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Key Takeaways 

– Overall: The EMEA credit outlook for 2020 is finely balanced with slow growth and low 
inflation, buttressed by ongoing monetary policy support, countering an increasingly 
unpredictable and fractious external environment. These conditions will make it challenging 
for corporates to maintain earnings growth and for banks to improve profitability.   

– What's changed: Monetary policy in the eurozone seems to be reaching its limit, placing the 
onus on governments to adopt more expansionary fiscal policies to counter austerity and 
help address inequality. 

– Risks and imbalances: Political relationships and geopolitical event risks remain critical 
issues for 2020, particularly relating to trade and treaty change—notably tariffs and Brexit. 
However, political expediency in a U.S. election year may help limit material spillovers. In 
Europe, asset mispricing and market illiquidity could increase future market volatility.    

– Macroeconomic conditions: The eurozone economy should continue to expand moderately 
in the coming year, supported by another rate cut in the first quarter on undershooting 
inflation. Weaker external demand remains the main downside risk to European growth. 

– Financing conditions: While eurozone corporate financing conditions are highly favorable, 
helped by strong competition in the bank market, corporate borrowing demand remains 
lackluster due to a mixed picture for fixed investment across the region.   

– Sector themes  

Banks. Confronted with weak economic growth and negative rates, the problem of low 
profitability will worsen, even though capital and asset quality are holding up. 

Corporates.  The weakness in corporate credit trends remains broadly based with the 
slowdown in global trade affecting sectors such as capital goods, steel, and chemicals, while 
more secular technological and regulatory trends are weighing on credit prospects in other 
sectors such as retail and automotive. 

Sovereigns. Political risk and policy uncertainty remain elevated in both developed and 
developing EMEA economies, undercutting the impetus for structural reforms. 

Structured finance. We see little sign of deterioration in credit performance of collateral in 
European securitizations where low-for-longer rates generally will offer further support. The 
rising concentration of 'B-' loans in European CLOs is one area to watch, however. 

Insurance: Despite even lower long-term yields in some European jurisdictions, we expect 
the 2019 results of most insurance groups in the region to display unchanged operating 
performance versus 2018. 

Public finance. Brexit uncertainty continues to weigh on the U.K. public sector. Elsewhere, 
weak growth and public pressure to relax budgetary constraints are becoming bigger credit 
issues for local and regional governments, for example in Germany and Sweden.  

(Editor's Note: S&P Global Ratings' Credit Conditions Committees meet quarterly to review macroeconomic conditions in each of 
four regions (Asia-Pacific, Latin America, North America, and Europe, the Middle East, and Africa). 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 EMEA committee on Nov. 25, 2019.)  
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Table 1 
Top European Risks  

Global trade 

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

The tremors shaking the global trading system have unsettled business confidence and manufacturing investment. 
While a "mini-deal" between the U.S. and China seems possible, we do not think this will address the more 
fundamental dispute over technology, intellectual property and market access. Even so, U.S. trade relations with 
Europe are fraught and global supply chains are under review and localization is being prioritized, with a growing 
impact on margins, profitability, and cash flow for the more affected companies.  

Disruptive Brexit  

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

We believe the near-term risk of a no-deal Brexit has meaningfully diminished following the amended Withdrawal 
Agreement and Political Declaration agreed by the U.K. government with the EU in October. At the same time, if the 
Withdrawal Agreement was ratified shortly after the election and the U.K. entered into a transition period, that would not 
be the end of Brexit. In view of this balance of risks, we revised the risk level down to elevated from high. 

Extended low rates 

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

Negative interest rates in the eurozone are close to, or at, the reversal rate, meaning that the cost-benefit balance of 
further easing is in doubt. Current concerns center on saving for retirement, improving low bank profitability and 
maintaining investment returns for life insurance companies. Monetary policy effected through quantitative easing over 
a sustained period could lead investors to search for yield in lower-quality, less liquid and longer-dated assets. 

Weakening European political cohesion 

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

Given the hollowing out of the center, political fragmentation across Europe is hardening political gridlock, polarization, 
and a rise in majoritarianism. This is not helped by shifting political allegiances across the EU arising from the probable 
exit of the U.K. in January. 

Debt sustainability in Italy 

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

So far there are few signs that authorities will move ahead on the kind of structural reforms—particularly to Italy's rigid 
labor market—that could resuscitate growth. In their absence and against a backdrop of weak external demand, GDP is 
projected to expand just 0.4% during 2020. Without a more solid economic recovery, Italy's public debt to GDP path will 
continue on a modest upward slope (even as private debt continues to decline).  
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Top Middle East and Africa Risks 

Dependence on external debt 

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

This risk is relevant for Turkish banks and to a lesser extent for Qatari banks. The stock of external debt of Turkish 
banks has been on a downward trend, pointing to lower rollover rates, a higher cost of refinancing, and greater 
concerns by investors about the country's policy direction. 

Geopolitical risk 

Risk level* Very low Moderate Elevated High Very high  
Risk 
trend** 

Improving Unchanged Worsening 

Tensions between Iran and the U.S. as well as its regional allies are on the rise. While we continue to exclude direct 
military conflict in our base case scenario or significant disruption to global oil supply, these risks are non-negligible. In 
the unlikely scenario of a blockage of the Strait of Hormuz or military conflict, the ratings on sovereigns and banks in 
the Gulf Cooperation Council could see some negative rating actions. 

Source: S&P Global Ratings. 

* Risk levels may be classified as very low, moderate, elevated, high, or very high. They 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 about whether the risk level could increase or decrease over the next 12 months. 

Regional credit conditions 
Assessment of key risks in Europe  

Global trade – High, worsening  

The tremors shaking the global trading system have unsettled business confidence and 
manufacturing investment. While a "mini-deal" between the U.S. and China seems possible, we do 
not think this will address the more fundamental dispute over technology, intellectual property and 
market access. Even so, U.S. trade relations with Europe are somewhat fraught and, while the mid-
November Section 232 deadline for auto tariffs has passed, the U.S. may open a broader Section 
301 investigation to assess the fairness of the trading relationship. Irrespective, companies are 
reviewing global supply chains and prioritizing localization, more strongly pinching margins, 
profitability, and cash flow for the more affected firms.  

Chart 1 

Global Trade Stalled Since December 2018 

  

Source: CPB World Trade Monitor October 2019, S&P Global Ratings.  
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Disruptive Brexit – Elevated, unchanged 

In our view the near-term risk of a no-deal Brexit has meaningfully diminished following the 
amended Withdrawal Agreement and Political Declaration agreed by the U.K. government with the 
EU in October. We see a no-deal Brexit arising only in limited circumstances, such as a Conservative 
minority government failing to get parliamentary approval for their Withdrawal Agreement Bill and 
no Article 50 extension being requested or granted by the EU.  

At the same time, ratification of the Withdrawal Agreement and the U.K. entering into a transition 
period is not the end of Brexit. Considerable uncertainty would attach to whether the U.K. could 
negotiate a free trade agreement (FTA) or agree to an interim FTA, by the end of December 2020. 
That's assuming the government would not be willing to ask for an extension in June 2020. 
Reverting to World Trade Organization rules would be damaging economically for both the U.K. and 
EU. The severity would depend on the state of the negotiations, whether both parties were 
negotiating in good faith to implement the political declaration, and how long the process would 
take to finalize. This balance of risks – a narrower likelihood of an exit without a Withdrawal 
Agreement and a still uncertain outcome at end-2020 – has led us to revise the risk level down to 
elevated from high. 

Extended low rates –Elevated, worsening  

Negative interest rates in the eurozone are close to, or at, the reversal rate, meaning that the cost-
benefit balance of further easing is in doubt. Current concerns center on saving for retirement, 
improving low bank profitability and maintaining investment returns for life insurance companies. 
Monetary policy effected through quantitative easing over a sustained period could lead investors 
to search for yield in lower-quality, less liquid and longer-dated assets. 

