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(Editor's Note: S&P Global Ratings' Credit Conditions Committees meet quarterly to review macroeconomic conditions in each 
of four regions (Asia-Pacific, Emerging Markets, North America, and Europe). Discussions center on identifying credit risks 
and their potential ratings impact in various asset classes, as well as borrowing and lending trends for businesses and 
consumers. This commentary reflects views discussed in the European committee on June 24, 2020.) 

Key Takeaways  

– Overall: Supported by stimulus measures, European economies are tentatively reopening 
since the first wave of the coronavirus has passed its peak. Credit conditions may enjoy 
some respite over the summer before difficult policy and business decisions need to be 
made, as the shape of recovery and the timelines for ending support schemes for 
corporate and household borrowers become clearer.   

– Risks: Key risks remain a resurgence in the virus before a vaccine becomes available; 
deteriorating credit fundamentals raising solvency issues, notwithstanding short-term 
liquidity support measures; escalation in (mainly U.S.) bilateral trade tensions globally, 
including the risk of no free trade agreement (FTA) between the U.K. and EU; and 
uncertainty and job insecurity inhibiting a recovery in consumer spending. 

– Credit: The severity of the recession and lingering fears of a resurgence in the virus in the 
absence of a vaccine point to a varied and complicated path to recovery that will differ 
substantially among countries and sectors. Taking the biggest hit this year are more 
service-oriented economies such as Spain, Italy, and France, while our new assumption 
of a limited U.K.-EU FTA at year-end slices 1.7% off U.K. GDP through to 2023. Consumer 
discretionary sectors affected by social distancing and likely changing consumer 
preferences, including those related to travel, may not fully recover until at least 2023. 

It is hard to comprehend the scale of damage to health and wealth as widespread societal 
lockdowns attempt to counter the spread of the virus.  And of course it is too early to gauge the 
severity of the recession and associated costs as the virus has not disappeared and the shape of 
the recovery remains unclear. That this will be complicated is evident from the tentative steps 
taken to reopen economies and natural wariness in the population to returning to pre-COVID-19 
normality. More positively, the fiscal and monetary policy response has been immediate and robust 
(see chart 1), improving financing conditions and reducing near-term liquidity risks for most 
companies, facilitating a slowdown in the pace of downgrades seen since mid-March (see chart 2). 

Chart 1 Chart 2 

G20 Fiscal Response to the COVID-19 Pandemic  Weekly Distribution of European Corporate Issuers’ Ratings 
Impacted by COVID-19 and Oil Prices 

  
Source: IMF. Below-the-line measures include loans and equity injections 
and guarantees. Data as of June 15, 2020. 

Source: S&P Global Ratings. Data as of June 16, 2020. 
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Top European Risks  
Table 1 

Top European Risks  

Economic costs mount without a COVID-19 vaccine and continued fiscal support 

Risk level Very low Moderate Elevated High Very high  Risk trend Improving Unchanged Worsening 

In the absence of a vaccine or effective treatment, which we assume will not be widely available until the second half of 
2021, the pace of easing lockdowns may be uneven and measures may need to be reimposed locally or nationally if the 
reinfection rate rises back above 1, particularly if a second wave returns during the Northern Hemisphere autumn. 
Risks are that the economic bounce back would happen later or be weaker than expected that, without continued 
government fiscal support, could cause greater structural damage to business models, further delay business 
investment, and raise long-term unemployment. 

Insolvency remains a major concern for more vulnerable corporates 

Risk level Very low Moderate Elevated High Very high  Risk trend Improving Unchanged Worsening 

While the authorities’ policy response has headed off a liquidity crisis, this comes at a cost to credit quality where 
additional (net) debt is taken on at a time when earnings are buckling across most nonfinancial corporate sectors. 
Moreover, COVID-19-related reductions in revenue and higher costs are likely to persist for some years in many 
industries. This represents a clear risk to solvency for more vulnerable companies like weak issuers in the 'B' rating 
category, as well as those SMEs, whose business models, cash generation ability, or capital structures may not be 
sustainable for long once emergency support measures (including suspension of certain insolvency laws) are removed. 

Global trade tensions still cast a shadow over the global economy 

Risk level Very low Moderate Elevated High Very high  Risk trend Improving Unchanged Worsening 

Reignited tensions between China and the U.S. are casting a shadow over the global economy. The “Phase One” deal 
between the U.S. and China doesn’t address underlying structural issues and trade tensions could re-emerge in the 
run-up to the U.S. presidential election. Meanwhile, the latest Section 301 digital service tax (DST) investigation by the 
U.S. (targeting countries including Brazil, India, the EU, and the U.K.), plus little progress on negotiating a FTA between 
the EU and U.K., can only hinder recovery in Europe. Any EU budget discussions extending to DST or a border carbon 
tax might add to U.S.-EU tensions. 

Extended uncertainty inhibits consumer spending 

Risk level Very low Moderate Elevated

 

High Very high  Risk trend Improving Unchanged Worsening 

An important concern in Europe is that the severity of the recession, the Continent's demographic aging, and the still 
only partial understanding of COVID-19 and its transmission, feed uncertainty and job insecurity, leading to a 
persistent increase in precautionary savings.  Without appropriate incentives from government to encourage consumer 
spending and investment as lockdowns ease, excess savings could drag on growth and exacerbate the rise in 
unemployment that policy is trying to minimize. 

U.K. and EU fail to negotiate a free trade agreement by year-end  

Risk level Very low Moderate Elevated

 

High Very high  Risk trend Improving Unchanged Worsening 

While negotiations to reach a FTA similar to a limited Canada-plus type appear to have stalled, we believe the U.K. 
government remains committed to exiting the transition period on Dec. 31, 2020, even if no FTA is in place.  Without an 
agreement, which still could happen late in the year, goods trade between the U.K. and the EU would revert to WTO 
rules, with little provision for services. Relative to shocks from the pandemic, failure to reach a FTA would come at an 
incremental cost most directly in the form of tariff and nontariff trade barriers. We estimate that this cost to U.K. GDP 
would be around 1% in aggregate by 2023, compared to the cost under the limited FTA the U.K. government is now 
aiming for. The direct economic cost for the EU will be lower still, but with greater sensitivity for smaller, open EU 
economies with close trading links to the U.K., including Ireland, Belgium and the Netherlands, as well as Norway,.     
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Shape of Recovery 
Bumpy Recovery Road Through to End-2021 

– Europe tentatively starts to roll back containment measures, mindful that it has not yet passed 
the WHO’s six tests. 

– The German and Dutch economies are expected to recover to 2019 GDP levels in early 2022, 
while it may not be until late 2022 before Italy regains that threshold. 

– First-half 2020 run-rate EBITDA is expected to be around 50% lower on average in the 
commercial aerospace, nonessential retail, and restaurant sectors, with full recovery in 
earnings unlikely over our 2020-2023 horizon. 

– The sectors hardest hit by containment and social distancing—including nonessential retail, 
restaurants, lodging and hospitality, airlines, and autos—represent 20% of the eurozone 
economy and contribute as much as 50% to the sharp fall in regional production in second-half 
2020. 

Europe Eases Out of Lockdown 

The coronavirus pandemic has swept through Europe with enormous costs to health and wealth.  
Now the challenge is how quickly society and the economy can return to normal, given that the 
disease can assumed to be endemic in the absence of a vaccine. 

A key feature of the pandemic in Europe is that, although the virus knows no boundaries, policy 
responses have been inherently national.  This means that the imposition of containment 
measures, the severity of the pandemic, and the degree of government support to cushion the 
economic effects of locking down the economy have differed among countries. It also means that 
the path to recovery will vary somewhat as well. 

The main constraint preventing economies from bouncing back durably is the lack of a vaccine or 
effective alternative treatment.  S&P Global Rating’s core assumption is that while there are some 
positive signs of progress in discovering a vaccine, it will not be widely available until sometime in 
the second half of 2021.  The transition out of lockdown until then means that governments, 
businesses, and individuals have to balance the health concerns with the economic costs of 
minimizing the risks of further waves or clusters of infection.  

Chart 3 Chart 4 
Europe Reported Cases Fallen Substantially v The Peak Latest Weekly Reported Cases in Europe v Last Month 

 
 

Source: ECDC. Data as of June 16, 2020. 

