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Foreword
To communicate our credit views on rated companies and industries, we have recently
published 23 Industry Top Trends reports for corporate and infrastructure industries
globally. This publication brings those reports together in a single volume and is the
fourth annual collection in this format.
The year ahead is likely to bring significant headwinds for the non-financial corporate
sector as it navigates slowing global growth, higher U.S. interest rates and the
associated pressure on emerging markets, the ending of quantitative easing in the
eurozone, and a host of political uncertainties around factors such as trade tensions
between the U.S. and other countries, anti-globalization sentiment, and the U.K.’s
likely departure from the EU.
These reports outline S&P Global Ratings’ key industry assumptions for 2019, as well
as our views on key risks and opportunities that may affect sector trends. They draw on
the assessments of over 5,000 corporate and infrastructure entities we rate globally.
While not our base case, this report also contains qualitative assessments of how
industries are positioned for an unexpected downturn in 2019.
By presenting our assumptions, risks, and ratings trends in a consistent format, we
hope to aid understanding of our analytical assessment of industry trends.
Best wishes
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Key themes
Key Takeaways
– Although ongoing economic momentum will likely sustain revenue and cash flow growth,
2019 is likely to be more challenging for many sectors as they wrestle with weaker sales
growth, margin pressures, tightening financing conditions, event risks, and regulation.
– The non-financial corporate net outlook bias has turned lower, ending an eight-quarter
consecutive streak of improvement.
– Political uncertainty continues to pose major risks, particularly in relation to trade tensions
and event risks (Brexit, changes of government).
– M&A is likely to remain strong in some sectors but those that have been on acquisition
sprees are likely to pause to digest and deliver on financial targets.

– Environmental, social, and governance (ESG) factors are increasingly at the forefront of
sector risks.

Growth momentum ebbs, risks rise
Viewed holistically, a clear message that emerges from the 23 Industry Top Trends
reports that follow is that 2019, while likely to be a positive year for fundamental
performance on our base-case assumptions, will be a more challenging year as growth
momentum ebbs and companies face a battery of risks. We expect both aggregate
revenue and EBITDA to increase for non-financial companies we rate (see charts 1 and 2)
but U.S. dollar-denominated annual revenue growth is likely to slip to 3.5% in 2019
versus 4.5% in2018. EBITDA growth is currently projected at 4.9% for 2019 versus an
estimated 6.2% in 2018.
Chart 1

Chart 2

Global non-financial corporate revenue growth

Global non-financial corporate EBITDA growth
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Expressed in U.S. Dollar terms.

This diminution of growth partly reflects the ageing of the global economic cycle and the
consequent reduction in economic momentum as output gaps close, as illustrated in the
ebbing of manufacturing purchasing manager indices (PMIs) seen over the past year (see
chart 3). But other factors are at play too: monetary policy normalization in the U.S. and
the associated pressure on financing conditions in emerging market economies; the
imminent move of the European Central Bank away from quantitative easing to
quantitative tightening; the corrosive effect on confidence from the outbreak of trade
tensions and tariffs; other event-risks such as Brexit, tensions around Italian fiscal
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policy, European parliamentary elections and uncertainties as to the policy direction of
new governments in Latin America.
Taken together, these factors are beginning to exact a toll on the corporate sector which
is apparent in ratings trends. The global net outlook bias for non-financial corporates
turned lower in Q3 2019, ending a sustained run of improvement seen over eight
consecutive prior quarters (see chart 4).
Chart 3

Chart 4

Manufacturing Purchasing Managers Indices
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Another illustration of this loss of momentum can be seen when comparing expected
sector revenue growth rates for 2019 versus 2018 (see chart 5): we expect 12 out of 19
corporate industries to achieve lower growth rates in the year ahead versus those
achieved in 2018. Even so, the growth outlook is favorable in absolute terms, and we
expect all of these sectors will see positive revenue growth in 2019 (see chart 6).
Chart 5

Difference in expected revenue growth for 2019 versus 2018 by sector
Difference in expected revenue growth rate in 2019 versus 2018
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Source: S&P Global Ratings. Sector revenue growth measured in local currency terms, with U.S. dollar prior-year weights.
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Profit margins starting to come under pressure
While S&P Global Ratings' analysts do expect to see EBITDA growth run ahead of revenue
growth, implying another year of profit margin expansion, this owes much to improving
profitability in the oil and gas sector based on our assumption of an average price of
$65/barrel for Brent crude in 2019. Elsewhere the picture is more mixed, with most
sectors expected to see only small increments in profitability. Rising cost pressures are
frequently cited as an active risk in many of the Industry Top Trends reports, reflecting
factors such as higher oil prices (often amplified by currency weakness relative to the
U.S. Dollar), a recovery in shipping freight rates, and an upturn in labor costs.
Chart 6

Estimated global non-financial sector revenue growth and EBITDA margin change in 2019
Revenue Growth (2019 YOY%)
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The Industry Top Trends reports ask S&P Global Ratings analysts to set out the key
assumptions that underpin credit ratings in the industries they cover, and also to
highlight three key risks or opportunities at the sector level. It is important to note that
there is no ordering of the risks, so the third can be as or more significant than the first
one identified. This provides a broad map of concerns (and in some cases hopes) for the
year ahead. Table 1 provides an abridged summary of these factors and highlights some
of the common threads discussed below.

When the cycle turns – a qualitative assessment by industry
Note that the high prevalence of ‘2019 downturn’ as a risk factor in the table is not a
reflection of pessimism, but rather part of a risk assessment exercise. This year, we have
asked our analysts to consider the risk of an unexpected cyclical downturn in 2019.
This is not our base-case assumption, with S&P Global Ratings' economists expecting
economic growth to maintain positive momentum into 2019, albeit at a slowing rate.
Nevertheless the ageing of the economic cycle, tightening financing conditions in many
markets, and the higher leverage encouraged in the non-financial corporate sector as a
whole by many years of quantitative easing and low interest rates (as well as the
structural rise in leverage in emerging markets) warrant caution, and the need to
consider the relative degree of preparedness for an unexpected downturn within
industries.
The comments provided in the individual Industry Top Trends reports are intended to
provide a qualitative assessment of how prepared each industry is for an unexpected
downturn--both in terms of each industry’s exposure to cyclical factors, issues such as
capacity etc., but also in terms of the broad credit impact in relation to leverage, credit
quality, refinancing risk, and debt maturities.
S&P Global Ratings
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Table 1

Corporate sector risk and opportunity map
Sector

Sub-sector/Region

Risk/opportunity ‘1’

Aerospace and Defense

Commercial aerospace
U.S. defense
European defense

Under-capacity
Defense spending
Brexit and supply chain

Autos

OEMs
Suppliers
N.America
EMEA
Latin America

Trade wars
R&D Costs
Housing affordability
Financial policies
Politics

Asia-Pacific

Trade wars
Capex dependency
Trade wars
Credit quality
Premium segment
Trade wars

Building Materials

Capital Goods
Chemicals
Consumer products

Packaged foods
Beverages
Agribusiness and
commodity foods
Household products
Cosmetics
Tobacco
Luxury goods

Health care
Homebuilders and
developers

Hotels, Gaming, and
Leisure
Media and entertainment

U.S.
Europe
Asia-Pacific
Latin America
Gaming
Hotels
Cruise
Television
Local media (radio,
outdoor)
Internet/online
Advertising agencies

Metals and mining
Oil and gas

Exploration and
production
Oilfield services
Refining
Contract drilling
Midstream

Real estate
Retail and restaurants
Technology
Telecommunications
Transportation

Airlines
Shipping
Railroads
Equipment leasing

Risk/opportunity ‘2’

Risk/opportunity ‘3’

Trade wars
M&A
UK role in European
defense
Brexit
Supply chain changes
Interest rates
Politics and Brexit
Weaker financing
conditions
Liquidity and refinancing
Interest rates
2019 downturn
Margins
Margins
M&A

2019 downturn
2019 downturn
2019 downturn

Input costs and FX
volatility
Social media and internet
Global sales volumes
Travel retail
Vertical integration
Housing slowdown
Brexit
Sales decline
Mexico - new government
U.S. sports betting
M&A
Shareholder returns
Post-acquisition
performance
M&A outlook mixed

Spending patterns

EM v DM market needs

New brand disruption
Alternative products
Chinese consumers
New entrants
Housing affordability
Politics - Spain, Italy
Financing conditions
Brazil housing policy
European regulation
European event risk
Chinese consumers
M&A

Premium segment
M&A
M&A
Pricing transparency
Margins
Commodity prices
Demand in Indonesia
2019 downturn
2019 downturn
2019 downturn
2019 downturn
2019 downturn

Leverage

2019 downturn

Regulation
Personalization
Trade wars
IMO 2020

Reputational risks
New entrants
Price volatility
Financing conditions

2019 downturn
2019 downturn
2019 downturn
2019 downturn

Hydocarbon prices
IMO 2020
Lower costs
Business rationalization
Pressure on retail
EM politics
Consumer preferences
Trade wars
5G
Geopolitics
Over-capacity
Trade wars
Weak consumers

Margins
Over-capacity
Rig scrapping
Regulatory pressure
Favorable logistic demand
Brexit
Politics and regulation
LBO credit quality
Digital disruption
Brexit
IMO 2020
Trucking competition
Financing conditions

2019 downturn
2019 downturn
2019 downturn
2019 downturn
Flexible working
2019 downturn
2019 downturn
2019 downturn
2019 downturn
2019 downturn
2019 downturn
2019 downturn
2019 downturn

2019 downturn
Consolidation
Financial policies
Interest rates
Asset sales and M&A
Overcapacity
2019 downturn
Internet
M&A absorption
Sugar market

Source: S&P Global Ratings.
Risks and opportunities have been simplified and standardized relative to the originals for cross-section clarity. No rank ordering is implied between the
risks/opportunities. S&P Global analysts were asked to consider a 2019 downturn as a general risk, so its prevalence does not imply inherent risk.
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Trade conflict and political event-risk pose significant threats
Among the most frequently cited risks for 2019 is a further deterioration in the trade
conflicts that have sprung up primarily between the U.S., it’s NAFTA/USMCA partners,
China and the EU. For the technology sector, escalating trade tensions between the U.S.
and China pose the biggest risk to what is otherwise a favorable IT spending environment,
with the impact on business investment and confidence the main transmission channels.
The impact of trade tensions on global supply chains is another aspect of this risk
highlighted in terms of its potential impact on commercial aerospace and auto OEMs
(original equipment manufacturers). In the auto sector, the location of production
facilities may have a bearing on credit risk should trade issues escalate further and there
is concern that tariffs may add to pricing pressures on a sector struggling with slowing
global demand and rising investment needs. The knock-on effects on other sectors are
also apparent, with chemicals highlighting the risk of trade tensions through the role of
autos and general industrials as key end-markets. Similarly for ports, U.S.-China
disputes are seen as likely to have some adverse effect on container volume throughput
in the Asia-Pacific region.
Supply chains are also vulnerable to another political risk, Brexit, and again the
aerospace, defense, and autos sectors are at the heart of these concerns. In terms of the
broader economic impact of the U.K.’s exit from the EU, sectors flagging risks include
building materials, homebuilders, hotels, retail, real estate, and transportation.
This is, of course, not the only risk of this kind, given is a relatively volatile political
environment globally: new governments in Mexico and Brazil are the source of
uncertainties for homebuilders and building materials companies operating in those
countries. In Indonesia, populist intervention ahead of elections in 2019 may increase
regulatory risks for toll roads, which had previously benefited from regular biennial
inflation-based tariff adjustments. In the Gulf Cooperation Council, the boycott of Qatar
by surrounding countries is continuing to be felt in terms of lower average daily rates for
hotels, and is part of broader pressures weighing on real estate in the region.

M&A slowdown likely to continue although still an imperative for some sectors
A pickup in M&A was one of the features of last year’s Industry Top Trend reports and this
was borne out in a surge in acquisition activity in the earlier part of the year (see chart 7).
Chart 7

Global non-financial corporate mergers and acquisitions Value of quarterly transactions by sector and share of 2018 total by sector (%)
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For 2019, M&A still features in the expectations for many industries (aerospace and
defense, consumer products, and hotels, for example). However, there are a number of
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sectors (beverages, health care, media and entertainment) that have been very active in
terms of M&A that appear likely to go through a period of absorbing new acquisitions and,
importantly, seeking to deliver on the financial targets that have accompanied the
financing of these deals.
For example, in the media sector, 2019 is seen as the year that companies will need to
execute on their strategies. Discovery/Scripps, AT&T/Time Warner, Disney/Fox, and
Comcast/Sky are all large deals that involve significantly increased leverage for the
acquirer and that are part of important transitions aimed at dealing with a rapidly
evolving industry landscape.
This also highlights another aspect of the M&A environment apparent last year and likely
to be relevant in 2019: many deals are a reflection of companies wrestling with relatively
low growth and often highly disrupted operating environments (including convergence
across sectors), and not necessarily indicative of the cyclically driven excesses of prior
cycles. Even so, execution risk is, if anything, more fraught in such an environment and a
less benign financing environment will only serve to ratchet up this pressure, particularly
where leverage has risen substantially.

ESG risks move to the forefront
A final striking feature of the risk factors flagged in the reports is the increasing
prevalence of pressures that come under the umbrella of ESG factors.
– For example, upcoming regulations to cut sulphur emissions drawn up by the U.N.
International Maritime Organization (IMO) come into force in January 2020, and pose
significant transition and cost challenges for shipping, as well as oil exploration,
production and refining companies.
– In health care, the “American Patients First” proposals to ban drug rebates and
uncertainty around opioid litigation could have a negative ratings impact.
– In the utilities sector, the transition to renewable energy involves significant
investments, phasing out of older assets, and new pricing models, among other
efforts. In North America, issues related to wildfires and hurricanes are increasingly
factored into credit discussions.
– For auto suppliers, rising R&D costs pose material risks as the industry works to meet
regulations requiring reduced emissions, seeks to increase fuel efficiency, and
develop battery-powered vehicles for the move toward electrification.
– Online and information service companies face rising regulatory pressures relating to
issues such as privacy, taxation, and reputational risk around “fake news” and
disinformation.
This list is not exhaustive, but serves to illustrate the wide variety and scope of ESG
factors relevant to the 2019 outlook and the significant credit risks associated with them.

Gareth Williams
Senior Director
Head of Credit Conditions Analytics
& Sector Economist, EMEA Corporate Ratings
London
+44 (0)20 7176 7226
gareth.williams@spglobal.com

S&P Global Ratings

December 6, 2018

8

Industry Top Trends 2019
Aerospace and Defense
November 14, 2018
Authors
Christopher DeNicolo, CFA
Washington, DC
+1 202 383 2398
christopher.denicolo@
spglobal.com
David Matthews
London
+44 20 7176 3611
david.matthews@
spglobal.com
William Buck
London
+44 20 7176 3606
William.buck@spglobal.com

Key Takeaways
– Ratings Outlook: Rating trends across the global industry will likely be fairly stable as
growing defense spending in the U.S. and Europe and increasing aircraft production rates
support higher earnings and cash flow. However, the credit quality of some commercial
aerospace suppliers could be affected by their continued struggles to increase production
rates. Likely high levels of merger and acquisition (M&A) activity in both sectors could also
lead to increasing ratings volatility.
– Forecasts: We expect credit ratios to improve in 2019 on moderate revenue growth and
higher margins. However, this improvement could be constrained by operational issues at
suppliers and increased leverage to fund M&A activity. Shareholder returns at the larger
firms remain a concern, though less so now than in recent years.
– Assumptions: We expect production rates of commercial aircraft to continue to increase in
2019, despite the flat to declining level of new orders, though at a slower pace than in 2018.
In the U.S., we expect defense spending growth to moderate this year, though companies will
continue to benefit from the strong growth in 2018. In Europe, large order backlogs for
commercial (mainly the Airbus A320) and defense aircraft continue to support credit metrics.

– Risks: The largest risk facing the commercial aerospace industry is that suppliers will be
unable to keep up with higher production rates while, at the same time, facing elevated
margin pressure due to their evolving relationship with the aircraft manufacturers. For U.S.
defense contractors, political concerns and competing fiscal priorities that limit the growth
of military spending are key risks to growth. In Europe, the main risk is Brexit and its
potential impact on the supply chain for commercial aerospace. The uncertainty over
Britain's EU exit has already led to increased inventories and could cause production delays.

– Industry Trends: The commercial aerospace market is softening somewhat but remains
strong. Increased U.S. defense spending should support demand over the next few years,
though the longer-term outlook is more uncertain. The European aerospace market remains
strong, although a number of companies have faced operational setbacks. We expect
increased defense spending by a number of European governments and the European
Defence Fund to support revenue growth for European firms.
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Ratings trends and outlook
Global Aerospace and Defense
Chart 8

Chart 9
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Chart 13

Ratings outlook net bias
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Because we currently have stable outlooks on more than 80% of the A&D companies that
we rate, we do not expect there to be many rating changes in this segment over the next
12 months. For those companies with non-stable outlooks, there is a very slight negative
bias. The vast majority of our outlooks on North American A&D companies are stable and
most of the non-stable outlooks are related to pending acquisitions. European-based
A&D companies make up only a small portion of our global portfolio. The negative
outlooks that we have on a few European A&D companies mainly reflect companyspecific factors.
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Industry forecasts
Global Aerospace and Defense
Chart 14

Chart 15
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EBITDA margins should improve as commercial aircraft suppliers benefit
from higher volumes and improving operations as the pricing pressure
facing defense contractors lessen somewhat.
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Key assumptions
Commercial Aerospace
1. Aircraft demand moderating
Aircraft orders will likely remain at or below the level of production (about 1,600 in 2018)
for the next few years. After peaking at a record of over 3,300 in 2014, the number of
orders declined to the 1,800-2,300 range in 2015-2017 and will likely decline further in
2018. We expect this decline to occur because near-term demand will have been met, the
manufacturers' large backlogs are leading to long wait times for popular aircraft, and
there are few new models to drive increased sales. However, air traffic continues to
increase at a faster pace than the historical average of 5.5% and there is still demand to
replace older aircraft with new, more fuel-efficient models. Widebody orders have been
particularly weak, especially for the largest version of each model family, though we have
seen some strength recently and demand could increase further in the next few years as
the airlines begin to replace their older Boeing 777s and Airbus A330s. Orders for cargo
aircraft have also risen on demand from package express companies like UPS. This
higher level of demand could continue if the global economy remains strong, though
cargo aircraft represent a very small part of the market.

2. Increasing production supports higher revenues but the rate of growth will
slow
Airbus and Boeing will likely continue to increase the production rates of their popular
aircraft, including the Boeing 737 and Airbus A320, due to the huge backlog of orders for
these aircraft. However, the rate of growth in the total number of deliveries will likely slow
from the almost 10% level we expect for 2018 as manufacturers reach their near-term
production targets for other aircraft, like the Boeing 787 and Airbus A350, while older
model widebody production rates are flat to declining. Although airlines would probably
like Airbus and Boeing to further increase the production rates of their 737 and A320
aircraft, which are currently slated to peak at 57 a month and 63 a month, respectively, in
the next two years, issues with the supply chain could limit future increases and may
even make reaching these targeted rates difficult. Deliveries of both the 737 and A320
have been delayed in 2018 due to issues with the engines for both families of aircraft and
the supplier-provided fuselage for the 737. Both manufacturers expect to catch up with,
and meet, their full-year targets, though delays could continue into 2019.

3. Margins and cash flow should improve
The significant increase in aircraft production and the large number of new models
introduced in recent years, as well as the related operational problems in some cases,
have constrained the earnings and cash flow of many suppliers despite their higher
revenues. With the rate of production growth slowing and most new models now in
production, suppliers should see improving margins and cash flow. However, efforts by
the original equipment manufacturers (OEMs) to reduce their costs could limit the
improvement in some of their suppliers' margins. Suppliers are trying to offset this
pricing pressure by improving their operating efficiency through increased automation
and other efforts, as well as by trying to reduce the costs from their suppliers. Higher
material costs due to tariffs could also become an issue if the suppliers and OEMs are
unable to pass these increases onto their customers.
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Chart 18

Chart 19
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U.S. Defense
1. Increased revenue as defense spending rises
The U.S. defense budget increased by more than 10% in fiscal year 2018 to $590 billion.
Although the defense budget increased by only 3% in fiscal year 2019 (to $606 billion),
the lag between when the money is appropriated by Congress and when it is actually
spent by the military should support higher revenues for most defense contractors for the
next few years. However, the pace of growth will vary by company depending on which
programs they are working on and what parts of the market they address. In addition, the
longer-term growth prospects for defense spending are becoming more uncertain. Higher
levels of U.S. defense spending should also be bolstered by solid demand from countries
in the Middle East, Asia, and Europe for missile defense and other weapons systems;
however, deliveries under existing foreign contacts as well as new orders could be
cancelled or delayed due to political issues. Sales to Saudi Arabia, the largest buyer of
U.S. weapons, could be halted due to the alleged murder of a dissident journalist by the
Saudi regime, which could possibly affect the revenues of a number of large defense
contractors.

2. Margins likely to moderate
The U.S. government continues to look for the best technology at the most affordable
price even though overall defense spending has increased. Therefore, we expect that the
elevated pricing pressure in this industry will persist, although it will be less onerous than
in recent years. More recently, prime contractors have been pressuring their suppliers to
reduce costs as well. Most companies have worked to rationalize their cost structures in
order to bid more competitively on defense programs, though much of these savings are
being passed on to their customers, which has limited any material improvement in their
margins.

3. M&A increasing while shareholder returns moderate
Increased defense spending has led many firms to shift their cash deployment priorities
toward M&A and internal investment and away from shareholder returns, which is a trend
that we expect to continue. However, the volume of share repurchases and dividends by
the large firms will remain high, though these companies will likely choose to fund their
shareholder rewards with internal cash flows. Acquisitions could lead to elevated
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leverage if firms do not pull back on their shareholder returns in response; however, in
some cases, the effect on their credit quality could be moderated by their improved scale
and expanded capabilities.

European Defense
1. European commitment to NATO driving future revenue growth
Growth in the defense budgets of European countries, due to geopolitical tensions and
the rising threats posed by cyberattacks and disruptive technologies, is providing a
supportive environment for defense companies. European members of the North Atlantic
Treaty Organization (NATO) are attempting to reach the NATO spending target of 2% of
GDP (currently 1.5% on average) and continue to increase their real spending on defense,
which we estimate will rise by 4.85% in 2018 (see chart below). European governments
continue to move toward achieving “strategic autonomy”, which aims to reduce Europe’s
reliance on U.S.-made weapons. We expect European defense spending to continue to
rise and believe that this growth will be supported by the European Defence Fund (EDF)
(which launched in June 2017) and the European Defence Industrial Development
Programme (EDPIP). The EDF should create incentives for EU member states to cooperate
on their acquisitions of defense equipment and technology by providing co-financing
from the EU budget and practical support from the European Commission. The EDPIP
should also support research and development in the industry through its research
grants.
Chart 20
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2. Digitization gathers momentum
As European governments modernize their armed forces and cyber threats become a
common facet of modern warfare, European defense companies are trying to establish
themselves as digital leaders through M&A or by seeking partnerships. For example, on
Dec. 17, 2017, Thales (A-/Negative/A-2) announced that it was acquiring Dutch-based
digital security company Gemalto for an enterprise value of about €5.6 billion. Gemalto is
a major player in cybersecurity that derives about half of its revenue from the production
of smart cards for mobile phones and payment cards and the rest mainly through
identification systems, enterprise security, mobile platforms, and the internet of things.
In addition, cyber security accounted for 5% of BAE Systems PLC's (BBB/Stable/A-2)
revenue in 2017, while Airbus (A+/Stable/A-1+) has launched a new digital program
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called Quantum, which seeks to create new business models around advanced
technology. We expect the capital expenditures of European defense companies to
remain fairly stable at around 5% of revenue. Therefore, we anticipate that most issuers
will utilize joint ventures or strategic M&A to boost their digital capabilities.

3. European Defence Fund to encourage research and development
The EDF and EDPIP should support increased levels of research and development in the
industry through research grants by partially subsidizing research costs for rated
entities. However, the full effect of this support will not be felt in the next year because
the EDF has, as of yet, only allocated €90 million for defense research projects for 20172019. The EDF plans to make €500 million available for the development of defense
technologies during 2019-2020 before both the EDF and EDPIP receive increased funding
under the long-term EU budget starting in 2021.

Key risks and opportunities
Commercial Aerospace
1. The supply chain’s ability to increase production
Problems at the suppliers of engines, fuselages, interiors, and other components to the
commercial aerospace industry have led to delays in the deliveries of the Boeing 737 and
Airbus A320 this year, which could continue into 2019. These problems not only affect the
earnings and cash flow of the suppliers but could also cause the OEMs to delay further
production increases. At the same time, the relationship between aircraft manufacturers
and their suppliers is evolving as the OEMs try to improve their margins by reducing costs,
expanding their presence in the lucrative aftermarket, and increasing their control over
aircraft development and production. This trend could lead to reduced demand and lower
margins for aerospace suppliers, though we expect that this shift will likely take a long
time to develop. The threat, however, has prompted some suppliers to increase their
negotiating leverage by expanding the scope of their operations through acquisitions.