In certain countries, low or negative official short-term rates and a flat yield curve currently 
translate into negative yields in real terms stretching out to 10 years and longer (see chart 2 below). 
This is increasingly moving countries to increase infrastructure spending that will push against 
borrowing limits where fiscal headroom is tight. 

Chart 2 

Long-term Government Yields Remain Negative in Real Terms 

  

Source: Bundesbank, Bank of England, Refinitiv. Data to end October 2019 

Weakening European political cohesion – Elevated, unchanged  

The side effects of rising political fragmentation in formerly two-party systems include political 
gridlock, polarization, and a rise in majoritarianism. The consequence for credit ratings has been an 
increase in event risk, with more nationalist governments often proposing unilateral solutions to 
challenges that, in the developed world, appear increasingly universal. The fracturing of electorates 
seems to reflect a combination of developments that include population aging, precarious 
employment and rising immigration, competition from lower-wage economies and lower-cost 
technology, and capital flight and tax evasion. 
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Debt sustainability in Italy – Moderate, stable  

The Italian economy, the third largest in the EU, remains vulnerable to downside risks due to the 
combination of policy drift, rigid labor and product markets, low inclusiveness of young people in 
the economy, weakening global demand for exports, and fragile business and consumer 
confidence. Italy´s population is in outright decline, as fertility rates remain low, and outward 
immigration has doubled since 2012.  

For 2020, we forecast annual GDP growth of 0.4%, following very weak growth in 2019 that we 
estimate at 0.2%. So far there are few signs that authorities will move ahead on the kind of 
structural reforms—to labor, product, and services markets—that could lay the foundations for a 
more solid economic recovery. Without a pick-up in real and nominal growth, Italy´s public debt to 
GDP path will continue on a modest upward slope (even as private debt continues to decline). To 
watch: Regional elections in Emilia-Romagna, set for January 26, could further pressure Italy´s four 
month-old coalition government, raising the risk of early general elections sometime in 2020. 

Assessment of key risks in the Middle East and Africa 

Dependence on external debt – Very high, unchanged  

Turkish banks' external debt has continued to decline, pointing to a continued drop in rollover 
rates, higher costs, and somewhat greater concerns by investors about the country's policy 
direction. As of Sept. 30, 2019, the total stock of external debt of private-sector Turkish banks 
stood at $141.0 billion ($64.5 billion of short-term debt and $76.6 billion of long-term debt, 
including $29.8 billion of private-sector banks' debt coming to maturity in the next 12 months). This 
stock was $13.3 billion lower than at year-end 2018. We now expect that the loosening monetary 
policy stance of the U.S. Federal Reserve and the European Central Bank will continue to support 
Turkish banks' access to foreign funding. However, geopolitical risk remains very high in Turkey, 
and a deterioration in external relations could jeopardize access to external funding. The stock of 
foreign currency liquid assets increased slightly in the first eight months of 2019, reaching $98.0 
billion, compared with $92.7 billion at year-end 2018. These assets continue to provide some 
leeway for banks to withstand stress. However, it is worth mentioning that around $61.7 billion 
represent banks' exposures to the central bank, meaning that restricted access to foreign funding 
will displace the problems to the balance sheet of that body. Arguably of even greater importance 
for banks and the broader economy is whether or not foreign exchange-rich households become 
comfortable enough with the current exchange rates to start converting their savings back into 
Turkish lira.  

Lebanese banks are experiencing rising liquidity pressures. We understand that the deposit 
erosion that started in first-half 2019 has recently intensified. This has happened because of 
recent political developments, protracted social unrest, prolonged bank shutdowns, and individual 
banks reportedly placing some restrictions on specific transfers and operations. 

Mounting geopolitical risk in the GCC--Elevated, worsening 

Tensions between Iran and the U.S. as well as its regional allies have somewhat receded in recent 
weeks with the absence of significant retaliation in the aftermath of the attack on Saudi Aramco 
facilities. The Saudi authorities have, reportedly, restored production capacity in a relatively short 
period of time. Though the risks remain high, we continue to exclude direct military conflict in our 
base case scenario or significant disruption to global oil supply (through closure of the Strait of 
Hormuz, for example). If that were to happen, oil prices would spike and, as long as export routes 
remain viable, GCC countries would benefit from higher fiscal revenues. At the same time, we think 
that investors' appetite in the region would weaken and foreign funding could potentially start to 
flow out, with Qatar being the most vulnerable. The external debt of Qatari banks has continued to 
increase, reaching $137.6 billion at Sept. 20, 2019, compared with $121.2 billion at Dec. 31, 2018. In 
the unlikely scenario of a significant escalation in tensions leading, for example, to blockage of the 
strait or military conflict, the ratings on GCC sovereigns and banks could see some negative rating 
actions.  
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Financing conditions 
Eurozone 

Financing conditions in the eurozone are highly favorable given the record low (-0.5%) deposit rate 
at the European Central Bank (ECB), and our expectation that the first rate hike will not be seen 
before 2022 at least. The €20 billion per month resumption in the Asset Purchase Programme, as 
well as the maturity extension of the latest quarterly Targeted Longer-Term Refinancing Operations 
(TLTRO III) to three years, are designed also to provide banks ample liquidity in debt markets (albeit 
at some expense to their profitability). This has supported an easing in banks' credit standards in 
the third quarter for nonfinancial corporates partly due to greater competition among banks and 
other nonbank financial institutions. 

In contrast, nonfinancial corporate loan demand appears flat across the eurozone in aggregate, 
with some demand in Germany and France due to low funding costs to finance fixed investment and 
M&A, counterbalanced by lower demand in Spain and Italy because of investment being scaled 
back and a run-down in inventories.  However, delving into firm size highlights a broader trend: 
Riskier, small and midsize enterprises, for instance in Italy, are repaying loans, while larger less 
risky firms are more prepared to capitalize on lower borrowing costs to take on more debt.  

The impact of low rates is less ambiguous in the household sector, however.  Strong competition 
among lenders is the key driver for easing standards for mortgage lending (perhaps with the 
exception of Germany), while household mortgage demand is above historical levels in almost all 
countries (apart from Spain), attracted by favorable terms and a generally improving outlook for the 
housing market. This is a potential source of vulnerability and is being monitored carefully by 
regulators.  And already, macro prudential restrictions have been applied in 19 EU countries where 
there are concerns that the housing market could start to overheat. These measures range from 
limitations on loan to value (LTV) and debt to income (DTI) ratios to the maximum allowed maturity, 
and even annual amortization requirements in the case of high LTV mortgages in Sweden. 

Negative interest rates are starting to cause some other unintended consequences as well, which 
may dampen economic growth in the medium term. For example, households, particularly in 
countries with a tradition of investing in short-term savings accounts, have been responding by 
adding more than usual to these accounts. Similarly, some companies are having to set aside or 
invest more cash in their pension funds to ensure a certain level of benefits to employees where 
funding levels have fallen. And in the Netherlands, some of the bigger pension funds are 
contemplating reducing benefits where permitted by regulation. In these circumstances, capital 
investment and consumption could decline to the detriment of production capacity and potential 
growth. Unsurprisingly as a result, insurance companies and pension funds are seeking out higher-
yielding alternative investments within their capital and regulatory constraints. 

Chart 3  

Low Investment Weighs On Firms Demand For Bank Loans  

 

 

Source: S&P Global Ratings, ECB Bank Lending Survey. Fin—financing  
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Macroeconomic developments and 
assumptions  
– Economic sentiment remains fragile in the eurozone but the economy appears to be stabilizing. 

– Risks to growth remain tilted to the downside as political uncertainties act as impediments to 
investment despite exceptional financial conditions. 

– Some signs are emerging that monetary stimulus is losing traction, with the policy mix overly 
reliant on monetary policy. A shift toward fiscal loosening could be a positive surprise for 2020. 