While the number of reported cases has fallen sharply from the peak in the five major European 
countries (see chart 3), that is not yet the case for all, with Sweden, Portugal, and several Eastern 
European countries experiencing a relatively high number of cases per 100,000 of the population—
with the numbers still growing over the last month.  Similarly, the U.K. and particularly Russia are 
still grappling with a relatively high number of weekly reported cases, though declining according to 

0

5,000

10,000

15,000

20,000

25,000

30,000

35,000

01-Mar 29-Mar 26-Apr 24-May 21-Jun

Germany France Italy Spain UK

DEU

FRA

ITA ESP GBR

ALB

ARM

AZEBGR

BIH

BLR

MDA

MKD

POL
PRT

SWE
UKR

-150%

-50%

50%

150%

250%

350%

450%

550%

650%

0 2,500 5,000 7,500 10,000

%
 c

ha
ng

e 
ov

er
 la

st
 m

on
th

Reported cases Jun. 21-27

51K, -17% RUS

Primary contact 

Paul Watters, CFA 
London 
paul.watters@spglobal.com  
+44-20-7176-3542 
 
Sylvain Broyer 
Frankfurt 
sylvain.broyer@spglobal.com 
+ 49-69-33-9991-331 
 
Alex Herbert 
London 
alex.herbert 
@spglobal.com 
+44-20-7176-3616 
 
Elena Iparraguirre 
Madrid 
elena.iparraguirre 
@spglobal.com 
+34-91-389-6963 
 

mailto:paul.watters@spglobal.com


Credit Conditions Europe: Curve Flattens, Recovery Unlocks 

S&P Global Ratings June 30, 2020      4 

recent data (see chart 4). And underscoring the complicated nature of the transition to recovery, 
Germany and France have recently experienced infection clusters that have caused the number of 
reported cases to rise, albeit from relatively low levels per head of population. 

In a global context we view Western Europe as "Middle Exiters" meaning that containment 
measures saw a COVID-19 peak in late March and reported cases continue to decline steadily 
through the second quarter, allowing lockdowns to be gradually eased (see chart 5).  

Chart 5   

Full Recovery Requires a Vaccine to Become Widely Available   

 
Source:  S&P Global Ratings 

However, the fact that only tentative reopening steps are being taken reflects the challenging 
balancing acts that governments are facing. A useful scorecard to highlight this has been 
developed by the Blavatnik School of Government at Oxford University, which uses certain 
indicators that the WHO recommends to be in place before lockdown measures are fully lifted.  

The six recommended indicators are: 1. Transmission of the virus is under control; 2. The ability to 
track, trace, and isolate infection cases; 3. Measures are in place to manage the risk of importing 
new cases from other countries; 4. Communities are fully educated, engaged, and empowered to 
adjust to the new norms; 5. Workplaces, schools, and other essential places have preventative 
measures in place, and 6. The risk of outbreak hotspots is minimized in vulnerable settings like 
health facilities and care homes. 

Of these specified indicators, the first four highlight that most European countries have not yet 
reached the threshold to fully eliminate lockdowns.  The first measure - test for transmission being 
under control - is not yet met by any of the major five European countries, while the U.K. is lagging 
behind in the ability to track, trace, and isolate as well as to manage imported cases. Germany 
appears to be maintaining a relatively relaxed lockdown policy, including a low-key public 
information campaign according to the Blavatnik research, despite some pickup in the infection 
rate. In part, this may be due to the relatively high capacity of critical care beds available in the 
German health care system. 

The implication of this, in our view, is that we are likely to experience a bumpy transition to a 
post-COVID-19 "new normal" that will only take shape once a vaccine or effective treatment is 
widely available, which we assume may not occur until the second half of 2021 (see chart 5). Our 
base case assumptions for Western Europe covering the timeline of the COVID-19 pandemic, exit 
from government mitigation policies, agent behavior, and national macro-level programs are 
detailed in table 2 below. 
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Q1 Q3 Q4
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Q1 Q3 Q4
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exiters

Middle
exiters

New
normal

New
normal

New
normal

Relatively smooth transition

Complicated transition

Difficult transition

Severe
mitigation

Severe
mitigation

Severe
mitigation

Vaccine distribution

Vaccine distribution

Vaccine distribution
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Table 2 

Baseline Analytical and Economic Assumptions of Western European ("Middle Exiter") Economies  

Time Pandemic Mitigation policies Agent Behavior Macro policies Growth/output 

June 
2020 

Largely contained 

Reproduction rate 
below 1 

Gradual exit of 
lockdown  

Some ongoing 
restrictions  

Constrained by 
mitigation policies 

Accommodative but 
only cushion the blow 

Negative growth with 
peak in Q2 2020 

Q3 2020 
to          

Q3 2021 

Low infection rate 
and health care 
capacity 
underutilized 

Risks of re-
emergence of pockets 
not exhausted, but 
somewhat offset by 
ramping up of testing 
and tracing 

Gradual easing of 
most restrictions 
(moderately 
restricted business 
as usual)  

Possible pockets of 
targeted stay-at-
homes 

Moderately risk-
averse, as concern of 
pandemic diminishes, 
but still constrained 
by capacity and 
mitigation policies 

Household saving 
rate starts receding   

Monetary policy still 
loose, with ongoing 
quantitative easing 
programs 

Some withdrawal of 
extraordinary fiscal 
measures but 
balanced by higher 
public investment 
schemes  

Positive and well 
above trend or 
potential 

 

Q4 2021 
onward 

Vaccine broadly 
available, infection 
rate converges to zero 

Substantial easing to 
business as usual 

No more social 
distancing required 

Speedy normalization 

Household saving 
rate close to but 
above long-term 
average to reflect 
higher debt to GDP 

Fiscal support 
withdrawn; gradual 
retraction of 
extraordinary 
monetary measures 

Public investment 
still above average 

Moderate permanent 
loss of GDP (-1% to -
5% versus our pre-
COVID-19 baseline) 
but gradual return to 
trend growth 

 
 

    
 

Source:  S&P Global Ratings.  

Strength and Timing of Recovery Will Vary Substantially by Country and Sector 

In assessing the macroeconomic outlook for 2020-2023, our analysis has factored in public health 
considerations (as outlined above), bottom-up sector feedback, as well as the scale and timing of 
emergency support measures.  

Overall, at the country level, the depth of recession and the pace of recovery will vary by country 
(see table 3).  We anticipate that Germany, alongside the Netherlands, will recover relatively 
quickly, reaching 2019 levels of GDP in early 2022, benefitting from its relatively low per capita 
infection rate, high weighting in manufacturing, especially relative to household services, and 
massive amount of government fiscal support at more than 30% of GDP (including contingent 
liabilities, see chart 2)—by far the highest in Europe. 

Table 3 Chart 6 

Our European Economic GDP Forecasts 2019-2023 (%) European Countries to Recover to 2019 GDP Levels By 2023  

GDP % 2019 2020f 2021f 2022f 2023f 

Germany 0.6 -6.2 4.4 2.6 1.6 

France 1.5 -9.5 6.8 3.1 2.4 

Italy 0.3 -9.5 5.3 2.3 1.6 

Spain 2.0 -9.8 6.8 3.8 2.3 

Netherlands 1.8 -5.9 3.9 2.8 2.3 

Belgium 1.4 -7.9 5.3 3.7 2.0 

Eurozone 1.2 -7.8 5.5 2.9 2.0 

U.K 1.4 -8.1 6.5 2.6 2.1 

Switzerland 1.0 -6.3 4.6 3.4 2.3 

Source: S&P Global Ratings. f--forecast 

 
 

In contrast, the economies of Italy, and (to a lesser extent) France and Spain, which have lost 
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sector, particularly tourism, which is heavily dependent on open borders and the ability to attract 
holiday makers without excessively restricting social interaction.  

Some Discretionary Consumer-Facing Sectors and Commercial Aerospace May Not 
Recover Until After 2023 

At the sector level, sectors hit the hardest generally will take longest to recover, though 
industries undergoing material structural change will face stiffer headwinds.   We have grouped 
our EMEA rated sectors (including some subsectors) into seven groups corresponding to severity of 
the COVID-19 recession and our expectations for recovery, that is, when EBITDA will return to 2019 
levels (see chart 7).  

Chart 7  
Sector Level Impact and Recovery: EMEA  

 
* For years 2022 and after, our opinion about credit metrics is used as a proxy for EBITDA (earnings before interest expense, tax, 
depreciation and amortization). For financial institutions, profitability remains the key measure. Note: The chart only represents our 
rated issuers in EMEA. Source: S&P Global Ratings. 

The hardest-hit sectors broadly encompass consumer discretionary activities and 
transportation where we do not expect full recovery in earnings until 2023 or even later.  We 
think the longer-term impact of COVID-19 on consumer preferences should not be underestimated 
given some residual caution to returning to pre-COVID-19 behaviors, particularly for those living in 
larger towns and cities and for older citizens. For businesses, reconfiguring the optimal working 
environment may take some time, and the requirement for international business travel is likely to 
be significantly reduced even once a vaccine becomes widely available.  