2. Trade wars and other political issues
Commercial aircraft production involves a complex global supply chain that could be
disrupted by possible changes in trade agreements, especially between the U.S. and the
U.K. The tariffs imposed by the U.S. on aluminum, steel, and Chinese imports have so far
not had a material impact on U.S.-based manufacturers or suppliers, though they could
lead to modestly higher costs over time. Boeing usually has price escalators in its
customer contracts, which they could use to offset some of the increase, and also has
long-term contracts with its aluminum suppliers. Any retaliatory tariffs placed on U.S.
aircraft by China would likely not affect Boeing's deliveries for many years because Airbus
would be unable to replace any cancelled Chinese orders in the near-term due to
production constraints.
In Europe, Brexit poses a risk not only to the credit metrics of A&D companies but also to
the business models of the OEMs and their suppliers. If any Brexit deal results in the U.K.
leaving the European Aviation Safety Agency (EASA), we expect that there to be numerous
implications for U.K. and EU aerospace firms. Specifically, we expect a no deal Brexit
(under which no agreements between the EU and the U.K. are finalized by the time the
deadline for negotiations is reached) to lead to delivery delays due to the increased
logistical burden, thereby delaying revenues and increasing the associated
transportation costs. On October 2 EASA allowed a number of U.K. firms that held certain
approvals to apply for third-party approval, although we still believe this would increase
costs for these firms. However, we note that aerospace giant Boeing recently opened its
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first ever European manufacturing plant in Sheffield despite the potential uncertainties
surrounding Brexit.

3. A sharp downturn in the global economy in 2019
An economic downturn could reduce the volume of global air traffic and possibly lead to
an increase in order cancellations and deferrals. This would be exacerbated if the weaker
economic conditions also reduce the availability of financing to fund aircraft purchases,
especially because the U.S. and major European export credit agencies are not available
to support the market. However, the huge order backlogs at commercial aerospace firms,
which stretch out to more than six years for some models, provide some cushion for the
manufacturers to maintain their current production rates, at least for popular models,
though they would likely delay further production increases.

U.S. Defense
1. Uncertainty about longer-term defense spending
Although we expect U.S. defense spending to increase modestly for the next few years,
the growth rate will not likely exceed the pace of inflation and we believe that actual
declines in nominal spending are possible. Despite increasing threats from Russia and
China and consistent public support for a strong military, the Trump Administration
recently called for a 5% cut to all government spending. Nonetheless, Congress, which
actually appropriates the money, could vote for higher levels. Growing fiscal deficits could
also limit defense spending, though a politically split Congress may actually support
higher spending because both parties will be forced to compromise to pass appropriation
bills. Finally, U.S. defense spending is still limited by sequestration, which returns in
fiscal year 2020. Although we expect Congress to either eliminate or temporarily waive
sequestration to allow the government to fund the military at higher-than-sequestration
levels, which under sequestration would be $200 billion below current levels, nothing is
certain in the current political environment.

2. M&A
M&A activity between defense companies has increased significantly in the past two
years and is a trend that we expect to continue in 2019. This increase is being driven by
improved visibility into near-term defense spending as well as higher cash flows from
lower tax rates. The recent announcement of the planned merger between two midsize
defense contractors, Harris Corp. and L3 Technologies Inc., could cause more small
industry players to combine to increase their scale and broaden their product and service
offerings. The recent wave of acquisitions could also lead some companies to divest the
noncore operations they obtained from their acquired businesses. Although we expect
the large prime contractors to continue to acquire smaller companies to gain new
technologies or enter new markets, we don't expect there to be a merger between two
primes because the U.S. government would likely not allow it. We also expect continued
consolidation in the government services market, which is still price competitive despite
higher defense spending.

3. A sharp downturn in the global economy in 2019
U.S. defense spending is generally not sensitive to short-term economic conditions
because it is usually determined by the threats the country faces and political priorities.
Non-U.S. defense budgets can be more sensitive to economic conditions, as evidenced by
recent cuts to Italy's defense budget, so foreign demand could decline. Defense
contractors or suppliers that also have exposure to the commercial aerospace or
industrial markets could be affected by downturns in those sectors in a weak economy.
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Chart 21

Chart 22
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European Defense
1. A disorderly Brexit could negatively affect supply chains
In terms of the potential effects of a disorderly Brexit, many European defense
companies are focused on how Britain's separation from the EU will affect their supply
chains. Defense OEMs often have complex cross-border supply chains that would be
highly sensitive to the impact of a disorderly Brexit, which could lead to immediate
production delays at the OEMs due to short-term disruptions in their transport and
logistics, a longer-term rebalancing of supply chains as the industry deals with the
potential introduction of customs checks, and disruption caused by delays or changes in
the regulatory approval process. Smaller defense suppliers would likely be the hardest
hit by a disorderly Brexit because they lack the scale, resources, and liquidity to handle
sudden large swings in their working capital. In particular, we have seen larger firms
increase their inventory and stock up on raw materials in preparation for potential
transport or supply-chain issues, which is a strategy that smaller suppliers may find hard
to emulate.

2. Brexit could alter the U.K’s role in the EU’s defense strategy and lead to the
relocation of production
The U.K. is currently the EU’s biggest defense spender and one of the few countries that
meets NATO’s target of spending 2% of its GDP on defense. In fact, the country is
responsible for about 40% of the bloc’s current spending on defense R&D. However, there
remain many unknown factors related to the aftermath of Brexit, including what role the
U.K. will play in the EU's defense strategy going forward, whether it will have access to
European research and industrial development funding, and how the cross-border
movement of skilled labor will be handled. Although most existing defense contracts will
likely not be affected, U.K. firms may be prevented from bidding on future EU contracts or
vice versa. Some OEMs may also decide to relocate their production assets to be closer to
their end customers and negate some of the aforementioned risks.
Tellingly, the announcement of plans for a Franco-German combat aircraft program to
replace the Eurofighter Typhoon and Dassault Rafale excluded U.K. companies. The
U.K.’s plan to develop the Tempest fighter through a consortium of rated entities (BAE,
Rolls Royce, and Leonardo) should help support U.K.-based suppliers. However, both
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programs are a long way from production, with Tempest expected to enter service in 2035
and the proposed Franco-German aircraft not expected to enter service until 2040.
On the other hand, some of the impact of the U.K’s decision to leave the EU has already
been seen in the bloc’s decision to raise its military budget for the first time in six years,
after the U.K. dropped its opposition to the plan, with the creation of more structured
defense cooperation through the EDF and DFPIP.

3. A sharp downturn in the global economy in 2019
With continued pressure from the U.S. over NATO spending and the European
Commission's recognition of defense as a key priority, we do not believe that EU defense
spending will be sensitive to short-term economic conditions. However, because we
currently have negative outlooks on a number of rated entities in Europe due to their
operational performance, Brexit could trigger additional downgrades if defense spending
moderates. Also, if there is a large decline in asset values (particularly government
bonds), these companies' pension deficits could increase, which would raise their S&P
adjusted debt levels.

Related Research
– Countdown to Brexit: No Deal Moving Into Sight, Oct. 30, 2018
– U.S. Military Contractors Will Likely See A Modest Boost From The Fiscal 2019 Defense
Budget, Feb. 20, 2018

This report does not constitute a rating action.
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Cash, debt, and returns
Global Aerospace and Defense
Chart 23
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: Rating trends across the sector remain broadly stable, despite increasing
downside risks linked to profitability headwinds from strong competition and regulatory
costs, trade conflict between U.S. and China, the increased likelihood of a disruptive Brexit,
and weaker-than-expected automotive demand in China and other emerging markets.
Ratings stability reflects some degree of headroom in the ratings of both original equipment
manufacturers (OEMs) and auto suppliers due to low adjusted debt, ongoing cost reductions,
and favorable product mix.
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– Forecasts: The dilutive impact on OEM margins linked to the gradual replacement of
profitable diesel by electrified powertrains is likely to emerge after 2020. Before that time we
expect relatively steady credit metrics at the OEMs despite increasing research and
development (R&D) spending and capital expenditures (capex) to comply with environmental
regulations and to protect their competitive position versus peers in the supply of
components for a wide range of electrification options. Additional cost pressure at the OEM
will be transferred to auto suppliers in the form of higher R&D and capex, so resilience of
margins and free cash flows will depend on product and customer diversification.
– Assumptions: Global auto sales increase by about 1%-2% in 2019 and 2020, consistent with
our projections of GDP growth just below 2% in Europe and North America, 5.5% in the AsiaPacific region, and in the 2%-3% range in Latin America.
– Risks: Persistently high pressure on profitability from price competition, high commodity
costs, increasing R&D expenses, and difficulties in passing trade tariffs along to consumers.
Escalating trade wars, a disruptive Brexit, and a more permanent weakness of retail sales in
China and other emerging markets will add further downside pressure to our base-case.

– Industry Trends: With the decline of diesel, the electrification of powertrains remains the
main response to widespread tightening of environmental regulation. In the absence of
government policies to incentivize sales and investments in infrastructure, cost of ownership
impedes large-scale demand for battery vehicles. Plug-in hybrid technologies will play an
important role in the transition to electric mobility and will be key to comply with
environmental standards over the next five years. Compared with electrification,
autonomous driving is not yet an established trend.
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Ratings trends and outlook
Global Autos
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Ratings outlooks
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Ratings outlook net bias
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Despite weakening in market fundamentals for the industry, the global rating outlook
remains stable for the global automotive sector. The deteriorating outlook bias, however,
reflects increasing headwinds linked to earnings pressure from strong competition,
higher commodity costs, the impact of trade tariffs, and unexpected deceleration of the
Chinese market and the increasing likelihood of a disruptive Brexit. This trend could be
exacerbated if the current deterioration in consumer sentiment in China proved more
permanent than we expect at this stage, which is not yet reflected in our base case that
assumes no downwards revisions to our GDP forecasts for the region (staying at an
expected 6.5% for 2019 and 6.3% in 2020, compared with 6.9% in 2017). Considering the
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importance of the Chinese market for all global manufacturers (approximately one third
of the global annual light vehicle sales) and low growth expectations for Europe and the
NAFTA region, a more permanent deterioration of local market conditions would likely
change the picture for the whole industry. This is not our expectation currently.
Overall, rating stability also characterizes the auto supplier industry. Still, suppliers could
be impacted by higher cost pressure at OEMs beyond such temporary issues as
production delays in Europe posed by the introduction of the new standard for fuel
economy and emissions (WLTP--Worldwide Harmonized Light Vehicle Test Procedure).
We also believe ratings, when compared with OEMs, are more exposed to unpredictable
impact on their financial structure of debt-funded mergers and acquisitions (M&A) and
corporate restructuring. The nature and the impact of unpredictable risk is not
necessarily captured in the specific forecast for the individual suppliers.
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Industry forecasts
Auto OEMs

Auto Suppliers

Chart 35

Chart 36
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Auto OEMS
We expect largely steady credit metrics for global OEMs supported slowing growth of
revenues and adjusted EBITDA margins in the 9%-10% range over 2018-2020. We project
nonrecurring costs in 2018 to weigh on margins, as a result mainly of tightening
environmental regulations in specific regions, namely WLTP in Europe, coupled with some
market distortion caused by U.S.-China tariffs. We believe margins in 2019 and 2020 will
be supported by ongoing cost reduction measures by OEMs deriving mainly from the
reduction of platforms and the optimization of the mix. Offsetting factors will include
inflexible R&D spending (we estimate at 10-11% of automotive revenues), commodity
inflation, pricing pressures in major markets such as U.S. and China, foreign exchange
(FX) headwinds and trade tariffs. Our view on top line growth and margins is consistent
with an average industry adjusted funds from operations (FFO)/debt hovering around
50% and a range of adjusted net debt/EBITDA hovering around 1-1.5x. Aggregated credit
metrics are updated to Nov. 7 and reflect our latest forecast based on global OEMs
guidance communicated with their third-quarter 2018 results. However, they don’t
capture evolving risks around a slowdown in demand from China and a potential of
escalating trade tensions that could cause a wider weakening of industry conditions. We
also do not include exceptional and/or unpredictable developments such as litigation
issues (beyond some specific cases), potential impact from acquisitions or spin-offs and
disposals, and additional trade tariffs.

Auto Suppliers
We also expect broadly stable credit metrics for auto suppliers over 2018- 2020. We
project low-single-digit growth of revenues in the next three years in line with
automakers and adjusted EBITDA margins around 13% supported by the diversification
of clients, products, and regional markets. Significant R&D is likely to weigh on margins.
This explains our view of steady credit metrics, namely adjusted net debt/EBITDA in the
2.0x-2.5x range and adjusted FFO/debt hovering at around 30%.
In Europe, the resilience of ratings to profit warnings by suppliers of the caliber of
Continental, Michelin, Valeo, and Schaeffler confirms the headroom of credit metrics
under the current ratings. We see this headroom partly absorbed by a deterioration in the
industry global growth scenario, mainly linked to the slowdown of the sizeable Chinese
market. Diminished financial flexibility could be an issue in the case of large debt-funded
acquisitions, which could trigger rating transition. The drive to reposition the product
offering continues among auto suppliers in Europe. The announced spin-off of
Continental’s powertrain business, the spin-off of Garrett Motion from Honeywell, and
the spin-off of Autoliv’s active security business all respond to the need to increase
investments to manage a secular transition of the automotive industry towards
sustainable mobility and higher safety standards.
In North America, we are assuming fairly stable metrics from 2018 to 2020. We see
median EBITDA margins trending in the range of 12% to 14%, debt to EBITDA averaging
just above 3.0x, and free operating cash flow (FOCF) to debt in the low teens. The most
likely risks to our current forecast would be falling consumer confidence due to rising
interest rates or the inflationary impact of an escalating trade tensions with China. Other
risks to current forecasts include increased acquisition activity that pushes up debt
leverage and makes more likely operational missteps due to integration issues.
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Key assumptions
Auto OEMS
1. Lower growth of light vehicle (LV) sales in the industry’s main markets
We toned down our expectations for LV sales in the industry’s main markets, namely in
Europe and in China for 2019-2020 and, at the same time, we maintain our view of a
relatively flattish trend for the U.S. market LV sales despite better-than-expected
performance in 2018 to date.

2. Downside risk building on margins
Increasing headwinds in the form of higher pricing competition, foreign exchange
volatility, consequences from trade tariffs, environmental costs, and restructuring costs
will keep margins under pressure, making it challenging for OEMs to get closer to their
business plan ambitions over 2019-2020.

3. Inflexible capex and R&D expenditure
New model introduction in 2019-2020 will be around new electrification features and
connectivity options. We believe this to be a preliminary stage in the transition to electric
mobility and we see very limited flexibility to curtail R&D and capital expenditure should
we see a weakening of demand.

Lower growth of light vehicle sales in the industry’s main markets
We now expect LV sales in the 1%-2% range in 2019 and 2020 in Europe in view of an
economic environment that returns to its long-term GDP growth potential below 2% after
overperforming in 2017. The end of the expansionary quantitative easing (QE) cycle, which
we expect to happen in 2019, coupled with Brexit-related uncertainties drives our view of
softer markets in Europe, driven in 2018 by Germany, France, and Spain.
Following recent weak passenger vehicle sales (1.2% year over year for the first three
quarters of 2018--Source: LMC) we have also reduced our forecast for Chinese LV sales
to merely 1%-2% in 2019, and 3%-4% for 2020, which represents a significant
deceleration compared to the historic double-digit growth in this market. We link this
largely to a lower perceived purchasing power in the retail sector owing to a tight liquidity
environment and weak equity markets, reflecting increasing uncertainties in China’s
macro economy (trade war, for example). We note that, as evidenced in 2017, the Chinese
government could consider measures to boost sales, as a means to renew the auto
population towards cleaner environmental standards. However, absent of a major
government stimulus plan, such low growth could lead to sustained profitability pressure
for most domestic and international OEMs operating in China, given industrywide
passenger vehicle (PV) production capacity developed locally. It is unclear to us whether
the premium segment in China might be less affected by the liquidity crunch as
suggested by the rumored cut of taxes on vehicles up to 1.6L only. Third-quarter results
by Volvo cars do support this view while performance of JLR/Tata does not. In our view,
auto upgrade demand coupled with the government's ambitious environmental targets-especially in higher tier cities--should support volumes over the next 12-24 months.
In Europe, the market outperformed our sales growth expectation in the first half of 2018
and volumes were up for the bulk of the automakers. The introduction of the new WLTP
environment standards effective Sept. 1 distorted the market in Europe from August.
Because uncertified vehicles would only be up for sale for a small percentage, dealers
would be ready to offer high discounts to cut inventories. Volumes were thus very high in
August and declined in September. The impact of WLTP introduction was highest for VW
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and Daimler and to a lesser extent for BMW, while other automakers like PSA and Volvo
did not suffer any major volatility in units sold. As high inventories built in the meantime
will have to be watered down, affected OEMs might suffer from pricing pressure in the
fourth quarter this year. Overall WLTP related costs will be a drag to EBITDA margin in
2018, which we expect to recover in 2019. We have not toned down our sales forecast in
Europe where we expect a very moderate growth of light vehicles 1%-2%.
Our forecasts for Europe do not yet reflect the impact of a disruptive Brexit on the
European automotive industry. The U.K. market represents a little less than 20% of the
Western European market, and a little less than 15% of sales in Europe. U.K. was down
5.4% in 2017 and again down 7.5% in September 2018 YTD (Source: LMC), indicating a
selling rate at around 2.5 million vehicles for the whole year. In a scenario of a disruptive
Brexit, the impact on consumer confidence for the U.K. auto market is quite uncertain,
but we estimate that a 15% decline of the U.K. market would, all other things being equal,
likely result in flat markets in Europe in 2019.
In the U.S., after approaching 17 million units in 2018, S&P Global Ratings expects LV
sales to decline by about 1% year over year in 2019 before stabilizing in the 16.5 million16.9 million unit range for 2020 and beyond. Despite an increasing supply of late-model
used vehicles and rising new-vehicle prices, we expect sales to decline only marginally in
2019 before stabilizing at a relatively healthy annual rate of 16.8 million-16.9 million
units by 2020. The slight contraction will occur because of the reduced availability of
attractive auto credit, falling used-car prices, rising interest rates, and less favorable
lease options. We think increased rates could cause some aggressive lenders to attempt
to further increase the length of their auto loans to maintain affordability for their
customers. The downside risk to this dynamic is that it could prevent many buyers from
re-entering the new-car market for several years as vehicle owners who would usually
trade in for a new model could end up owing more than the car is worth.
We believe an annual sales rate of around 16.5 million could represent a new normal for
the industry beyond 2020 as demand conditions become more challenging. This level is
still about 11% higher than the average annual sales of 14.8 million units in the U.S.
between 1980 and 2017. In our view, low (albeit rising) gas prices, significant new
launches, the improved fuel efficiency of trucks, and steady incentives will support
automakers' current product mix in favor of trucks (nearly 69% of sales so far in 2018)
over passenger cars.
We believe competition in the highly profitable pickup segment in the U.S. will intensify.
Our assumption of a roughly flat housing market in 2019-2020 will likely lead to
stabilizing demand for pick-up trucks, compared with the high-single-digit growth seen
in recent years.
Overall, we don't expect the dip in U.S. auto sales in 2019-2020 to affect our ratings on
the automakers because our forecast sales levels are still healthy enough for most
automakers and suppliers to operate at historically high EBITDA margins, especially given
their elevated profits on trucks. The recent agreement on the proposed U.S.-MexicoCanada trade agreement will also reduce uncertainty on longer-term supply chain
sourcing decisions for the industry.
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Downside risk building up on margins
Despite generally strong first-half 2018 results and more supportive market conditions
compared to our current outlook for the sector, we observed pressure on OEMs' operating
margins in the first half when focusing strictly on the automotive business (net of
financial business and trucks).
Since then the combination of tariffs on the U.S.-China trade, FX volatility, the
underperformance in some emerging markets like in Turkey, Argentina, and Iran have
clouded market prospects for the entire industry and resulted in a revision of earnings
expectations by a number of OEMs (including Fiat Chrysler, BMW, and Daimler) on for
2018. We expect that a shift to electric vehicle (EV) sales will not materially impact
margins in 2019-2020 as electrification options only now start to extend to the OEMs
product line-up.
In Europe the hurdles generated by the transition to WLTP added downside pressure on
profitability to a limited number of OEMs, namely VW, Daimler, and to a lesser extent
BMW and FCA. We thus incorporate additional nonrecurring costs on expected EBITDA in
2018 for these issuers. Despite these weakness, we do not expect EBITDA margins for
most OEMs to markedly fall below our identified 9%-10% range in 2019-2020 due to
ongoing efforts in rationalizing costs mainly driven by the transition to a lower number of
platforms supporting a variety of models and by our expectation of a substantial review
and potential termination of models no longer enjoying strong market appeal. To this end
we note a structural shift of consumer preferences out of traditional compact cars into
crossover utility vehicles (CUVs) and sports utility vehicles (SUVs), which could support
the refocusing of products on these body styles, along with higher margins per vehicle.
In the U.S. market, given competitive pressure, weakening consumer affordability, and
softening demand, we do not assume a meaningful uptick in North American EBIT
margins for Ford and GM despite refreshed truck portfolios following recent and
upcoming launches. For both automakers, we incorporate modest declines in
automakers' EBIT margins in our forecast for 2019 and 2020 to account for higher
expected commodity prices (mainly for steel), large engineering expenses for developing
autonomous and electrification-related technologies; and elevated pricing pressure in
several key markets (which may be partly offset by improved cost efficiencies).

Tightening emissions standards and increasing competition create inflexible
capex and R&D expenses
Based on 2017 and 2018 data we estimate global industry average gross R&D and capex
to absorb currently 10%-11% of automotive revenues. We expect little flexibility for OEMs
to curtail R&D cost and investments over 2019-2020. We believe automakers cannot
delay introduction of models with enhanced electrification options, better connectivity,
and increasing autonomous driving features without undermining their competitiveness
versus peers, and facing challenging environmental regulations in Europe and China
particularly. Because the share of diesel fueled cars continues to decline in Europe (now
below 40%) we believe those automakers not yet able to offer alternatives beyond petrol
might be disadvantaged to those peers able to supply mild hybrids and plug-in hybrids.
The declining diesel share is an issue for automakers who need to reduce CO2 emissions
and comply with stringent 2021 environmental targets (95g/km).
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Table 2

Average vehicle CO2 emissions by manufacturer
Average CO2 emissions (g/km)

2017

2016

2015

Peugeot

105.5

101.9

103.5

Citroen

105.5

103.3

105.6

Toyota

101.2

104.0

107.6

Renault

106.6

105.6

105.9

Skoda

115.9

111.8

115.4

Nissan

115.9

115.0

114.1

SEAT

118.1

115.8

116.7

FIAT

115.6

116.0

117.6

Mini

115.7

116.4

117.0

Dacia

116.9

117.6

121.9

Volkswagen

119.6

117.7

117.8

Ford

120.8

120.1

118.0

VOLVO

124.7

122.0

122.8

OPEL/VauxhallL

123.4

122.4

126.3

BMW

121.9

123.2

128.0

KIA

120.0

124.5

127.7

AUDI

124.3

124.7

127.3

Hyundai

122.0

124.8

127.4

Mercedes

129.1

127.5

128.1

Mazda

131.2

127.7

127.5

122.4

117.1

118.8

Average
Source: Jato (Volume weighted)

As the offer of electrified vehicles remains limited, consumers have replaced diesel with
higher emitting petrol vehicles over 2017 and 2018. At the same time, SUVs have
catalyzed consumer preferences to the detriment of compact cars, adding further
pressure on OEMs' capacity to comply with 2021 emission targets. While battery vehicles
are not yet a viable option for neither drivers (cost of ownership is too high) nor producers
(too high production costs), we believe plug-in hybrid (PHV) technologies, characterized
by average emissions below 50g/km, will be key to managing CO2 emissions towards the
target of 95k/km by 2021.
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Auto Suppliers
1. Modest light vehicle sales in the industry’s main markets
Our assumptions for LV sales, a key determinant of the auto supplier sales, have
moderated for the United States, Europe, and China.

2. Headroom in credit metrics to absorb temporary setbacks and downturns
Given the cyclical nature of the auto industry, having headroom in the credit metrics is
key for suppliers in being able to adapt to a range of market challenges such as
operational missteps, loss of customers, or recessionary downturns.

3. Stronger M&A and corporate restructuring risk
We expect stronger ratings volatility linked to unpredictable scenarios involving M&A and
corporate restructuring for auto suppliers.

Lower growth of light vehicle sales in the industry’s main markets
LV sales are a key determinant of OEM-exposed auto supplier sales and therefore
underpin our forecast assumptions. While overall sales trends are slowing, we do not
expect credit ratios to be materially affected. For the United States we see LV sales
declining about 1% in 2018 and 2019. For Europe we expect LV sales to increase 1% to
2% in 2018 and 2019. And for China we forecast LV sales to be flat to up 1% in 2018 and
1% to 2% in 2019. Slower light vehicle growth reduces flexibility for auto suppliers but
that in itself should not impact ratings, all other things being equal, as evidenced by
profit warnings from Continental, Michelin, Valeo, and Schaeffler in Europe.