Eurozone 

What's changed? 

Economic sentiment remains fragile but the downward momentum is losing pace – especially in 
industry – and a bottoming out of the European economy now even seems in reach. Industrial 
production in the eurozone increased modestly in each of the past two months, and GDP continued 
to expand moderately at a quarterly 0.2% in the third quarter. An unexpected rebound in net 
exports helped the German economy to avoid a technical recession, but the biggest Eurozone 
economy continues to hover close to recession. Forward-looking indicators such as real M1 money 
growth (see chart 4) bounced back, leading our proprietary indicator of recession risk to edge down 
to 8% from 15%. Financial conditions improved, as investors temporarily switched to risk-on in 
reaction to a possible respite in trade tensions. Financial conditions usually have a lead on 
eurozone GDP growth by two quarters. 

Chart 4 Chart 5 

Real M1 Money Growth Suggests EMU GDP Growth Might 
be Bottoming Out 

New Record Broken: 160 Million Jobs in the Eurozone 

  
Source: Refinitiv Sources: Refinitiv, S&P Global Ratings. 

Consumer spending remains the main driver of the expansion in the eurozone, as employment (up a 
quarterly 0.1%) hit the threshold of 160 million jobs (see chart 5) for the first time ever in a context 
of decent wage growth and lowering inflation. Job creation is flagging given the past recession in 
the manufacturing sector, but it is still positive, though the industry only provides 5.4% of eurozone 
jobs. While an acceleration in prices remain unlikely, the resilience of European labor markets and 
the consumer sector at this stage prompted us to confirm our forecasts of a further expansion of 
GDP growth at a more moderate pace next year (1.0%) without strong rebound in 2021 (1.2%).  

While the consumer sector looks like it will become a key driver for demand next year, the current 
rise in the household saving rate is worrisome (see chart 6). Some one-off factors like unexpected 
strong government transfers in France might have played a role. However, two key drivers might be 
insufficient returns on savings and endlessly rising housing prices, which require households to 
front more capital to take out a mortgage loan. In any case, the rise in the household saving rate 
suggests that monetary stimulus has lost traction, with the policy mix still unbalanced and 
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overreliant on monetary policy. Forecasts by the European Commission do not suggest a strong 
rebalancing toward fiscal stimulus in the next two years, except for somewhat of a mildly expansive 
fiscal stance in Germany and the Netherlands. 

Key assumptions 

– The eurozone economy will continue to expand moderately over the next quarters. As they 
remain resilient, the French and Spanish economies are somewhat counterbalancing the 
German and the Italian economies, which will further hover close to stagnation. 

– Risks to growth remain tilted to the downside as political uncertainties – mainly Brexit and the 
trade dispute – act as impediments to investment despite exceptional financial conditions.  

– We expect the ECB to deliver another rate cut early next year on undershooting inflation. 
Professional forecasters surveyed by the ECB indeed continue to expect inflation in five years at 
1.7%, which is the lower bound of price stability targeted by the central bank. 

Key risks 

Weaker external demand remains the main downside risk to European growth. The Brexit process 
and the fragile political situation in some eurozone countries are further causes of political 
uncertainty in Europe. A positive risk to our scenario is nevertheless emerging, as the call for a 
rebalancing in the policy mix toward fiscal loosening is becoming louder and clearer in view of low 
interest rates and the erosion of public infrastructure in some big European countries. 

What to look for over the next quarter 

We will pay attention first to the resilience of European labor markets and especially at their 
dynamics in the services and the construction sectors. Developments in corporate margins become 
crucial at this stage of the business cycle. We will also monitor any sign that could drive the policy 
mix in Europe to rebalance more quickly, from the EU budget discussions to the first steps of 
Christine Lagarde at the head of the European Central Bank. Finally, also on our radar are the 
outcome of the general election in the U.K. and its implications for Brexit, as well as a possible 
decision regarding U.S. tariffs imposed on European car exports. 

  

Chart 6 

Monetary Policy Has Lost Some Traction in the Eurozone 

 
Source: Refinitiv  
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U.K.  

What's changed? 

A few things have changed since our last report. Importantly, and unexpected by many, the U.K. and 
EU have agreed to a new Brexit deal. While the U.K. Parliament subsequently approved the 
Withdrawal Agreement Bill in principle, political developments accelerated rapidly with the 
granting of another Brexit extension (to January 2020), eliminating the risk of a disruptive exit at the 
end of October, and Parliament agreeing to hold new elections on Dec. 12. 

If markets had been worrying about a no-deal Brexit, these recent developments, pointing toward 
an orderly Brexit, appear to have done little to revise their opinion about the U.K. currency. Sterling 
improved somewhat, but remains below post-referendum highs. 

Meanwhile, the economy returned to growth in the third quarter of 2019, after the contraction in 
the second quarter, but underlying momentum remains soft, with GDP up just up 1% from a year 
earlier. With yet another Brexit extension, uncertainty about which exact form Brexit will take 
continues to weigh on investment and therefore growth. 

As widely expected, the Bank of England kept rates on hold at 0.75% after its November meeting. 
However, in a change of mind, it now sees some degree of slack in the economy, and two of the 
Monetary Policy Committee members voted to lower rates – for the first time in a while. Indeed, in 
conjunction with less inflationary pressure, there are now even fewer reasons to hike. In fact, we 
continue to expect the BoE not to raise rates before Brexit uncertainty has been resolved. We 
currently expect the first hike not to be before August 2020. 

Key assumptions 

Our forecast for GDP growth of 1%,1.7%,1.6% for the years 2020 to 2022 remains based on the 
assumption that the U.K. will not leave the EU without a deal. Moreover, we assume the transition 
period will be extended by two years, to the end of 2022, so that, effectively, the status quo of the 
U.K. trading relationship with the EU would be broadly maintained until then. 

Key risks 

In view of Brexit election pledges by the political parties, and considering all possible election 
outcomes, the downside risk of an imminent no-deal exit has diminished (see the regional credit 
conditions section). At the same time, there is still a chance the U.K. will not seek an extension to 
the transition period. Therefore, there is a risk the U.K. would leave the EU without a free trade 
agreement at the end of 2020. In that case, trade with the EU would continue on WTO terms, and we 
would expect much less favorable economic outcomes than we currently forecast. On the upside, if 
Brexit uncertainties are lifted in a very decisive way at the turn of this year, then the economy could 
see a “Brexit Bounce” in early 2020. 
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EMEA Emerging Markets 

What's changed? 

Foreign portfolio flows into emerging markets remained solid in October at US$22.5 billion, 
although moderating from September (see chart 7). The pattern of strong debt versus weak equity 
inflows persists.  

Chart 7 

Net Non-Resident Portfolio Flows To Emerging Markets 

 
Source: IIF, S&P Global Ratings calculations 

Favorable external financing conditions and a marked slowdown in inflation have prompted central 
banks in Russia and Turkey to frontload monetary easing. The Central Bank of Russia (CBR) cut its 
policy rate by 50 basis points (bps) at its October meeting, to 6.5%, while also lowering its end-year 
inflation forecast to 3.2%-3.7%, below the target of 4%. The Turkish central bank delivered another 
sharp cut in October, lowering the key rate by 250 bps to 14%. The policy rate is now 1,000 bps 
below its level at end-June. By contrast, the South African Reserve Bank kept the policy rate 
unchanged at 6.5% in November. Although inflation fell to 3.7% in October, below the midpoint of 
the target range of 3%-6%, and economic activity weakened, concerns about fiscal issues likely 
prevented a cut. 