Some of the businesses in these sectors will have to adapt to survive with lower volumes and 
turnover. Reducing fixed costs and preserving cash flow will be key priorities, meaning that some 
shedding of employment appears inevitable. This is already starting to happen in the commercial 
aerospace sector. With airlines restructuring and downsizing their fleets to cope with lower 
demand, they are seeking to defer new aircraft deliveries and are unlikely to place new orders until 
a significant recovery in air travel volumes occurs. For restaurants, the challenge will be how to 
maintain profitability in a competitive sector while adhering to social-distancing regulation. Casual 
dining, bars, and pubs, in particular, will be most affected. Similarly, nonessential retail will 
struggle to attract a piece of the consumer wallet given reduced disposable income, while also 
having to accelerate their business transformation to integrate supply chains, warehousing, 
distribution, and stores into a seamless customer offering. The luxury goods segment will 
experience sustained headwinds to growth as we think it will take a long time for international 
(including business) travel to fully recover. 
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For financial institutions in Europe, in our base case scenario, we see the COVID-19 recession 
impact as moderate but long lasting. This reflects strong capitalization and unprecedented fiscal 
support from governments that will help banks absorb the impact of weaker asset quality. Higher 
provisions and earnings pressure will result, however, in a significant decline of banks’ profits. We 
anticipate profitability will at least halve across the five major countries in Europe in 2020 and we 
do not expect banks to recover their 2019 profitability—already subdued for many - until at least 
2023. Pressure on earnings will remain significant given the extended period of low rates, and 
banks will have to tackle their costs at the same time they invest in their digital transformation. 

At the other end of the spectrum, in the neutral impact category, are essential retail and grocers 
that have continued to meet customer demand—despite some initial shortages because of 
hoarding—with those firms providing online delivery services experiencing substantial increases in 
demand.  We included other services in this category mainly as demands on public administration 
have increased during the pandemic. 

The Severity of the Decline in Earnings Also Varies Substantially 

We have polled our corporate analytical team in EMEA as another gauge on the impact of COVID-19 
on revenue and EBITDA, and credit metrics from 2020 through 2023.  Details of this survey have 
been published in the report titled “COVID-19 Heat Map: Post-Crisis Credit Recovery Could Take 
To 2022 And Beyond For Some Sectors.”  

We have taken this study one step further to construct a bottom-up production-based framework 
to provide some insight into the severity of the economic impact at the sector level.  We undertook a 
mapping exercise to compare our rated sectors to national account aggregates and applied sector 
weights for gross value added (GVA) obtained from the most recent 2017 Eurostat eurozone dataset 
(NACE_R2). 

While this mapping is not perfect, it does provide useful insight into the key sectors that are driving 
the collapse in GDP measures, obtained from the traditional expenditure-based framework. 

Chart 8 Chart 9 
Europe: Stylized Shape Of Recovery By Sector Group Contribution to GVA Growth by Sector Group  

  
*For years 2022 and after, our opinion on credit metrics is used as a proxy 
for EBITDA (earnings before interest expense, tax, depreciation and 
amortization).. Source: S&P Global Ratings.  

Source: S&P Global Ratings.  Growth rates calculated as EBITDA compared 
to same period prior year weighted by sector GVA. 

Chart 8 highlights the divergence in impact for each of the seven groups, and the time we estimate 
it will take to return to 2019 levels of earnings. For instance, for groups 6 and 7 that include 
commercial aerospace, nonessential retail, restaurants, autos, consumer discretionary, airlines, 
and financial services that we estimate have almost 20% weight in overall regional GVA, we expect 
the first-half 2020 run rate EBITDA  to be more than 50% below first-half 2019. Groups 4 and 5, 
with a combined weighting of almost 50%, spanning the commodities complex and important 
manufacturing areas like capital goods, chemicals, and technology as well as construction and real 
estate-related activities, are expected to see an average deterioration of between 25%-30% in 
first-half 2020.   

40

50

60

70

80

90

100

110

120

2019 2020
1H

2020
2H

2021
1H

2021
2H

2022
1H

2022
2H

2023
1H

2023
2HA
av

er
ag

e 
In

de
xe

d 
E

B
IT

D
A

* 
by

 G
ro

up
 

(2
01

9 
le

ve
l =

10
0)

Group 1 Group 2 Group 3 Group 4

Group 5 Group 6 Group 7

-20

-15

-10

-5

0

5

10

15

2020
2H

2021
1H

2021
2H

2022
1H

2022
2H

2023
1H

2023
2H

%

Group 1 Group 2 Group 3 Group 4
Group 5 Group 6 Group 7

https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=45197346&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=45197346&From=SNP_CRS


Credit Conditions Europe: Curve Flattens, Recovery Unlocks 

S&P Global Ratings June 30, 2020      8 

Chart 9 shows the contributions of the seven groups to the overall growth rate of GVA. First-half 
2020 represents the nadir for the regional economy.  This representation also highlights that that 
the hardest-hit groups, 6 and 7, contributed about 50% of the fall in GVA that we expect to 
experience in first-half 2020. Additionally, over the three-year horizon to end-2023, the weight of 
these two groupings in this GVA economy could fall by about 3% and 15%, respectively. In our view, 
this reinforces the message that recovery for the most affected sectors will require a rigorous 
reappraisal of all aspects of these businesses, given that it will take a long time. 

Linking Macro to Micro 

Finally, it is interesting to compare the recovery path over the next three years derived from our 
production/GVA approach with our macroeconomic forecasts.  For a longer-term perspective, we 
studied earnings growth for a sample of European nonfinancial corporates both rated and unrated 
since 2000.  This shows a consistent relationship between earnings and our GDP forecasts in 
direction and magnitude.  Even when we add on our EBITDA forecasts for 2020-2023, this 
relationship seems to hold (see chart 10). 

Chart 10 
 

Europe Corporate Earnings Versus GDP Growth  

  
EBITDA—earnings before interest, tax, depreciation and amortization expense. p—projection 
by S&P Global Ratings. Data source for years 2000 to 2019: Corporate sample—S&P Global 
Market Intelligence; GDP—International Monetary Fund. 

A couple of caveats are appropriate.  First, we have adopted a broad-brush approach and note that 
further in-depth analysis is needed to build a fully integrated framework to be able to properly test 
the relationship between our macro-economic forecasts and our bottom up GVA estimation based 
on our rated sectors.   Nonetheless, we believe this is a useful exercise to help bridge the divide 
between what we are experiencing on the ground during such a turbulent period and the 
macroeconomic forecasts used as inputs for our Credit Conditions deliberations.  

Second, S&P Global Ratings acknowledges a high degree of uncertainty about the evolution of the 
coronavirus pandemic. The consensus among health experts is that the pandemic may now be at, 
or near, its peak in some regions but will remain a threat until a vaccine or effective treatment is 
widely available, which may not occur until the second half of 2021. We are using this assumption 
in assessing the economic and credit implications associated with the pandemic (see our research 
here: www.spglobal.com/ratings). As the situation evolves, we will update our assumptions and 
estimates accordingly.   
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Macroeconomic Outlook 
– Due to social distancing acting as a constraint on economic activity until mid-2021, we now 

expect the eurozone economy to contract 7.8% this year, before rebounding 5.5% in 2021. 

– We expect long-term wealth losses, with the eurozone economy likely to be 2% smaller at the 
end of 2023 than in our precrisis baseline. 

– For the U.K., we have scaled back our growth forecasts to an 8% contraction this year, followed 
by only a 6.5% rebound in 2021. That's partly because we now assume that only a limited 
Canadian type free trade pact will be agreed before year end. 

The Eurozone Recovery Is Taking Shape But Slowly 

European countries’ measures to contain the spread of the pandemic have so far successfully 
flattened the curve, enabling them to reopen their economies. Data for the first quarter and 
beginning of second quarter highlight that while about 30% of economic activity was on hold at the 
onset of lockdowns, businesses gradually restarted their activity after putting the appropriate 
health measures in place. PMI and sentiment indicators highlight a rebound in activity in May after 
a low point in April, while high-frequency indicators such as traffic (see chart 11) or electricity 
production point to a sustained gradual return toward normality in June.  