Headroom in credit metrics to absorb temporary setback and downturns
While the acceleration of electrification put pressure on costs and weaker deliveries in
Europe and China hit top line growth in 2018, the headroom built into the credit metrics
still supports rating stability for large global suppliers like Continental, Michelin, Valeo,
and Schaeffler. This is because free cash flow is lower but still significantly positive, and
we expect credit metrics to remain in line with these expectations. Financial policy will be
critical, as M&A could substantially reduce the headroom. Generally large listed auto
suppliers have debt and liquidity levels to provide sufficient cushion in line with their
current ratings. On the other hand, the private, sponsor-owned suppliers tend to have
significant higher debt leverage and make market setbacks more problematic in terms of
credit ratings. Moreover, smaller and more concentrated suppliers might suffer from
higher competition and less favorable funding conditions when compared to the past.
Despite bleaker market prospects, new electrified powertrains and enhanced
connectivity continue to represent a business opportunity for auto suppliers. The
increasing electrification of powertrains and drivelines, could therefore result in more
content per vehicle for suppliers, at least until fully electric vehicles become mainstream.
Even then, obsolete auto parts like gearboxes, tanks, and exhaust pipes will eventually be
replaced by battery cooling systems, inverters, and sophisticated power electronic
solution.
Suppliers have a key role in the innovation and production of value-added components to
reduce new carbon dioxide emission and improve fuel economy standards. For example,
products such as turbochargers or direct fuel injection, both of which improve internal
combustion engine (ICE) efficiency. Components such as turbochargers and power
electronics solutions will experience increased demand as vehicle electrification
accelerates. Other suppliers that could benefit from the secular transformation of the
automotive industry include manufacturers and designers of systems that provide the
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critical electrical and electronic backbone supporting increased vehicle electrification,
reduced emissions, and higher fuel economy through weight savings.

Stronger M&A and corporate restructuring risk
From a rating perspective, the resilience of auto suppliers to deteriorating market
conditions is a function of the headroom built in their credit metrics. M&A and corporate
restructuring, based on what we observed so far in 2018, have reduced this headroom. At
the same time, diversifying the product mix, opening new markets, and acquiring new
technologies remain the suppliers’ main strategic goals to preserve their competitive
advantage in more competitive markets, and M&A--or less financially impactful
partnerships--remain essential in their strategies. Still, large and complex acquisitions,
for example, may be difficult to integrate smoothly and introduce significant risk despite
existing credit metric headroom.
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Key risks and opportunities
Auto OEMS
1. Escalation of trade tensions between the U.S. and Europe/China
A potential extension of trade tariffs on Europe/China-sourced vehicles earmarked for
the U.S. market would be an additional concern for the industry. In view of the high
competitiveness of the U.S. market evidenced by ever-increasing incentives, we believe
OEMs would have a hard time passing through the increased costs from the tariffs
without dampening demand.

2. Disruptive Brexit
The potential of a disruptive Brexit scenario could have disruptive effects on supply chain,
halt production, and hold back recovery prospects for the U.K. markets.

3. A sharp downturn in the global economy in 2019
A sharp economic downturn in China could reduce our growth outlook.

Escalation of trade tensions between the U.S. and Europe/China
The trade war between the U.S. and China, focused on autos, is already weighing on the
earnings of carmakers globally. Fiat Chrysler and Daimler already announced they would
miss their earnings targets for 2018.
The potential 25% tariff on cars sourced in the EU and imported into the U.S. would hurt
all automakers, but the severity depends on their production flexibility and sourcing
options. The escalating trade tensions add to the concerns about the industry's
profitability and earnings linked to the transition to electric mobility, full connectivity of
cars, and autonomous driving. In Europe we believe Jaguar Land Rover (JLR), and to a
lesser extent Volvo (which is, however, building a plant in the U.S.) would be less resilient
to the introduction of trade tariffs for the U.S. market.
For Ford and GM we do not incorporate a large impact given their limited degree of
exports and high reliance on joint-ventures that produce locally in China. Though we
expect to see more localization, especially for Ford’s Lincoln brand, the direct impact of
tariffs is not likely to be material. However, the indirect effect of trade wars in general,
namely through commodity price increases has already led to significant headwinds for
both companies. We expect this could persist in 2019.
For Tesla, we anticipate tariffs from China to lead to a significant cost disadvantage
versus local OEMs.
Also, a rise in tariffs on automobile and auto component imports into the U.S. would have
an inevitable negative impact on automakers in Japan/Korea. For example, we estimate
Toyota Motor Corp.'s ratio of local production to total unit sales in the U.S. is over 50%
and Nissan Motor Co. Ltd.'s is over 60%. Even if these automakers produce some vehicles
in the U.S., they may import key components such as engines and transmissions.
Meanwhile, Honda Motor Co. Ltd. has localized production in the U.S. and lifted the ratio
of its local production to total car sales to about 70%. This leads us to expect higher U.S.
tariffs will affect Honda less than Toyota and Nissan
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No-deal Brexit scenario
We observe little progress on industry-specific negotiations around Brexit. Under WTO
rules, a 10% tariff would be applied to all cars traded between the EU and the U.K. Extra
cost generated by this tariff would be either passed on to the consumers or absorbed by
automakers.
The uncertainty linked to the outcome of negotiations is already weighing on costs as
automakers and suppliers start to stockpile parts to prevent a major disruption in
production. Automakers with solid U.K. based production or assembly footprint need to
make alternative plans for their logistics, which could trigger additional investments. At
the same time the prospects of the U.K. light vehicle market remain weak, with sales
down 7.5% in the first nine months of 2018 (after declining 5.4% in 2017 already).
The consequence of a disruptive Brexit could reach far beyond the weakness of the U.K.
market, as a no-deal scenario would necessarily call for a major rethinking of
production/assembly and sourcing logistics for both OEMs and auto suppliers, resulting
in incremental investments. In the meantime, two pre-eminent auto suppliers, namely
Schaeffler and Michelin, announced their intention to close plants in the UK.

A sharp downturn in the global economy in 2019
A sharp downturn of the global economy is currently not factored in our base case for
OEMs. Our current view of LV sales is driven by stability in the macroeconomic
environment and by interest rates, which will increase from very low levels in the U.S. and
Europe. With this in mind, the deceleration of the Chinese market is a risk, although we
deem the present weakness there as temporary, linked to the Chinese government’s plan
to control the growth of indebtedness in the country. We do not exclude a scenario in
which the Chinese government could reinstate incentives to support the market, which
was the case in 2017, because replacement of the vehicle population is key for
supporting the environmental ambitions of the country.
Chart 38
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In other regions the recessionary risk appears low. For the U.S., per our economists, the
current odds of a recession remain at 10%-15%, though the risk of a trade war pushes it
closer to the higher end of that range. In this pessimistic scenario, business confidence
sours as trade disputes and geopolitical rancor intensify. The current U.S.-China trade
war could escalate, with both sides instituting a 25% tariff on each other's goods. Under
this scenario, U.S. GDP growth declines in the fourth quarter of 2019 and the first quarter
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of 2020, effectively placing the economy in recession (when viewed under the broad
definition of two quarters of declining GDP).
We estimate that U.S. LV sales will decline by 3%-6% year-over-year under this scenario,
dipping toward 16.1 million-16.3 million units in 2019-2020. We also assume that
automakers will pass on, at most, 50% of their increased costs to consumers as they look
to avoid a sharp decline in volumes. This could add meaningful downside pressure to the
EBIT margin targets of most automakers over the next few years.

Auto Suppliers
1. Rising R&D costs
We believe that the risk of increasing R&D costs is material for auto suppliers, now that
the industry is fully committed to deliver new products and explore new technologies that
reduce emissions, increase fuel efficiency, and lower the cost of electric battery vehicles.

2. Adapting to logistic changes and product rationalization at OEMs
Reconfiguring the supply chain to adapt to more localized production, coupled with the
need to align product offerings to changing consumer preferences, could generate
unexpected costs or loss of future revenue for the auto supplier industry depending on
their flexibility and product mix.

3. Consolidation expected in the industry
We expect consolidation among auto suppliers as a result of softer market conditions,
the need to maintain bargaining power vis-à-vis their customer, and challenges linked to
the transition to full electric mobility.

Rising R&D costs
The risk of rising R&D costs can be material for auto suppliers who intend to protect their
competitive advantage with their clients, as partially demonstrated by auto suppliers
Continental and Valeo in their profit warning on 2018 earnings. More specifically, the
challenge of complying with tightening environmental standards while market
preferences increasingly shun diesel is an issue for both OEMs and suppliers. Auto
suppliers need to develop the products now in order to comply with emissions regulations
that will be in effect over the next two to three years. At the same time, suppliers are
investing in the electric vehicle parts such as inverters and electric motors. Moreover, to
prepare for the future deployment of autonomous vehicles, large suppliers such as Aptiv
and Bosch are creating the key components and software to enable these vehicle
platforms. But between making R&D investments now and seeing potential returns on
these investments at an undefined later date, EBITDA margins could come under
pressure.
To mitigate this possibility, many suppliers are entering partnerships to share
development costs of new products. This was the case when Valeo partnered with
Siemens in 2016 to develop high voltage components and systems for hybrid and electric
vehicles, but expected return on investments only four years later in 2020. Similarly,
French auto supplier Faurecia and German auto supplier ZF have joined forces to work on
interiors for autonomous cars that are not expected to be on the road for at least a couple
of years.
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Adapting to logistic changes and product rationalization at OEMs
In light of escalating trade tensions, the cost of vehicles will rise for consumers. To what
extent these higher costs are passed along to the consumer will in part depend on the
ability of the supply chain to reconfigure itself efficiently. As the result of OEMs adapting
to emerging risks linked to reconfigure the supply chain of OEMs and to changing market
preferences, suppliers will be required to optimize their manufacturing footprint and
fine-tune their product launches in order to minimize light vehicle price increases.

Consolidation expected in the industry
In the aftermarket space in North America there are many smaller firms that make a
variety of auto parts, including starters, alternators, brake pads, air filters, fuel pumps,
and windshield wipers. As the auto parts aftermarket is now dominated by a handful of
big box retailers, there is a need for smaller manufacturers to improve bargaining power.
For instance, Tenneco’s consolidation of Federal-Mogul and its expected spin-off of its
aftermarket business is aimed at gaining the requisite scale to improve its bargaining
power with the big box retailers, namely Autozone, O’Reilly, and Advance Auto Parts,
which dominate the space.
There are other longer term forces pushing the industry toward consolidation. The
transition from internal combustion engine (ICE) vehicles to battery electric vehicle will
move the industry in this direction as well. The mechanics of battery vehicles is less
complicated compared to that of the traditional ICE-powered cars. The likely
consequence is that with few parts needed, there will be fewer suppliers. The majority of
the traditional auto supplier segments linked to the ICE powertrain will eventually face
obsolescence.
Over the long term, these trends will likely create a narrow set of mega-suppliers with
enhanced diversity, scale, and profitability. Already, recent M&A activity and corporate
restructurings, such as BorgWarner, Delphi Technologies, and Dana Inc., are laying the
foundation for existing players to transform themselves into more efficient suppliers for a
low-emissions and ultimately zero-emissions age.

This report does not constitute a rating action.
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Cash, debt, and returns
Global Autos
Chart 39

Chart 40
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Fixed versus variable rate exposure
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Chart 44
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Key Takeaways
– Ratings Outlook: Rating trends across the industry are mostly stable, with an
overall neutral bias. Europe shows a marginally negative bias mainly driven by
relaxed financial discipline of some of the largest groups. Asia-Pacific (APAC)
ratings trends improved during 2017 and 2018, and currently show a marginally
positive bias. Following a period of rating changes in 2017 and 2018, in Latin
America the outlook is generally stable.
– Forecasts: Credit ratios are likely to improve modestly overall. A rebound of energy
inflation will likely limit any further progress in margins. In developed countries, we
expect limited leverage improvement in 2019, as relaxed financial discipline should
offset a still supportive economy. In developing regions, we expect companies to
keep their commitment to gradually improve their leverage.
– Assumptions: We assume still supportive macroeconomic fundamentals in North
America and continental Europe over 2019. We are more cautious regarding the U.K.
In LatAm, we foresee sluggish sales growth and broadly stable margin. In APAC, we
assume mild demand recovery and price stabilization.
– Risks: Relaxed financial discipline in developed markets and overcapacity and
political risk in emerging markets are the main sector risks. Weakening political
cohesion in continental Europe and the possibility of a hard Brexit could also impair
business sentiment in those regions. We also believe that normalization of
monetary policy in the U.S. and the eurozone may add volatility to financial markets,
thus increasing refinancing risk.
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– Industry Trends: In most healthy regions, namely the U.S. and Europe, we believe
that companies will use cash flow to undertake growth opportunities or to return
more funds to shareholders. We forecast continued market consolidation in
developed markets, mainly involving small, regional manufacturers and
distributors. In LatAm, overcapacity, expected sluggish volume growth, and some
cost pressure will limit issuer growth prospects.
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Ratings trends and outlook
Global Building Materials
Chart 45

Chart 46

Ratings distribution

Ratings distribution by region
North America
Asia-Pacific

AAA
AA+
AA
AAA+
A
ABBB+
BBB
BBBBB+
BB
BBB+
B
BCCC+
CCC
CCCCC
C
SD
D

30
25
20
15
10
5
0

30
25
20
15
10
5
0

W.Europe
Latin America

AAA
AA+
AA
AAA+
A
ABBB+
BBB
BBBBB+
BB
BBB+
B
BCCC+
CCC
CCCCC
C
SD
D

Building Materials

There are a high number of ratings in the ‘B’ category due to the large
number of smaller highly leveraged issuers owned by financial sponsors.

North America and, to some extent Western Europe, have the largest
number of ‘B’ category ratings due to the prevalence of financial
sponsors and private equity investment in the regions.
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Ratings outlooks
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Overall, ratings are predominantly stable, because the sector is in the
expansion phase in both North America and Europe. Rating upside is
limited, notwithstanding positive sector fundamentals in those regions,
due to highly leveraged issuers owned by private equity.

We see a prevalence of negative outlooks in Europe, mainly due to relaxed
financial discipline of some large investment-grade companies, and
aggressive capital structure of few highly leveraged names.
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Ratings outlook net bias
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and improved leverage metrics in both LatAm and APAC.
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In a context of improving outlook bias in 2018 compared to 2017, namely in
LatAm and APAC, North America kept a neutral bias in a context of still
supportive economic conditions while Europe displayed a worsening trend
mainly due to relaxed financial discipline.

Source: S&P Global Ratings. Ratings data measured quarterly with last shown quarter ending September 30, 2018
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Industry forecasts
Global Building Materials
Chart 51

Chart 52
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We expect mid-single-digit growth in most regions in 2019-2020, but with aWe foresee broadly stable profitability margins in all regions.
softening trend.
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More pronounced improvement of leverage in North America compared
with the other regions, driven by increased EBITDA and capital expenditure
optimization. However, this forecast of lower leverage in 2019 and beyond
could reverse to stable if companies undertake acquisitions or increase
shareholder remuneration, For financial sponsor-owned companies, we
expect little change or potentially some increase in leverage, because
these companies should continue seeking out acquisitions or eventually
pay dividends.
Source: S&P Global Ratings. Revenue growth shows local currency growth weighted by prior-year common-currency revenue-share. All other figures
are converted into U.S. Dollars using historic exchange rates. Forecasts are converted at the last financial year-end spot rate. FFO--Funds from
operations.
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Key assumptions
North America
1. Healthy macroeconomic fundamentals, but with increasing risk.
In the U.S. in 2019, we expect 2.3% real GDP growth, 3.6% unemployment, and 1.3 million
housing starts. We further expect mid-single-digit growth in repair and remodeling
activity, and only 2.8% growth in nonresidential construction, with infrastructure
spending to be flat. These modestly positive fundamentals indicate another year of
improved sales and earnings for building materials companies, but with much less
growth than in 2016 and 2017 as the long slow recovery in housing appears to have
plateaued. Recent housing data indicates a possibility that housing starts could actually
retreat slightly in 2019, due to affordability issues and high price of new homes. However,
we think builders will attempt to address this by offering more value-based entry-level
housing.

2. Commodity cost inflation and mix changes could pressure margins.
After two years of reasonable input costs, labor and commodity costs rose in 2018 as the
economy reached full employment, tariffs set in, and demand for products increased. So
far, most building materials companies have been able to offset the cost increases with
higher pricing, but it remains to be seen if companies can continue to maintain higher
prices in 2019. Some commodity costs should temper in 2019, particularly wood (which is
coming off record high prices in 2018), steel and other metals, and oil and oil-based
products. Still, labor remains expensive and companies are seeking to automate
wherever possible. We are projecting about a 3% increase in materials costs in our
forecasts. Also, as building products become more expensive, there is the possibility that
users will shift down to less expensive mid- and low-priced items, particularly in finished
building materials (e.g., faucets, kitchens, windows, carpet etc.) in order to maximize
value. This could result in less favorable sales mix and slightly lower margins for some
producers.

3. Credit metrics should be steady as share buybacks and acquisitions remain
modest despite the recent uptick in debt for a few investment-grade
companies.
A few investment-grade companies (Vulcan Materials, Martin Marietta, Owens Corning,
and Standard Industries) have recently done moderate sized acquisitions that have
raised leverage, but we expect all of these issuers to de-lever substantially over the next
12 months. Most companies in the sector are using their excess cash flow to invest
internally in operations to improve efficiencies and reduce reliance on expensive labor.
Companies are looking to make more acquisitions, but heightened purchase price
multiples mean that only a few deals are getting done. Companies might spend more on
share repurchases, particularly as stock prices retreat from current high levels.
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EMEA
1. Construction output growth should slow in 2019-2020
Most European markets continue to gradually recover, but with a slowing pace, in parallel
with lower GDP growth in Europe of 2.3% in 2018 and 1.7% in 2019-2020, compared with
2.8% in 2017. According to Euroconstruct, European construction output will grow 2.7%
in 2018, down from 3.9% in 2017. Growth should continue in 2019 and 2020, but at a
slower rate, below 2%, and construction should no longer be the European engine of
growth. In particular, we expect a growth deceleration of new housing construction, and a
shift to civil engineering construction, reflecting some infrastructure renovation
programs announced in continental Europe. European construction growth is broadbased, but with significant differences at the country level. We expect Eastern Europe to
post higher growth than Western Europe on average. Particularly, we expect very limited
growth in Germany and the U.K. in 2019-2020. We also anticipate stable or moderately
growing prices in the region, in line with CPI. Most building material companies that we
rate benefit from diversified geographic exposure outside Europe, namely in the U.S. and
APAC, and will likely continue posting better trading performance through 2018-2019
compared with companies with local exposure

2. Energy inflation will likely limit margin progress in 2019-2020
In 2018, most EMEA building material players have managed to somewhat protect their
margin from energy inflation cost at about 10%, thanks to the benefits of cost synergies
coming from M&A made in 2015-2016, cost-cutting programs, and modest price
increases. We anticipate an average EBITDA margin of 13.9% in 2018, up by a limited 20
basis points compared with 2017; however, we expect a modest decline for those
companies with high energy consumption. In our base-case scenario for 2019 we assume
energy inflation still at around 10% and an overall cost inflation between 3% and 4%. We
believe that additional room for cost optimization measures is pretty limited in the next
couple of years, and companies may be unable to fully pass cost inflation through to end
consumers ahead of slowing volume. As result, we forecast that margins at best will
remain stable in 2019, but, as with 2018, we could observe a moderate decline for
companies with significant energy cost consumption, such as cement producers, or with
exposure to emerging countries with excess production capacity.

3. Eased financial discipline limits leverage improvement in 2019-2020
In 2016-2018 building materials companies’ credit metrics on average remained largely
unchanged, as large debt-funded M&A and more generous shareholder remuneration
offset increased cash flow generation ahead of a recovering cycle. We anticipate our
adjusted funds from operations (FFO) to debt to stand at 24.9% in 2018, down from
25.6% in 2016-2017. In our view, it is unlikely that leverage metrics will post a significant
improvement in 2019-2020, notwithstanding still supportive economic conditions. This is
because we anticipate that most companies will continue pursuing aggressive
shareholder remunerations. Currently, large players such as CRH and Compagnie de
Saint-Gobain have in place share-buyback programs that will extend to 2019, and most
listed players anticipate increasing dividend payout in 2019. Furthermore, several
companies announced that they will increase the share of cash flow allocated to
acquisitions or capex, mainly to outside Europe. In our base-case scenario, we anticipate
that FFO to debt will improve to 27% in 2019-2020.
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Latin America
1. Sluggish volume growth and overcapacity to persist through 2019
We expect mixed results across LatAm through 2019 with in general low- to mid-singledigit volume growth in most countries. In our view, still soft economic activity, political
uncertainties, low public and private investment, and low utilization rates across the
region will continue to weigh on volumes. In most countries, we expect residential
activities to continue to offset still depressed infrastructure investment projects.
In Brazil, we have recently revised down our GPD growth expectation to 2.2% from 2.4%
for 2019, in the context of the challenging political environment, and due to our concern
about the new administration’s ability to pass crucial reforms to boost the economy and
attract fixed investments.
In Mexico, we expect GDP growth of 2.4% for 2019. Proposals by the new President elect
Andrés Manuel López Obrador (commonly known as AMLO) aim to raise investment in
public works and infrastructure as well as further develop the housing sector, which
could support a better scenario for Mexico’s cement volumes in the next few years.
Moreover, if the United States–Mexico–Canada Agreement is approved, it would provide
greater visibility with regard to trade activity among the three nations, which in turn could
increase private investments in Mexico. In Peru, we expect GDP growth of 3.8% in 2018,
and mid-single-digit volume growth supported by a pick-up in midsize infrastructure
projects, reconstruction activities, and housing gap.
In Argentina, the building material sector will likely suffer from the current challenging
macroeconomic environment. We expect its economy to contract by 2% in 2018, and no
growth in 2019. Moreover, as we expect Argentina’s central bank to keep interest rates
elevated to contain inflation expectation, we anticipate limited public and private
investments in infrastructure and housing projects. Finally, large players having presence
in the U.S. should continue to post attractive growth based on the U.S. current market
conditions, including favorable demand and pricing environment.

2. Focus on profitability despite cost pressure
As seen in 2018, we expect most issuers to continue to contain any cost pressure,
particularly from the energy side, thanks to their capacity to pass through these effects
to their end customers through healthy price adjustments. We also expect the utilization
of alternative fuels, coupled with an increased optimization of production and logistics
supply models to further protect profitability. For 2019, we anticipate only modest room
for improvement in terms of EBITDA margin across LatAm given our expectation for the
potential hike in energy and labor costs. In most LatAm countries, operating margins are
higher than in other regions of the world. This is because of their ability to maintain
competitive cost structures and pricing power.

3. Deleveraging trend and prudent financial policies to continue in 2019
We expect LatAm companies to keep their commitment to gradually reduce leverage
during 2019, largely through the divestment of noncore assets, while they maintain their
focus on profitability and cash flow generation. For 2019, we do not expect aggressive
debt-financed M&A transactions in the region, but rather for issuers to maintain and
modernize their productive assets to improve operating efficiencies. Overall, we expect
issuers to maintain prudent financial policies, including low dividend payments and
limited share-buyback activities, depending on their cash generation profile and
investment plans.
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Asia-Pacific
1. Stable economic gains driving demand growth
Since we expect stable growth for most Asian countries, the sector's credit conditions will
continue to improve on the back of economic growth and construction activities.
Infrastructure investment will continue to propel the growth, together with modest gains
in the property industry.
China's production rationalization of building materials is the key driver for rising prices
and the turnaround of Chinese companies in 2018 and 2019 in terms of financial
performance. Infrastructure investment growth remains a driver for demand. However,
China’s fixed-asset investment growth has been on a declining trend this year. In Japan,
infrastructure needs and a modest recovery in the property market are favorable for
building materials producers while Korea's property slowdown caps companies' growth.
Improving home construction and repair needs underpin stable prospects for Australian
companies.

2. Resilient prices support operating cash flow
In most of APAC, we see a stabilizing price trend due to a recovery in demand. In China’s
case, a production rationalization between suppliers, e.g. cement, has been a major
factor to support prices. However, the overall overcapacity in the industry is likely to
constrain pricing upside in some regions, like China. We did not see a large capacity
retirement in the past few years; however, self-disciplined production control between
regional players helped maintain prices.

3. Deleveraging trend to continue in general
We expect companies to restrain their capital spending over the next two years, and we
do not expect aggressive M&A in the region. Most of the companies are deleveraging
through asset sales and debt repayment, while improving their profitability amid
economic growth.
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Key risks and opportunities
North America
1. High home prices and reduced affordability of existing homes could bring
the building materials recovery to a halt
For the three months ended Aug. 31, 2018, housing sales and permits moderated in the
U.S. because of low inventory and high home prices. This, along with higher interest rates,
may be pushing marginally qualified buyers out of the market. If this trend continues, we
could see housing starts decline below the 1.3 million units assumed for 2019. Existing
home sales (a big driver of repair and remodel activity) could also slow if values remain
high and available inventory low. This would have a ripple effect on building materials and
2019 could be the year the decade-long, slow-charging recovery from the 2007 housing
crash actually stalls.

2. Higher interest rates
Higher interest rates will not only squeeze some marginal buyers out of the new home
market (mortgage rates assumed to go to 5.1% in 2019), but may also crimp consumers
borrowing on home equity lines for major repairs and renovations. While we believe full
employment and wage growth may blunt the impact of higher rates, the higher overall
cost of new homes and renovations may cause consumers to trade down—to buy more
modest homes, forgo upgrades, and make less expensive renovations. This would likely
have a negative mixed effect on building materials’ product margins, as a shift occurs
from higher margin premium products to mid-range offerings with less profit.