Russia's 10-year local currency government bond yields fell to historical lows (in nominal terms) in 
the third quarter (see chart 8), helped by a continuing inflow of foreign capital into the domestic 
bond market. The share of nonresidents in Russia's local currency bond market rose to 31.4% in 
October, up from 24.4% at the end of last year, but is still below the peak of 34.5% at the beginning 
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10-yr Bond Yields Have Fallen Except in South Africa  3   
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of April 2018. Turkish long-term yields have been trending down, although a spike in geopolitical 
risks led to a temporary rise in yields mid-October (see chart 9). South Africa's bond yields edged up 
over the quarter, as the increased risk premium continues to offset the positive impact of loose 
global monetary conditions. Investors' concerns over the sustainability of the fiscal trajectory 
intensified after the publication of the Medium Term Budget Policy Statement showing a marked 
deterioration in the fiscal outlook.  

While global financial conditions should remain highly accommodative next year, we don't expect 
additional easing by the Fed and only a marginal deposit rate cut by the ECB in 2020. Given that 
many central banks in emerging markets have eased significantly after the Fed's and the ECB's 
pivot toward more monetary accommodation, there is less space for further cuts in emerging 
markets in the coming months, even though their easing cycle still has some way to go. That said, 
sustained downside inflation and growth surprises could prompt some emerging-market central 
banks to lower rates beyond our current expectations. 

Russia 

The Russian economy gained momentum in the third quarter, with real GDP growing by 1.7% year 
on year, up from 0.7% in the first half. This was in line with our expectations of a rebound in growth 
in the second half of the year, helped by monetary easing and a pickup in public spending.  

We expect the CBR to lower the key rate to 6% by end-2020, the lower bound of the neutral rate 
range. While lower interest rates should support activity, this alone is not likely to meaningfully lift 
private investment since the business environment remains tough. At the same time, we expect 
growth in retail lending to moderate from elevated levels due to tighter regulation that came into 
effect in October 2019. 

We expect a boost to public investment within the framework of "national projects" to support 
growth from next year. In addition, the liquid part of the National Welfare Fund (NWF) could exceed 
the threshold of 7% of GDP by the end of 2019, giving the government the ability to invest part of it 
in domestic projects. We reaffirm our GDP growth forecast of 1.3% this year and 1.8% in 2020.  

Turkey  

Turkey's economy is recovering somewhat faster than previously anticipated, helped by a drastic 
easing in financial conditions. Inflation fell to 8.6% in October, from a peak of 25% a year ago, but 
should increase to low double-digits toward the end of the year, as the favorable base effect fades 
away. This suggests the central bank will deliver more measured cuts in coming meetings. 

Our baseline is for a growth around 3% next year. With exports moderating and investment 
recovering only slowly amid low confidence due to policy uncertainties and high private debt levels, 
consumption will be main driver of growth in 2020. A continuing policy stimulus may boost short-
term growth above the projected level. The flip side may be the return of internal and external 
imbalances.  

South Africa 

High-frequency indicators point to weak economic activity in the second half of the year. Growth is 
held back by low confidence and investment amid limited reform momentum. South Africa's fiscal 
outlook has deteriorated markedly, with higher expected fiscal deficits, a larger debt burden, and 
still uncontained contingent liability risk largely tied to the problematic energy utility Eskom. The 
government faces the twofold challenge to restore its fiscal credibility while simultaneously jump-
starting economic growth. Progress with structural reforms will be key to boost confidence, 
investment, and job creation (see "Research Update: South Africa Outlook Revised To Negative On 
Worsening Fiscal And Debt Trajectory; Ratings Affirmed," published on Nov. 22, 2019, on 
RatingsDirect). 
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Key risks 

– A deeper deceleration in real GDP growth than we expect in advanced economies or China or 
both would hit export revenues in EMEA emerging-market economies as export volumes and 
commodity prices sink.  

– The flare-up in the U.S.-China trade dispute could dent investors' risk appetite, leading to a 
sharp slowdown or an outright reversal in foreign financial flows to emerging markets.  

– Russia: Another round of potentially harsher U.S. sanctions could be forthcoming, as the U.S. 
presidential election campaign moves ahead. Domestically, a key downside risk to growth is a 
delay in the implementation of national projects. Conversely, a speedy implementation of 
spending plans, coupled with investment from the NWF, is an upside risk to short-term growth. 

– South Africa: Deteriorating fiscal metrics could further raise risk premiums, leading to a 
significant tightening of financial conditions. Persistent problems at Eskom could lead to 
renewed electricity outages and further depress confidence.  

– Turkey: Geopolitical risks persist and rose further in October after the start of Turkey's 
operation in Syria. Potential U.S. and EU sanctions could weaken investor sentiment, which is 
still fragile. Although Turkey's current account is in surplus, we view balance-of-payment risks 
as elevated because the private sector faces an estimated 20% of GDP in external debt 
redemptions over the next 12 months. The emerging risk is related to policy missteps that could 
bring back internal and external imbalances and risk an adverse reaction by the market.  

What to look for over the next quarter 

– Russia: U.S. sanctions; progress with national projects. 

– South Africa: Fiscal developments and progress with the structural reform agenda. February's 
budget review should outline the policy response to the deteriorating fiscal trajectory.  

– Turkey: Geopolitical developments and international sanctions, banks' rollover ratios, the 
impact of growth-boosting policies on inflation and external balances, and the market's 
reaction.  

Geopolitical risks 
rose further in 
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Sector Trends  
– Rating trends: Rating actions remain balanced in investment grade, while downgrades have 

picked up for speculative-grade companies, notably in the capital goods sector exposed to the 
slowdown in global trade. And slower growth and industrial transformation is contributing to 
weaker credit quality in auto, consumer products, media and entertainment, and retail.  

– Rating outlooks: The outlook bias for corporates is inching lower (-10% at end-October), with 
the net outlook bias for financial institutions now negative at -1.4%. The net ratings bias for 
nonfinancial corporates has weakened again to -11.7% in October from -9.6% at end-July.  

– Defaults: The European speculative-grade corporate default rate at 2.1% (at end-October) has 
hardly changed from 1.9% at the end of 2018. It remains below the long-term average of 3.1%. 

Chart 9 

European Nonfinancial Corporate Actions – Downgrades in Speculative-Grade Picked-up Sharply Over The Summer  

 

 
Source: S&P Global Ratings Research. Data as of Nov. 15, 2019 

Chart 10 

European Corporate Ratings Actions By Sector 

 
Source: S&P Global Ratings Research, Data year to Oct. 30, 2019 
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Chart 11 

European Corporate Ratings Bias Slipping Lower 

 
Source: S&P Global Ratings Research. Net ratings bias is positive bias minus negative bias. Data up to Oct. 30, 2019 

Chart 12 

European Nonfinancial Corporate Ratings Outlook Bias By Sector 

 
Source: S&P Global Ratings Research. Net ratings bias is positive bias minus negative bias. Data as of Oct. 31, 2019. Figures in parentheses show 
issuer counts. *Excludes developing outlook or CreditWatch placements 
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Banks 
– The ratings bias, now flat, is likely to turn negative through 2020. 

– Confronted with weak economic growth and negative rates, the problem of banks' low 
profitability will worsen, even though capital and asset quality are holding up. 

– In the absence of strategic measures to tackle costs and restructure in response to declining 
revenues and rapidly changing customer demands and competition, some banks' business 
models could be put into question. 

– Key risks ahead include a disruptive Brexit, a wider spread of economic troubles across the 
eurozone, lack of decisive response by banks to their structurally low profitability, inability to 
adapt the business to the new digital world, higher risk practices, and buildup of imbalances. 

What's changed? 

– Banks are acknowledging their inability to achieve previously communicated profitability 
targets in light of the now more demanding environment. And some are taking steps. HSBC, for 
example, has indicated that it wants to deeply restructure its underperforming European and 
U.S. businesses (full details will likely be announced in February 2020). Commerzbank and AXA 
announced their respective intentions to dispose of mBank and AXA Bank, suggesting a 
repositioning of scarce resources into the most profitable businesses. Others will likely follow in 
2020.  