Truck mileage in Germany—a leading indicator of industrial production—is currently only 5% 
below pre-COVID-19 levels, versus -19% in April. However, economic activity remains much more 
subdued in the services sector, with retail, leisure, and tourism activities still suffering from social-
distancing and traveling restrictions. Restaurant occupancy is, for instance, still 25% lower than 
last year in Hamburg. The EU's internal borders have been gradually reopened since June. The EU's 
external borders might reopen partially from next month. However, guidance on travel differs from 
country to country. Greece already reopened its borders to Chinese and Australian tourists, while 
Spain will not consider easing its travel ban before July 1 even for EU citizens. In any event, we 
expect the flow of international tourists coming to Europe will be below normal this year. 

Chart 11 Chart 12 
Traffic Congestion in European Metropolitan Areas                
(7 day average, deviation from 2019 levels in %) 

Monthly Gross Issuance of Eurozone Government Bonds 

  
Source: TomTom, S&P Global Ratings Source: Eurostat 

The initial macro policy responses have been successful at preventing a health crisis from 
turning into a liquidity crisis. Large injections of liquidity by the European Central Bank with its 
now €1.35 billion Pandemic Emergency Purchase Program (PEPP), an extension of its other 
asset purchases and more favorable terms for banks’ refinancing operations have helped 
companies—including SMEs—combined with governments’ credit guarantees, to remain long 
of cash despite the evaporation in operating cash flow.  

The ECB’s government bond purchases have also kept financing costs low for governments and 
ensured that yield spreads between countries are capped, thus preventing one key 
transmission channel of its monetary policy from being impaired, despite record-high issuance 
of government debt. Eurozone governments issued €798 billion of sovereign debt during the 
months of April and May (see chart 12). This is twice as much as the same two months last year 
and reveals the provisional cost of the fiscal response to the pandemic (€430 billion in two 
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months or 3.6% of 2019 GDP). Note that over April and May, the ECB purchased €232 billion of 
government debt, of which €173 billion was conducted within the PEPP envelope.  

Meanwhile, and as expected, government short-time work schemes have avoided a sharp rise in 
unemployment in the eurozone (the unemployment rate was 7.3% in April 2020, up only 0.1% 
from February), preparing the ground for a swift recovery in consumption as lockdowns are 
lifted. However, a large drop in the labor participation rate in Italy has dampened the initial 
success of unemployment subsidies.  

The EU has also scaled up its fiscal policy arsenal to about 9.3% of GDP. To start with, it pledged 
to help governments finance their emergency measures at a lower cost through its €540 billion 
three-layer safety net: 1. SURE, a fund to help governments finance their short-term work 
schemes, 2. Additional credit guarantees to SMEs via the European Investment Bank and, 3. 
European Stability Mechanism credit lines for member states of up to 2% of GDP.  

The EU Commission has also drawn the contours of its fiscal solidarity framework in the form of 
a €750 billion recovery plan. Details are still to be negotiated, but such a recovery plan would 
help contain growing disparities in economic performance across the eurozone and help close 
part of the investment gap that the European economy faces. The IMF estimates the European 
investment gap at 3% of GDP a year. Resources allocated to strategic sectors such as 
digitalization and the green transition should also help steer the return to growth on a 
sustainable path (see “The EU’s Recovery Plan Is The Next Generation Of Fiscal Solidarity,” 
published June 8). Notwithstanding, we expect long-term wealth losses, with the eurozone 
economy likely to be 2% smaller at the end of 2023 than in our precrisis baseline, because of a 
drop in the accumulation of capital and education of the workforce. 

Key assumptions 

– The eurozone economy will continue its gradual exit from lockdown in the third quarter, 
enabling economic activity to normalize. However, we expect social distancing to remain a 
constraint on economic activity until the second half of 2021, until a vaccine or effective 
treatment for COVID-19 may become widely available. As a result, we expect the eurozone 
economy to contract 7.8% this year, followed by a 5.5% rebound in 2021. 

– Across the region, we expect Germany to outperform its neighbors because of its outsize and 
targeted response to the health crisis and its fiscal stimulus. The country is also likely to benefit 
from subdued intra-EU travel over the summer as, similar to the U.K., it is the only EU country to 
be a net importer of tourism-related activities. 

– We expect the ECB’s monetary policy to remain loose at least until 2023, as accumulated slack 
and depressed demand in the European economy will suppress any inflationary pressures. 
Inflation is expected to reach only about 1.4% in 2023. Moreover, highly indebted companies will 
rely on low interest rates to service their debt as their activity recovers. 

Key risks 

– The health scenario is the biggest risk to growth. Another surge in COVID-19 cases followed by 
renewed lockdowns in Europe or its largest trading partners would hurt the economic outlook. 
While Europe has flattened its curve, the all-clear has not sounded yet. Indeed, we are seeing a 
resurgence of new infections in some small European countries. Sweden currently reports twice 
more new cases of COVID-19 per day than in mid-April. The number of infections is again on the 
rise in Turkey and Portugal, two prime destinations for European tourists. 

– An abrupt withdrawal of extraordinary fiscal support or too little stimulus to finance the 
recovery could lead to a sharp rise in bankruptcies and unemployment and a slower return to 
growth. In this respect, it does not seem that the EU money flowing from the resilience and 
recovery facility will be front-loaded. A withdrawal of the monetary stimulus is less a risk in our 
view, considering that inflation expectations, largely undershooting the ECB target, will justify a 
very loose monetary policy for a still considerable time. It also seems that a solution is taking 
shape to meet the German Constitutional Court’s demand to the ECB. Financing conditions 
could tighten abruptly in reaction to any policy mistake, amplifying the effects. 

– Finally, asset price inflation might become a concern. The short-term effect of the strong policy 
response in Europe is that all economic agents have built liquidity buffers. Private households 
have higher saving rates, corporates are piling up cash balances, and even banks have parked 
large amounts of excess reserves at the central bank. The question is whether and how quickly 

https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=45082415&From=SNP_CRS
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this liquidity will be converted into demand. If parked as sight deposits with banks, the liquidity 
will remain in the financial circuit, possibly leading to more inflation in financial asset prices 
than in consumer prices. 

What to look for over the next quarter 

We will monitor the health scenario and whether consumers and firms start to consume, 
decrease their savings and reinvest, against a backdrop of uncertainty about the evolution of 
the pandemic. In this context, the final details of the EU and national governments’ recovery 
plans will be key factors to watch, as well as how they manage to withdraw some of the 
extraordinary support measures put in place during lockdowns.  

Employment and bankruptcy trends will give us an idea of how economies are doing on their way 
back to recovery. More timely fiscal stimulus on the EU side and national recovery plans from 
France, Spain, and Italy could also speed up the recovery. For now, only Germany has 
announced fiscal measures—VAT cuts, child benefits and tax incentives for investment—to 
help restart the economy in the second half of 2020 and 2021. 

Brexit Headwinds Expected to Dampen the U.K. Recovery in 2021 

As the U.K. continues to ease restrictions, the unprecedented downturn should now already be 
behind us. Yet, the recession has yet to manifest itself fully in the data. The 20% drop in GDP in 
April—the only month under full lockdown—provides a stark indication of how bad the second 
quarter is likely to turn out. And although the economy is in recovery mode now, it is likely to have 
sustained longer-lasting damage, and there is a steep climb ahead, despite extraordinary support 
from the government and the Bank of England.  

With GDP contracting 8% this year, followed by a 6.5% rebound in 2021, our forecast is now more 
pessimistic than it was in April owing to several factors:  

– First, we now see social activity returning more gradually to a semblance of normal this year and 
early next, even as restrictions are eased. This will affect economic activity as a whole.  

– Second, we now expect unemployment to rise more than earlier and the unemployment rate to 
peak at 8% late this year. This too will weigh on the recovery.  

– Third, and most importantly, we now no longer assume an extension to the transition phase by 
two years, but rather assume that, by the end of the year, the U.K. and the EU will strike and 
ratify a FTA similar to the one the EU has with Canada, with most goods trade exempt from 
tariffs, but hardly any provision for services.  This will add headwinds to the still fragile recovery 
and dampen growth via nontariff barriers for both goods and services trade, higher inflation, 
and weaker investment, with some sectors already suffering from the pandemic seeing their 
pain exacerbated by the end of the current trade arrangements with the EU.   

The outlook remains overshadowed by many degrees of uncertainty regarding the evolution of the 
pandemic, shape of the recovery, and the risk of no deal with the EU by the end of the year. 
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Financing Conditions 
Policy Has Restored Liquidity to Funding Markets 

– Financing conditions for investment-grade borrowers are excellent following unprecedented 
monetary and fiscal support measures from the authorities. 

– Speculative-grade issuance remains sporadic, but volatility and risk premiums are back to 
levels that should encourage greater primary market activity. 