3. A shift to more aggressive financial policies could come at the worst time
Even though North American building materials companies have seen their balance
sheets and profit margins fully recover from 2007’s Great Recession, for the most part
their financial policies have remained conservative even in light of increasing cash
balances. Issuers have preferred to reinvest their excess cash in internal operational
improvements or to hold the cash on the balance sheet, rather than make large scale
share repurchases or pay elevated multiples for acquisitions. However, if U.S.
construction markets do slow and issuers’ stock prices drop, companies may be tempted
to use their excess cash to repurchase shares, or to make acquisitions if multiples fall.
This could add to the risk of re-leveraging, particularly if large repurchases are made just
prior to a turn in the cycle.
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EMEA
1. Eased financial discipline tightens rating room in case of a downturn in 2019
Building materials issuers have in the past exhibited a rapid EBITDA decline when the
market has taken a downturn, meaning that high leverage leaves less room for building
materials issuers to maneuver when under stress. Virtually all of our speculative-grade
building materials issuers now have fairly aggressive, covenant-lite debt structures in
place, and we have noticed leverage levels gradually rising across this section of the
portfolio, particularly for some private equity-owned issuers. This increased leverage has
sometimes resulted in a weakening of credit metrics and lower rating level. At the same
time, we note that most building materials players in the investment-grade category have
increased shareholder remuneration through higher dividends and share buybacks, or
increased acquisition spending, which does not leave too much rating headroom in case
of downturn. In a few instances, such as with CRH, LafargeHolcim, and Legrand, we
assign a negative outlook to signal very limited rating headroom.

2. Political uncertainty and Brexit
Political uncertainty continues to be a major theme for issuers we rate and is partly
responsible for driving the foreign exchange volatility that has been affecting their
financial results. In particular, the uncertainty from political volatility in countries where
some issuers have material exposure, such as Algeria, Egypt, and Turkey, may drive
further foreign exchange volatility through 2019. The exchange rate fluctuation between
the U.S. dollar and the euro that we have observed in 2017-2018 also adds volatility to
company results, given the significant exposure on average to the U.S. market. We believe
that most of our issuers with exposure to the U.K. will not face cross-border servicing or
logistics issues in case of a disruptive Brexit in March 2019; however, local demand for
building products will likely remain weak ahead of poor consumer sentiment. This could
result in pressure on some issuers with a high concentration to the U.K. construction
sector, namely HSS Hire Group PLC and Travis Perkins PLC.

3. The prospect of increasing interest rates raises refinancing risk
During 2017 and to a limited extent in 2018, almost all of the EMEA building materials
issuers we rate refinanced either part or all of their debt, at historically low interest rates.
In our opinion, it is likely that interest rates will begin rising at the end of 2019, ahead of a
progressive normalization of the European Central Bank monetary policy. On top of it, we
already observed a repricing of risk at speculative-grade level, particularly in those riskier
segments such as construction. This means that issuers could face a higher interest cost
when they next look to tap the markets. The monetary policy normalization may also bring
some market volatility, as we are currently observing in the U.S. market. As result, we
believe that refinancing risk will likely increase over the next two to three years, when
most of the structures put in place mature.
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Latin America
1. Political risks prevail in several LatAm countries
Political risks have been diminishing in certain LatAm countries like Chile, Colombia,
Peru, and to some extent in Mexico. However, political risks are more significant in
Argentina and Brazil. These risks will continue to weigh on issuers’ growth prospects in
the short term.
In Argentina, GDP is likely to be hurt by the fiscal austerity and monetary tightening
policies implemented by the government in order to contain inflation, stabilize foreign
exchange rate, and reestablish investor confidence and the long-term trajectory of the
economy. The Presidential election is coming in late 2019, which coupled with the current
difficult macroeconomic environment, provides, limited growth prospects for building
material companies in Argentina in the short term.
In Brazil, there are still concerns surrounding the next administration’s ability to pass
crucial reforms and when its economy will recover. These factors hold back public and
private investment, and therefore weigh on Brazilian building material companies’ topline growth trajectory.
In Mexico, the new government has been quite explicit about reinvigorating the
construction sector, through greater support of the deployment of infrastructure projects
and incentives to increase the number of housing starts. However, Mexico’s Presidentelect Andres Manuel Lopez Obrador recently announced that it plans to cancel the
construction of the New Mexico City Airport, following a public consultation launched by
the incoming administration. In our view, this announcement will trigger a period of
volatility and uncertainty that could undermine investment confidence and affect
consumer decisions, which may very well hinder the sector’s short and medium-term
growth prospects.

2. Weakening financing conditions expected in 2019
Financing conditions are deteriorating in LatAm. Despite the high levels of liquidity in the
markets, investors are asking higher risk premiums and are skittish about emerging
markets. In our opinion, access to the global debt capital market is likely to be limited
particularly for Argentine and Brazilian issuers during the rest of 2018, although in Brazil
issuers have access to the domestic debt capital market, so there could be a rebound in
2019. However, even considering our expectation of increasing interest rate in the global
debt market, most rated LatAm building material companies have proactively refinanced
large debt maturities ahead of the 2018 presidential election cycles, so we don’t expect
significant refinancing risk before 2020 and 2021. With the exception of only a few issuers
in the sector, most companies have maintained relatively low leverage level and adequate
liquidity position with solid cash balance, undrawn available committed credit lines, and
extended debt maturities. Therefore, we are not expecting significant refinancing risk in
2019 for the sector.

3. Some asset sales and M&A expected through 2019
We expect various cement players in LatAm to divest noncore assets, particularly in the
domestic market for Brazilian issuers, and outside the local market in other LatAm
countries such as Mexico. Issuers aiming to divest assets are seeking to reduce leverage
or simply to scale back operations in markets with sluggish growth prospects, such as in
Brazil, where cement usage has dropped significantly to about 53.8 million tons in 2017
from 71.7 million tons in 2014. Buzzi Unicem’s announced 50% stake acquisition in Grupo
Ricardo Brennand is a type of transaction that we could continue to see in the market
during 2019.
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Asia-Pacific
1. U.S.-China trade war
There is no sign of easing of the U.S.-China trade war. Its impact is not yet evident in
economic data or company performance. However, as the trade war starts to affect
economic growth and market sentiment, there could in turn be a dampening of demand
and prices for building materials.
In addition, if China sticks to its initiative of deleveraging the whole economy, it will not
have the ability to use increased investment to buffer any decrease in demand.

2. Liquidity and refinancing risks
Given the rising interest rate environment and the heightened uncertainty of economic
growth, the financial market has been increasingly volatile. In China, the tightening of the
credit market has been exacerbated by the government’s policy to deleverage. As a result,
interest rate has been rising, refinancing has becoming more difficult, and default cases
have risen significantly in China. The environment is particularly difficult for private
companies as banks generally prefer to lend to state-owned companies.
The Chinese government has loosened the credit tightening policy a bit recently to avoid a
widespread financial crisis. However, we believe the goal to deleverage the economy
remains unchanged. The government will still let inefficient or uncompetitive companies
fail, but the government does not want to see healthy companies face a liquidity crunch
due to market tightening.

3. Overcapacity
Building materials generally still face overcapacity, especially in China. The recovery in
prices in 2017 and 2018 was primarily from rationalization of production between
producers, for example, cement producers in China, without shutting down excess
capacity.
So far the rationalization has been functioning well. However, if demand growth slows
and the market turns, also resulting in a price drop, companies may not necessarily
adhere to the rationalization plan and may start to raise production to increase cash flow.
Therefore overcapacity remains an overhang for the building materials industry in the
region.
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Industry themes
A decade after the financial crisis: large building materials
companies’ credit metrics have not fully recovered
Ten years since the failure of Lehman Brothers and the start of the Great Repression,
which is among the heaviest recessions that the building materials sector suffered, we
are looking at how large building materials companies have recovered and how they
stand now compared to 2007. The main conclusion we draw is that building materials
companies have not fully recovered since the financial crisis, on average. Although we do
not expect any recession of a magnitude similar to 2008, we cannot rule out the cycle
turning in the next few years, particularly in those regions such as the U.S. where
expansion is enduring since 2011. Building materials is a cyclical industry, and
companies have usually exhibited a rapid EBITDA decline when the market has taken a
downturn, meaning that tight credit metrics leave less room for building materials
issuers to maneuver when under stress.
We analyzed metrics of eight large companies: Buzzi Unicem SpA (BBB-/Stable/A-3),
Cemex S.A.B. de C.V.(BB/Stable/--), Compagnie de Saint-Gobain S.A. (BBB/Stable/A-2),
CRH plc (BBB+/Negative/A-2), HeidelbergCement AG (BBB-/Stable/A-3), LafargeHolcim
Ltd (BBB/Negative/A-2), Legrand S.A (A-/Negative/A-2) and Rexel S.A. (BB/Stable/B).
Most of those companies went through transformative events, including large mergers,
such as Holcim’s with Lafarge, large acquisition, such as Heidelberg’s of Italcementi, and
significant business portfolio changes, as in the case of CRH, Legrand, and Compagnie de
Saint-Gobain. We believe that this sample of companies exemplifies the most notable
trends in the building materials sector over the past 10 years, both in terms of business
development and financial risk. These companies also display solid geographic
diversification as they typically operate in Europe, North America, LatAm, and APAC.

The average rating is still below that of 2007
Ratings have not fully rebounded from the financial crisis. In 2017, the average rating was
just above ‘BBB-‘ while in 2007 it was marginally above ‘BBB’ (see chart 55). In our view,
this is because the building materials sector in some European countries, such as Italy,
still lags behind its 2007 level. It also reflects our view that some emerging markets still
hold excess production capacity, following significant investments made in the decade,
which impairs profitability. Lastly, increased spending on acquisitions and shareholder
remuneration in the past three years prevented full recovery of credit metrics.
Chart 55
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Source: S&P Global Ratings. Note: average calculated assigning a number from 1 (D) to 22 (AAA) to each rating level. Companies
included are: CEMEX, Buzzi Unicem, CRH, Compagnie de Saint-Gobain, HeidelbergCement, LafargeHolcim, Legrand, Rexel.
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Out of the eight companies in our peer group, six currently carry a stable outlook and two,
LafargeHolcim and CRH, have a negative outlook. This means that over the next one or
two years we do not anticipate further rating improvement, on average. Instead, we could
lower the rating on CRH if the group continues to make sizable acquisitions or if it further
increases its shareholder remuneration, while suddenly experiencing weaker-thanexpected end-market conditions. We could lower the ratings on LafargeHolcim if the
group were to post continued weak metrics in some of its key countries in Asia and Africa,
or if its operating performance were to deteriorate suddenly in those regions currently
supporting the group's profitability, such as the U.S. and India.
On average, the peer group credit rating has fallen by two notches in the 2007-2017
period. Some companies experienced a limited one-notch downgrade, such as SaintGobain and LafargeHolcim (formerly Holcim). At the same time, Cemex and
HeidelbergCement had more pronounced downgrades to the ‘B’ category, as, on top of
weakened performance, leverage metrics also underwent significant acquisitions made
just before or during the financial crisis. Remarkably, CRH is the only company with an
unchanged rating during the period, which reflects its solid commitment to maintain the
rating.

Core credit metric FFO to debt has not fully recovered since 2007
The average FFO to debt related to our peer companies stood at 26.8% in 2017. Although
the metric has significantly improved since the low of 19.6% reached in 2009, it is still
below 31.1% of 2007. We don’t expect improvement in 2018-2019; on the contrary, we
expect some worsening in 2018, followed by a modest increase in 2019 back to the 2017
level (see chart 56).
Chart 56
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Source: S&P Global Ratings. Companies included are: CEMEX, Buzzi Unicem, CRH, Compagnie de Saint-Gobain,
HeidelbergCement, LafargeHolcim, Legrand, Rexel.

Similar to the rating trend, the gap between the 2017 and 2007 FFO-to-debt ratio reflects
the lack of full recovery of the building materials sector in some European and emerging
countries, and still subdued operating cash flow generation. Supporting our view, the
average adjusted EBITDA margin stood at 17.5% in 2017, still below 2007 when it was at
20.2%. Furthermore, average adjusted cash conversion, which is the ratio between
adjusted operating cash flow and EBITDA, stood at 66% in 2015-2017, below 71% in
2005-2007. The hole in the cash conversion mainly reflects poor working capital
management in few notable cases, such as LafargeHolcim. The gap between 2017 and
2007 FFO to debt is also because of increased spending on acquisitions and shareholder
remuneration in past few years.
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In our view, FFO to debt will not further improve in 2018-2019, as most companies should
continue their sustained spending on acquisitions and shareholder remuneration, which
we expect to more than offset the rebound in the operating cash flow generation ahead of
the still supportive credit cycle.

Currently low interest rates pump up interest coverage
In contrast, EBITDA interest coverage related to our peer group is much higher in 2017
than in 2007. This mainly reflects companies’ sustained debt refinancing in the past few
years in a context of exceptionally low interest rates. In our view, it is likely that interest
coverage will gradually worsen in the next few years along with the progressive
normalization of the ECB and Federal Reserve’s monetary policies. As such, we do not
believe that current high interest coverage indicates better creditworthiness when
compared with 2007.
Chart 57
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Source: S&P Global Ratings. Companies included are: CEMEX, Buzzi Unicem, CRH, Compagnie de Saint-Gobain,
HeidelbergCement, LafargeHolcim, Legrand, Rexel.

Profitability reliance on the U.S. market has increased in the period, which
raises concentration risk
The U.S. share of our peer companies’ profitability has increased in the past few years,
and it is significantly higher when compared with 2007. EBITDA generated in the U.S.
made a sizable 38% of the total in 2015-2017, while U.S. revenue share in the same
period stood at 32%. This compares with 29% and 28%, respectively, in 2005-2007.
Notably, Buzzi Unicem increased its share of EBITDA produced in the U.S. to 69% in
2015-2017, well up from 33% in 2005-2007. CRH and Legrand also displayed significant
increase of U.S. share of EBITDA in the same period.
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Chart 58
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Source: S&P Global Ratings. Companies included are: CEMEX, Buzzi Unicem, CRH, Compagnie de Saint-Gobain,
HeidelbergCement, LafargeHolcim, Legrand, Rexel.

The increased share of the U.S. market profitability in 2015-2017 is not surprising: the
U.S. building materials cycle has started its recovery path in 2011, well before Europe,
which started recovering in 2014, and so is in a more advanced stage. Moreover, the U.S.
cement cycle has significantly recovered since the U.S. recession, though it is still 25%
below its 2006 peak, while the European cement cycle is far from getting back since the
recession, and it is still 40% below the 2007 peak. This is why European building
materials companies have invested significantly in the U.S. market in the past decade,
both through capex and acquisitions. Notably, Legrand S.A. made significant acquisitions
in the U.S., such as Milestones and Raritan, and increased its U.S. sales to 33% in 2017
from 15% in 2007.
While the increased exposure to the U.S. market has enabled EMEA companies to
improve their results in the recent years, this also resulted into concentration risk. In our
view, a sudden downturn of the U.S. construction cycle could significantly impair EMEA
large building materials companies if it is not offset by continuation of recovery in Europe
and/or a broad improvement in both APAC and Africa.

Eased financial discipline tightens rating room in case of a downturn
In our view, large building materials issuers’ financial discipline has somewhat eroded in
the past couple of years. Companies have considerably increased shareholder
remuneration, both through higher dividends and share buybacks, or have enlarged
acquisition spending. Notably, we observed a substantial surge of distributed dividends
to about €3.4 billion in 2017, which is marginally higher than the levels we observed
before the financial crisis (see chart 59). We expect dividend distribution to further
moderately increase in 2018-2019, based on companies’ public announcement on
dividend pay-out ratio.
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Chart 59
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Source: S&P Global Ratings. Companies included are: CEMEX, Buzzi Unicem, CRH, Compagnie de Saint-Gobain,
HeidelbergCement, LafargeHolcim, Legrand, Rexel.

On top of dividend distributions, large players such as CRH and Compagnie de SaintGobain announced share buyback programs that will extend to 2019. We believe that
shareholder-friendly distribution will stay at least till the cycle turns. As result, on
average we do not expect leverage metrics to improve in next couple of years. This may
leave limited headroom to ratings in case of downturn.

U.S. Building Materials issuers are well-positioned to absorb
a moderate downturn
We reviewed the credit ratings and metrics of 11 investment-grade and five ‘BB’ category
issuers that we rated in 2007 and compared them to their pre-Great Recession levels.
Earlier this year, we also analyzed how our rated ‘B’ category private equity owned
building products companies may fare in a downturn. (See “Financial Sponsors Pave the
Way Into the U.S. Building Materials Sector,” published April 18, 2018). Our findings show
that that most companies we rated back in 2005 are performing better now than they did
at the last peak.
Our analysis also shows that most of our ‘B’ category private equity owned companies are
better positioned to absorb a 30% decline in EBITDA than they were in 2008, mostly
because, on average, they are not as excessively leveraged as they were in 2007
Key takeaways from our analysis (see table below) are as follows:
– Our investment grade and ‘BB’ category companies have increased in size and scale,
due to acquisitions, industry consolidation, and organic growth, despite fewer housing
starts and demand for materials than in 2007.
– By focusing on internal operations and cutting costs in the downturn, companies are
producing more EBITDA at 1.3 million starts than they did at the last peak, when
housing starts exceeded 2 million.
– EBITDA margins have improved an average of 200 basis points compared to 2007.
– Debt profiles show that the companies reviewed were less leveraged at year-end 2017
than at year-end 2007, with average new leverage for our investment grade rated
issuers at 1.6x at year-end 2017 compared to 1.9x at year-end 2007.
– In the first half of 2018, several companies, including Martin Marietta, Vulcan
Materials, Stanley Black and Decker and Owens Corning, all increased debt to fund
acquisitions and build normal seasonal working capital. However, overall debt
S&P Global Ratings

November 14, 2018

51

Industry Top Trends 2019: Building Materials

leverage is in line with 2007 levels and we expect the companies mentioned will
reduce debt leverage back within the next 12 months.
– Also, compared to 2007, companies are benefiting from long-dated debt maturities,
minimal or no financial covenants, and still historically low interest rates.
Given that we assume any near-term economic downturn would be milder than the
decline in housing starts (75%) and general construction activity in the Great Recession,
we believe that the investment-grade and ‘BB’ category building materials issuers are
well positioned to maintain credit quality and ratings in a mild downturn, particularly
when we consider how the ratings performed through the Great Recession.

Table 3

Building Materials Ratings Through The Downturn
Investment Grade

Dec. 31, 2017

Lowest Rating 2007-2017

Current Rating

Eagle Materials Inc.

N.R.

BBB

BBB

Lennox International Inc.

BB

BB

BBB

Martin Marietta Materials, Inc.

BBB+

BBB

BBB+

Masco Corporation

BBB+

BBB-

BBB

Mohawk Industries, Inc.

BBB-

BB+

BBB+

Owens Corning

BBB-

BBB-

BBB

Stanley Black & Decker, Inc.

A

A

A

Valmont Industries, Inc.

BB

BB

BBB+

Vulcan Materials Company

A-

BB

BBB

Armstrong World Industries

BB

BB-

BB

Builder's FirstSource

B+

SD

BB-

Generac Holdings Inc.*

N.R.

B+

BB-

Gibraltar Corp.

BB

B+

BB-

USG Corp

BB+

B

BB+

BB Category

Source: S&P Global Ratings
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Table 4

Building Materials EBITDA Margin And Debt Leverage
EBITDA Margin
2007

Net Debt/EBITDA

2017 TTM 6/30/2018

2007

2017 TTM 6/30/2018

Investment Grade
Eagle Materials Inc.

29.3%

30.1%

29.7%

1.5

1.3

1.5

6.9%

14.3%

14.9%

0.1

1.7

2.2

Martin Marietta Materials, Inc.

24.4%

26.9%

27.3%

1.9

1.6

3.1

Masco Corporation

16.4%

17.0%

16.0%

2.2

1.4

2.0

Mohawk Industries, Inc.

10.8%

19.6%

19.2%

2.1

1.4

1.3

Owens Corning

14.6%

17.8%

15.5%

3.1

1.9

3.3

Stanley Black & Decker, Inc.

11.0%

16.3%

16.0%

1.8

1.6

2.1

8.2%

12.7%

12.4%

0.7

0.8

0.8

Vulcan Materials Company

20.8%

24.5%

24.3%

3.9

2.9

3.1

Average

15.8%

19.9%

19.5%

1.9

1.6

2.2

11.4%

39.2%

46.5%

1.3

2.3

2.4

Lennox International Inc.

Valmont Industries, Inc.

BB Category
Armstrong World Industries
Builder's FirstSource

3.0%

6.6%

6.6%

6.4

4.4

4.6

Generac Holdings Inc.

26.8%

23.6%

21.8%

8.3

2.6

2.3

Gibraltar Corp.

9.1%

14.1%

14.7%

4.5

0.6

0.7

USG Corp

9.8%

18.6%

16.5%

2.25

1.97

2.5

Average

12.0%

20.4%

21.2%

4.6

2.4

2.5

Source: S&P Global Ratings

We believe most ‘B’ category speculative-grade issuers, most of which are owned by
private equity financial sponsors, could withstand a 30% decline in EBITDA and still
maintain viable credit metrics (debt leverage less than 8x and interest coverage greater
than 1:1). Our analysis shows that average debt leverage for ‘B’ category issuers would
deteriorate to about 7.5x from about 5.6x in a scenario where EBITDA declined 30% from
2018 levels and 40% of surplus cash was used to pay down debt. In that same scenario,
average interest coverage would fall to about 2.2x from 3.2x.

This report does not constitute a rating action.
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Cash, debt, and returns
Global Building Materials
Chart 60

Chart 61
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: Currently, 82% of ratings on capital goods companies carry a
stable outlook, versus 72% at the end of 2017. The sector outlook distribution has a
-5% negative bias compared to -15% at the end of last year.
– Forecasts: Overall, we expect sector revenue growth of about 3.5% and a margin
expansion of 60-70 basis points, leading to a modest improvement in weighted
credit metrics over the next 12 months. We forecast a slight increase in weighted
funds from operations (FFO) to debt to 36%-37% by 2019 from about 34% in 2018,
and an improvement in debt to EBITDA to 2.0x from 2.1x.
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– Assumptions: In 2019, we expect the capital goods sector to benefit from modestly
supportive global economic developments and end markets, as well as from steady
growth in order intake over the past 12 months, which has bolstered sector order
books. End-market investment levels remain a key driver of industry performance.
Our capital expenditure (capex) forecast foresees a softening of investment growth,
which we expect to limit medium-term revenue and profit expansion.
– Risks: While not our base case, a significant slowdown in the world's largest
economies, the U.S. and China, could reduce global demand, causing a falloff in
revenues and profits. Increased trade tensions between the U.S. and China could
affect global trade, supply chains, and economic confidence, and lead to
decreasing investment. We expect U.S. monetary policy tightening to increase the
cost of debt, which could weaken credit metrics within this highly capital-intensive
sector and limit the debt capacity of highly leveraged issuers.
– Industry Trends: We witness accelerating deconglomeration and a strategic focus
on higher-margin and growth businesses throughout the sector. Simultaneously,
industry-leading players have made strategic acquisitions to strengthen their core
businesses. We believe refocusing is likely to continue and drive further portfolio
realignment, as well as strategic acquisitions, over the next few years.
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Ratings trends and outlook
Global Capital Goods
Chart 66

Chart 67
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Ratings outlooks
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Ratings outlook net bias
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Source: S&P Global Ratings. Ratings data measured quarterly with last shown quarter ending September 30, 2018

The global capital goods sector continued its positive performance in 2018, propelled by a
continuous increase in the demand for equipment and services across end markets,
which had a positive impact on order and revenue growth and sector profitability. As a
result, 82% of our rated capital goods companies now have a stable outlook versus 74%
at the end of 2017. The share of negative outlooks has declined steadily since the third
quarter of 2016, and the net negative outlook share is now -5% versus -15% at the end of
2017. This is mainly due to the improvement in the sector's credit metrics increasing the
credit ratio headroom at the current ratings. The even global outlook distribution reflects
our view of stable sector performance in 2019 after two years of recovery.
S&P Global Ratings
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Industry forecasts
Global Capital Goods
Chart 72

Chart 73
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Our base case foresees growth in sector revenues of 4.3% in 2018 and of between 3.5%
and 3.7% in 2019, reflecting our view of slower economic and investment growth in key
markets. We expect EBITDA margins to increase moderately, from 15.3% in 2018 to about
16% in 2019, as a result of topline growth, leaner cost bases as a result of past
restructuring, and a focus on higher-margin services and products.
Based on our assumptions, the weighted key credit metrics for the sector will strengthen
modestly in 2019. We forecast that S&P Global Ratings-adjusted FFO to debt will
increase to 34% in 2018 and to between 36% and 37% in 2019, and that debt to EBITDA
will improve to 2.1x in 2018 and 2.0x in 2019. However, the strengthening of issuers'
financial profiles, especially going into 2020, will depend on the economic environment
not materially weakening, as well as on companies' appetite for debt-financed mergers
and acquisitions (M&A).
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Key assumptions
Capital Goods
1. A supportive economic environment, with rising trade tensions
The U.S economy remains solid, with our estimate of real GDP growth at 2.9% in 2018 and
2.3% in 2019, which we expect to support the sector. An economic risk to issuers comes
from the so-called "list three" duties that were enacted on Sept. 24, 2018. These tariffs
are likely to weaken the earnings of U.S.-based firms that import large volumes of
supplies from China. The impact on earnings will depend on firms' abilities to pass
through tariff-related costs to customers or to redirect goods through the supply chain.
With the U.S. government threatening to close the U.S.-Mexico border in response to an
anticipated surge in immigration from central and South America, the supply chains of
U.S. companies could come under further pressure. Data from S&P Global Paniva
indicate that the capital goods industry was the third-largest user of Mexico trucking
routes over the past 12 months to transport heavy machinery parts worth $442 million
and cables worth $728 million.

Tariffs are likely to
weaken the earnings
of U.S.-based firms
that import large
volumes of supplies
from China.

