U.S. and elsewhere is a
source of instability. Market stresses could resurface, disrupting
funding liquidity and eroding debt affordability.

High Unchanged

Emerging market
vulnerabilities ease
temporarily

The Fed’s decision to pause its policy normalization and similar moves
by other central banks has steadied emerging market
currencies--capital inflows are easing foreign currency borrowing
costs. Firmer commodity prices are helping. Still, as global GDP slows,
volatility could resurface and sour financial conditions.

High Unchanged

China’s leverage The Chinese government faces a dilemma. While still seeking to
structurally deleverage the system (from a debt-to-asset perspective),
the government has again loosened the credit purse strings to avoid a
rapid economic slowdown. A large spike in credit growth could
compound the existing debt overhang.

Elevated Unchanged
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Top Global Risks (cont.)

Risk level Risk trend

Populism’s influence
over world GDP is
expanding

Cultural and antiestablishment forms of populism are more prevalent
and both share a distrust of multilateral institutions. Other key
themes include a priority on national sovereignty and
anti-immigration, as well as a desire to promote reforms that restrict
power to economic elites and foreign interests.

Elevated Unchanged

Cybersecurity threats
to business activity

Increasing technological dependency, global interconnectedness, and
rapid technological change means that cyber risk has systemic
dimensions.

Elevated Unchanged

Source: S&P Global Ratings. *Risk levels may be classified as very low, moderate, elevated, high, or very high and are evaluated by considering
both the likelihood and systemic impact of such an event occurring over the next one to two years. Typically these risks are not factored into our
base case rating assumptions unless the risk level is very high. **Risk trend reflects our current view on whether the risk level could increase or
decrease over the next 12 months.

The Fed's recent change of heart—holding the benchmark federal funds rate steady at its March
meeting and taking a decidedly dovish stance—has steadied financial markets, with renewed
investor appetite for emerging markets and riskier securities. Meanwhile, in an unusual move,
Chinese authorities loosened the supply of credit to avoid a rapid deceleration of the economy.
That, combined with the Fed's changed outlook, helped ease credit conditions for borrowers.

For Europe, central bankers' forward guidance has been both reassuring and unsettling. While
damping volatility and improving financing conditions is undoubtedly positive for borrowers, it
highlights the continent's persistent underlying vulnerabilities. In the U.S., too, there's been some
general easing of financing conditions since the disastrous end of 2018—but it's too early to tell if
this is only a temporary reversal in a gradual tightening trend that began more than a year ago.

Either way, the current economic expansion in the U.S. has become the second longest in history,
and we expect growth to continue through 2019—albeit at a markedly slower pace. Trade remains
a major risk. While U.S. tariffs on Chinese exports have focused on industrial supply-chain
products—which companies have largely passed through to customers—China's retaliatory
duties have focused on commodities bought by state-owned enterprises.

In the fourth quarter of last year, U.S. exports to China fell $12.4 billion from a year earlier, while
imports increased $4.6 billion. The marked reduction in net exports could be one reason the Trump
Administration is pushing to get a trade deal, which appears likely to include China cutting its
agricultural duties and committing to new commodity purchases.

Along these lines, the White House's threat to impose a 25% tariff on European auto imports could
damage the earnings and credit ratings of EU carmakers, which are already struggling with high
costs for the transition to electric vehicles and slower Chinese demand. Still, the overall effect on
European economies would likely be modest.

When the credit cycle turns, the decline in average credit quality and the growth in leveraged loans
and speculative-grade bond outstandings could amplify credit stresses–another key risk we are
monitoring. We now rate about 25% of U.S. speculative-grade corporate issuers 'B-' or lower--up
from about 16% five years ago. This is the highest percentage of at-risk credits since the financial
crisis. While not an immediate source of concern, the weaker ratings mix could produce a higher
default rate when the next downturn hits.

Brexit remains our top risk for the region. The political impasse in the U.K. Parliament shows little
sign of resolution before April 12—the deadline E.U. leaders have given British Prime Minister
Theresa May to avoid a "no-deal" departure from the economic bloc.
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A prolonged low-for-longer interest-rate scenario to which Europe's banks fail to adapt could lead
to the buildup of imbalances. So far the European Central Bank (ECB) has only communicated a
delay in its expected pace of interest rate hikes, postponing the first rate increase to 2020. But if
the economy shows signs of further softening, the normalization of interest rates could take much
longer. In that scenario there is a risk of imbalances resurfacing (they had eased somewhat
recently). Additionally, a low-for-longer scenario would constrain any revenue upside for banks.
Lack of a decisive response by banks, for example failing to address cost issues, would further
underpin this weakness.

Risks in Latin America have receded a bit amid improving investor confidence and better financing
conditions, which have brought some market stability and alleviated pressures on currencies and
interest rates in the region—at least temporarily. Most risks for Latin America remain elevated
since political challenges continue; the new free trade agreement between Mexico, Canada, and
the U.S. is still unresolved; and investor sentiment remains fragile.