While the end of March saw an indiscriminate shedding of risk assets and extreme risk aversion, 
many capital markets, including the eurozone, have recovered sharply. The eurozone has seen a 
surge in issuance since the end of March, following cautious activity in the first quarter in the 
context of weak economic activity and worries about the lockdowns. The bulk of primary-market 
activity has been in the investment-grade domain, though riskier speculative-grade issuance, 
including leverage loans, while sporadic so far, recently has started to see stronger activity now 
that credit risk premiums have settled back closer to levels seen in recent years (see chart 13). 

April issuance by financial and nonfinancial corporates in the eurozone nearly doubled its March 
level. The ECB’s massive bond purchase facility, the PEPP, announced on March 18, is a main driver 
behind this, providing much-needed priming to boost investor confidence toward a more 
sustainable recovery. The program was announced as an €750 billion—increased to €1.35 trillion 
on June 4 - asset purchase program until at least June 2021, designed to keep capital markets 
functioning, liquidity flowing, and encouraging banks to extend capital to keep the economy going. 
To give an additional boost, the ECB expanded eligibility criteria, for instance to include 
nonfinancial commercial paper, and eased collateral standards to ensure that counterparties can 
make full use of refinancing operations. These measures come on top of the €20 billion of monthly 
APP (Asset Purchase Programme) net purchases as well as the CSPP (Corporate Sector Purchase 
Programme) and aim to reassure markets and cap the rise in yields. In April and May, investment-
grade nonfinancial corporates have taken full advantage issuing €68 billion of debt, primarily to 
boost their liquidity buffers, further helped by the ECB’s net purchases within their PEPP envelope 
that amounted to €235 billion, 20% of which was corporate paper (€11 billion corporate bonds and 
€35 billion commercial paper).  Most of these purchases were undertaken in the primary markets. 

Financing conditions in the loan market also improved, supported by the unprecedented state aid 
and guarantees provided by governments. The ECB’s composite cost of borrowing indicator for 
nonfinancial corporations for the eurozone as a whole stood at 1.48% in April, down from 1.55% at 
the beginning of the year. Low rates, but also corporates’ need for cash, led to accelerating demand 
for loans by nonfinancial corporates: +7.3% above a year earlier in May on an adjusted basis 
(compared to +3.2% in January). 

Chart 13 Chart 14 

Euro BBB-B Credit Spreads Tighten Back In Although Yields 
Remain Higher Than Pre-COVID 

Eurozone Investment Grade Bond Issuance Takes Off After 
ECB Launches PEPP Program 

  
Source: Refinitiv 
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Sector Trends 
Pain Across The Board 

– Many European corporate sectors have suffered from the pandemic, though the extent has 
varied. 

– Downgrades continue to be the highest among those sectors most directly exposed to stay-at-
home orders. Media and entertainment account for the highest number of downgrades to date 
in 2020. Consumer products, automotive, retail, and transportation sectors have also 
experienced a significant number of downgrades.  

– The outlook for European banks has grown increasingly negative, despite a relatively low 
incidence of downgrades.  

– Multinotch downgrades were the most prominent among the transportation, retail, media and 
entertainment, and automotive sectors.   

The economic and financial fallout from the pandemic in Europe has led to a slew of downgrades 
across corporate sectors since the start of February. Every sector experienced at least one single-
notch downgrade over the period from Feb. 3, 2020, through June 12, 2020. And more than one-half 
experienced multinotch downgrades (see chart 15).  The capital goods sector had realized the 
highest level of single-notch downgrades at 17, followed by retailing with 16, then media and 
entertainment with 13. Similarly, retailing and media and entertainment were among the sectors 
with the highest levels of multinotch downgrades as stay-at-home orders has kept consumers from 
heading to the shops and consuming entertainment in the form of mass gatherings.  

Chart 15 Chart 16 

EMEA COVID-19 And Oil-Related Rating Actions  EMEA COVID-19 And Oil-Related Rating Actions By Sector  

  
Note: These 323 rating actions pertain to ratings where we mention COVID-19 or oil prices as factors or in combination with others. 

Source: S&P Global Ratings Research. Downgrades tracked from Feb. 3rd to June 16. Negative Bias as of May 31, 2020. 

Some sectors were spared or benefited. These have been able to operate despite lockdowns or 
social-distancing measures. The telecommunications sector, which has become a critical part of an 
confined society, saw the lowest level of downgrades and had one of the lowest levels of negative 
ratings bias as of May 31, 2020 (see chart 16). The insurance and health care sectors have seen few 
downgrades.  
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Financial Institutions  
– Our outlook bias has rapidly turned more negative as a result of the pandemic, with 46% of 

European banks now carrying negative outlooks compared with 14% at end-2019. 

– The outlook distribution is uneven by country, with some having most banks with negative 
outlooks and others having just a few. 

– The number of bank downgrades has been modest. Most banks started with comfortable 
capital and liquidity buffers, the economic shock is expected to be relatively shorter than a 
standard recession, and unprecedented government support measures for households and 
companies will help contain the damage. 

– Still, weaker asset quality and revenue pressure will exacerbate many banks’ pre-existing 
profitability challenges. 

– The scale of banks’ credit losses will depend on the pace of the recovery, with a softer, longer 
upturn weighing further on bank ratings.   

Key Developments  

– Banks’ lending to companies in particular picked up strongly in the eurozone and the U.K. in 
March and April, confirming that banks are playing their role as providers of the financing that 
companies need to cope with liquidity shortages. And the low cost of credit demonstrates the at 
least initial effectiveness of central banks’ intervention. Consumers repaid some unsecured 
debt during the lockdown, but this trend will probably start reversing now. Access to the ECB’s 
funding facility also surged. 

– Despite some initial teething problems, the use of government guarantee programs is 
encouraging bank credit to flow to the real economy, while the moratorium schemes are helping 
to support households, and to a lesser extent, SMEs.  

– Banks may be unwilling to make full use of the flexibility offered by regulators to operate 
temporarily with lower capital levels. First, they know that at some point they will have to 
rebuild these capital buffers. Second, future provisioning needs are particularly uncertain. 
Finally, they may be mindful of investors’ perceptions and ultimately their cost of capital. Over 
time, however, we feel that some of the more strongly capitalized banks, particularly in 
jurisdictions where countercyclical buffer requirements have been removed, could lower their 
capital targets. In any event, the lower regulatory capital requirements have automatically 
enlarged banks’ maximum distributable amount (MDA) buffers, easing potential concerns about 
the interruption of hybrid coupon payments. 

– The release of first-quarter 2020 results by banks showed a material increase in credit 
provisions, but we expect bank reporting for the second and third quarters to be far more 
revealing. By end-March, delinquencies had not yet increased and very few loans were placed in 
the potentially vulnerable (stage 2) category, except for a few specific oil-related exposures. 
Most banks already set aside sizable provisions in the first quarter, anticipating a reduction in 
customer repayment capacity, but the wide variability in the size of upticks in provisioning 
suggests that there is more to come. Comparability was limited as most banks barely disclosed 
the macroeconomic expectations they used to calculate the provisions, and some applied an 
overlay approach rather than changing those expectations in their provisioning models.  

– We expect comparability to start to improve with second-quarter results—aided by improved 
disclosure and more management insight into the effects on borrower asset quality. The 
European Banking Authority (EBA) has also mandated twice-yearly standardized disclosure 
about the extent of loans subject to moratoriums or benefiting from government guarantee 
schemes, which takes effect from end-June.  

– The ultimate size of credit losses depends on the speed and magnitude of the rebound, 
becoming evident only once payment holiday schemes wind down. All in all, bank provisioning 
will likely peak in the second or third quarter, but could persist at an elevated level well beyond 
this.  

– SME and consumer lending are the more vulnerable portfolios in our view, as well as those 
exposures to the hardest-hit industries, such as oil and gas, tourism, transportation, leisure, 
and segments of commercial real estate. 

– Give the inevitable rise in banks’ nonperforming assets, including a potentially sizable element 
that is government guaranteed, authorities may look to create one or more European "bad 
banks" to clean up balance sheets and facilitate the workout process in a way that meets policy 
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objectives. However, compared with bad banks from the financial crisis like NAMA and Sareb 
that held a lot of real estate loans, future bad banks may predominantly hold SME loans and 
therefore being truly effective may prove more challenging.  

– Higher provisions squeezed profitability in the first quarter. One-quarter of the top 35 European 
banks actually incurred losses, and for the remainder, pretax profits declined on average by 
about one-third compared to first-quarter 2019 (see chart 17). As we go through the year, 
pressure on earnings (net interest income and fee income) will increase as well and already 
modest returns will shrink, exacerbating existing doubts about some banks’ business models 
and the need to further restructure. We expect median return on equity of the top 100 European 
banks of a weak 2.8%.  