U.S. monetary policy tightening, with the Fed's latest rate hike bringing the benchmark
federal funds rate to 2.00%-2.25%, is likely to start to pressure highly leveraged issuers
with a high proportion of variable-rate debt. We think most issuers can absorb a
moderate pace of interest rate hikes, given limited refinancing needs through 2019, but a
sharper rate of increases could put pressure on weaker issuers. Under the scenario of a
moderate pace of interest rate hikes, we expect steady access to the capital markets to
support potential M&A and leveraged buyouts in the sector.
European markets face relatively stable economic prospects going into 2019, although
the risk of a no-deal disruptive Brexit continues to rise. We expect real GDP growth of
2.0% in the eurozone in the remainder of 2018, and of 1.7% in 2019, with substantially
lower growth of 1.3% in the U.K. in 2018 and 2019. Financing conditions in Europe will
remain favorable, allowing for strategic M&A.
Contrary to in the U.S. and Europe, in China, corporate deleveraging has paused. This is
due mainly to decelerating earnings growth rather than profligate spending or borrowing,
as corporate spending appetite is restrained. First, trade tensions between the U.S. and
China have steadily increased and show no signs of abating. Instead, there is heightened
risk of an extended trade confrontation with elevated tariffs that could have a significant
impact on global trade, supply chains, and economic confidence. Second, capital outflow
pressures persist due to better economic growth in the U.S. and tighter U.S. monetary
policy. While China's government aims to deleverage state-owned enterprises, it is also
fine-tuning financial-risk-reduction measures to support corporate financing. We
estimate real GDP growth in China of 6.5% this year and 6.3% in 2019, and real GDP
growth in the Asia-Pacific region of 5.6% in 2019.

There is a heightened
risk of an extended
trade confrontation
that could have a
significant impact on
global trade, supply
chains, and economic
confidence.

The macroeconomic environment has become more challenging in Latin America.
External financing conditions have tightened further amid ongoing U.S. dollar strength
and rising U.S. short-term interest rates. This has weighed on investor confidence for
emerging market economies with large fiscal and/or external account imbalances-especially those where domestic political dynamics create uncertainty over the
government's ability to implement policies that correct those imbalances. This is notable
in Brazil and Argentina--the region's largest and third-largest economies, respectively-and we've lowered our GDP forecasts for these two countries. We now expect Brazil's
economy to expand by just 1.4% and 2.2% this year and next, and Argentina's economy to
contract 2% this year and remain stagnant in 2019.
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2. Key end-market demand to support sector performance through 2019
Virtually all important end markets for capital goods original equipment manufacturers (OEMs)
continued on a positive trend in over the past 12 months, and most market participants reported
a continuously increasing order intake by the third quarter of 2018. We expect the positive sector
performance to continue, at least through the first half in 2019, supported by market dynamics
and issuers' order books. Overall, we expect the healthy demand for equipment and services to
continue in 2019, both for commodities- and non-commodities-related end markets, albeit at a
slower rate.

Since the oil price collapse of 2014-2016, oil benchmarks have continued to recover
during 2018, reaching levels of $70 per barrel for West Texas Intermediate and $80 per
barrel for Brent and above. For 2019, we believe that oil prices will likely come under
pressure, with an average assumption of $65 per barrel for Brent, reflecting weakening
global GDP growth and increasing overall production volumes worldwide. Over the past
three years, oil majors and other producers have focused on reducing and optimizing
their cost structures to become more resilient to lower prices. Even with currently
recovering fundamentals, the oil majors remain disciplined and cautious about
investment in new projects, although some onshore producers in the U.S. have started to
increase their investment budgets from lows in 2016. We believe that the industry is still
far from the capex in 2012-2014, even if activity levels haven't dropped as severely as
capex in dollars. For capex to rebound materially, higher prices, supported by stronger
world GDP prospects and more visibility on future oil demand, would likely be necessary.

Even with recovering
fundamentals, the oil
majors remain
disciplined and
cautious about
investment in new
projects.

In the mining sector, commodity prices continued to increase throughout 2018,
contributing positively to operating cash flow generation. However, we expect the
prevailing mood of balance sheet conservatism to persist in 2019. Based on recent capex
guidance, spending in 2019 and 2020 will remain fairly flat. Moreover, capex will focus on
brownfield expansion, rather than greenfield projects, and on projects with short lead
times until completion and relatively high returns.
In the utilities sector, trends vary substantially among different regions and subsectors.
In Europe, investment in new conventional generation capacity remains low, with
currently only 2.5 gigawatts of natural gas and coal power plants under construction until
2020. According to market participants, the future global demand for large gas turbines
will level out at around 110 per year versus the current OEM market capacity of 400. This
has sparked a restructuring need among players with exposure to conventional power
generation, such as General Electric Co. (GE) and Siemens AG. In developed markets, we
believe that energy efficiency and the expansion of renewable energy generation continue
to drive capex, but pricing for the equipment will remain under high pressure. In emerging
markets, we still see demand for gas and power infrastructure investments. Overall, the
energy subsector is under immense cost pressure and we are likely to see more industry
consolidation over the next two-to-three years.

Auto sector demand
will support OEMs
with proven
capabilities in the
digitalization of
manufacturing, big
data, and artificial
intelligence.

In the automotive sector, we expect investment to increase modestly in 2019 and 2020,
despite signs of weakening light vehicles sales, particularly in China. We expect global
auto industry growth of about 1%-2% in 2019 and 2020. A significant share of the
spending over the next couple of years will be on engine electrification, as auto
manufacturers and suppliers need to sharpen their competitive edge to prevail in an
environment with more restrictive environmental standards and higher requirements for
connectivity and data collection and processing capabilities. We therefore believe that
auto sector demand will support OEMs with proven capabilities in the digitalization of
manufacturing, big data, and artificial intelligence.
The construction sector continues to show high demand in Asia and North America, and
positive performance even in the mature markets of Western Europe. Reflecting
increasing interest rates globally, demand growth is likely to lose momentum in 2019 and
concerns increase for a real estate bubble in China and in some regions in Northern
Europe.
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3. De-conglomeration and strategic M&A continue to transform the industry
With healthy market conditions and stronger balance sheets in the capital goods sector, we are
seeing more M&A involving divestitures as well as acquisitions. Several large diversified issuers
have completed or are contemplating spin-offs or divestitures of sizable business units, as well
as strategic acquisitions, to improve margins and enhance overall enterprise value, and we
believe this trend is likely to continue. We believe that issuers will continue to focus on running
leaner, more profitable, and faster-growing businesses, and that this will drive further portfolio
realignment.

Generally, we expect the ratings impact on the remaining entities following the
completion of a sizable divestiture to be neutral to negative, depending on whether
issuers are able to improve their credit measures enough to offset the loss of diversity
and potential increase in cyclicality. For example, we believe that GE's planned
divestiture of its health care segment will leave it with less business diversity, and as
such, the potential for heightened volatility in profits and cash flow due to the cyclicality
of the remaining power and aviation businesses. To offset this outcome, we expect GE to
strengthen its balance sheet and achieve lower debt leverage of about 2.5x to mitigate
the loss of diversification.

We believe issuers
will continue to focus
on running leaner,
more profitable, and
faster-growing
businesses.

Honeywell International Inc. recently span off two of its business units--transportation
systems (Garrett), and homes and global distribution (Resideo). While these actions
reduce the scale and the diversity of Honeywell's operations, the company will benefit
from a more focused mix of faster-growth and higher-margin businesses. The company
also transferred a significant portion of its legacy liabilities (including asbestos,
environmental, and other liabilities) to the spun-off entities, and we believe it will use a
portion of the proceeds from the spinoff to reduce its debt and thereby maintain the
current credit ratings.
Siemens' "2020+" strategy focuses on streamlining its businesses in order to increase its
revenues and profit margins at a higher rate than in the past. The company has also
announced a new structure consisting of three operating companies, which will provide
more entrepreneurial freedom at individual businesses to accelerate growth. The 2020+
strategy follows Siemens' previous measures to streamline the group, which included
listing 15% of its health care equipment and services business Siemens Healthineers in
March 2018, signing an agreement to combine its mobility business with Alstom S.A. in
September 2017, and merging its wind power business with Gamesa in April 2017.
Siemens has also undertaken several transactions to strengthen its software
capabilities, including the acquisitions of Mendix, Mentor Graphics, and CD-adapco.

Generally, we expect
the ratings impact on
entities following the
completion of a
sizable divestiture to
be neutral to
negative.

A further example of de-conglomeration is the recent announcement by German
manufacturing and steel group thyssenkrupp AG to break up its current conglomerate
structure and split the group in two listed companies--tk Industrials and tk Materials.
The transaction, which the group's activist shareholders support, seeks to separate the
more stable and profitable capital goods, auto, and engineering divisions from the steel
and materials divisions, and is due to be implemented over the next 18 months.
Earlier in 2018, Swiss engineering group ABB Ltd. conducted a strategic review of its
business activities, initiated by its shareholders, including international equity investors.
ABB decided against a radical structural change, most notably to continue to manage its
Power Grids division as a core part of the group, but to exit from turnkey project-related
activities with higher cash flow volatility and risk. ABB also completed the acquisition of
GE Industrial Solutions in the U.S. in 2018 to complement its low-voltage electrification
business, and of machine and factory automation solutions provider B&R a year earlier.
We see a trend of strategic portfolio allocation among the large industry players, as well
as in Asia-Pacific. Hitachi Ltd. has steadily improved its EBITDA margin from around 10%
to 12% by continuously downsizing or withdrawing from low-profitability or noncore
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business lines, including logistics services, electric components, and semiconductormanufacturing equipment. In future, we expect the group to focus on its core business
areas, including renewable energy, distribution facilities, railway turnkey solutions,
elevators, and auto, to achieve higher growth and profitability, as well as maintain a
sound financial profile.

Key risks and opportunities
Capital Goods
1. Dependency on global capex in key industry sectors
Our capex forecast
suggests a general
slowdown of
investment growth
after two years of
strong expansion.

The economic and political environment, as well as the level of industrial production and trade,
have a direct impact on investment patterns in global capital goods players' key end markets.
Our capex forecast in 2019 and 2020 for capital goods OEMs' key end markets suggests a general
slowdown of investment growth after two years of strong expansion.

The expansion in 2017 and 2018 occurred across all industries, but was particularly
marked in the commodity price-driven industries of oil and gas and metals and mining. In
addition, the good performance of the auto industry propelled investment in that sector.
We do not expect further strengthening of commodity prices and foresee softening
growth in the auto sector, which is in line with the capex we forecast for the auto and
other sectors (see charts 76 and 77).
Chart 76
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One example of the effect of end-market performance on investment levels is the oil and
gas market, which is a performance driver for many capital goods OEMs. The last
commodities market downturn in 2014-2016 caused a broad loss of revenues and
deterioration of profitability across the capital goods sector, resulting from severe cuts in
capex and operating expenses, and affecting in particular companies with high exposure
to commodities and process industries. We do not forecast an upward trend in oil and gas
prices, and therefore our capex expectation for commodities companies is cautious. Our
oil price expectation of $55-$60 per barrel until 2020 is lower than consensus estimates
of around $70 per barrel.
The industry's capex closely follows commodity price movements with a short time lag
(see chart 78). In 2013, with oil prices above $100 per barrel, Exxon Mobil Corp. and Royal
S&P Global Ratings
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Dutch Shell PLC spent $34 billion and $32 billion in capex, respectively, which fell to $15
billion and $21 billion by 2017, and picked up again in 2018.
Chart 78
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We expect the majority of our rated portfolio not to see a severe direct impact from either
restrictions arising from the U.S.-China trade dispute or increasing tariffs on certain
products. However, the ripple effects will be felt in some subsectors and could interrupt
investment. In addition, weakening auto sales in China, the world's largest market,
coupled with decreasing trade flows as a consequence of the escalating tensions, mean
that capital goods companies with high exposure to the auto sector could come under
pressure should investment levels fall.

Most rated capital
goods companies rely
increasingly on
operating expenditure
to maintain revenues
and operating profit.

Despite the high importance of investment levels and capex growth, other aspects play
an increasingly important role for the credit quality of the capital goods sector. Most
rated capital goods companies rely increasingly on operating expenditure to maintain
revenues and operating profit, whereby they are willing to succumb to pricing pressure on
original equipment sales in return for long-term service contracts. This has reduced cash
flow volatility over the cycle, improving the underlying credit profiles of rated entities.

2. A downturn in the global economy in 2019 and rising interest costs
While it is not our base-case assumption for 2019, a sharp downturn in the global economy could
hurt credit quality in the sector due to the cyclical nature of the industry and a high proportion of
speculative-grade ratings. A significant slowdown in the world's largest economies, the U.S. and
China, could reduce global demand, causing a falloff in revenues across the industry.

However, we believe that most large capital goods companies are well positioned to
withstand the next downturn as they have been experiencing growth in both revenues and
profitability since 2017. In addition, many companies completed meaningful
restructuring initiatives--including process efficiencies and manufacturing footprint
optimization--during the downturn in the metals and oil and gas markets in 2015 and
2016, and are operating with leaner cost structures.
We believe that the debt maturity profile of investment-grade capital goods companies is
manageable in the next two years, thanks to a relatively well-staggered debt maturity
pattern for the sector as a whole (see charts 79 and 80). However, we see increasing
refinancing risk for the weaker-rated issuers in the single 'B' or 'CCC' rating categories
due to high refinancing needs from 2020 (see chart 81). Increasing interest rates and
S&P Global Ratings
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financial market volatility could hamper these issuers' access to the capital markets,
increase their financing costs, and spark heightened refinancing risk. In a downturn
scenario, we foresee a material weakening of credit quality and a potential increase in
defaults for highly leveraged issuers unable to achieve sustainable revenue growth, or
with limited access to financing.
With the U.S. 10-year Treasury note yield breaching 3.0% and our expectation of three
more rate increases in 2019, issuers' cost of debt will continue to increase and hurt their
interest coverage ratios. Still, most capital goods issuers have limited exposure to
floating-rate debt, with just under 20% of debt variable rate (see chart 82). The exposure
to variable-rate debt is greater for speculative-grade issuers, due to their dependence on
instruments with a variable base rate, such as term loans.

In a downturn
scenario we foresee a
material weakening of
credit quality for
highly leveraged
issuers unable to
achieve sustainable
revenue growth.

In a downturn scenario, we can also expect tighter liquidity conditions. Shortfalls in cash
flows from operations or a reduction in headroom under financial covenants could
constrain liquidity sources. Still, we think that liquidity is adequate for most issuers.
Additionally, U.S.-based issuers benefit from both a recent tax reform that lowered tax
rates and the repatriation of cash from subsidiaries overseas.
Chart 79

Chart 80
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Chart 81

Chart 82

Debt maturity pattern, investment grade
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Related Research
– Global Financing Conditions: Bond Issuance Is Forecast To Finish 2018 At $6.05
Trillion And To Reach $6.09 Trillion In 2019, Oct. 24, 2018
– thyssenkrupp Outlook Revised To Developing On Planned Spin-Off Of tk Industrials;
'BB/B' Ratings Affirmed, Oct. 8, 2018
– General Electric Co. Downgraded To 'BBB+' From 'A' On Impact From Power; CEO
Replaced; Outlook Stable, Oct. 2, 2018
– Trade Tensions Begin To Weigh On Conditions In Some Regions, Sept. 28, 2018
– Outlook On Japan-Based Hitachi Capital Revised Up To Stable After Upgrade Of
Parent; 'A-/A-2' Ratings Affirmed, Aug. 8, 2018
– CNH Industrial N.V. And Subsidiary Ratings Raised To 'BBB' From 'BBB-'; Outlook
Stable, Aug. 8, 2018

This report does not constitute a rating action.
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Cash, debt, and returns
Global Capital Goods
Chart 83

Chart 84
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Key Takeaways
– Ratings Outlook: The outlook for ratings in the chemicals sector is largely stable.
Stable and positive rating outlooks in 2018 are a higher proportion of total outlooks
than in 2017.

Felipe Speranzini
Sao Paulo
+55 11 3039 9751
felipe.speranzini@
spglobal.com

– Forecasts: We anticipate an increase in 2019 EBITDA on the back of stable margins
and moderate revenue growth, resulting in a very gradual strengthening of credit
metrics in North America and Europe. In Asia-Pacific, however, leverage will
increase in 2019 compared to 2018 due to high levels of capital spending.
– Assumptions: Our key assumptions include steady global demand for chemicals
products despite the potential for slower GDP growth in North America and Europe,
offset by a pickup in Latin American GDP and solid GDP growth in Asia-Pacific. We
assume steady demand from key end markets such as housing, automotive, and
general industrial. We anticipate that global supply and demand should be
generally in balance, and capacity additions should be largely absorbed. We also
assume generally stable oil prices in 2019.
– Risks: While we view the economic environment as favorable for chemicals
producers, we note that global risks have increased over 2018 alongside
protectionist measures and trade tension between the U.S. and China, two key
players in the global chemicals market. Should global trade ultimately suffer,
resulting in a sharp economic downturn, this could hit the chemicals industry
severely, particularly companies that have adopted more shareholder-friendly
financial policies or engaged in large-scale mergers and acquisitions (M&A) or
expansion projects.
– Industry Trends: These include a slowdown in M&A in 2018 from a peak in 2017.
We note a substantial increase in dividend payouts instead. At slightly over 50% of
operating cash flows, capital spending continues to represent the largest cash
outflow on aggregate. Several petrochemical value chains have benefited from
capacity shutdowns in China due to environmental issues.
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Ratings trends and outlook
Global Chemicals
Chart 87

Chart 88
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Ratings outlook net bias
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The chemical sector's rating outlook swung into positive territory briefly in 2018, after
years of negative bias. Prices for especially volatile commodity chemicals, including
titanium dioxide, and fertilizers were stable to improving in 2018. Some commodity
chemicals prices have benefitted from the closure of capacity in China as part of the
government's focus on environmental issues. Agricultural markets in general in 2018
have been in better shape relative to 2017, especially in Latin America. However, in the
second half of 2018, the outlook bias turned negative again, albeit only slightly. Overall,
on Sept. 30, 2018, negative outlooks very slightly outnumbered positive outlooks. The
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most dramatic movements in net bias in 2018 have been in Asia-Pacific and Latin
America, where improving economic conditions have been a contributory factor.
A large majority (86%) of chemical companies' rating outlooks across the globe are
stable. Negative outlooks are the second-largest category, though only by a small margin
over positive outlooks. The number of stable outlooks is higher than at the same time last
year. Despite a meaningful improvement in net bias in Latin America, the proportion of
negative outlooks to total outlooks in this region remained the highest among the four
regions in 2018. Nonetheless, this proportion declined to less than 20% from about 40%
in 2017. The reduction was mainly driven by our expectation of improving cash flow
generation at companies in Latin America. Europe and North America have the largest
shares of stable outlooks, reflecting the relative stability of credit quality in these regions.
Asia-Pacific has the highest proportion of positive outlooks to total outlooks, supported
by higher economic growth rates.

Industry forecasts
Global Chemicals
Chart 93

Chart 94
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Globally, we expect that stable EBITDA margins and modestly declining rates of revenue
growth will contribute to a very gradual improvement in debt leverage metrics for
chemicals companies in 2019 and beyond. We foresee low-single-digit revenue growth in
2019 across all regions, mainly due to slower demand growth. We believe that the rate of
revenue growth for chemicals peaked in 2017 and will increase at lower rates in future.
This is consistent with our view of GDP growth and of growth in key end markets such as
autos. While global EBITDA margins are steady, there are regional variations. Margins are
flattish in North America and Europe, but we forecast a decline in Asia-Pacific on rising
supply. Debt to EBITDA will strengthen in 2019 from a global perspective, but this
primarily reflects a strengthening in North America and Europe. This is partly because we
do not generally forecast large or transformative M&A due to the unpredictability of such
transactions. We expect that debt to EBITDA for Asia-Pacific will increase in 2019 versus
2018, partly reflecting high levels of capital spending in this region.
Generally, our current forecasts do not factor in the potential negative impact from a
potential U.S.-China trade war and the potential repercussions for global trade and
economic growth.

Key assumptions
Chemicals
1. Global supply and demand are generally in balance
We anticipate that demand for chemicals products will remain steady despite the
potential for slower GDP growth in North America and Europe. A pickup in Latin American
GDP growth to around 2.6% in 2019 from 1.5% in 2018 offsets slight slowdowns in North
American and European GDP growth, while GDP in the Asia-Pacific regions remains
largely steady. Overall, we expect global GDP growth to be stable relative to 2019. We
assume that demand for chemicals from key end markets such as housing, autos,
general industrial, and agriculture will also be steady. On the supply side, new capacity
additions for some products, including polyolefins and olefins in North America, could
cause regional imbalances in supply and demand, but we expect global trade to reduce
regional oversupply pressures. Additionally, we expect global growth to absorb capacity
increases over time.

2. Largely stable input materials pricing
Our key assumption is for a steady oil price improvement in 2019, with no unexpected
price spikes. Volatility in oil prices tends to be disruptive and hurts profitability at
chemicals companies, even those that rely on alternative input materials such as natural
gas or ethane. Pricing for chemicals products can be affected by oil prices even at
companies that use these alternative input materials. Despite our assumption for steady
oil prices, unexpected production outages for other chemical input materials could cause
volatility in input prices. An increase in prices for methylene diphenyl diisocyanate in
2018 is one such example. While we believe there is always potential for unexpected
production outages in a sector with a large number of products and input materials, our
general assumption is that key input pricing remains stable.

3. No change in financial policy
We assume that chemicals companies will adjust key elements of their financial policies
such as dividends and shareholder rewards to economic conditions. This is relevant
because 2018 saw record-high dividend payouts and operating cash flow in the global
chemicals sector. This cash flow, favorable operating conditions, and a decline in M&A
spending offset the credit risk related to the dividend payout increase. We would view a
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similar amount of dividend payouts in a more challenging operating environment as a
reflection of a more aggressive financial policy than we currently factor in our ratings, and
therefore as a credit risk. We do not assume record-high dividend payouts for the sector
in 2019 if M&A picks up or operating cash flow weakens.

Key risks and opportunities
Chemicals
1. Disruptions to global trade
An escalated and protracted tariff war between the largest chemicals consumer in the
world, China, and an increasingly important chemicals producer and exporter, the U.S.,
could hurt global chemicals prices, and potentially, demand from key end markets such
as autos and general industrial. We do not factor this risk into our base-case scenario
because of the uncertainty related to the still-evolving tariff situation between the two
countries. However, the prospect of a tariff war underlines the general risk that
disruptions to global trade could pose to the chemicals sector in view of the dependence
of most chemicals producers on trade for input materials or markets. More specifically, in
key commodity sectors such as petrochemicals and fertilizers, rising demand for
chemicals in China, Asia-Pacific, and Brazil increasingly influences global demand and
trade.

2. A sharp downturn in the global economy in 2019
Nearly a decade of demand growth, low interest rates, and generally friendly capital
markets have created a climate that has spurred M&A, shareholder-friendly policies, and
capacity growth. A sharp downturn in 2019 would provide companies with little time to
adjust to a more challenging environment and could weaken their credit quality,
especially at lower-rated speculative-grade companies, where cushions for such shocks
are generally lower than at higher-rated investment-grade companies. We would expect
to see liquidity tighten at companies rated in the 'B' category and below if their cash flow
generation weakened or covenant headroom declined.
We expect that a downturn would shrink demand and weaken chemicals prices, which in
turn would pressure EBITDA margins and raise debt leverage, especially at commodity
chemicals companies, where most of the global capacity expansions have been.
Subsectors, including titanium dioxide, fertilizers, methanol, olefin, and polyolefins,
would be especially sensitive to sharp downturns because prices and volumes can be
especially volatile. Investment-grade specialty chemicals companies tend to be more
resilient, but a slowdown in key end markets such as autos, housing, industrial, and
agriculture would ultimately hurt these companies too. Generally speaking, global
chemicals companies have capital structures and financial policies suited to a period of
growth and expansion. Companies that respond quickly to a downturn and adjust their
financial policies with respect to shareholder-friendly actions, cost structure, capital
spending, and M&A, may be in a better position to ride out a sharp downturn.
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Industry developments
Capacity reductions in some commodity chemicals in China
Several regional, and in some cases, global markets for commodity chemicals have
benefitted from a shutdown of capacity in China in 2017 and 2018, a contributory factor
to either stability or improvements in the prices of products including urea, titanium
dioxide, propylene oxide, and methyl tert-butyl ether. The shutdown relates to growing
environmental concerns in China.

Capacity increases in olefins and polyolefins in the U.S.
On the other hand, we expect capacity additions on the U.S. Gulf Coast for olefins and
polyolefins to contribute to a regional and global softening of prices and a weakening of
chain margins in 2019 and 2020.

Changes in companies' capital outlay
M&A activity has slowed down in 2018 after peaking in 2017. Some large transactions
announced in previous years are in the process of closing in 2018 or 2019, but 2018 has
seen fewer new large transformative transactions announced. Instead, rated companies
have increased their total dividend payouts in the first nine months of 2018 to about $60
billion from about $45 billion for 2017. Capital spending at chemicals companies
increased in the first nine months of 2018 relative to 2017, and at over 50% of operating
cash flow, remains the single largest item of cash outflow in aggregate.

