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Credit conditions are becoming more challenging for borrowers around the world, as trade
tensions, increases in borrowing costs in some regions, and a historic stretch of economic
expansion—particularly in the U.S.—shows signs of slowing. S&P Global Ratings' Top Global
Risks include the possibility of a financing squeeze in a mature credit cycle, trade disruption from
a further escalation of the U.S.-China tariff dispute, and vulnerabilities in emerging markets. (For
an infographic detailing our top global risks, please see Credit Outlook November 2018: Top Global
Risks.)

Table 1

Top Global Risks

Escalating trade tensions Trade uncertainties and the looming threat to global supply chains amid an expanding use of
retaliatory tariff and non-tariff barriers remain a downside risk. But notably, China got a
90-day reprieve from U.S. tariff hikes as talks to resolve U.S.-China differences on market
access and technology trade continue.

Financing squeeze could
end a mature credit cycle

The build-up in nonfinancial corporate debt and leveraged lending in the U.S. and elsewhere
could become a source of instability if tighter financing conditions and wider credit spreads
squeeze debt affordability, or if a decline in credit and equity prices reduce borrowers' access
to capital markets funding.

Emerging market
vulnerabilities resurface

Emerging market vulnerabilities are being exposed by external pressures from rising U.S.
rates, higher foreign currency borrowing costs, an uncertain outlook for global trade,
geopolitical tensions and weaker commodity price expectations. Capital outflow pressures and
weaker currencies reflect fragile sentiment.

China's leverage Past policy tightening combined with a more uncertain external environment, has slowed
growth a bit more than expected. Policymakers are taking moderate steps to boost activity and
bank funding costs are down, but declining credit quality is curbing lenders so credit growth
continues to fall.

Populist sentiment erodes
international cooperation

Nationalistic agendas are undermining multilateral institutions and political relations are
becoming more confrontational. It's evident in most regions amid a rise in protectionist trade
policies, hurdles in the way of an orderly transition for the U.K. to leave the EU, and a risk that
populism weakens mainstream political parties, or policy cohesion going into European
Parliament elections in 2019.

Cybersecurity threats to
business activity

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

The current business cycle has a good chance of becoming the longest ever for the U.S. But the
risk of recession is inching higher as volatile share prices squeeze financing conditions. With the
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Federal Reserve and other central banks withdrawing monetary stimulus, it seems global
economic expansion will ebb even if the U.S.-China tariff dispute does little to further amplify the
slowdown in global trade already underway. China's policymakers are taking moderate steps to
boost activity as growth is decelerating a bit more than expected, and bank funding costs are
down—but lending rates remain stubbornly steady, and credit growth continues to decline.

The buildup in nonfinancial corporate debt and leveraged lending in the U.S. and elsewhere could
become a source of instability, in S&P Global Ratings' view. So far, the synchronized decline in
credit and equity prices across developed and emerging markets hasn't impaired market liquidity
for investors seeking to adjust risk exposures, or access to capital markets funding sources for
most borrowers. Nevertheless, this is something that warrants close monitoring.

Emerging market vulnerabilities are being exposed by weaker commodity price expectations, with
fragile investor sentiment and capital outflows putting a strain on currencies.

International cooperation is also less certain as multilateral institutions are being undermined by
nationalistic agendas, and political relations are becoming more confrontational. It's evident in
most regions and notably in the expanding use of retaliatory tariff and non-tariff trade barriers,
the hurdles still in the way of an orderly transition for the U.K. to leave the EU, and the risk that
populist sentiment will weaken mainstream political parties and policy cohesion going into next
year's European Parliament elections.

Regional Highlights

Late in the cycle

In North America, while credit conditions remain generally satisfactory, we see more downside
risk than upside potential at this stage in the cycle. The economic expansion in the U.S., at 112
months, is the second-longest on record, and has a good chance of becoming the longest ever.
However, we think a combination of supply-side limitations and the Federal Reserve Bank's
continuing tightening of monetary policy will constrain growth next year.

Tensions between the U.S. and China continue to escalate and remain a threat to global trade and
investment. At the G20 meeting of world leaders in Buenos Aires, China got a 90-day reprieve from
U.S. tariff hikes. But if the two sides don't come to a compromise in upcoming talks on U.S.
demands for greater access to Chinese markets, or on investment rules governing intellectual
property and technology trade, tariffs could rise to 25% (from 10% currently) on $200 billion of
U.S. imports from China. The U.S. Commerce Department has also said it is considering export
restrictions on certain technology products to China, which adds additional risk to our forecast.