– Weak profitability prospects and regulators’ recommendations to skip dividend distributions 
are taking a toll on banks’ equity prices (see chart 18). While they have benefited from the broad 
stock market rebound, they have recovered less ground, and price-to-book values remain 
depressed. However, banks have returned to the debt markets much quicker than we had 
expected, as market turbulence rapidly eased. Spreads are higher than before March, but the 
oversubscription rates of recent deals suggest strong underlying investor interest. 

– While largely negative, the coronavirus crisis uncovered some positives: banks’ operational 
resilience, the possibility of reducing property costs and more flexible employment 
arrangements, and an acceleration of customers’ appetite for digital channels. However, for 
most banks, core profitability will only rise if they can overhaul infrastructure and service 
delivery, and if their stakeholders are willing to go forward with industry consolidation.    

Chart 17 Chart 18 

Large European Banks Posted a Big Decline in Pretax 
Profits in 1Q20, with Some Incurring Losses, Due to Higher 
Provisions 

Euro Banks Index Underperformed STOXX 50 by 22% Since 
End-February 2020  

  
Source: S&P Global Ratings Source: S&P Capital IQ 

Key Risks  

– A harsher macroeconomic environment, either because of a sustained second wave of 
contagion in the fall that forces governments to reinstate containment measures or because 
agents’ behavioral patterns change and lead to a slower, longer recovery phase. 

– A lack of agreement between the U.K. and the EU on their future trade relationship, which could 
result in an even weaker outlook for the economies of the U.K. and, to a lesser extent, some 
neighboring EU member states, impinging further on banks’ (primarily U.K.) asset quality.  

– Limited effectiveness of governments’ and banks’ measures in containing the stress of 
companies and households, ultimately resulting in more significant asset quality problems. 

– Banks’ lack of decisive responses to their profitability problem, reinforcing low profitability as a 
structural, long-term problem that will weigh on their ability to generate capital internally and 
externally, and ultimately to act as an effective intermediator of savings and credit in the 
economy.  
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Nonfinancial Corporates  
– Many corporates are getting back to business after three months of lockdown, having been 

helped by liquidity support measures. 

– The shape of the recovery will reflect the pace of easing, the extent to which businesses restart 
operations, and the willingness of consumers to spend in locations outside the home. 

– 236 or 17% of EMEA corporate ratings have been downgraded since early February, including 9 
fallen angels with $44 billion of rated debt, but the pace of downward ratings migration has 
slowed considerably in recent weeks (see chart 2).  

– Defaults have picked up only moderately so far in Europe, but we still see a threat to solvency 
from unsustainable business models, weak cash flow generation, and stretched capital 
structures. 

Key Developments  

– We expect downgrades to continue—albeit more likely at a lower frequency—after having risen 
markedly this year amid the stress of falling revenue and earnings due to the outsize demand 
shock from containment measures (see chart 19) and collapsing oil prices. These have largely 
been among speculative-grade companies. Including Atlantia that was a fallen angel in January, 
there have been 10 fallen angels, that is, downgraded from investment grade, so far in the year 
to May 31, 2020, and we expect more to come. Notable sectors so far have been aerospace & 
defense, airlines, automotive, and retail, with almost $60 billion of outstanding rated debt.  

– There has been a noticeable increase in the proportion of speculative-grade companies rated 
'B-' and lower, that has reached an all-time high of 32% at the end of May, up just above 10 
percentage points since the start of the year (see chart 20).  

– The number of defaults has picked up moderately so far this year (14 to June 10, 2020), but this 
is more than double the six seen in the comparable prior-year period. Recent cases have been in 
oil & gas, travel, and retail. Around one-half have been distressed exchanges. 

Chart 19 Chart 20 

Scale of Demand Shock More Dramatic Than During 
Financial Crisis 

Proportion of Speculative-Grade Issuers at 'B-' or Below at 
Record Levels 

  
Source: IHS Markit, Refinitiv Source: S&P Global Ratings. 

– At the same time, many corporates in Europe are getting back to business, as lockdown 
measures in many countries are being eased. This comes after surviving about three months of 
lockdown, where sectors most vulnerable to containment measures—such as retail and 
leisure—saw activity abruptly halted. Key supportive factors have been emergency measures 
from governments and central banks to bolster liquidity through quantitative easing programs 
to improve conditions on the financial markets, provide government-backed loans directly to 
businesses, and importantly to pay the wages of millions of furloughed workers. 

– As businesses return to operations, the shape of the recovery will reflect: 1. The timing and 
extent of the easing of lockdown measures; 2. The willingness, ability, and capacity of 
companies to recommence operations, in particular whether there will be sufficient demand to 
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justify the return to payrolls of furloughed workers coming back to the workplace; and 3. The 
degree to which customers will return to buying goods and services outside the home. That's 
especially true for hard-hit consumer-facing sectors such as automotive, leisure (cruises, 
gaming, lodging & hospitality, tourism), media & entertainment, retail, and transportation 
(airlines and airports).  We expect some pent-up demand to be initially released, but the 
challenge will be to sustain it. 

– We also expect to see industrial sectors benefiting from a pickup in end-market demand, such 
as capital goods and engineering and construction. We are assuming a sustained rebound in oil 
prices will help the oil & gas sector. 

Some sector- specific updates:  

– Airlines: We see a long, slow climb to recovery from the fall in traffic and revenues due to 
lockdowns and travel restrictions. We now estimate global air passenger numbers will drop 
about 50%-55% in 2020, and that passenger numbers will stay below pre-pandemic levels 
through 2023.  

– Airports: Similarly, we expect the financial strength and flexibility of airports will be eroded by 
the magnitude and duration of the current shutdown of their facilities, an anemic recovery, 
capacity restructuring, and heightened counterparty risks of airlines. 

– Real estate: Lockdown measures have weakened many European companies' capacity to pay 
rent. We believe office landlords might share some of their corporate tenants' pain, despite the 
protection from their long-term leases. In the short term, rent concessions to the weakest 
tenants and case-by-case rent renegotiations with the stronger ones will inevitably impair 
office landlords' 2020 revenue growth, albeit significantly less than in the retail property 
segment.  

– Autos: For the region, we assume year-on-year light vehicle sales declines of 65% in second-
quarter 2020, and more or less flat growth for the third and fourth quarters. We already 
expected the year to be very weak for the industry in terms of cash flow, but we anticipate a 
recovery in 2021. 

– Retail: Beleaguered retailers have to rapidly adapt to doing business in the COVID-19 world. We 
foresee far-reaching and lasting effects on the business models of most retailers and 
restaurants, beyond the selling process. Credit quality will largely depend on how these 
companies adapt, evolve, and reposition themselves in a dramatically changed environment. 
The biggest challenge will be to invest, fund this transformation and manage accelerated digital 
disruption at the same time. 

Key Risks  

– Leveraged finance: Despite significant liquidity support measures, some of the most affected 
sectors face increased default risks, as their business models, cash flow generation, and 
capital structures have buckled under the stress and risk becoming unsustainable. This is 
coupled with an acceleration of secular trends such as digitization.  

We expect the speculative-grade default rate to rise to 8.5% by March 2021 from 3.3% at the 
end of May. To reach this baseline forecast, 62 speculative-grade companies would need to 
default. We also have optimistic and pessimistic scenarios, with default rates of 3.5% (25 
defaults) and 11.5% (84 defaults), respectively. This wide range of possibilities reflects the very 
uncertain economic outlook and the divergence between weaker credit fundamentals and 
financial market indicators that are benefitting from a number of emergency monetary and 
fiscal support measures.   

– Brexit on WTO terms: Relative to the shocks from the pandemic, failure to reach a FTA 
agreement would come at an incremental cost to the U.K. and to U.K. business as tariff and 
nontariff barriers are erected. The direct economic cost for the EU will be lower overall but with 
high sensitivity for closely connected countries, notably Ireland, Belgium, Norway, and the 
Netherlands. 
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Sovereign  
– Due to ECB purchases, the net increase in the supply of eurozone sovereign medium- and long-

term securities into financial markets this year will be close to zero.  

– One side effect: The link between national commercial banking systems and sovereigns will 
deepen, highlighting the limited progress toward a banking union.  

– The proposal to create a €750 billion EU Recovery Fund backed by centralized fiscal revenues is 
an important step toward risk sharing between European governments.  