This report does not constitute a rating action.
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Cash, debt and returns
Global Chemicals
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Fixed versus variable rate exposure
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Key Takeaways
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– Ratings Outlook: Ratings trends should continue to be modestly negative in 2019. We expect
rating actions to result from mergers and acquisitions (M&A) activity and financial policy
decisions given the low growth environment. We have stable outlooks on the majority of the
rated companies, reflecting the generally good cash flow capabilities of the companies and
the nondiscretionary nature of many of the products.
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– Forecasts: We forecast volumes will be down a little and organic sales growth in the lowsingle digits driven mostly by price/mix and emerging markets. Margins expand slightly
because of M&A synergies, and companies managing pricing and promotions. Cost-cutting
initiatives will likely be more than offset by commodity inflation and higher freight costs.
Credit metrics strengthen slightly because of companies benefiting from earnings growth
from acquisitions and some debt repayment.
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– Assumptions: Global GDP growth of 3.9% in 2019. Spending habits continue to shift to
healthier food and experiences. Medical and energy expenses increase, taking a larger share
of the consumers’ wallet. Environment remains highly promotional.
– Risks: We see M&A as the biggest risk to the ratings given companies' needs to shift
portfolios into faster-growth categories and regions. Retailers accelerate growth in the ecommerce channel and demand better pricing and/or add fees from the manufacturers and
at the same time reduce shelf space for branded goods. Companies with exposure to slow or
declining category growth are most at risk. Geopolitical risks cause trade restrictions.

– Industry Trends: Companies continue to reposition their portfolios to meeting changing
consumer tastes and preferences, and to accelerate top line by getting into faster growing
categories. Companies will protect/grow market share by investing in their brands, product
innovation, e-commerce channel, and price. Companies will continue to focus on driving out
costs and using the savings to invest in their businesses.
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Ratings trends and outlook
Global Consumer Products
Chart 103

Chart 104
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The vast majority of ratings are speculative grade, reflecting aggressive
financial policies because of private equity ownership.

The single B category ratings are vulnerable to the end of the business
cycle and more subject to costly funding rates.
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Ratings outlooks by region
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Negative outlooks reflect higher leverage and in some cases weaker
external conditions and foreign exchange volatility.
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favorable demand, in some cases higher prices, and diversification,
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Ratings outlooks net bias by region
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Ratings outlooks
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The mostly stable outlooks reflects the good cash flow generation capabilities of the sector. The sector has had a negative bias for many years but the
trend has accelerated in the past several quarters, reflecting strategic and financial choices to leverage capital structures.
Source: S&P Global Ratings. Ratings data measured quarterly with last shown quarter ending September 30, 2018
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Industry forecasts
Global Consumer Products
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We expect slow revenue growth for the sector overall. In developed
markets, low population growth and intense competition will hold down
growth. In emerging markets, consumption upgrades and recovering
economies and inflation adjustment in Latin America are driving sales.
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We think the sector will deleverage slightly over the next two years in all
regions. In part, leverage has increased over the past few years because of
large debt-financed M&A transactions. It is unlikely that aggregate
deleveraging will be sufficient to trigger widespread upgrades. We think
growth in EBITDA, rather than significant reduction in debt, will account
for most of the deleveraging. Any lower leverage in the speculative-grade
segment would signal potential dividend recapitalizations or sale on
sponsor-owned companies.

2020

We anticipate margins will expand modestly for the industry overall,
reflecting product innovation and synergies from acquisitions.

Chart 113

N.America
Asia-Pacific
Global

2019

N.America
Asia-Pacific
Global

50%
45%
40%
35%
30%
25%
20%
15%
10%
5%
0%
2015

2016

2017

W.Europe
Latin America
Forecast

2018

2019

2020

FFO/debt declined in 2018 because of an increase in transformational
acquisitions, which were largely financed with debt. We expect companies
to focus on restoring their balance sheet strength over the next few years.
In Latin America, FFO increased due to significant reduction in interest
rates in Brazil.

Source: S&P Global Ratings. Revenue growth shows local currency growth weighted by prior-year common-currency revenue-share. All other figures
are converted into U.S. Dollars using historic exchange rates. Forecasts are converted at the last financial year-end spot rate. FFO--Funds from
operations.
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Key assumptions
U.S.
1. Steady economic environment but weak fundamentals in the industry will
pressure sales growth
Although we expect continued economic growth in 2019 in the U.S. and Canada, it will not
have much positive impact on the organic sales of the consumer products companies we
rate because of weak industry fundamentals. We forecast the U.S. GDP will expand 2.3%
in 2019 and 1.7% in 2020 and Canada’s will grow 1.7% and 1.5%; respectively. The U.S.
GDP growth is underpinned by the strong labor market, still-bullish consumer
confidence, and favorable manufacturing sentiment. Moreover, wages are finally showing
signs of acceleration.
U.S. household balance sheets are in relatively good shape, household net worth is at a
record high, and delinquency rates across loan types are either declining or low, which
shows headroom to sustain spending. Instead of stereotypically spending beyond their
means, households have been spending more in line with their income strength.
In Canada, heavy consumer debt burdens are constraining credit growth and consumer
spending, although we don’t think it will have a material impact on the rated consumer
products issuers headquartered in Canada because their sales and profits are more
skewed to the U.S.
We do not believe the good macro environment will translate into better sales growth as
shifting demand and grocer consolidation will make it difficult to achieve organic sales
growth above 1%-2%. Grocers have been consolidating because of heightened
competition and changing shopping habits, and have more of an ability to gain better
pricing and cost reductions from branded consumer products manufacturers. In addition,
deep discounters such as Aldi and Lidl, which focus on selling private label products,
have entered the U.S. market, and many other retailers have been increasing and
improving the quality of their private label offerings, adding more premium products.
Digital-savvy brands have also been able to gain share because technology has lowered
the barriers to entry and they outsource manufacturing, which decreases start-up costs.
On top of this, consumers are gaining greater price transparency because of e-retailers.
These headwinds, among others, combined with movements in foreign exchange, will
likely result in tepid top-line growth in 2019 and 2020.

2. Headwinds to margins:
We expect margins to be flat to down as higher inflation, the need to reinvest in their
businesses, as well as higher freight and commodity costs will likely absorb or exceed all
the benefits from cost savings programs. Those companies that are able to increase
margins will likely benefit from synergies from M&A.
Many U.S. consumer products companies have announced plans to increase prices to
help absorb rising commodity costs and high freight costs because of shortages of
drivers, the U.S. government’s limitations on driving hours, and higher energy costs. Over
the past month or so companies are increasing prices but we believe these increases will
not stick given consumers are facing higher inflation, rising interest rates, and rising
healthcare and energy costs, and the benefits from tax cuts is fading. Moreover, if the
U.S. increases tariffs to 25% on imported goods this could further weigh on companies’
ability to pass on rising input costs to consumers as the tariffs are broad-based and there
would be a wide base of companies needing to increase prices to offset higher costs.
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3. Credit metrics strengthen but will not have much of a positive impact on
ratings
We forecast credit metrics will strengthen over the next 12 months because investmentgrade companies that have made transformational acquisitions over the past year or so
are focusing on repaying debt. We also expect these companies to benefit from synergies.
Although the sector remains acquisitive, we expect M&A activity to slow in 2019
compared with 2018 as the U.S. companies digest the acquisitions that have occurred in
2017 and 2018. In addition, we expect companies to curtail share repurchases until they
strengthen their balance sheets. We do not believe these actions will result in many
upgrades as we lowered the ratings on many of the issuers that materially leveraged their
balance sheets and do not believe their leverage will return to historical levels of 2x-3x.
Nevertheless, we expect the companies' leverage to be below 4.0x within two years of the
close of the acquisitions. Any lower leverage in the speculative-grade segment would
signal potential dividend recapitalizations or sale on sponsor-owned companies.

Europe
1. Slow GDP growth across Europe and the ECB tapering off its bond buyback
program should have an impact on the financing conditions in the near term
Eurozone growth has been gradually slipping from its 2017 levels and we now see modest
growth in the eurozone economy for the coming years. Modest wage growth alongside
inflationary pressures had resulted in a benefit to the European economy albeit at a
slower pace. Our expectations for 2019 would be a gradual deceleration across Europe on
the back of weaker external demand. We've scaled back our European GDP growth
expectation to 2.0% for the remaining year and is unchanged at 1.7% for 2019. We also
expect a widening interest rate differential with the U.S. and mounting European political
risks, which would further weaken the euro-dollar exchange rate over the medium term.
Uncertainties abound in 2019 and we have scaled down our growth expectations on the
back of a disruptive Brexit in March 2019 followed by European Elections in May
alongside looming pressures in other European countries, especially Italy. Spain, on one
hand, is reflecting faster growth momentum compared to other Western European
companies; however, politically the country is at a standstill with a minority Government
with no majority to pass reforms. With all the above, we now expect euro appreciation to
not kick in before the second half of next year.
Low core inflation should not, however, prevent the ECB from ending its bonds purchase
program in December and heading for a first rate hike in third-quarter 2019 as scheduled.
That's because when the Fed tightens U.S. monetary policy, it typically opens a window
for the ECB to do the same. Consequently, we now expect a faster pace of monetary
normalization over the longer term, so that the refinancing rate should reach near 1.25%
by 2021.
The U.K. government increased interest rates by 25 basis points (bps), reflecting a 0.75%
interest rate and tighter funding conditions that may prevail in the longer term. We
believe the main threats to markets continue to be external, specifically the mounting
trade tensions between the U.S. and China, which would invariably impact European
companies. We also believe that if these are not resolved in the near term, the potential
for the contagion could potentially spread among emerging markets. Future disruption
could potentially come from a disruptive Brexit scenario impacting the pound sterling
devaluation and overall slowdown to the U.K. economy in the medium term.
Most companies in the U.K. have been addressing their financing needs and have actively
approached the market for opportunistic refinancings and are not hitting maturity walls
in the near term. Benign interest rates of the past 12-18 months had been helpful and
most consumer goods companies had accessed the markets for opportunistic M&A
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activities, which helped in brand-building activities via portfolio reshuffle, which also
improved brand equity for their companies.

2. Political uncertainty across eurozone alongside the possibility of a
disruptive Brexit could impact consumer confidence
The likelihood of a disruptive Brexit in March 2019 is increasing as both sides (the U.K.
and the E.U.) haven’t been able to negotiate a future treaty. Though this is not the base
case, the escalating tensions are impacting consumer confidence, and companies are
postponing their capital expenditure plans.
With parliamentary elections planned in May 2019, the Eurosceptic parties continue to
challenge the mainstream political parties, with the latest pressure on Sweden to swerve
to the right. This could further slow the momentum of a united E.U. Labor issues and free
travel amongst Schengen countries have been impacting the hospitality industry.
Further, the Italian coalition government's policy program is at a crossroads with the
expectation that the government would be reducing their very ambitious 2019 targets and
would reduce the deficit to about 2% of their GDP.

3. Credit metrics are likely to weaken but it won’t trigger downgrades
Credit metrics will likely slip over the next 12 months because of low volume growth,
pricing pressures, and rising commodity costs. We see further disruptions from changing
consumer behaviors, pressure from retailers, and ever-increasing competition, resulting
in pressure on EBITDA margins. Large FMCGs (Fast Moving Consumer Goods Companies)
have been focused on opportunistic M&A and product reshuffles as their first response to
disruption, largely because this is within their control. Weak consumer confidence in the
past five years in Europe has already pushed manufacturers to focus much more closely
on "price cliffs"--that is, the level at which consumers might switch to a cheaper product
or substitute. In many segments of the grocery store, such price points have put a stop to
growth that couldn't be overcome by new product development. As a result, multinational
groups such as Unilever (A+/Stable/A-1) and Nestle (AA-/Stable/A-1+) have spun off
some of their slower-expanding divisions, in segments such as spreads, ice cream, and
confectionery. Going forward we don’t expect large transformational M&A activity but
more resources behind product innovation and time to market. We see challenges to
maintain stable profitability and debt leverage as most companies have executed deep
cost cuttings in recent years and have now to cope with lower growth prospects and an
increasing consolidation in the retail sector.

Latin America
1. Sluggish growth and commodity price volatility weigh on margins
Subdued GDP growth and still-high unemployment rates in large Latin American
countries such as Brazil and Argentina result in stagnant household income and sluggish
demand in the domestic markets, a major risk for companies with concentrated sales
internally. One exception is Mexico, where activity and consumer confidence are on the
rise since the July 2018 election, but we still expect GDP to grow at a modest level of
around 2.4% in 2019 versus our estimate of 2.2% for 2018, and smaller economies such
as Chile and Peru with expected growth around 4%. However, Mexico’s President-elect
Andres Manuel Lopez Obrador recently announced that plans to cancel the construction
of the new Mexico City Airport, following a public consultation launched by the incoming
administration. In our view, this announcement will trigger a period of volatility and
uncertainty that could undermine investment confidence and affect consumer decisions,
which may very well hinder the sector’s short and medium-term growth prospects. Except
in Argentina, inflation remains contained in other countries, which--along with cost
savings efforts and capex reduced to maintenance levels--has allowed companies to
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defend margins, especially strong brands and despite fierce competition to maintain
volumes. Commodity price volatility also impacts companies’ revenues and cost
structures: livestock and grain prices continue to pressure protein processors’ margins in
South America; bottlers benefit from persistently low sugar prices despite the
depreciated foreign exchange (FX) impairing packaging costs, while sugar and ethanol
players’ cash generation continue to struggle amid low global sugar prices, despite some
relief arising from high ethanol profits in Brazil.

2. Weaker external conditions and foreign exchange volatility on the horizon
The tighter financing conditions for emerging markets and interest rates on the rise in the
U.S. could pose a challenge for companies with high refinancing needs for the next year,
especially for 'B' or lower ratings. Despite a liquid capital market, risk aversion has
increased, and despite an active first quarter 2018 for issuances, the cross-border
market remained closed for several Latin American issuers most of the year. We see
some improvements with recent bond issuances, but rising interest rates, volatile FX, and
uncertain economic policies could increase the flight to quality, curbing funds mainly to
local players. In addition, companies with higher exposure to foreign-denominated raw
material and debt could suffer from foreign exchange volatility in the region, although
exporters such as protein and sugarcane processors generally benefit from more
depreciated domestic currencies in the longer-term. Companies with diversified
operations in developed countries could also benefit from more depreciated domestic
currencies. Increasing protectionism could add sanitary barriers to agricultural exporters,
increasing supply in the domestic markets, affecting earnings and profits.

3. Rising political and trade risks hinder private investments
New government administrations in several Latin American countries, including Brazil
and Mexico, and escalating trade disputes add uncertainties to the region. In this
scenario, we believe companies will mostly focus on preserving liquidity and
strengthening credit metrics and capital structure while taking a more conservative
stance on financial policy – with only opportunistic M&A transactions and limited
shareholders’ remuneration such as minimum dividend payouts and limited share
buybacks. Although most companies have a stable outlook, tighter financing conditions
could result in downgrades for low-diversified and highly leveraged companies,
particularly those with weaker liquidity and covenant cushion to deal with a more volatile
market environment. Declining sovereign ratings could also impact the industry’s ratings
in the region, especially those more linked with domestic markets. On a positive note, if
the USMCA is approved, the new agreement will largely preserves the existing trade
framework to Mexico’s exports as it only contains marginal changes and maintains the
overall status quo. The USMCA will require approval by the legislature of the United
States, Mexico, and Canada to take effect, which will not happen until 2019 due to
congressional timeline procedures.
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Asia-Pacific
1. Consumption upgrades driving growth
We expect regional GDP to vary by country, and the growing middle class will continue to
moderately lift regional consumption, supporting stable credits trends. Although
consumer sentiment in China may be dampened by U.S.-China trade tensions if
escalated, we expect the growing middle class in the region to be willing to pay more for
premium and healthier consumer products. Growth in cosmetics, sportswear, and
healthcare sectors would continue to outpace GDP expansion.

2. Higher raw material prices and selling costs amid fierce competition
Potentially higher input costs and rising advertising and promotional expenses may keep
the pressure on consumer product companies’ profitability. In addition, to catch up with
rapidly changing consumer tastes and shopping preferences to online channels,
competition will continue to be intense. Product upgrades, joint procurement of raw
materials, or cost streamlining might moderately temper the impact. We believe
companies’ adaptability to rapid changes in consumer tastes and preferences, and
capability to cope with rising online sales, online to offline, and mobile payments are key
to companies surviving the intense competition.

3. Debt-funded M&A remains an event risk
Downward rating pressure is moderately increasing, due mainly to debt-funded
acquisition and investment seen in China and Japan. This is the major reason for the net
negative outlook in the Asia-Pacific consumer products sector. Given slowing organic
growth, companies could borrow to pursue M&A. For China, market fragmentation and
companies’ initiatives to gain control over high-quality raw material sources or better
brands could spur M&A. Japan's major food, beverage, and tobacco producers have
continued to seek growth opportunities overseas through acquisitions. We believe this
trend will continue in 2019. We will incorporate any potential damage to their business
performance resulting from changes such as foreign exchange fluctuations and
regulatory changes as well as financials. We will also reflect the risks of insufficient
group management systems into our assessments of their creditworthiness.
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Key risks and opportunities
Packaged Foods
1. Convergence toward ‘BBB’ category as companies continue to buy growth
Overall, the number of packaged food companies rated in the ‘BBB’ category has
increased after the last wave of acquisitions. Anemic organic revenue growth in the U.S.
combined with trends in consumer preferences and the channel shift towards ecommerce continues to fuel M&A activity.
In 2018 we’ve seen many large transactions, including General Mills’ acquisition of Blue
Buffalo Pet Products and Conagra Brands’ purchase of Pinnacle Foods. As consumers
prefer brands that they perceive to be healthier, natural, or more socially responsible, the
packaged food companies are attempting to change their product portfolios. For many,
that means buying smaller rivals that provide these increasingly popular products and
brands.
While many companies are still digesting their recent acquisitions and need to focus on
deleveraging (such as General Mills, Conagra, Campbell Soup, Hershey, and McCormick),
several others still are likely on the hunt, including Kraft Heinz, Kellogg, and Mondelez.
Global giants such as Nestlé and Unilever are also carrying out this strategy. Among other
things, Nestlé acquired the perpetual global license to market Starbucks products
outside the Starbucks coffee shops and sold its confectionary business in the U.S.
Unilever sold the spreads business and continued to acquire small/medium-size
companies, enlarging its exposure to coffee and personal care.
Given the higher debt leverage and convergence toward the ‘BBB’ category, we do not
believe that fallen angel risk is substantially heightened because of their ability to
generate strong discretionary cash flows, to pull back on shareholder returns, or to sell
assets in their large portfolios, if needed. We think the risk of falling to ‘BBB-‘ is greater if
the companies do not perform as expected and deleveraging would take longer than two
years after the transactions close.

2. Commodity cost inflation and freight inflation will likely pressure margins
Packaged food companies have enjoyed lower commodity costs during the past several
years. As commodity inflation returns along with elevated freight, labor, and
transportation costs, we believe many packaged food companies will experience some
margin compression. Companies plan to partially offset with pricing, fewer promotions,
improved mix, and potential structural changes to their supply chains.
Increases in freight and logistic costs have been fueled by various factors, depending
upon the region--for instance, by labor shortages in the U.S., mandated wage increases
in Canada, increase in oil prices, train strikes in France, and the truckers’ strikes in Brazil.
We believe the issues in France and Brazil are one-time and are unlikely to recur;
however, it shows the negative impact to companies’ results from disruption in the supply
chain.
For the E.U. based companies reporting in euros, another negative factor is currency
translation and we expect this to hit all companies due to volatility in some Latin
American currencies, including the Brazilian real and the Argentinian peso.
All these negative factors are pushing companies to adopt specific measures to
counterbalance the increase in costs. We note a broad effort to enlarge the base of raw
materials and to reduce when possible dependency on specific ones. This is also in line
with the trend to diversify product portfolios to meet changing customer preferences. We
also realize that the optimization of the logistic costs is necessary as these are likely
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permanent structural cost increases. Most companies will need to take price increases to
offset, which may result in some volume pressures.
Companies selling value-based products will be challenged to pass on these costs and
will have to look elsewhere to mitigate these risks. However, the industry as a whole is
facing the same pressures, so we think companies that do price will not be
disadvantaged for long.

3. E-commerce and channel shifts will require greater investments, but offer
opportunities for differentiation
The penetration of e-commerce among packaged food companies is in the lower end of
the range for consumer products. The average of the global industry is below 5% with
significant differences among the product categories and geographies. Many companies
are increasing their exposure to pure online retailers and the click-and-collect model. To
gain a competitive advantage in e-commerce requires substantial investment in the
supply chain and product offerings along with packaging modifications. Logistics around
inventory management are critical and can be costly, potentially hurting margins.
With the increase in online sales, we believe private label penetration could also increase
as retailers prioritize digital space to their products online and Amazon places greater
emphasis on Whole Foods private label products on their sites. Branded packaged food
companies will have to cope with new competition coming from their traditional
customers. While in Europe and Canada private label presence is already well
established, we envision a widening presence in other markets, like the U.S., as
demonstrated by the continued footprint expansion in the U.S. of European private label
retailers such as Aldi and Lidl.

Beverages
1. Premium pricing should drive growth for spirits companies, but not all have
joined the party
Spirits and wine consumption growth continues to outpace the broader alcoholic
category globally, but beer has been left out in the cold. So growth should continue to be
uneven across the sector next year with issuers that have large spirits portfolios
continuing to innovate and invest in strong growing categories such as bourbon, whiskey,
and tequila. Issuers that are benefitting the most from this trend include Jack Daniels
(import tariffs notwithstanding), Diageo, Pernod Ricard, and to a lesser degree Bacardi,
which is integrating recently acquired Patron, a premium tequila brand. Similarly, In
Canada, Arterra is benefitting from a favorable mix by promoting its innovative brands as
overall volumes remain lackluster.
By contrast, beer companies, particularly domestic brands in North America, will likely
continue to lose share to spirits, wine, and higher priced craft and imported beer. This
trend is particularly acute for Molson Coors with almost half of its business in North
American domestic beer, and to a lesser degree ABI given its global footprint which
mitigates North American exposure, and Heineken, which has more of a premium tilt to
its portfolio and less exposure to North America.
Not all trends last forever, and we recognize the current frothy market conditions in
spirits can change when the economic cycle turns. Still, most rated spirits companies
have enough brand and product diversity to weather a turn in the cycle. For example, the
sudden end of the big premium and flavored vodka trend about five years ago was initially
a shock for producers like Pernod Ricard and Diageo, but over time it proved to be an
opportunity as more profitable brown spirits gained momentum. Those that are currently
underperforming the broader industry remain disciplined with cost reductions, such that
they should be lean enough to manage through tougher economic times as well.
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2. There may be growing pains as several acquisitions are in fast-growing but
new categories for the buyers, while cost headwinds in core businesses may
crimp margin expansion
Several beverage companies have completed a slate of acquisitions aimed at broadening
their product mix into fast-growing categories and/or leveraging distribution and scale to
grow faster.
– This includes Keurig’s merger with Dr Pepper, which seeks to leverage Dr Pepper’s
distribution to aggressively grow single-serve coffee.
– PepsiCo acquired Soda-stream in a bid to leverage the fast growing flavored water
category in the still nascent at-home market.
– Meanwhile Coke is looking to broaden its still regional coffee business with UK coffee
retailer Costa Ltd. Cott Corp. continues to shed its legacy private label carbonated soft
drink (CSD) business and seek more stable water and coffee delivery opportunities,
but might face integration risk and rising freight costs.
– Likewise, rising bulk-wine costs and ongoing investments to spin off from
Constellation Brands will remain headwinds for Arterra in 2019. The biggest surprise
is Constellation’s entry into cannabis with a near 50% stake in Canopy, a Canadian
cannabis producer.
While these acquisitions seek to leverage growth in faster growing categories, they are
either in highly competitive markets or in untested ones. This means companies will
likely require additional investment in distribution, marketing, and innovation to meet
growth expectations. At the same time there are several cost headwinds, including
freight, material input cost (particularly aluminum in tariff facing markets like the U.S.),
and labor. Given this backdrop, meeting next year’s growth and profit targets will depend
on disciplined cost management and capturing post-acquisition operating synergies,
which should be achievable for most issuers.

3. Many companies are still deleveraging from large M&A, and 2019 will test
their tightened financial policy commitments in response to stubbornly higher
leverage
A handful of issuers have steered clear of taking on debt to fund transformative M&A,
instead leveraging innovation while pursuing a more measured bolt-on approach. For
example, Brown-Forman Corp., Diageo PLC, Pernod Ricard, and PepsiCo have largely
followed this script.
Still, many beverage issuers continue to work down M&A debt but have not quite met
their targets yet. Therefore, they have reiterated their commitment to meeting clear
targets in 2019 in a bid to demonstrate their commitments to the ratings.
– This would include Molson Coors, which remains focused on deleveraging following its
2016 acquisition of Miller Coors. It has indicated it will not raise its dividend until it
improves debt to EBITDA to 3.75x in early 2019 from about 4.3x as of June 2018.
– Constellation Brands’ recent stake in Canopy with options to take a majority stake
down the road has taken pro forma leverage to over 4.5x, well above its target leverage
ratio of 3.5x. So it has committed not to make share repurchase nor material
acquisitions until it restores leverage to its target. It’s also looking to sell non-core
wine assets and possibly use proceeds to repay debt.
– Coke’s debt to EBITDA is likely to remain near 3x as it acquires Costa Coffee in early
2019 before improving to its newly announced 2x to 2.5x debt to EBITDA target. This
should happen by the end of 2019 once its bottling and distribution costs roll off and
capital expenditure requirements decline.
– To maintain the current rating, ABI should achieve 4x leverage by the end of 2019 from
5x at year-end 2017. However, in 2018 it is facing few headwinds like the currency
volatility in Brazil and Argentina and still weak demand in U.S. that reduce the
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deleveraging capability. For this reason the company has announced a 50% dividend
rebase starting from the November 2018 dividend.
While these financial policy statements signal companies’ commitments to their ratings,
whether or not they execute on these commitment over the next year will be critical
ratings drivers, particularly if they alter their financial profiles to pursue more growth.