– The results of the ECB's 2019 liquidity stress test confirmed that most of the 103 European 
banks included in the exercise enjoy comfortable liquidity and would have the capacity to 
withstand adverse and extreme liquidity shocks (see chart 13). Only four entities were identified 
as unable to survive 6 months under the baseline scenario, which assumes a freeze of 
wholesale markets but no deposit withdrawals. The median survival period in the adverse 
scenario was 180 days and 120 days in the extreme one, but results showed a high dispersion. 
We don't expect banks' liquidity buffers to change materially following the stress test. But the 
exercise will probably help to improve the consistency of banks' liquidity reporting and the 
depth of banks' internal liquidity stress testing processes. 

 
– Discussion on how to complete the European Banking Union re-emerged, following a multiprong 

proposal by the German Minister of Finance including: building up the European Deposit 
Insurance scheme (EDIS), reconciling the goal of the free flow of capital and liquidity between 
parent and subsidiary banks in Europe with host countries' desire to have enough burden 
sharing at the subsidiaries, reducing concentrations in home sovereign exposures, and 
harmonization of insolvency laws. The reintroduction of these topics into the public debate 
highlights governments' willingness to move the project forward. But, the proposals still face 

Chart 13 

ECB Liquidity Stress Test: Distribution of Banks with Survival Period below 6-Months under 3 Scenarios 

 
Source: ECB.  
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opposition and skepticism. Much discussion will ensue and compromises will need to be made 
before EDIS becomes reality.   

– Taking advantage of favorable market conditions, European banks have increased issuance of 
capital instruments and bail-inable and non-bail-inable senior debt. 

Key assumptions  

– The U.K. will not leave the EU without a deal. 

– Economic growth in Europe will be modest, but the region will not enter into recession. 

– The success of monetary policy in boosting growth and inflation will be limited in the absence of 
fiscal stimulus. Credit conditions will remain favorable and support asset quality, however. 

– Banks' profitability will remain under pressure. 

Key risks 

– Lack of decisive response from banks to their profitability problems and the need to adapt their 
business models to the new digital world. While banks will try to increase fees to help offset 
margin pressure, strategic measures (process re-engineering, digital investment, consolidation) 
are increasingly needed to improve efficiency and respond to the business disruption brought 
by rapid technological change. Banks and banking systems with limited ability to effect 
structural change will become more vulnerable to ratings pressure. 

– The buildup of asset bubbles, higher risk taking, or irrational pricing. Extremely accommodative 
monetary policies leave the door open for imbalances to surface. We will monitor closely the 
evolution of prices in the property markets, particularly in those geographies that have recently 
experienced continuous growth, and cases of prolonged growth in private-sector credit 
outpacing that of GDP. Ongoing price distortions in the market across sovereign, corporate, or 
bank debt could lead to banks' higher risk taking in an increasingly competitive and 
disintermediated environment or irrational pricing, whose negative effects would become 
evident only over time. 

– A disruptive Brexit, resulting in severe macroeconomic weakness in the U.K., which in turn 
would weaken asset quality at domestic banks, reduce activity, weaken earnings, and, to a 
lower extent, capitalization. We see outlook revisions as more likely than downgrades for U.K. 
banks in the near term in such a scenario. Smaller lenders, more focused on U.K. retail banking 
and property-related lending, would be more vulnerable. We expect banks in other European 
countries to be able to accommodate the effects of a no-deal Brexit, however. 

– A softening of domestic demand in other core eurozone countries, which have so far weathered 
the decline in global trade tensions. 

What to look for over the next quarter 

– Progress in the pending tasks to complete the European Banking and Capital Markets Union 
projects. 

– Initiatives by domestic banking authorities toward preventing the buildup of imbalances and 
higher risk taking by banks. 

– The reaction of the least profitable banks to low-for-longer interest rates, as well as the 
progress of banks in systems hard hit in the previous downturn to accelerate their recovery. 

– Progress on banks' digitalization strategies. 

– Progress in the legislative process in adopting new Basel capital standards, removing 
uncertainty from investors, and paving the way for banks to define their capital management 
strategies.  

– Outcome of the U.K. upcoming elections and impact on Brexit strategy. 

– Signs of loosening fiscal stance in stronger European countries to support economic growth.  

– Any indication of changes in the ECB's monetary policy under Ms. Lagarde's leadership.  
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Nonfinancial Corporates 
– The weakness in corporate credit trends remains broadly based with the slowdown in global 

trade affecting sectors such as capital goods, steel, and chemicals, while more secular 
technological and regulatory trends are weighing on credit prospects in other sectors such as 
retail and automotive.  

– The low-for-longer ECB policy, while generally supportive for liquidity and refinancing, also 
increases the risk of companies adopting a more aggressive financial policy to generate higher 
returns to shareholders 

What's changed? 

– Sector outlooks: A weaker business outlook and corporate sector outlooks becoming more 
negative, remains evident across many corporate sectors. We count 14 out of 29 sectors with a 
negative or stable to negative outlook for the next 12 months, the highest since mid-2016 (see 
chart 14 and Appendix 1, table 4). Notable changes link to cyclical industrial sectors such as 
steel, chemicals, and building materials mainly reflecting weaker operating conditions due to 
the slowdown in global trade (especially to and from China) and weakening industrial activity in 
the eurozone (see chart 15). Also, several sectors continue to struggle with adapting to secular 
technological and regulatory changes.  

Chart 14 Chart 15 

Corporate Credit Conditions Survey – Diffusion Index Eurozone Industrial Confidence Survey 

  

Net balance of respondents by sector--<50 is weak/negative; >50 is 
strong/positive. Source: S&P Global Ratings.  

Sources: Refinitiv 

– Capital goods: We expect investment to remain weak in Europe. Multiple demand drivers--
including autos and commodities--are stagnating or in decline, while construction has peaked. 
However, there are a few notable exceptions, including aerospace and defense, health care, and 
e-commerce. We expect weaker demand overall to curb operating expenditure and pressure 
prices and margins. The trade dispute between the U.S. and China is a swing factor in our 
forecast, as even a partial resolution would likely encourage higher industrial investment and 
spending. 

– Autos: The continuing challenges facing the auto sector are many and various, and the sector 
outlook remains negative. We anticipate lower production rates in 2020 that will make 
restructuring and refreshing the product mix (including hybrid and electric vehicles) to defend 
pricing power and topline growth even more important. Onerous CO2 fleet emissions targets 
have been set by regulators with little flexibility to reflect weaker market conditions. So while 
cost reduction measures will not likely extend to R&D and capex, the benefits of ongoing 
restructuring could take longer to become evident. 

– Metals: The sector outlook for steel has become negative. This reflects excess capacity in the 
industry given the sharp fall in demand, despite some benefit of EU tariffs reducing steel and 
aluminum imports into the region. As demand in 2020 is expected to remain tepid, and the price 
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of iron ore is expected to fall only modestly, output reductions will be necessary to facilitate any 
pick-up in prices or profits. 

– Chemicals: The sector outlook for 2020 has deteriorated following a drop in demand in 2019 
that we anticipate will remain subdued in 2020. New capacity additions, mainly in the U.S. and 
China, will contribute to lower utilization rates in certain chemicals, such as polyolefins, and the 
risk of creating some price volatility. With little-to-no earnings and cash flow growth, these 
challenging conditions could weaken credit quality, especially for higher cost producers. 

Key assumptions  

– On average in 2020, we expect Brent oil prices to remain above $55 and WTI above $50.  

– We expect global IT spending to grow between 2% and 3% in 2020, led by strong software, 
stable IT services, and a modest recovery in semiconductors. 

Key risks and what to look for in the next quarter 

– Disruptive Brexit: We see the risk of a no-deal Brexit as receding in the near term, contingent on 
the result of the election. Although, even if the U.K. does leave the EU, uncertainty will continue 
given significant doubts over whether a free trade agreement can be concluded by December 
2020. The most exposed nonfinancial corporate sectors continue to be those operating complex 
cross-channel supply chains such as automotive, aerospace and defense, and transport 
infrastructure, and those more exposed to U.K. consumption patterns including leisure, retail, 
and real estate.  