Key Developments  

In the aftermath of the ECB's June 4 decision to increase both the size and duration of the PEPP, we 
expect the net increase in supply of eurozone sovereign medium- and long-term securities into 
financial markets will be close to zero this year, once ECB purchases and market redemptions are 
taken into account. However, there is likely to be a spike in Treasury bill issuance this year, to 
between 2.3% and 3.4% of eurozone GDP (€300 billion-€400 billion). Nevertheless, in light of the 
recent €1.3 trillion takeup in ECB TLTROs (targeted longer-term refinancing operations), we 
anticipate that liquidity for eurozone sovereign borrowers will remain highly supportive over the 
next 12 months, given the ECB's extension of PEPP purchases until June 2021 and commercial 
banks' preference for increasing exposure to domestic sovereign bonds. One side effect: The link 
between national commercial banking systems and sovereigns will deepen, a development that 
makes plain the limited progress toward a banking union since the European Commission 
published its roadmap in 2012.  

On other fronts, the EU has mounted a concerted response to the pandemic at the supranational 
level. In addition to the €540 billion (2.2% of EU GDP) in support announced already (from ESM, 
SURE, and the EIB), the French and German governments have put forward a plan to deepen 
Europe's common fiscal capacity through its Next Generation EU plan, with the power to raise €750 
billion (4.4% of EU GDP) in financial markets. As part of the proposal, member states would agree to 
a doubling of the EU's own resources—a combination of member contributions and tax-raising 
powers—to an estimated 2.0% of EU gross national income. Of the €750 billion in funds available, 
€560 billion is earmarked for the new Recovery and Resilience Facility, with as much as 55% 
dedicated to investment grants. Funds are targeted primarily for EU members especially affected 
by the pandemic—like Italy and Spain, where SMEs account for over 70% of total employment and 
tourism is particularly vulnerable to the drop in international travel. Some conditionality will be 
introduced for countries seeking loans and or grants--- likely targeted at the deregulation of 
services and product markets, and cutting of administrative burdens to spur investment and 
growth, not least in Italy. 

The proposal requires approval by all 27 EU members and is subject to negotiation as part of the 
final round of talks on the next EU Budget. While there are almost certain to be revisions, the final 
version will include a sizable components of grants as well as loans—strengthening the 
contracyclical mechanisms built into the EU budget.  In retrospect, a deepening of the EU's fiscal 
capacity would have been unlikely had the U.K. remained in the EU, and its exit seems to have 
opened up the possibility of bolder measures. On the topic of Brexit ,the recent signs of gridlock in 
FTA negotiations between the U.K. and EU at the technical level do not necessarily imply that some 
solution might not be forthcoming if the political will exists. Like other Western European 
governments, the U.K.'s public debt is set to increase by an estimated 17 percentage points of GDP 
this year.  

The fundamental question for sovereign ratings in advanced economies remains how and when 
economies can recover to where they were pre-pandemic. Not least, the shape of the recovery will 
depend on progress in developing a vaccine. Our house assumption is that a vaccine will become 
widely available in the second half of 2021, so by early 2022 infection rates in the OECD could 
quickly converge toward zero. The concern is the damage done to private and public balance sheets 
between now and then, particularly for small and medium sized enterprises that generate most of 
the jobs in Southern Europe.   
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Structured Finance  
– We've taken negative actions on 4% of European structured finance ratings since March 1. 

– Transactions with exposure to troubled corporate industries are the most affected, but we saw 
relatively few actions on CLOs and consumer-backed securitizations. 

– There is some downside risk to ratings once policy support fades, which might lead to an uptick 
in credit distress among underlying borrowers. 

Key Developments  

Since the beginning of March and the onset of the pandemic in Europe, we have taken negative 
rating actions—including CreditWatch placements and downgrades—on about 4% of our 
structured finance ratings in the region (see chart 21). The most affected asset classes have direct 
exposures to industry sectors seriously disrupted by lockdowns and include corporate 
securitizations backed by leisure businesses and commercial mortgage-backed securities linked to 
hotels. By contrast, we have taken relatively fewer actions on European collateralized loan 
obligations (CLOs), which are typically backed by a more sector-diverse array of corporate 
exposures and where active management of the underlying loan portfolios has helped stem the 
decline in credit quality. For securitization sectors backed by lending to consumers, far-reaching 
policy actions have so far mostly staved off any material deterioration in credit performance. 

Chart 21 Chart 22 

Distribution Of Ratings And Recent Negative Actions Estimated Takeup Of Payment Holidays In RMBS 

  
BTL—Buy-to-let. SC—Structured credit. Based on cumulative count of 
rating actions since March 1, 2020, as of June 11, 2020. Source: S&P 
Global Ratings. 

Based on servicer survey responses, which may refer to assets backing 
transactions that are not rated by S&P Global Ratings. Source: RMBS 
servicers, S&P Global Ratings. 

Key Risks  

At the onset of lockdown measures, the rapid drop in earnings for some businesses and 
consumers—as well as the introduction of government and lender-backed debt repayment 
holidays—posed an immediate liquidity risk in structured finance transactions (see chart 22). Most 
transactions contain structural mechanisms that should allow them to weather cash flow 
disruptions in the short to medium term. However, there remains some uncertainty about how long 
payment holiday frameworks may be extended in different countries. 

In the longer term, the gradual winding up of lockdown measures and the eventual end to support 
schemes for corporate and household borrowers will reveal the "new normal" for economic activity 
and employment. There remains some downside risk to structured finance ratings if greater credit 
distress among underlying borrowers gradually begins to crystallize. For example, the annualized 
default rate for European speculative-grade corporates was less than 3% at the end of April, but 
could rise to more than 8% over the next nine months, in our view. If this were to translate into an 
underlying portfolio default rate of 5% for a typical European CLO transaction, it could lead to one-
notch downgrades on the low investment-grade tranches and more severe downgrades further 
down in the capital structure.  
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International Public Finance  
– In our view, the pandemic will have a moderate impact on performance of European public-

sector entities, including local and regional governments (LRGs), social housing providers 
(SHPs), universities, health care institutions, and public transport operators. 

– The financial performance of most public-sector issuers should recover by the end of 2022. 

– Social-distancing measures, though, may disrupt business and hinder the recovery of U.K. 
universities and public transport systems across Europe. 

– In developed markets, we expect LRGs to benefit from additional fiscal support from central 
governments. Also, many entities have reduced deficits and debt burdens in recent years due 
to strong economic performance. 

Key Developments  

– Global travel disruptions will hinder the ability of some public universities to begin the academic 
year in September. The ability to attract international students has long been a strength of 
leading U.K. universities. While domestic students may be more willing to start university during 
a time of economic uncertainty, international postgraduate and first-year students may delay 
until January or March 2021, skip the academic year entirely, or opt to study in their country of 
residence. If this situation persists, we will likely observe decreasing operating margins, given 
that fees from international students are generally higher than those that domestic students 
pay, while expenditures remain rigid.   

– We believe that increasing work-from-home trends and subdued activity in the tourism, retail, 
and leisure sectors will hinder the recovery of demand for European integrated mass transit 
services and, consequently, EBITDA generation.  We assume that French hospitals will receive 
substantial financial support from the central government to cover additional costs related to 
COVID-19.  

– We believe that U.K. social-housing providers have sufficient liquidity facilities to mitigate 
increasing arrears and a likely drop in receipts from market sales. Also, they might delay 
maintenance and capital spending if required. Social-housing providers in Sweden, France, 
Germany, and the Netherlands are, in general, less exposed to market activities and their 
performance will recover quicker, in our view.  

– We anticipate that most Western European LRGs will be able to recover their performance in the 
first half of 2022 in line with rebounding economic activity. Until then, central governments will 
provide substantial fiscal support to local governments in Italy, Spain, and Sweden, while 
German states could afford to carry on fiscal stimulus for local economies due to the durability 
of their finances. Despite the availability of short-term support, though, the crisis may 
exacerbate the financial weaknesses of LRGs, which have already suffered from underfunding, 
in the medium to long term. We continue to observe a weakening trend for institutional 
frameworks under which Swedish and U.K. LRGs operate.  

– Budget revenues of large urban areas and tourist resorts could suffer more than others as 
social distancing will hinder economic recoveries of these places. As of now, we have negative 
outlooks on the ratings on Greater London Authority, Paris, Rome, Stockholm, Brussels, as well 
as the Canary Islands.  
 

Table 4 

U.K. Universities and European Public Transport Companies Brace for Protracted Recovery 

 Impact on Revenue 
Impact on 
Spending Overall Impact 

Time to 
Recovery 

 
Lower 
Fees 

Housing 
market 
freeze 

Higher 
demand 
for care 

Lower 
capex 

/mainte
nance 

Excl. Govt. 
Grants 

Incl. Govt. 
Grants 

 

U.K. - Universities     High High 2022 1H 

U.K. - Social Housing     Moderate Moderate 2022 1H 

Transport     High Moderate 2023 

France - Health care     High Limited 2020 
 
 

      

Key: Negative impact  Positive impact   
 

Source:  S&P Global Ratings.  
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Insurance  
– For most primary insurers in EMEA, insurance exposure to fallout from the pandemic is limited. 