Agribusiness and Commodity Foods
1. Protein processor balance sheets are holding up despite rising trade
barriers, but speculative grade ratings could suffer if the credit cycle turns
The risk of weaker performance for agribusiness companies because of trade restrictions
so far appears limited to the protein sector, particularly pork producers in the U.S. (and
the risk of contagion to poultry) were tariffs to persist and newfound markets to close.
Other regions face barriers too, including Brazil, whose beef and poultry processors
continue to suffer import restrictions in several Asian and European economies including
Russia (an important market for Brazil) following several political scandals in Brazil as
well as various safety irregularities uncovered in 2017. Nevertheless, Brazilian players
that are diversified in neighboring countries are well-positioned to replace any lost
exports, while the U.S. pork sector so far has found new markets for its production (Japan
and South Korea to name two, while Mexico should resume more buying with the likely
USMCA approval). Barriers imposed by India, however, are likely to remain a headwind for
Canadian producer and exporter of pulses AGT Foods and Ingredients through 2019,
while seafood processor High Liner Foods might be affected by the U.S.–China trade
dispute.
In addition, most rated protein processors have kept leverage well in check. Companies
like Smithfield Foods, WH Group, and Pilgrim’s Pride all have leverage well below their
respective downgrade triggers while Brazilian giant JBS has a positive outlook as it
recently shored up its liquidity and looks to further deleverage given a favorably profit
outlook.
Still, negative and positive outlooks are evenly balanced in part because high-yield
protein issuers that are narrowly focused in one specific area in protein (like contract
manufacturing with customer concentration) remain exposed to earnings volatility (given
their limited ability to quickly adjust pricing to changes in input costs), and their
operating performance has been choppy. Examples include Simmons Foods Inc. and CTI
Foods. These companies could possibly face downgrades if the economy were to lose
steam and trade restrictions persist, further weakening their already-under-pressure
core operations.

2. For the global grain companies, M&A may be back on the plate in 2019
Strong North American soybean crush margins in 2018 will boost what had been
depressed EBITDA from a tough 2017 grain origination landscape in Brazil. This will likely
restore credit measures to historical levels for many players in the sector by year-end
2018. Moreover, trade disruptions from Chinese soybean tariffs is also indirectly
benefitting our rated grain traders as they are best suited to redirect trade flows to new
markets with China avoiding buying U.S. beans. They also benefited from a short
Argentine crop because of a drought in 2018.
If the South American harvest normalizes next year, some of the margin tailwinds will not
repeat, and the sector may yet again consider consolidation. Bunge just added board
seats to appease activist investors possibly looking for a sale of the company. Last year,
ADM had been rumored to consider acquiring Bunge before the trade war began and the
year before there were rumors about Glencore buying Bunge.
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It’s not just defensive consolidation that may bring M&A back. Companies are looking to
expand into more value-added ingredients to diversify away from commodity grain
trading and processing, and have restored their balance sheets strength. Hence, we
believe M&A will pick back up. Cargill’s debt to EBITDA remains near 1x, well below its
2.5x downgrade trigger. ADM is likely to keep leverage below 2x over the next year, and
Bunge will likely be back near 2x. Companies may very well believe they have more
firepower to hunt for new acquisitions.

3. Sugar producer ratings could be pressured if weak market conditions persist
next year
Sugar producers in Brazil and Europe face weak profitability this year due to historically
low sugar prices driven by India and Thailand’s continued output growth, and to a lesser
degree by continued European production surpluses following recent deregulation. Some
players (notably producers in Brazil) are likely to continue shifting production to ethanol
to offset the weak sugar production margin outlook, but not entirely, given production at
most mills cannot be diverted entirely to ethanol. Therefore, the profit outlook in sugar for
the first half of 2019 is challenging given the overall surplus of sugar globally and in
Europe.
In addition to shifting to ethanol, producers are likely to continue diversifying into food
and beverages or starches, particularly in Europe to ease the pain. The profit outlook in
sugar for the second half of 2019 may improve but will depend on government policies
(including whether India or Thailand produce less and if policies in Brazil change after its
upcoming presidential elections). Less favorable weather this year should help reduce
supply in Brazil and Europe. The planting season in Brazil saw planted acreage decline by
about 5% year over year due to a mild drought, and can be further reduced with recent
high volumes of rain. Agriculture yields in Europe should be lower from the dry conditions
last summer and beet acreage next year could reduce as farmers could turn to other
crops. Lowering operating costs and managing supply agreements with farmers will be
critical to stabilize profitability for sugar producers as most mills are not covering their
operating cost in the current pricing environment.

Household Products
1. High input costs and currency volatility will weigh on margins
Global household and personal care (HPC) issuers will face cost inflation in 2019. Higher
oil prices in particular will lead to increased packaging and surfactants costs (in cleaning
products), and drive up transportation expenses. Issuers are also facing higher freight
costs to ship products globally. Better logistics planning will only partly help over the near
term.
Significant currency devaluations in certain countries, including Turkey, Argentina, and
Brazil, will likely lead to higher inflation and likely lower demand as HPC companies raise
prices. U.S.-based HPC issuers are likely to see top line currency translation headwinds
which filter down and constrain operating profits. E.U. companies are expected to report
negative currency impact as the euro has appreciated versus most of the currencies.
We assume that branded companies will maintain discipline on price increases to recover
the cost increases. However, the tough negotiation with traditional retailers and the
aggressiveness of the private labels will represents headwinds that might jeopardize part
of the price recovery or translate into lower volumes.

2. Continued shifts in consumer spending patterns
We expect a continued shift towards e-commerce sales in the HPC space. While the total
amount of HPC product sold online still remains small, we believe there are sizable
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variations amongst product categories and geographies. E-commerce penetration is
much higher in categories such as diapers, razors, and beauty products compared with
cleaning and paper products. We do not, however, expect a large increase in the overall
penetration rate over the near term. It’s likely that we will see an increase in click-andcollect, as brick-and-mortar retailers emphasize this service to compete with ecommerce. It’s probable that a modest increase in e-commerce penetration (which at
best has comparable margins to traditional sales channels) and retailer demands for
more competitive pricing to support their initiatives (including click and collect) will hurt
margins.
We expect HPC issuers will continue to invest in digital marketing to reach customers,
notwithstanding large advertisers such as Unilever and P&G reducing digital spending.
Stringent demands by large advertisers could lead to more effective marketing spending
and to more measurable results. After years of reliance on professional advertising
companies, large advertisers are starting to produce in-house as they have learnt more
about this new channel and are on a constant cost-optimization effort.

3. Mature and emerging markets have different needs and offer diversity
opportunity
The divergence in HPC products between mature markets and emerging economies
continues to be significant and we do not expect this to change in the near term. In
emerging markets the living standards are improving and this brings the adoption of new
products (i.e., dishwashers) that were previously unnecessary. The key strategic factor in
this case is the distribution channel that gives access to new potential buyers. In mature
markets, the growth in demand for HPC products continues to be weak and the ability to
meet fast-changing consumer tastes is the main driver for profitable growth. In this case
the success factor is the ability to innovate and earn a premium on the products. We
expect environmental topics to be a main factor that will drive consumers’ preferences in
mature markets; packaging, raw materials, biodegradability, and waste impact are
among the aspects to which companies will have to adapt.
We continue to see exposure to new markets as a positive factor since these offer the
best growth rates and they will likely scale up product demand in the future. We are
aware that local brands are gaining momentum but we still think that given the growth
trend, there will be space also for multinationals. Besides, in mature markets we see
growing competition from private labels that are becoming increasingly innovative. We
note that sale composition in our HCP rated universe is different. For example, Reckitt is
largely exposed to mature markets and achieves lower growth and higher margins, while
Unilever is much more reliant on new economies and usually achieves high growth and
has lower margins.

Cosmetics Manufacturers
1. Social media, influencers, and e-commerce are driving forces behind growth
in the industry
E-commerce will remain the fastest growing channel in the beauty industry in 2019. As
consumers are increasingly switching their shopping preferences to online channels, and
more than ever relying on social media to learn about new products and services, the
beauty companies are responding accordingly by strengthening their digital capabilities,
and increasingly using social media influencers as marketing tools. Beauty continues to
be one of the fastest growing sectors in the consumer products industry and the
companies that have well-established e-commerce presence should continue to exhibit
stronger performance than peers that mainly relay on brick-and-mortar locations to drive
sales.
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Estee Lauder’s solid digital penetration (with more than 10% of its sales generated from
the online channel) and ability to engage global and local influencers in order to appeal to
younger consumers and increase brand awareness allows the company to maintain
above-industry-average growth and offset top line challenges. Anastasia Beverly Hills
emerged as a niche, independent brand, selling color cosmetics and demonstrating
strong double-digit growth over the past few years. The company benefits from strong
social presence and affiliation with beauty influencers and is an early adopter of
Instagram, with over 18 million followers. This strategy helps the company generate a
loyal, technology- and beauty-savvy customer base with very little traditional marketing
spending.
Rodan & Fields has also capitalized on Instagram, Facebook, and YouTube, and
positioned itself as one of the top performers in the skincare segment of the beauty
industry. Coty is also doing well in the e-commerce channel, with approximately 10% of
its total net revenues, including Younique. We expect it to continue to grow at a doubledigit rate in this channel as it is investing disproportionately in this growing channel. This
is particularly important for the company as its portfolio is heavily skewed to slowgrowing developed markets. In Brazil, young consumers have significantly increased ecommerce consumption, but the amount of online sales still makes up only around 4% of
sales for the leading player in the cosmetic industry, Natura Cosmeticos. Along with
trends in developing markets, there is significant growth opportunity ahead in the ecommerce channel.
We expect the rated beauty companies will continue their strategic emphasis on
technology in order to increase brand awareness and consumers engagement, enhance
competitive advantage, and increase penetration of the e-commerce channel.

2. Emergence of new brands increases fragmentation and could create
disruption in the industry.
The low barriers to entry because of broader customer access through online advertising
and fast-changing customers behavior creates a favorable setting for a large number of
small, indie brands to enter the beauty market and create disruption in the industry.
These small brands are using makeup artists and celebrities to increasingly gain visibility
in the industry, and are able to market their products with very little marketing spending
thanks to social media channels. Although they have not materially eroded the branded
players' share, there are a large number of them and as a group they are taking growth
away from branded players, who are responding by increasing business diversification,
acquiring smaller and fast-growing innovative companies.
In addition, the branded cosmetics companies are increasing investments in innovation
and increasing speed-to-market for new product launches. This should help accelerate
sales growth but pressure margins. We believe that the well-established brands in the
premium channel (Estee Lauder, Sheishido) will continue to benefit from strong brand
loyalty, their ability to innovate, deliver high-quality products, and engage with the
consumer, while strong growth potential in China will help offset competitive pressures
the branded players are incurring.

3. The premium segment will continue to thrive thanks to strong demand in the
U.S. and China
Premium segment of the cosmetics industry will continue to outpace growth in the mass
segment, which has been under a lot of pressure over the past years as consumers are
increasingly willing to trade up to higher-priced beauty products and foot traffic in the
channel has been declining. The prestige beauty brands will continue to benefit from
increasing demand in the U.S., Western Europe, and China, and the increasing spending
power of Gen Z and millennial consumer who show growing appetite for newness,
innovation, and high-quality products. Shiseido is also enjoying popularity with
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millennials in China, while Estee Lauder’s sales from China exceeded $1 billion for the
first time.
The companies that have a high exposure to the mass segment will continue to face very
big challenges. In the U.S., Revlon is the most vulnerable as it has suffered from ongoing
weakness in the mass segment of the cosmetics industry. The company’s liquidity is very
constrained and it has already been relying on additional liquidity funding to support its
struggling operations. Coty’s profits have also been impacted by weak demand in the
mass channel. The company has been launching new products and reinvigorating the
image of its Cover Girl and Rimmel brands. Still, we believe its growth will come from its
luxury and professional segments and that it will struggle in the mass channel in 2019
given the channel’s weak fundamentals and its own supply chain issues.

Tobacco Manufacturers
1. Global sales volumes expected to decline
We expect tobacco firms' global sales volumes to continue to decline by about 2%-3% a
year on average over the next five to 10 years, driven by falling cigarette sales. The
industry faces continued increases in excise taxes, more-stringent regulations, and
increased health awareness among consumers. There is, however, geographic variation:
we forecast some emerging market countries will see cigarette volume growth over the
next five years, largely driven by demographics, even as more-developed markets
continue to see structural volume declines, including Western Europe, Eastern Europe,
the U.S., and Japan.

2. Alternative Products May Hold the Key
Health concerns remain the central industry risk factor. Tobacco players have sought to
counter this problem by investing in new solutions that can address, at least partially,
these associated health risks. Philip Morris International (PMI) has been most active in
investing in next-generation products (NGPs), with a particular emphasis on heated
tobacco products (HTP). These are thought to carry fewer health risks for consumers.
NGPs represent an increasing proportion of tobacco companies' investments and are
expected to represent the largest source of volume growth in the next 20 years. NGP
demand in the U.S. was below expectations until 2017, when significant growth occurred
because of the JUUL e-cig, which the USFDA is now cracking down on because of youth
initiation. We expect the USFDA to approve sales of PMI’s IQOS heat-not-burn (HNB)
cigarette (which will be distributed by Altria) by 2019.
If companies can capture a sizable share of the NGP market and grow volumes, it will
help them secure the long-term viability of the industry and counter some of the
fundamental regulatory and demand issues being faced by traditional combustible
tobacco products. Tobacco companies that successfully access this market will gain an
additional product category that carries very attractive profit margins and cash flow
generation potential. Possessing a solid portfolio of NGP’s will be critical in the U.S.
especially if the USFDA is successful in reducing nicotine in combustible cigarettes to
non-addictive or minimally addictive levels. However, it’s not clear that the USFDA will be
successful with this proposal, and if it is, we do not expect it to take effect for five to 15
years. PMI and to a lesser extent British American Tobacco (BAT) presently have the
global lead in HNB products.

3. Further consolidation could help companies position themselves
We consider the market very likely to see further consolidation in the medium/long term
as the profit pool shrinks and regulations change. In the face of declining global cigarette
volumes, we expect companies to seek to optimize supply chains and production; as we
saw with BAT's 2017 acquisition of RAI, a merger can boost volumes and revenues. It may
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also prove easier for some companies to buy expertise and market share in NGPs than to
develop it. That said, a merger between any of the larger entities may attract the
attention of regional antitrust and competition authorities. We suspect more certainty
around the future of combustible cigarettes in the U.S. will be necessary for PMI to make
a bid for Altria, which has been speculated.

Luxury Goods
1. Travel retail is one of main growth drivers
The travel retail segment is experiencing strong momentum especially within the luxury
goods sector, and we expect this trend to continue also during 2019 and 2020. According
to a recent survey conducted by Deloitte (see Global Powers of Luxury Goods 2017)
consumers at airports while travelling make about 15% of total luxury purchases and this
is even more prominent among millennials. The growth of the segment is mainly
supported by the ongoing annual growth of international travelers (with about +7% CAGR
2013-2017 air passengers -- World Bank), the favorable demographics of passengers
(both in terms of age and income profiles), coupled with a much better and appealing
utilization of retail space within airports and train stations.
Some luxury brands have also developed products for the travel retail environment only,
such as Kering SA within its eyewear division. L’Oreal also appreciates the potential that
travel retail has to offer, reporting in 2017 revenues within this channel growing 20% year
over year, and it expects to reach the €2 billion revenues mark (representing about 10% of
total sales).
The potential risk to travel retail growth could come from an exacerbation of the tariff war
between U.S. and China or more generally from a global deterioration of the global trade
conditions. This could be the consequence of the increasing nationalist sentiment in
some European countries and in large economies like Brazil.

2. Understanding the Chinese consumers
Chinese consumers account for about one third of the total personal luxury goods
spending worldwide, whereas China as a geography accounts for less than 10%. Chinese
purchases represents between 30%-40% of the revenues of the rated European luxury
goods companies. On average, the proportion to total income that Chinese consumers
allocate to luxury goods is higher but also more volatile compared with the Western
world.
Compared with five or six years ago, it seems that the Chinese luxury spending has moved
towards a more self-consumption base as opposed to the gifting practice. Additionally,
the luxury spending is less focused on a few mega-metropolises, expanding gradually
also to tier two/three cities, thus allowing for a better diversification within Chinese
domestic borders. We believe this transition is positive as it reduces the risk of a sudden
fall in consumption coming from a restricted group of people.
However, we still see reasons for potential volatility in the coming months. In fact,
Chinese authorities have started to crack down the practice known as “daigou” (the
reselling in China of bulk purchases made abroad). It seems Chinese authorities want to
ensure the Chinese spend more at home to support the domestic economy. Considering
the grey area in which this practice operates, it is difficult for luxury companies to
estimate the potential cost of it. We see increasing caution from investors as the drop in
Chinese demand in 2014-2015 is still very fresh in memory. We assume there might be
some negative effect but the reduction in prices operated by several luxury companies in
the last months should support local consumption.
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3. We expected further consolidation in the industry
The luxury world is becoming increasingly polarized between large luxury groups such as
LVMH, Kering, Richemont, and famous luxury brands that operate on a stand-alone
basis. Looking at the expected trend in growth we realize that luxury offers probably the
best growth rate in the consumer space, at least mid-single digits in the medium term. On
the other hand, it is probably also exposed to higher volatility compared to the average of
the consumer goods industries.
We believe the consolidating trend has not ended, and in our view the main constraints to
further deals are the very high multiples and the very selective approach that
consolidators are taking when a new brand is considered as a potential addition to their
portfolio. However, in 2018 we have noted increasing interest from new potential
consolidators, as proven by the recent acquisition of Versace by Michael Kors, and by
Chinese private equity funds that have taken over Lanvin, Sandro, Cerruti, and other
small-medium brands. We know that several fashion companies are still held by families
and in some cases are struggling with generational replacement issues or different family
interests that are difficult to reconcile. A sale could represent a way out, as happened for
the Bulgari sale to LVMH. We believe the healthy balance sheets of the large
consolidators in the luxury industry and the appetite of private equity companies could
trigger new M&A in the sector in the short-medium term.
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Cash, debt, and returns
Global Consumer Products
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Fixed versus variable rate exposure
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Key Takeaways
– A less negative story, but ratings deterioration likely to continue: Downgrades continued
to outpace upgrades in 2018, by a ratio of 3:2. Outlooks on health care ratings remain
overwhelming stable and there is a lessened level of negative bias in the distribution of nonstable outlooks. The mix of downgrades has also shifted toward pharma, as S&P Global
Ratings downgraded a number of generic and specialty pharmaceutical companies. Rating
actions reflected continued challenging conditions and a slower-than-expected de-levering
pace following recent acquisitions. For health care services, the distribution of ratings
outlooks is less negative versus prior years. Nevertheless, we believe that health care ratings
will likely continue to decline. Chronic reimbursement pressure, an accelerating focus on
value and quality, and a rapidly changing competitive environment that has led to falling
patient volumes at hospitals have continued to pressure the industry and ratings.
– Stable growth and slightly improving margins forecast for 2019: Organic revenues should
grow in the 2%-5% range and EBITDA margins will be relatively flat, although certain
subsectors may experience further margin erosion. We project revenue growth across all
three major subsectors–services, pharmaceuticals, and medical devices--though payor
pressure will temper growth, especially in services. An overall slowdown in the pace of M&A
also partially contribute to our expectations for slower growth. We project margins to remain
flat, as companies focus on cutting costs and increasing efficiencies, offsetting an
increasingly difficult pricing and reimbursement environment.

– A rapidly evolving payor environment: Health care payments are slowly migrating to valuebased contracting and increased transparency for both health care services and products.
Commercial payors have been able to exert pressure via plan design, such as narrow
networks and the use of co-pays and deductibles, to drive patients to lower-cost providers.
Payors are also increasingly utilizing outcomes-based contracting in certain disease
categories, giving higher pricing for efficacious drugs. Commercial payors are becoming
more powerful by forming “health care verticals,” via M&A, to increase negotiating leverage.

– Risks: Regulatory changes, both at the federal and state levels in the U.S., continue to create
uncertainty for the industry.
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Ratings trends and outlook
Global Health Care
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Ratings outlooks
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Ratings outlook net bias
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Mix of ratings shifting decidedly lower spec grade
The health care ratings universe is decidedly non-investment grade, with ‘B’ category
credits dominating. This varies across subsectors, with health care service companies
predominantly at the low end of the rating spectrum. Pharmaceutical and medical device
industries continue to have a much higher representation within investment grade, with
some 60% of companies rated ‘BBB-’ and higher.
We expect continued deterioration in health care ratings overall. Downgrades continue to
outpace upgrades, and we expect payor pressures to intensify over the coming years,
especially as payors form powerful vertical combinations. We have also seen an influx of
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new ratings as the evolving marketplace, and abundant access to capital markets,
provide an environment ripe for new market entrants, including those that address the
growing demands for efficiency and optimization. These companies are shifting the rating
distribution of our portfolio of health services companies because we typically assign very
low ratings to these small narrowly focused and highly leveraged companies, contributing
to further degradation of the ratings distribution of our health services portfolio.

Services outlook remains negative
Our outlook on health service companies remains negative. The industry continues to
experience chronic reimbursement pressure, an accelerating focus on value-based
metrics, and greater payor efforts to control utilization. This has led to weaker patient
volume trends that have contributed to companies’ struggles, placing pressure on
ratings. The evolving marketplace has also given rise to new market entrants that
address the growing demands for efficiency and optimization. However, these companies
are changing the profile of our rated portfolio of health services companies. Typically, we
assign very low ratings to these companies, contributing to further degradation of the
ratings distribution of our health services portfolio.

Big Pharma and biotech remain solid, but specialty and generics struggling
The outlook on the pharmaceutical industry is negative, mainly due to continued pricing
pressure on both branded and generic pharmaceuticals and the possibility of major debtfinanced acquisitions at big pharma and biotech to address product pipelines. Pricing
remains top-of-mind for the pharmaceutical industry, as managed care/payors and
generic buying consortia continue to exert pricing pressure on big pharma/biotech and
generic drug makers. Many branded companies have reported minimal net pricing
increases, if not declines, and generic drug makers are experiencing greater-than-typical
pricing deterioration. The prospective mergers of CVS/Aetna and Cigna/Express Scripts,
the continued high-level populist-driven discussion on pharma pricing, and concerns
about opioid-related litigation add further uncertainty.
Although the generics subsector remains under pressure, we believe it has lessened, as
price erosion is beginning to stabilize, the buying consortia have more or less
consolidated, generic players have resumed consolidation or rationalized their portfolios,
and the U.S. Food and Drug Administration (FDA) has made progress through its approval
backlog. Companies have also begun to exit the industry. Amneal Pharmaceuticals Inc.
bought Impax Laboratories Inc., Novartis AG announced it is selling its U.S. oral solid dose
generics business, and Perrigo Co. PLC is planning to sell its generics franchise. Still, we
do not believe that pricing will return to previous levels soon, and major players, such as
Teva Pharmaceuticals and Mylan N.V., are working to de-lever their balance sheets.

Health care equipment ratings are relatively stable
In contrast to the health care services and pharmaceutical industries, the ratings outlook
for health care equipment companies is stable. While the industry faces the same pricing
pressures as the other two health care subsectors, the pressure (versus health care
services) and headlines (versus pharmaceuticals) have not been as high.
We believe this may be partially due to the health care equipment industry being much
smaller relative to the other two subsectors and has not been as fast growing as the
pharmaceutical sector in terms of health care spending. We project mid-single-digit topline growth for the medical equipment industry, supported by favorable demographic
trends, increasing penetration in emerging markets, and steady technological innovation
stemming from regulatory requirements and extensive intellectual property. We also
expect continued deleveraging in 2019 among larger rated players in the sector, such as
Medtronic and Abbott Laboratories, as they digest the large acquisitions of the past three
years as the industry consolidated.
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Industry forecasts
Global Health Care
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Key assumptions
Health Care
1. Shift to value and aggressive utilization control by payors to further increase
pressure on sales and margins
We believe the transition to value-based pricing models, from fee-for-service approach,
will gain more traction, as cost pressures, the consolidation of payors, the entry on nontraditional players such as Amazon, and demand for health care increases with an aging
population. This increasing shift to a pricing model that is more dependent on quality and
outcomes will be a major disruption to the health care industry, likely pressure sales
growth and margins, and create new winners and losers.

2. Regulatory risk/industry scrutiny increasing
The “American Patients First” proposals to ban drug rebates, the uncertainty around
opioid litigation, and the intensified competition within the generic market, could have a
negative ratings impact on the pharmaceutical industry.

3. M&A takes a breather for now
M&A activity among the health care companies we rate was relatively muted in 2018,
despite expectations that, post-U.S. tax reform, pharmaceutical companies would use
overseas cash on the acquisition front to bolster its product pipelines. Medical devices
companies, such as Abbott Laboratories, Becton, Dickinson and Co., and Medtronic PLC
are still focusing on de-levering, following major acquisitions over the past several years.
Meanwhile, a number of health care service companies have actually been net sellers, as
they re-configure their businesses for a more challenging environment.