– Election risk: Another key risk is the possibility of a radical Labour government pledged to 
renationalize a swathe of British industry. Certain industries could be brought into public 
ownership ranging from the railways, Royal Mail, the water companies, as well as BT's 
Openreach, though the more radical elements of their manifesto may be postponed if they form 
a minority government. The challenge will be to legislate an arrangement that will not 
undermine international investor confidence and destabilize the pound sterling.  

– Trade: While some European companies exporting products from the U.S. to China have already 
been affected by the escalating U.S.-China tariff battle (for example, BMW that exports SUVs), 
the key risk for Europe is if the U.S. opens a new front by imposing Section 232 tariffs on the 
European auto industry.  While the immediate risk seems to have passed for now, as the U.S. 
mulls a broader trade investigation under Section 301, the ongoing uncertainty is undermining 
long-term planning for investment and supply chains. This has been seen in the order intake for 
major capital goods producers that will depress production in 2020. 

– The 'BBB's: The 10 largest nonfinancial corporates we rate in the 'BBB' category in EMEA have a 
high amount of reported debt outstanding, of about €720 billion (on June 30, 2019). We regard 
this as a high degree of concentration, at about one-third of the €2.1 trillion outstanding debt 
held by all 'BBB' category nonfinancial corporates in the region. Two of the 10 largest, namely 
Renault S.A. and Atlantia SpA, are rated 'BBB-' with a negative outlook, which together have 
about €105 billion of reported debt (as of June 30, 2019). 

– Low for even longer: The low-for-longer ECB policy, while generally supportive for liquidity and 
refinancing, also increases the risk of companies adopting a more aggressive financial policy to 
generate higher returns to shareholders (for instance share buybacks where stock prices trade 
below net asset value) or improving their competitive position in their industry through M&A 
activity. Given the current economic outlook, we anticipate negative credit pressures will 
emerge as much from operating underperformance as from refinancing issues that affect 
liquidity. The sectors most likely to engage in M&A activity include autos, commercial 
aerospace, gaming, health care, real estate, and unregulated EMEA utilities.  

– Leveraged finance: An increasing number of second-lien tranches in European transactions is 
symptomatic of more aggressively structured late-cycle deals. While beneficial from a financing 
perspective, we anticipate a growing market sensitivity to lower-rated companies with high debt 
levels and weak capacity to generate free operating cash flow, particularly for cyclical and 
asset-light companies.  
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Sovereigns  
– With ECB policy highly supportive, EMEA sovereigns have been able to borrow at historically 

long maturities and low rates, despite high levels of public debt. 

– With a handful of exceptions (France, Ukraine, Egypt), structural reform momentum has 
stalled, as populists and protesters advocate against the free movement of goods and labor.  

– Rising policy uncertainty has led businesses to delay investment, leading to slower growth 
particularly in developed Europe, notably in Brexit-focused U.K. Nevertheless, services activity 
in Western Europe is holding firm.  

– Emerging Europe plus Egypt is posting solid growth. Turkey is recovering. South Africa, Belarus, 
Nigeria, and Angola remain in the doldrums.  

What's changed?  

– Political risk and policy uncertainty remain elevated in both developed and developing EMEA 
economies, with popular protests taking place in one out of eight sovereigns that S&P Global 
Ratings rates, leaving governments on the back foot.  

– The German services sector shows further signs of stabilization, while French domestic demand 
holds up, reinforcing our previous projection that Europe will avoid recession. 

– There are green shoots in the Turkish economy, excluding construction, as manufacturing 
stabilizes and services recover. Meanwhile, South Africa´s fiscal situation has deteriorated 
further as the economy posts weak growth in the absence of a stronger impetus for reforms—
including to South Africa's ever-increasing public wage bill  

Key assumptions  

– ECB President Lagarde's cheerleading for eurozone fiscal stimulus is unlikely to convince 
Germany's policymakers to operate a more contracyclical policy response to offset unreliable 
external demand. Despite the economic slowdown, the German economy, and particularly its 
construction sector, remains at full employment.  

– Germany's apparent urgency on delivering the third stage of the banking union—the 
introduction of pan-European deposit insurance—may not be all it seems. Conditioning deposit 
insurance on the introduction of risk weightings on sovereign exposures is a nonstarter for 
Spain, Italy, Portugal, and other member states.  

– While high geopolitical risk could trigger OPEC oil supply shocks, the shale oil boom in the U.S. 
reinforces the low likelihood of significant oil price spikes. 

Key risks 

– Eurosceptic populists—such as Matteo Salvini and Marine Le Pen—while outside government, 
will continue to proselytize against reform efforts by pro-European parties, keeping advocates 
of free movement of goods and labor on the defensive.  

– More than anything else, the 2015 surge in refugee inflows into Europe, and Germany in 
particular, disrupted the equilibrium of EU party politics. That is why Turkish President 
Erdogan's recent threat to weaponize an estimated 3.6 million in Syrian refugees resident in 
Turkey is something to watch.  

– New leadership within Germany's Social Democrats raises the possibility of general elections in 
Germany as soon as 2020.  

– U.S. "maximum pressure" sanctions have pushed Iran, the Mideast's second most populous 
country into a stark economic downturn, leading to mass protests that may prove to be an 
existential challenge to the Iranian regime. Under pressure at home, Iran´s hardliners may 
choose to radicalize their interventions in countries nearby like Syria, Iraq, and Saudi Arabia. 

– Low fertility rates mean that populations in 10 EU members—including Greece, Italy, Poland, 
and Portugal—are already outright declining, posing a fiscal risk to aging societies, which has 
been exacerbated by outward immigration of younger and more skilled employees.  
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Structured Finance 
– European securitization issuance started strongly in the fourth quarter as key technical 

standards supporting new regulations moved a step closer toward ratification. 

– Based on fundamentals, benign credit performance will likely continue. There are currently few 
signs of deterioration in aggregate credit performance for the collateral pools backing most 
types of European securitizations that we rate. 

– Rates remaining lower for longer will likely be credit positive for most types of collateral 
backing European securitizations. 

What's changed? 

The fourth quarter of 2019 has so far seen an issuance uptick in the European securitization 
market. Volumes are now almost back on a par with those of the previous year, despite an issuance 
shutdown earlier in 2019 prompted by teething problems with the EU's new Securitization 
Regulation and "simple, transparent, and standardized" (STS) quality label (see chart 16). In mid-
October, the European Commission adopted technical standards for new disclosure requirements, 
paving the way for their entry into force in early 2020 and giving securitization originators greater 
certainty. 

Since the second quarter, STS transactions have typically accounted for 30%-40% of monthly 
investor-placed issuance, and September was the first month where more than half of issuance 
was labeled as STS (see chart 17). At the end of October, more than 40 public, STS-compliant term 
securitizations had been issued, according to the European Securities and Markets Authority, 
accounting for nearly 35% of year-to-date volumes. 

With LIBOR interest rates set to be phased out, the use of SONIA as a benchmark in new pound 
sterling-denominated transactions has become the norm. However, an increasing number of 
securitization originators have recently also begun to modify the terms of existing transactions that 
are likely to remain outstanding after end-2021. 

Chart 16 Chart 17 

European Structured Finance Issuance (12-mth trailing) The Rise Of STS-Labeled Issuance 

    
Source: S&P Global Ratings; LCD, an offering of S&P Global Market 
Intelligence.  
*Predominantly leveraged loan CLOs, but includes some other transaction 
types, e.g., those backed by loans to small and midsize enterprises. 

STS--Simple, transparent, and standardized. Source: S&P Global 
Ratings 

Key assumptions 

– Outstanding technical standards for the EU's Securitization Regulation are now on track to 
clear the final stages of the legislative process in the coming months, removing uncertainty that 
has held back some market participants. 