Rating actions have been linked to eroding unrealized gains following capital market drops. 

– Insurers’ investments are exposed to market volatility, and some investments might show 
rating migration and defaults, resulting in an increase in capital requirements and worsening of 
capital adequacy.   

– Pandemic-related insurance losses will largely occur for reinsurers, and our sector outlook for 
reinsurers is now negative.  

Key Developments  

The first-quarter reporting season ended with very benign pandemic-related insurance claims for 
most EMEA insurers except for writers and reinsurers of industrial lines. Most of the impact was in 
business lines such as event insurance, directors and officers, travel, and business interruption. 
Capital market volatility hurt all insurers, mainly eroding unrealized capital gains built up over 
years. However, we note that the vast majority of EMEA insurers still display sufficient capital 
buffers (see chart 25).  

The biggest unknown for credit, outside of the direction of capital markets, is the extent of rating 
migration and defaults in insurers’ investment portfolios. We expect the European trailing 12-
month speculative-grade corporate default rate to rise to 8.5% by the end of first-quarter 2021, 
from 2.2% in December 2019. While defaults require direct impairments that weaken the capital 
position, downgrades of invested assets increase capital requirements according to the regulatory 
Solvency II view and from our perspective according to our risk-based capital model. In our view, the 
investment portfolios of most EMEA insurers are prudent, often dominated by government bonds 
and highly rated corporates (see chart 26). 

Low interest rates remain a key risk for EMEA life insurers, and the recent flattening of the yield 
curve adds to that as the duration of life insurance liabilities typically exceeds 10 years. We 
observed in some regions a pickup of client demand for life insurance products, alongside higher 
awareness of risks triggered by COVID-19.  

Chart 23 Chart 24 

Insurance Ratings Based On Capitalization In The ‘AA’ and 
‘A’ Categories Have The Smallest Capital Buffers 

Exposure Of European Insurers, By Country, To Corporate 
Bonds, Government Bonds, And Other Assets With 
Corporate Bond Exposure Grouped by Credit Quality 

 
 

Source: S&P Global Ratings Source: S&P Global Ratings, EIOPA 

Key Risks  

– A severe and sustained drop in equity and bond markets. 

– Broader ratings migration and defaults of EMEA corporate bonds.  

– Low long-term interest rates and a flat yield curve, depressing life insurers’ investment margins.  
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This report does not constitute a rating action. 

Related Research 
– Credit Conditions North America: Rolling Out The Recovery, June 30, 2020 

– Credit Conditions Asia-Pacific: China First To Recover, June 30, 2020 

– Credit Conditions Emerging Markets: Slow Recovery, Prevalent Risks, June 30, 2020 

– Coronavirus Impact: Key Takeaways From Our Articles, June 25, 2020 

– Economic Research: Eurozone Economy: The Balancing Act To Recovery, June 25, 2020 

– COVID-19 Heat Map: Post-Crisis Credit Recovery Could Take To 2022 And Beyond For Some 
Sectors, June 24, 2020 

– COVID-19 Weekly Digest, June 24, 2020  

– COVID-19: Coronavirus- And Oil Price-Related Public Rating Actions On Corporations, 
Sovereigns, And Project Finance To Date, June 23, 2020  

– COVID-19's Economic Effects Cloud The Outlook For EMEA Insurers, May 18, 2020 

– COVID-19 Pushes Global Reinsurers Farther Out On Thin Ice; Sector Outlook Revised To 
Negative, May 18, 2020 

  

file://UK1SVR002/wattersP$/Folders/CCC%202010/June%202020/CCC/SP%20Credit%20Conditions%20Q2%202020%20Jun%2030pw.docm
https://www.capitaliq.com/CIQDotNet/CreditResearch/viewPDF.aspx?pdfId=44842&from=Research
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=43627121&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=45200761&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=45197346&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=45197346&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/pdf.aspx?ResearchDocumentId=45201220&isPDA=Y
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=44011118&From=SNP_RES_PO_TOP
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=44011118&From=SNP_RES_PO_TOP
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=44910125&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=44912837&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=44912837&From=SNP_CRS


Credit Conditions Europe: Curve Flattens, Recovery Unlocks 

S&P Global Ratings June 30, 2020      23 

Appendix 1: Economic Data and Forecast 
Summaries 
 
Table 5 

Real GDP % 
 Ger. Fra. Ita. Spa. Neth. Belg. Eurozone U.K. Switz. 

2019 0.6 1.5 0.3 2.0 1.8 1.4 1.2 1.4 1.0 

2020f -6.2 -9.5 -9.5 -9.8 -5.9 -7.9 -7.8 -8.1 -6.3 

2021f 4.4 6.8 5.3 6.8 3.9 5.3 5.5 6.5 4.6 

2022f 2.6 3.1 2.3 3.8 2.8 3.7 2.9 2.6 3.4 

2023f 1.6 2.4 1.6 2.3 2.3 2.0 2.0 2.1 2.3 

Source: Oxford Economics; f--S&P Global Ratings forecast. 

Table 6 

CPI Inflation % 
 Ger. Fra. Ita. Spa. Neth. Belg. Eurozone U.K. Switz. 

2019 1.4 1.3 0.6 0.8 2.7 1.2 1.2 1.8 0.4 

2020f -0.1 1.0 0.3 0.3 0.7 0.6 0.3 0.5 -0.6 

2021f 1.0 1.4 1.2 1.2 1.5 1.4 1.2 1.8 0.3 

2022f 1.5 1.4 1.1 1.4 1.5 1.6 1.4 2.1 0.5 

2023f 1.5 1.3 1.1 1.5 1.7 1.6 1.4 2.0 0.6 

Source: Oxford Economics; f--S&P Global Ratings forecast. 

Table 7 

Unemployment Rate % 

 Ger. Fra. Ita. Spa. Neth. Belg. Eurozone U.K. Switz. 

2019 3.2 8.5 9.9 14.1 3.4 5.4 7.6 3.8 4.5 

2020f 4.2 9.8 9.1 17.6 5.0 6.4 8.8 6.0 5.6 

2021f 5.0 9.8 10.4 17.0 5.4 6.7 9.1 6.2 5.3 

2022f 4.8 9.3 10.3 15.1 4.7 5.9 8.5 4.9 4.8 

2023f 4.4 9.0 10.2 14.2 4.0 5.5 8.0 4.7 4.5 

Source: Oxford Economics; f--S&P Global Ratings forecast. 

Table 8 

10y Government Bond Yields 
 Ger. Fra. Ita. Spa. Neth. Belg. Eurozone U.K. Switz. 

2019 -0.2 0.1 1.9 0.7 -0.1 0.2 0.4 0.9 -0.5 

2020f -0.4 0.0 1.6 0.6 -0.2 0.1 0.2 0.4 -0.4 

2021f -0.3 0.1 1.7 0.7 -0.1 0.2 0.4 0.7 -0.3 

2022f -0.1 0.3 1.8 0.9 0.1 0.3 0.6 1.1 -0.2 

2023f 0.1 0.5 2.0 1.1 0.3 0.6 0.8 1.5 -0.1 

Source: Oxford Economics; f--S&P Global Ratings forecast; End of Period - Q4 values.  

Table 9 

Exchange Rates 
 Eurozone  U.K                 Switzerland          
 US$/€ €/£ US$/£ SFr/US$ SFr/€ 

2019 1.12 1.28 1.14 0.99 1.11 

2020f 1.12 1.26 1.12 0.95 1.07 

2021f 1.15 1.24 1.08 0.96 1.11 

2022f 1.13 1.27 1.12 1.02 1.15 

2023f 1.11 1.26 1.13 1.05 1.17 

Sources: Oxford Economics; f--S&P Global Ratings forecast; End of Period - Q4 values. 
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Table 10 

Policy Interest Rates % 
 

Eurozone (ECB) U.K. (BoE) 
Switzerland 

(SNB) 

Policy Rates Deposit Rate Refi Rate   

2019 -0.44 0.00 0.75 -0.75 

2020f -0.50 0.00 0.23 -0.75 

2021f -0.50 0.00 0.10 -0.75 

2022f -0.50 0.00 0.20 -0.75 

2023f -0.50 0.00 0.46 -0.75 

Sources: Oxford Economics; f--S&P Global Ratings forecast; End of Period - Q4 values. 
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