Contagion from global trade tensions also remains a risk for Canada's growth. Aside from trade,
we see the biggest risks to North American credit conditions as a turn in the credit cycle,
continued monetary policy normalization, and housing imbalances in Canada.

Similarly, in Europe, economic fundamentals remain supportive for the credit environment—at
least on the face of it. The eurozone recovery is intact, with declining unemployment boosting
consumption, while monetary conditions remain expansionary even as the European Central Bank
starts to scale back support. And yet, seemingly disparate developments suggest the tides may
soon turn. Global stock markets are in a funk, emerging-market vulnerabilities are being exposed,
and political relations in Europe are becoming more confrontational. These pressures are
combining to weaken business and market confidence at a time when it is a question of when, not
if, the business cycle will turn.

Borrowers face
incrementally tighter
credit conditions
heading into 2019
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Brexit

Our key concern for the region in the near term is the U.K.'s plan to leave the EU. While the
governments of both have agreed to a Brexit withdrawal plan and on a political declaration about
the future relationship, designed to facilitate an orderly transition, there is significant risk that the
U.K. Parliament won't approve these agreements. If this happens, the level of uncertainty and
political difficulty for the government should not be underestimated.

Meanwhile, Indonesian President Joko Widodo's recent Game of Thrones-inspired "winter is
coming" quote aptly characterizes the trend in Asia-Pacific credit conditions going into 2019. At
the International Monetary Fund meeting in Bali in October, President Widodo highlighted that the
continuing U.S.-China trade dispute and technology disruption in many industries are among the
myriad issues plaguing the world. Likewise, S&P Global Ratings considers these two issues to be
among the top five credit risks in the region.

We also expect challenging credit conditions in Latin America to continue into next year, as trade
tensions, continued rate hikes in the U.S., and commodity price trends weigh on investors'
decisions. And while political risks have dissipated in some countries, challenges remain for new
administrations. Additionally, tighter financing conditions and significant fiscal challenges in
many countries will result in sluggish economic growth in the next two years.

Related Reading

S&P Global Ratings' Credit Conditions Committees meets quarterly to review macroeconomic
conditions in each of four regions--North America, Asia-Pacific, Latin America, and EMEA (Europe,
the Middle East, and Africa). Discussions center on identifying credit risks and their potential
ratings effects on various sectors, as well as borrowing and lending trends for businesses and
consumers.

We recently published our regional review of meetings held in November 2018:

- Credit Conditions North America: Signs The Cycle is Topping Out, Nov. 29, 2018

- Credit Conditions Latin America: Tough Fixtures Home And Away, Nov. 29, 2018

- Credit Conditions EMEA: Bracing for turbulence, Nov. 29, 2018

- Credit Conditions Asia-Pacific: Cold Wind Blowing, Nov. 28, 2018

Financing Conditions

Through October, most indicators of financing conditions remained favorable for U.S. corporate
borrowers, and leading indicators of near-term defaults point to a declining rate through at least
the first half of next year—and possibly longer (see chart 1). Though the Fed has pursued a
predictable path thus far, with a moderate impact on corporate bond yields, at some point higher
rates will bite borrowers. This may already be happening, as yields have crept up somewhat from
their decade-long lows at the end of last year. We believe this gradual rise will persist, resulting in
higher costs for corporate borrowers through at least the first half of next year.

The corporate bond
market is becoming
less friendly to
borrowers
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Chart 1

About 25% of U.S. speculative-grade corporate issuers are rated 'B-' or lower, up from about 16%
four years ago and 15% at the midpoint of 2007. This portion of the speculative-grade universe
has been growing steadily and is now the highest since the financial crisis. While not an immediate
source of concern, this weaker ratings mix could produce a higher default rate when the next
downturn hits.

In the eurozone, the supply of liquidity and bank financing remains plentiful in the context of
better-capitalized banks and the ECB's pledge to maintain favorable liquidity conditions for the
long term. Strong competition to lend among banks is ensuring that terms and conditions remain
largely borrower-friendly. However, conditions in the corporate bond market are no longer as
favorable as they'd been, with credit spreads widening, U.S. interest rates on the rise, and investor
risk appetite waning. The end of net purchases by the ECB of €15 billion a month (including €3
billion of nonfinancial corporate bonds) under its Asset Purchase Programme by year-end will also
contribute to some increase in risk premiums, in our view.