– The new round of Targeted Longer-Term Refinancing Operations (TLTROs) could dampen bank-
originated securitization and covered bond volumes. 
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– The economic environment remains sufficiently benign that neutral to positive ratings migration 
should continue across our European structured finance ratings universe. In the 12 months to 
end-September 2019, our ratings on average moved higher by nearly 0.3 notches. 

Key risks 

– There are currently few signs of deterioration in aggregate credit performance for the collateral 
pools backing most types of European securitizations that we rate. In fact, interest rates 
remaining lower for longer will likely be credit positive for most types of collateral backing 
European securitizations. In the long term, the extent to which this encourages greater 
indebtedness among corporates and consumers could be negative, albeit in this cycle driven by 
policy rather than lenders' irrational exuberance. 

– In the U.K. mortgage market, a recent policy intervention could further spread the impact of low 
rates. An estimated 35%-40% of U.K. mortgage borrowers who took their current loans out prior 
to 2009 are so-called "mortgage prisoners": They are paying uncompetitive interest rates but 
unable to refinance as they do not pass affordability criteria that regulators introduced since 
the original loans were made. However, the U.K.'s Financial Conduct Authority has now relaxed 
the affordability rules for these borrowers, allowing them to refinance onto a lower rate. 

What to look for over the next quarter 

– EU Securitization Regulation: Over the next quarter, we expect final ratification by the 
European Parliament for the remaining regulatory technical standards. It will also be interesting 
to see whether any pricing differential emerges between transactions with the STS label and 
those without. 

– ECB: We will monitor banks' uptake of the central bank's new round of TLTROs in December, 
assessing the likely impact on bank-originated securitization and covered bond issuance. 

– Interest rate benchmark transition: We will follow the ongoing adoption of the Sterling 
Overnight Index Average (SONIA) as a new benchmark in pound sterling-denominated 
transactions, as well as developments in the project to reform the Euro Interbank Offered Rate. 
In particular, we will follow originators' planning for a change of benchmarks in existing 
transactions. 

– 'B-' collateral in CLO portfolios: The rising concentration of collateral rated 'B-' in the pools 
backing European CLOs puts the transactions at greater risk of breaching certain triggers in the 
event of a corporate downturn, notably their 'CCC' concentration limits and subsequently junior 
overcollateralization tests. 
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Insurance  
– Despite even lower long-term yields in some European jurisdictions, we expect the 2019 results 

of most European insurance groups to display unchanged operating performance versus 2018. 

– While non-life insurers continue to display strong technical margins in many regions, life 
insurers' earnings are likely to slowly bottom out. 

– For Europe-based reinsurers, pricing has been rising through the 2019 renewal period, and we 
assume continued firming rates for 2020 renewals. This follows continued large catastrophe 
losses, which should help the sector to broadly earn its cost of capital in 2020-2021, assuming 
average catastrophe years. 

What's changed? 

– Long-term interest rates recovered slightly from lows in September, but remain close to 0%.  

– The postponement of Brexit provides U.K. and non-U.K. insurers more time to prepare. 

– The International Association of Insurance Supervisors passed rules for the testing of its global 
Insurance Capital Standard by all Internationally Active Insurance Groups over the next five 
years, before becoming a prescribed capital requirement. 

Table 2 

European Life Insurers Back Book Guarantees Versus Return On Investment 

 
Guaranteed 
rate back book 

Maximum 
guaranteed rate 
on new business 

Average return 
on investment 
(all in) 

Average 
reinvestment 
yield 

Share of 
traditional 
life reserves 

France 0.5% 0% 2.7%-3.5% 1.0%-1.5% 79% 
Germany 1.9%§ 0.9% 3.6% 2% 60% 
Italy 0.9% 0% 3% 2.5%-3.0% 77% 
Netherland 3.25% N/A 3.1% 1.5% 60% 
Spain 2.5%-3.0% 0%-1% 2.9% N/A 92% 
Switzerland 1.2%-1.6% 1%† 2.5% 1.3%-1.7% <70% 
U.K. With Profit 3%-4% N/A 3% 2% 28% 

Source: S&P Global Ratings, §2.8% excl. ZZR. †0.25% for non-mandatory group life. 

Key assumptions 

– Long-term interest rates are to stay low for the next two years and in negative territory for 
Switzerland, Germany, and some Nordic regions. 

– Other long-duration portfolio assets, apart from fixed-income investments, and active trading 
will still allow life insurers to match legacy guarantees. 

Key risks 

– Low long-term interest rates weighing on life insurers' investment margins. Over time, pressure 
might mount to invest in lower-rated and alternative investments. 

– Capital market volatility causing balance sheet fluctuations. 

What to look for over the next quarter 

– Clarity around Brexit. 

– Reinsurance contract renewals. 

Table 3 

European Insurance Sector Survey 

 

Business 
conditions 
(current) 

Business outlook 
(12 months) 

Sector outlook (12 
months) 

Western European Primary Life Insurers Weak Weak Stable to Negative 
Western European Primary Non-life Insurers Satisfactory No change Stable 
EMEA Developing Markets Primary Insurers Weak No change Stable to Negative 
Reinsurers Weak Somewhat Stronger Stable 

Source: S&P Global Ratings  
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International Public Finance 
– Brexit uncertainty is contributing to downward pressure on the creditworthiness of U.K.-based 

public-sector entities. We may lower one-third of our ratings on U.K. social housing providers, 
universities, and local governments in case of a sovereign downgrade. 

– The ongoing economic slowdown and rising political pressure in Germany will likely result in the 
emergence of budget deficits in some German states in 2019-2020. 

– The election in Spain is unlikely to resolve the reform of the regional financing system quickly. 

– More Swedish local and regional governments are struggling to balance their budgets due to 
population growth, which is leading to rising demand for public infrastructure. 

What's changed? 

Continuing uncertainty about Brexit and the next government's program is exacerbating risks for 
U.K.-based public-sector entities. We expect that the tax, budget, and housing policies of a new 
government, which will be formed after the upcoming parliamentary election, will also affect the 
regulatory framework for public-sector entities. Currently more than one-half of our 47 public 
ratings on social housing, universities, and local governments have negative outlooks, reflecting a 
moderate probability of both sovereign-related and intrinsic downside case scenarios.  

English-based social housing providers remain exposed to sales on the open market. With 
residential property prices stagnating across the country and decreasing in London, many large 
housing associations face a financial performance that is lower than they had previously expected 
and an elevated debt burden in the medium term.  

Germany's economic slowdown, combined with weaker support for traditional political parties, will 
likely lead to much lower budget surpluses, if any, and larger borrowings for German states. We 
project annual real GDP growth will only average 0.9% in 2020-2022. The latest regional elections in 
Thuringia, Saxony, and Brandenburg brought in weaker support for the CDU and SDP – parties that 
constitute the central government coalition. The results will probably contribute to the willingness 
of regional governments to raise capital spending. However, we don't believe the balanced budget 
rule is a risk currently, given the limited administrative capacity and ability of the construction 
sector to absorb significant new infrastructure projects. 

The outcome of the recent general election in Spain will unlikely allow any immediate progress with 
the long-awaited overhaul of the regional financing system. The election, which took place on Nov. 
10, created further political fragmentation. The socialist party, currently in power in a caretaker 
capacity, has signed an agreement with leftist party Podemos to form a coalition government. 
Support for this option is not ensured, as both political parties lack a sufficient majority in 
parliament. The political situation in Catalonia and ongoing conversations with pro-independence 
parties will be a key determinant of the ability of this coalition to form a government. We expect 
higher taxes and higher public spending from the central budget, while negotiations about the 
regional financial system will likely stall at least in the short term. We anticipate the wide 
divergence in the credit quality of Spanish regions to remain in place. While some regions are 
gradually deleveraging due to rising revenues, some entities, like Valencia, still struggle to balance 
their operating budgets and continue to retain an extremely high debt burden.  