Financing Conditions

In the U.S., we've seen some easing of financing conditions. How long this improving environment
lasts is uncertain. Optimism that began in January has generally continued, as evidence mounted
that the Fed would take a "patient" approach to monetary policy—meaning fewer (if any) rate
hikes than previously expected. After the events of December and recent language by many Fed
board members, S&P Global economists now anticipate that the Fed will keep its benchmark rate
steady for the rest of the year, with one hike likely next year.

Amid this view, the spread on five-year speculative-grade bonds in the U.S. finished February at
366 basis points (bps), a noticeable fall from 482 bps at the end of 2018 but still much higher than
298 bps a year earlier (see chart 1). More notable than the recent narrowing in credit spreads,
however, is the decline in bond yields recently, which has reduced all-in costs for borrowers below
what they were paying a year ago.
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Chart 1

Similarly, the abrupt change in the ECB's forward guidance at its March meeting raises the
specter of rates staying low for longer. Certainly the reintroduction of Targeted Longer-Term
Refinancing Operations for the third time (TLTRO III), ensures that liquidity in the banking system
will remain plentiful. The weaker economic outlook, subdued inflation, and the central bank's
policy response have translated into lower risk-free rates, lower volatility in financial markets, and
a sharp tightening in spreads for investment-grade and crossover credit back to the levels of the
third quarter of last year. While this has improved credit conditions substantially, the constraint
now is more the limited appetite from borrowers given the high level of debt, especially by
nonfinancial corporates.

Brexit uncertainty continues to weigh on business sentiment and investment—with smaller U.K.
companies reluctant to make strategic business decisions or increase borrowing (see chart 2).
Larger, more diversified companies are able to be more proactive and have been building
inventories to protect against supply-chain disruption.
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Chart 2

Financing conditions in emerging market Asia have eased slightly, as well, in response to the Fed.
While expectations are that overall financing conditions are easing, the IIF's Emerging Asia
subindices showed credit standards, demand for loans, and funding conditions deteriorated in
fourth-quarter 2018. There is some risk that this will spill over into 2019. For new corporate bond
issuance in Asia-Pacific, as of Feb. 12, 2019, a total of US$110 billion new corporate bond issues
came to market–that's about 35% less than that of last year's US$168 billion.

In Latin America, too, conditions have improved, and investor appetite for riskier securities and
emerging markets has returned. Nevertheless, investors are becoming more selective, and there
has been a meaningful increase in yields, especially for speculative-grade companies. While
financing conditions have improved in some aspects, bond issuance in Latin America remains
sluggish, with US$4.8 billion raised so far in 2019 (as of March 13) —the slowest pace since 2000,
when it was US$4.4 billion. By comparison, US$22.6 billion was raised at this point last year.
Moreover, maturities teeter around five years for newly issued bonds, compared to over seven
years in 2013, despite having higher-than-average coupon rates. Together, these factors signify
additional risk ahead. While refinancing appears manageable over the next few years, additional
strains on less creditworthy borrowers will inevitably appear due to higher debt costs, stronger
refinancing needs, and potentially weaker economic prospects.

Macroeconomic Conditions

The U.S. economic expansion is now at 117 months, and S&P Global Ratings believes this historic
run will claim the top spot. However, there are also signs that growth, which peaked at 4.2% in the
second quarter of last year, will continue to slow as the fiscal stimulus from tax cuts wanes just as
the cumulative tightening of monetary policy weighs on growth.

We forecast U.S. annual average real GDP growth to slow to 2.2% this year, after a 2.9% gain in
2018. (Note: These forecasts were generated before the second estimate of fourth-quarter GDP

www.spglobal.com/ratingsdirect April 1, 2019       5

Credit Conditions: Central Banks' Caution Bolsters Borrowing Conditions



from the Bureau of Economic Analysis.) We see growth in the world's biggest economy slipping
back to 1.5%-2.0% on average per year the next two years—more in line with the economy's
structural potential growth.

The recent inversion of the U.S. yield curve—with yields on 10-year Treasury notes briefly falling
below those on three-month bills—certainly raised some eyebrows. But volatility can cause
intraday or short inversions that aren't, in our view, as troubling as those that last for a few weeks
or a month. We prefer to focus on monthly averages, at which point this historic signal of a looming
recession would be more meaningful.

GDP growth in the eurozone has decelerated further, as well—to 1.1% in the final quarter of last
year. Considering that the region's economy has expanded for a 23rd consecutive quarter, most of
the time above its potential rate of growth, we believe this slowdown is essentially a pause. While
we expect GDP growth in the first quarter to be weak (and, as a result, we've lowered our growth
projection for the year to 1.1% from 1.6% in November), we see nothing to suggest that the
eurozone economy won't return to its potential growth rate in the second quarter.

For the Asia-Pacific region, trade will act as a drag on growth throughout the year, even if the U.S.
and China strike a deal (see chart 3). Lingering tensions, especially surrounding technology and
global sectors such as autos, will persist notwithstanding a U.S.-China deal. Asia remains highly
exposed, and economies will need to rely more on domestic demand to support growth.

Chart 3

We continue to expect 2019 to be another year of below-trend economic growth for most of the
major countries in Latin America, as well. A more pronounced deceleration in real GDP growth in
the major advanced economies than what we currently assume could challenge the economic
recovery we forecast for several countries in the region.

This report does not constitute a rating action.
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