In emerging-market Asia, financing conditions have tightened, and the Institute of International
Finance's indices indicate that this will likely continue (see chart 2).
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Chart 2

Refinancing risks for rated issuers are likely to remain low, with just 10% of speculative-grade
rated Asia-Pacific debt maturing through 2023. While the region remains a top choice for global
debt investors according to our S&P Global Bond Survey, risks include rising borrowing costs, the
refinancing of dollar-denominated debt (due to an appreciating dollar), capital market volatility,
and reduced investor sentiment stemming from global trade tensions.

We expect financing conditions to continue weakening in Latin America, as interest rates in the
U.S. increase and other developed countries consider tighter monetary policies. On top of more
restrictive external conditions, political developments could weigh on investor sentiment toward
the region in the coming months. The appetite for emerging-market debt remains fragile, with
investors demanding higher risk premiums, especially from spec-grade issuers—mainly in the 'B
rating category (which includes 'B-' and 'B+').

Macroeconomic Conditions

The recently passed tax package in the U.S. has proved a smaller stimulant to growth than the
White House and policymakers hoped, and many lawmakers are turning their focus to the growing
federal deficit, which, if nothing changes, will likely widen to $1 trillion by 2020. This increases the
chances of another partial shutdown of the federal government next year, as does Congress's
need to pass further funding legislation by Dec. 7 to avoid a partial government shutdown this
year. Next year, Congress will need to address the need for another suspension or increase in the
debt ceiling. While we expect common sense to prevail, the debate will likely get louder as the
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March deadline draws near.

As trade protectionism, market risk aversion, and ongoing geopolitical risk could slow growth
momentum, our qualitative assessment of recession risk in the next 12 months is now 15%-20%.
Our quantitative assessment now sees a roughly 16% chance risk of a downturn in the world's
biggest economy. As the boost from fiscal stimulus fades and as the Fed continues to tighten
monetary policy, a gradual slowdown is inevitable. But given the leverage, credit, and risk
components of financial conditions up to the third quarter, the near-worst possible outcome for
GDP growth in the next 12 months would be around 0.5%. More likely, we see U.S. real GDP growth
of 2.9% this year and 2.3% next year—about average for this stage in the credit cycle.

Our outlook for the eurozone is slightly weaker than last quarter, with GDP expected to expand
1.9% this year and 1.6% next. The euro looks set to remain fairly weak against the dollar into early
next year, on the back of increasing monetary policy divergence and partly materializing European
political risks (for example, Brexit negotiations, the possible launch of an excessive deficit
procedure against Italy, and projections showing that established parties will continue to lose
power in EU parliamentary elections). Core inflation remains low, at 1.1%, but with wages
accelerating to a six-year high, the ECB should feel comfortable ending its bond-purchase
program in December and head for a first rate hike in the third quarter of next year.

Asia-Pacific is slowing

In Asia-Pacific, current data and economic policies suggest we'll see a gradual and benign
slowdown (see chart 3). Still, the pace of such a slowdown is a key uncertainty, as the deceleration
in China is spreading across the country's economy and starting to spill over the region. Moderate
external demand from other parts of the world is contributing to a possible peak in Asia's trade
cycle, and an escalation in global trade tensions remains the largest threat to growth. So far,
U.S.-China tariff tensions have small direct effects, but the ratcheting up of tensions could further
erode confidence and weaken business investment.

The global economy is
poised for a
moderate, rather
than abrupt, GDP
slowdown
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Chart 3

Meanwhile, in Latin America, political developments have been the focus of our macroeconomic
assessment, amid a general election in Brazil and a controversial political decision about the
construction of a new airport in Mexico. The outcome of these political events haven't materially
changed our underlying macroeconomic assumptions for Brazil and Mexico, since they've only
marginally affected our GDP growth forecast for those economies (see Table 2). However, next year
there are many key risks that could affect our expected economic forecast.
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Table 2

Baseline GDP Growth Forecasts For Latin America

Percent Change From Third Quarter 2018 Credit Conditions Report

2018 2019

Argentina (0.5) (0.8)

Brazil 0.0 0.2

Chile 0.0 0.0

Colombia 0.0 0.2

Mexico 0.0 (0.2)

Panama (0.5) (0.5)

Peru (0.2) (0.0)

Uruguay (0.1) (0.3)

Venezuela 0.0 0.0

LatAm (0.1) (0.0)

LatAm ex. Venezuela (0.1) (0.0)

Source: S&P Global Economics

Writer: Joe Maguire

Related Research

- Default, Transition, and Recovery: Despite An Aging Credit Cycle, The U.S. Speculative-Grade
Corporate Default Rate Could Fall To 2.25% By June 2019, Aug. 27, 2018

This report does not constitute a rating action.
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