The number of Swedish local and regional governments with a growing mismatch between 
revenues and spending is increasing. Strong population growth is lifting demand for public 
services, including public infrastructure. The central government provided one-off earmarked 
financial support in 2015-2016, but this is proving to be insufficient to cover all capex and 
maintenance needs. 

What to look for over the next quarter 

– The impact of Brexit and parliamentary election on macroeconomic conditions, real estate 
prices, and demand for higher education in the U.K. 

– The financial policy of German states in response to slow economic growth and a relatively weak 
performance of traditional parties in the latest local elections. 

– The response of the Swedish central and local governments to rising fiscal imbalances. 
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Related Research 
– Global Credit Conditions: A Precarious Balance, Dec. 3, 2019 

– Credit Conditions Asia-Pacific: Rate Relief, Risks Remain, Dec. 3, 2019 

– Eurozone Economic Outlook: Consumers Won’t Give Up In 2020, Nov 28, 2019 

– Credit Conditions Latin America: Political Challenges Will Prevail in 2020, Dec. 3, 2019 

– Credit Conditions North America: Recession Risk Has Eased Slightly –For Now, Dec. 3, 2019 
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Appendix 1: Corporate Ratings Survey 
 

 

Table 4 

European Corporate Credit Conditions Survey – Nov. 2019 

 
Sector / Question 

1.  
Current Business 
Conditions 

2.  
Business Outlook 
Over Next 12 
Months 

3.  
Free Operating 
Cash Flow Over 
Next 12 Months 

4.  
Capital 
Expenditure Over 
Next 12 Months 

5.  
Sector Outlook 
Over Next 12 
Months 

Autos – Manufacturers Weak No Change Decrease No Change Negative 
Autos – Suppliers Weak No Change Decrease No Change Negative 
Retail Weak Weaker Decrease Increase Negative 
Steel Weak No change Increase Decrease Negative 
Capital Goods  Satisfactory Moderately weaker Decrease Decrease Stable to Negative 
Chemicals Satisfactory Moderately weaker No Change Decrease Stable to Negative 
Consumer Goods Satisfactory Moderately weaker No Change No Change Stable to Negative 
Forest Products Satisfactory Moderately weaker Decrease No Change Stable to Negative 
Leisure Satisfactory Moderately weaker Decrease No Change Stable to Negative 
Media Satisfactory No change No Change No Change Stable to Negative 
Packaging Satisfactory Moderately weaker No Change No Change Stable to Negative 
Pharma & Healthcare Satisfactory Moderately stronger Decrease No Change Stable to Negative 
Technology Satisfactory Moderately weaker No Change No Change Stable to Negative 
Utilities--Regulated Satisfactory Moderately weaker No Change No Change Stable to Negative 
Aerospace & Defence Satisfactory No change No Change No Change Stable 
Building Materials Satisfactory Moderately weaker No Change No Change Stable 
Mining Strong Moderately weaker No Change No Change Stable 
Oil & Gas--Downstream Satisfactory Moderately stronger Increase No Change Stable 
Oil & Gas--Upstream Satisfactory No change No Change No Change Stable 
Real Estate Satisfactory Moderately weaker No Change No Change Stable 
Service Companies Satisfactory Moderately weaker No Change No Change Stable 
Telecoms – HY Satisfactory Moderately 

stronger 
No Change No Change Stable 

Telecoms – IG Satisfactory Moderately weaker No Change No Change Stable 
Transp. Infra. – Airports Satisfactory Moderately weaker No Change No Change Stable 
Transp. Infra.--Rail Satisfactory No change No Change No Change Stable 
Transp. Infra.--Toll Roads Satisfactory No change No Change No Change Stable 
Transportation – Airlines Satisfactory No change No Change No Change Stable 
Transportation – Shipping Satisfactory No change No Change No Change Stable 
Utilities--Unreg. Power & 
Gas 

Satisfactory Moderately stronger No Change No Change Positive to Stable 

 
S&P Ratings Services--European Corporate Credit Conditions Survey Questions 

Change indicators      
Weaker since Sept. 2019   

Stronger since Sept. 2019   
 
Question Definitions 
1. Current Business Conditions Very strong/very weak = sharply above/below conditions unusual; Strong/weak = above/below 

average conditions 

2. Business Outlook Over Next 12 Months Stronger/weaker = more than 5% improvement/deterioration; Moderately stronger/weaker = up to 
5% improvement/deterioration 

3. Free Operating Cash Flow Over Next 12 Months Substantial increase/decrease unusual for the industry historically; Increase/decrease 

4. Capital Expenditure Over Next 12 Months Substantial increase/decrease unusual for the industry historically; Increase/decrease 

5. Sector Outlook Over Next 12 Months Positive/negative = material number of potential upgrades/downgrades; Positive to stable /negative 
to stable = modest number of potential rating and outlook changes 
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Appendix 2: S&P Global Ratings European 
Economic Forecast Summaries 
 
Table 5 

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

2018 1.5 1.7 0.7 2.4 2.5 1.5 1.9 1.4 2.8 
2019f 0.5 1.3 0.2 2.0 1.7 1.3 1.2 1.3 0.7 
2020f 0.5 1.3 0.4 1.7 1.3 1.1 1.0 1.0 1.1 
2021f 1.0 1.3 0.6 1.6 1.4 1.2 1.2 1.7 1.4 
2022f 1.1 1.4 0.7 1.6 1.5 1.2 1.3 1.6 1.5 

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

 

Table 6 

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

2018 1.9 2.1 1.2 1.7 1.6 2.3 1.8 2.5 0.9 
2019f 1.4 1.3 0.7 0.9 2.6 1.4 1.2 1.8 0.4 
2020f 1.4 1.1 0.7 1.2 1.4 1.6 1.2 1.6 0.2 
2021f 1.5 1.4 1.1 1.4 1.4 1.6 1.3 1.7 0.5 
2022f 1.6 1.6 1.3 1.6 1.6 1.8 1.5 1.9 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. 

2018 3.4 9.1 10.6 15.3 3.8 6.0 8.2 4.1 2.6 
2019f 3.2 8.5 10.0 14.0 3.4 5.6 7.6 3.9 2.4 
2020f 3.3 8.3 9.9 13.2 3.4 5.7 7.4 4.1 2.5 
2021f 3.4 8.1 9.8 12.7 3.4 5.7 7.3 4.4 2.5 
2022f 3.4 8.0 9.7 12.3 3.4 5.7 7.2 4.5 2.4 

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

 

Table 8 

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

2018 0.5 0.8 2.6 1.4 0.6 0.8 1.2 1.5 0.0 
2019f -0.2 0.1 1.9 0.6 -0.1 0.2 0.4 0.9 -0.5 
2020f -0.2 0.2 1.2 0.6 -0.1 0.2 0.3 0.9 -0.3 
2021f 0.1 0.5 1.6 0.9 0.3 0.6 0.7 1.5 0.0 
2022f 0.3 0.8 1.9 1.2 0.5 0.8 0.9 1.9 0.2 

Source: Oxford Economics; f--S&P Global Ratings forecast; End of Period - Q4 values.  
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Table 9 

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

2018 1.18 1.34 1.13 0.98 1.15 
2019 1.12 1.28 1.14 0.99 1.11 
2020 1.12 1.31 1.18 0.99 1.11 
2021 1.15 1.33 1.16 0.99 1.13 
2022 1.19 1.38 1.16 0.98 1.16 

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

Table 10 

Policy Interest Rates % 
 

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

(SNB) 

Policy Rates Deposit Rate Refi Rate   

2018 -0.40 0.00 0.60 -0.75 
2019 -0.43 0.00 0.75 -0.75 
2020 -0.58 0.00 0.86 -0.75 
2021 -0.60 0.00 1.11 -0.75 
2022 -0.39 0.00 1.36 -0.50 

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