Shift to value and aggressive utilization control
Greater efforts by payors to control utilization, a migration toward Medicare Advantage
from traditional Medicare, and the continued rise of consumerism are also contributing
to generally weak patient volume trends. Approaching the final quarter of 2018 and
ultimately transitioning to a new year, we expect growing emphasis on payment and
delivery reform initiatives. With incentives under a value-based system expanding slowly
but gaining more traction, we expect greater collaboration among payors and providers to
address the next stage of market evolution, as well as an increased focus on leveraging
big data available following the expansion of electronic health records (EHR). Such
collaboration could come via acquisitions, joint ventures, and partnerships and create
more touch points as the trend toward consumerism (generally defined as getting
patients more involved in their health care, through both spending and decision-making)
gains traction.
The combination of CVS/Aetna and Cigna/Express Scripts, as well as UnitedHealth’s
growing Optum services offering, will further pressure health care providers,
pharmaceutical manufacturers, and medical device makers. The emergence of nontraditional players (potential disruptors) in the field, such as the Amazon/Berkshire, and
JP Morgan partnership, is also likely to spur providers either to partner or change how
they operate.
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Regulatory risk
We do not expect President Trump’s “American Patients First” proposal, with its broad
number of initiatives, to have a significant impact on ratings over the near term. However,
we expect these measures, if implemented, to put moderate pressure on pharmaceutical
company margins over coming years. President Trump’s “blueprint” for the
pharmaceutical industry seeks to increase transparency on drug pricing, introduce
reference pricing relative to other countries in Medicare Part B, and accelerate the
approval of lower-cost generics and biologics. The potential for removing drug rebates
could initially increase affordability for patients, but would likely increase competition
and would likely have a negative impact on margins over time.

Mergers and acquisitions muted
M&A activity for the rated companies has been relatively modest for both health care
services and products in 2018, and we expect M&A for the rated universe may remain
tepid in 2019. As such, we believe overall leverage for each of the subsectors–health care
services, pharmaceuticals, and medical devices--to decline. Still, there could be pressure
on ratings if M&A activity steps up given the high acquisition multiples that we have seen
in health care, and because a large number of companies have limited capacity for
additional debt
Many of the facility-based providers have actually been net sellers as they increase their
emphasis on strengthening their competitiveness in existing markets, exit weaker
markets, and manage highly leveraged balance sheets. Companies, such as large
hospital operators--Tenet Healthcare, Community Health Systems, and Quorum Health-have shed assets. M&A for other health service companies often focuses on expanding
scale or diversity as they seek to better position themselves in the rapidly changing
market. We expect that once companies have completed restructuring/shedding their
operations, there will be an increase in acquisition activity, and given the limited debt
capacity for many rated players, the ratings could come under further pressure.
On the pharmaceutical and medical device side, acquisition activity has also been
relatively modest, especially considering our expectations that companies would be more
aggressive on the M&A front post-U.S. tax reform, where cash rich U.S.-based companies
would have greater access to cash and the new tax laws made U.S.-based
pharmaceutical assets more attractive. Instead, we have seen a more conservative
stance, with no transactions over $25 billion. This is in contrast to 2017, which saw
Johnson & Johnson acquire Actelion for roughly $30 billion, and Abbott Laboratories
acquire St. Jude Medical, for $25 billion. In 2016, Shire PLC pursued a takeover of Baxalta
for $32 billion. Recall that M&A activity was higher still in 2014-2015.
We believe that pharma companies have been hesitant on M&A, due to the combination
of higher multiples for the few compelling assets available, uncertainty in the financial
performance of a product/prospect given the increasingly competitive hurdles of getting
a favorable position on payors’ formularies, as well as political and regulatory
uncertainties. For the financially aggressive specialty pharmaceutical companies, the
more difficult political environment makes a price-increase-based strategy a risk.
Moreover a number of them, such as Bausch Health Co. Inc. (formerly Valeant
Pharmaceuticals International Inc.) and Endo International PLC, are struggling to de-lever
from prior acquisitions. Still, we believe increased debt-financed M&A is a possibility
more broadly, as pharmaceutical companies seek to increase their product-pipeline
productivity in the face of increasing pricing pressure.

S&P Global Ratings

November 15, 2018

99

Industry Top Trends 2019: Health Care

Key risks and opportunities
Health Care
1. Disruption in payor space: pressure from verticals, new entrants
CVS/Aetna, Cigna/Express Scripts, and United Healthcare acquired three rated health
care service companies in 2018, with likely more to come. The creation of these health
care verticals, which wield increased negotiating leverage on health care products and
services pricing, will have significant implications for the industry. Players that can, with
the use of health care data, demonstrate superior value or outcomes, will benefit. The
ones that are not will struggle.

2. Entry of non-traditional players
The entry of Amazon into the health care industry, through its partnership with Berkshire
and JP Morgan and its acquisition of specialty pharmacy PillPack, create further
uncertainty for the industry. While details as to Amazon’s plans are lacking, the entry
could provide certain players with a major opportunity, while shutting out others.

3. Drive for pricing transparency and value-based measures
The ongoing debate on banning drug rebating in the U.S. to increase transparency could
have a major impact on the pharmaceutical and health care industries. Key questions
remain as to if it would actually lower costs for patients and what potential shifts in
market share would result. The continued move toward value-based measures will also
transform the industry, though the measures are still evolving, non-standard, and require
significant data to support. Companies that navigate this change stand to benefit the
most and M&A may increase as companies reposition themselves and seek greater scale
and efficiencies to meet the new value-based measures. There is also an increasing
number of bills at the U.S. state level aimed at pharmaceutical manufacturers, PBMs,
and payors to lower pricing and increase transparency. While not all will pass, we expect
the number will steadily increase.

4. Opioid crisis
The ongoing opioid crisis in the U.S.--where opioids is the leading cause of death for
people under the age of 50--is a major uncertainty for the health care industry. Opioid
manufacturers as well as pharma distributors are the targets of various lawsuits. Apart
from the potential monetary damages, what regulations are going to be passed and what
effect would it have on the health care industry?

Related Research
– Which Pharma Company Ratings Could Be At Risk If U.S. Drug Pricing Reforms Become
Law? Oct. 31, 2018
– The Opioid Crisis: Growing Litigation Concerns for the Health Care Industry, Aug. 2,
2018
– Tech Disruption: U.S. Healthcare Is "Prime" For Change By Amazon And Others, Feb.
15, 2018

This report does not constitute a rating action.
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Cash, debt, and returns
Global Health Care
Chart 131

Chart 132
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: Our outlook is mostly stable with over 80% of our ratings with a stable outlook. In the
U.S. our outlook is stable with support from a continuing if uneven national housing recovery. In APAC,
our ratings have seen some upside earlier due to strong sales growth but momentum has largely faded.
We expect selective negative actions going forward due to tightening liquidity and refinancing
uncertainties. In Latin America, ratings remain mostly stable bar a few cases in Brazil with negative
outlooks due to weaker than expected cash flow. In EMEA, the outlook is generally stable with new-build
and presale indicators benefitting from the current upturn in the European economy.
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– Forecasts: In the U.S., we see continued stable demand and a tight supply of new homes. In APAC, sales
growth in China has likely peaked and mild declines could appear. Leading indicators such as price
growth and real estate investment have slowed and are pointing to a weakening trend. In LatAm, we
foresee steady economic growth, and increasing demand in both Brazil and Mexico. In Mexico, the new
administration aims to increase the federal subsidy which will increase the number of housing starts in
the market. A robust backlog, growing revenues, and healthy planned deliveries should sustain
European homebuilders’ credit ratios in 2019. Prospects for developers in Russia and the GCC are
generally stable but remain dependent on the oil and gas price environment and currency movements.
– Assumptions: Strong fundamental demand drivers (job growth, consumer confidence, household
formation) for new homes support our stable U.S. outlook. In APAC, we expect weaker profitability due to
more expensive land being developed and price caps in major cities in China. In LatAm, we expect solid
top-line growth, broadly stable profitability, and a focus on cash flow generation, while issuers maintain
prudent financial policies. In Europe, low lending rates, gradually accelerating economic growth and
government incentives should continue to fuel the housing market upturn, with the UK a likely exception.
– Risks: In the U.S. the risks to our baseline are a slowdown in the housing recovery and affordability
concerns. In APAC, developers in China continue to be constrained by tight credit conditions and
increasing refinancing demand. In LatAm, macroeconomic downside risks exist and if they materialize
they could undermine housing demand. We also expect Brexit to depress average selling prices in the
U.K., with the main impact concentrated on London and the Southeast. We also see a risk that the
banking sector may decide to cut its exposure to UK homebuilders and developers next year

–

Industry Trends: In the U.S. we expect a continuation of the consolidation seen over the past three
years. In APAC, we foresee accelerating consolidation as larger developers have funding advantages as
well as costs, scale and cost efficiencies. This is despite overall sector weakening and restrictive policies
to largely remain in place. In LatAm, a steady macro environment and favorable subsidy budget suggest
sustainable growth prospects.
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Ratings trends and outlook
Global Homebuilders and Developers
Chart 137

Chart 138
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Ratings outlooks
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Ratings outlook net bias

Ratings net outlook bias by region
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U.S.
Our outlook is stable with support from a continued favorable but uneven national
housing recovery. We expect most homebuilder ratings to hold steady heading into 2019.
Although a few rating changes are probable, our outlook distribution indicates slightly
more upgrades than downgrades. About 12% of our rated universe has a positive outlook.
Generally speaking, we incorporate solid top-line growth in 2019 into most of our ratings
and stable outlooks on homebuilders, due to higher home deliveries and average selling
prices.

Asia Pacific
Our ratings outlook for developers is likely to turn slightly more negative in 2019 from
more stable. More positive actions this year led to a more neutral outlook bias, but this
will likely reverse. As the sales cycle weakens at a time when credit conditions are tight,
this may hurt the liquidity profiles of weaker developers in China.

Latin America
Our ratings outlook is mostly stable for 2019. In Brazil, although economic recovery is still
slow, improving consumer confidence and credit granting amid lower interest rates
support increases in demand. As a result, most homebuilders generate stronger cash
flows and increase launches after years of very low levels due to the economic downturn
and high sales cancelations. In Mexico, our ratings are broadly stable, reflecting our view
of favorable industry conditions for 2019 and the opportunity for homebuilders to capture
additional growth opportunities, particularly in the low-income segment. The new
presidential administration aims to increase the federal subsidy to tackle the large
housing deficit (estimated at around 9 million units). Yet, we expect Mexican
homebuilders to sustain their solid financial and liquidity positions.

EMEA
In continental Europe, the ratings outlook is generally stable with new-build and presale
indicators benefitting from an economic upturn.
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Industry forecasts
Global Homebuilders and Developers
Chart 143

Chart 144
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U.S.
Our outlook for 2019 is similar to 2018, with our expectations for continued stable
demand and a tight supply of new homes supported by S&P Global Ratings' economic
forecast for 1.33 million U.S. housing starts and our opinion that many fundamental
demand drivers for new homes will continue to trend positively.

Asia Pacific
We expect property prices in China to drop by up to 5% and volume to decline by 3%-7%
next year, likely leading to an overall sector contraction of 8%-12%. Lower tier cities will
likely lead the decline, as the slowing economic growth and the overall tighter funding
conditions will impact these cities more which have weaker demand.
However, most rated developers should achieve stronger sales than the sector average,
as with the previous cycles. The challenging environment will allow larger developers to
gain more market shares, as uncompetitive players exit the sector and offer their ditched
projects to market leaders for cash.

EMEA
Improving economic conditions across continental Europe, including falling
unemployment and higher consumer confidence in the face of moderate inflation, should
continue to support revenue growth for developers in 2019. We expect house price
appreciation in 2019 to range between 1% for the weaker continental market (Italy) and
4%-6% for stronger countries (Germany and Ireland).
Only for the U.K., where we rate the second-largest homebuilder, Taylor Wimpey PLC, and
smaller players like Miller Homers and Keepmoat, do we foresee a low- to mid-singledigit percentage drop in average selling price (ASP) in 2019. Throughout Great Britain’s
exit from the European Union, we expect the shortage of housing and government
measures to provide a buffer for ASPs; declines are likely to be concentrated in London
and the Southeast, in particular properties exceeding £1 million.

Latin America
Our ratings outlooks are mostly stable, with only few cases in Brazil having negative
outlooks due to weaker than expected cash flow generation. In line with last year, we
expect Brazilian homebuilders to show gradual recovery in top-line and cash flow
generation amid our expectation of slow economic recovery. In Mexico, we expect
industry players to fast-track their growth strategies, particularly in the low-income
segment, amid higher subsidy availability, while maintaining broadly stable profitability
measures, relatively low leverage, and healthy liquidity positions.
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Key assumptions
U.S. Homebuilders and Developers
1. Homebuilding demand trends positively
S&P Global Ratings economists project 1.33 million U.S. housing starts in 2019, about
15% less than the long-term average of 1.5 million. We expect several factors to remain
positive heading into 2019: job growth of about 1.1%, wage growth of about 2.9%,
increasing household formations, low resale inventory, and high confidence from
consumers and builders. We believe these positive demand drivers support our
assumptions for higher top-line growth as we assume new sales increase by about 12%
in 2019.

2. Housing supply remains low
The low supply of new homes is primarily a result of a relatively tight labor market, tradedriven material price increases, and difficulties in the land entitlement process that can
add additional costs and delay the start and finish of a home. Inventory declined to 6½
months’ supply from a peak of 12 months in January 2009, according to the U.S. Census
Bureau. We do not expect to see a material change heading into 2019.

3. Rate of home price increases slow
From 2010-2018, new home prices appreciated by about 45% (inflation adjusted),
according to data from the S&P/Case-Shiller Home Price Index, which we believe is due to
inventory decline. As recent housing demand strengthened, we expect the
supply/demand imbalance to remain heading into 2019. Consequently, we expect ASP to
continue to increase. But as some builders increase their exposure to lower-price, entrylevel products and further diversify their product mix, we expect ASP growth rates to
decelerate for rated homebuilders.

European Homebuilders and Developers
1. Strong housing market in Germany
Nominal house prices in Germany surged across the country by about 4.8% on average in
2017, the fifth consecutive year of strong price growth. We expect residential property
prices in Germany to increase by 3%-4% this year and in 2019, and annual growth to
stabilize around 3% thereafter. The economic environment in Germany supports house
price growth. Slowing net migration and rising housing supply should simply moderate
the pace of annual increases from 2020. Despite land scarcity in city centers, German
zoning regulations, and rising construction costs associated with demanding
environmental regulations, new supply should reach 300,000 units in 2018 and again in
2019. The Bundesbank estimates that net migration will slow to 400,000 on average per
year in 2018-2020 from 500,000 in 2017, easing pressures and contributing to house
price moderation.
Still, low interest rates, unemployment rates that keep reaching new lows, and rising real
wages with strong domestic demand--combined with a relentless trend toward
urbanization--outstrip the new supply of living space in metropolitan areas. We see little
sign of a housing bubble developing in Germany. House prices remain fully comparable
with those of other European countries and affordable against real income levels or
rental yields.

S&P Global Ratings

November 20, 2018

107

Industry Top Trends 2019: Homebuilders and Developers

2. Slowdown in the UK
The structural undersupply of housing and government schemes such as the Help to Buy
(HTB) program continue to support demand for new homes, in particular in the midrange
and affordable housing segments--for which these schemes may account for one-third of
overall demand. HTB was extended until 2023 as part of the 2019 budget discussions.
Revised rules for HTB mean only first-time buyers and homes within new regional price
caps will be eligible from 2021, making ineligible one-third of homebuyers who currently
qualify. Nationwide, we foresee a moderate 1%-5% drop in average house prices in 2019.
Steeper declines could easily be observed for London and the Southeast, in particular for
properties exceeding £1 million. U.K. homebuilders could be affected by the Brexit fallout
if demand for new homes starts falling more as purchase decisions are delayed and
house prices decline on the back of market uncertainties. Preventive refinancing and low
leverage seem the best protections to limit the impact from Brexit.

3. Recovery underway in France and Spain
Market conditions in the rest of continental Europe, especially in France and Spain, are
recovering. We expect the trend to continue as long as positive macroeconomic trends
combine with sustained penetration of highly affordable mortgage loans, as planned
throughout 2019.
In France, we expect house prices to increase by 2.7% this year and 2% in 2019, as
households continue to benefit from low interest rates and a resilient economy that is
driving strong job creation. Monetary policy tightening, which we expect next year, but a
high price-to-income ratio will limit sharp gains in property prices. We expect those
trends--backed by a high backlog and reservations--to support French homebuilders and
developers’ revenues at least throughout calendar 2019. We take into account the new
government considering measures to slow price increases in the French residential
market. Personal allowances for low-income tenants may be cut further, and the fiscal
environment for buy-to-lets is being tightened. Still, structural features attached to the
French VEFA system for new home sales ensure high prefunding and should support
French developers’ credit quality in 2019.
In Spain, the strong economic situation, with unemployment declining and low interest
rates, supports the ongoing recovery of the housing market. We expect prices to increase
at an annual rate of 5.6% in 2018, down from 7.3% in 2017, and further decelerate to
4.3% in 2019.

Asia-Pacific Homebuilders and Developers
1. Prices no longer buoyant in China, sales growth turning lower
After a long period of robust sales growth from price increases, sector expansion is likely
to slow to mild declines in the next 12 months. Price trends are likely to decrease in
lower-tier cities as government stimuli wear off and developers use promotional tactics
to accelerate sales. Larger developers are likely to fare better with stronger execution and
branding, but sales margins unsustainable for most. That said, profitability has
substantially recovered, and developers have more buffer to deal with a downturn.

2. Land acquisitions will also taper accordingly in China.
Land market cooling will continue as most developers brace for a tougher environment,
leading to further land price decreases. A larger proportion of failed land auctions
appeared this year as sales sentiment turned negative. While well-funded developers
could take advantage, most will not see the cycle turning. A prime opportunity for
consolidation through project acquisitions continues to supply land replenishment and
drive growth for larger developers.
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3. Hong Kong prices will likely ease
The end of excess liquidity in Hong Kong will likely be the turning point for the property
market. As monetary conditions tighten, interest rates will likely continue to rise. We
anticipate prices could drop 5%-10% over the next 12 months, from the peak in the third
quarter of 2018. Pricing decline expectations and a new vacancy tax for completed but
unsold properties, will likely push developers to prioritize sell-through over pricing.

Latin America Homebuilders and Developers
1. Mexican homebuilders are poised to deliver solid top lines growth
With new President Andres Manuel Lopez Obrador’s government taking office in
December 2018, Mexican homebuilders’ growth prospects could accelerate beyond 2019,
particularly if the federal subsidy increases to reduce the housing deficit. Under such a
scenario, this would provide traction to the low-income housing segment. Rated Mexican
homebuilders would thus have the flexibility to increase their participation in this
segment. In any case, our forecast suggests that Mexican homebuilders will report solid
results through 2019, driven by our expectation of steady macroeconomic environment in
Mexico, including GDP growth of 2.4% versus our 2.2% estimate for 2018, inflation rate of
about 3.8% versus 4.8% in 2018 on average, and interest rate of about 7% versus 7.75%
for 2018. Moreover, industry fundamentals in Mexico remain favorable, primarily
supported by the national demographic trend of an emerging middle-class with growth in
disposable income, job creation in the formal sector, and the availability of mortgage
financing from commercial banks and public financial institutions.

2. Higher launches on gradually increasing demand in Brazil
A gradual recovery in demand allows for monetization of finished inventories mainly in
the mid-high income segment, while low-income sales on the government-housing
program remain resilient. As a result, we expect increased launches in both segments,
but under a prudent approach as most companies recently faced challenging industry
conditions during Brazil’s economic downturn. Declining unemployment and controlled
inflation and interest rates should support adequate credit granting, driving higher sales
and cash flows in 2019. While more launches will require higher working capital needs,
we believe an adequate sales pace and a more efficient cost structure will compensate.
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Key risks and opportunities
U.S. Homebuilders and Developers
1. Slowdown in the housing recovery
Beginning in the third quarter of 2018, data presented mixed signals about the state of
the housing market in general and seemed to indicate a slowdown. Sales, permits, and
resales all showed decelerating growth rates. New residential sales fell for the fourth
consecutive month in September to 553,000, the lowest level in nearly two years. Yearover-year, sales of single-family homes were down 13.2%. Single-family permits
increased 2.8% year-over-year in September, the slowest growth rate since the 2.5% in
November 2014. In September, total resales were 4.1% lower year-over-year with a sales
rate of 5.15 million--lowest since November 2015. Mortgage applications also trended
lower, normal considering interest rates are trending higher. Despite those signs of a
slowing housing recovery, we still expect job growth of about 1.1% and wage growth of
about 2.9% in 2019 on top of our expectations for housing starts to increase about 3.9%
to 1.33 million units. Consequently, we expect robust demand heading into 2019.

2. Higher mortgage rates and declining affordability
We believe higher mortgage rates will affect more homebuyers for whom affordability is
an issue. As rates rise, monthly payments increase and constrain affordability for those
on the margin of deciding to buy their first home. As homebuilders have more recently
focused on the entry-level buyer, an uptick in mortgage rates could reduce deliveries and
eventually affect builders’ credit quality.

3. Gross margin compression
We expect limited prospects for an upside surprise to our base-case earnings forecast, as
higher costs for labor, materials, and land mute stronger top-line growth. We expect
continued gross margin compression throughout 2019 due to labor constraints and
higher labor costs, higher material costs, and a higher cost basis for land as many
builders have now worked through low cost inventory that was purchased coming out of
the downturn. The cost of lumber declined about 50% since May 2018, which we assume
will help offset other costs, impairing margins.

European Homebuilders and Developers
1. Brexit
U.K. developers may be affected by stagnating or falling valuations in certain areas like
London as the implications of the Brexit process, especially for the financial industry,
become clearer. We believe that Brexit will give financial services firms, already under
pressure to contain costs, more reason to consider reducing office space in London. We
expect the pressure to be most acute for offices in the City of London or high-end
residential properties in London, market segments that have cooled in 2018. As a result,
we expect development of commercial properties to slow in the U.K. next year.

2. Political tensions in Spain and in Italy.
In Spain, political tensions surrounding Catalonia’s calls for independence have hindered
development activities. Persistence of political tensions in Catalonia would likely affect
the office real estate market in the region the most. Residential, logistics, or retail
segments, influenced by consumer spending more than corporate sentiment, should
prove more resilient. Annual 6% growth in home prices in Barcelona compares poorly
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with the 18% in Madrid this year. Growth in Catalonia might further be contained by
political uncertainties throughout 2019.
In Italy, tensions between the Conte government formed in June 2018 and the EU
commission around the 2019 budget do not bode well for funding conditions, including
for domestic homebuilders.

3. Indirect commodity price dependency in Russia and the GCC
Prospects for developers in Russia and the GCC will continue to depend on the state of
those economies, partly driven by the oil and gas price environment and currency
movements (see Industry Developments below).

Asia-Pacific Homebuilders and Developers
1. Sales decline more pronounced than foreseen
Recent restrictive policies could instigate a sharper sales decline due to recent economic
woes that could lead to weaker homebuyer sentiment. If buyers adopt a more evident
wait-and-see approach, such as in the last downturn, sales and therefore cash
generation could be dampened more harshly. We generally expect developers to have
stable to improving leverage, but this could worsen and dampen their credit standing.

2. Financing conditions do not sufficiently support full refinancing.
If regulatory stance and market appetite do not both accommodate large refinancing
needs for the sector, smaller developers could face liquidity shortfalls. Some already took
shorter-term funding, which weighs further on their liquidity profiles. Recent negative
actions are mostly due to heightened liquidity risk and heavy refinancing burdens.
Although these are limited to weak companies with lower competitiveness and high
leverage, selective distress situations or even defaults could affect financing for the
entire sector.

3. Muted demand in Indonesia.
The key risk continues to be political or regulatory uncertainties during election years.
Sales are bottoming out but are muted as buyers stay on the sideline. Many developers
are trying to make up the shortfall with block sales of land or units. This could exacerbate
gradual credit quality impairment, especially liquidity due to slower than expected sales.

Latin America Homebuilders and Developers
1. Mexico’s housing policy to boost growth, but economic risk persists
We believe that during Obrador's administration, the Mexican housing industry could gain
traction. Based on proposals of increasing household income to stimulate private
consumption, coupled with its policy to increase housing starts to address the deficit, we
believe this would help improve industry growth prospects and therefore homebuilders’
volume growth. On a less positive note, we believe that macroeconomic downside risks
could materialize and drag on their credit quality. If the incoming administration adopts
an unsustainable fast-growth model that overheats the economy and triggers a
substantial slowdown in the medium term, while market-friendly policies would not be a
priority, we believe this could put pressure on several macroeconomic indicators. These
would include foreign exchange, inflation, interest rates, consumer confidence,
household disposable income, and ultimately housing demand and homebuilders’ growth
prospects. Moreover, inflationary pressures on building materials costs could pressure
homebuilders’ operating margins and cash flows, although homebuilders have in recent
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years partially passed on these cost increases to homebuyers. Obrador recently
announced that he plans to cancel construction of the New Mexico City Airport, following
a public consultation launched by the incoming administration. In our view, this
announcement will trigger volatility and uncertainty that could undermine investment
confidence and affect consumer decisions. That may hinder the sector’s short- and
medium-term growth prospects.

2. Low risk of relevant changes on the government-housing program
We believe that the risk of Brazil’s new administration making relevant changes on the
Minha Casa Minha Vida (MCMV) housing program is low. This is because of the still huge
housing deficit in the country of more than 7 million homes. Also, despite Brazil’s relevant
fiscal challenges, MCMV subsidies limit weight on government deficits and the
homebuilding sector that also contributes to employment levels. As a result, we believe
there are opportunities for homebuilders focused on MCMV to maintain constant growth
of sales and cash flow generation in 2019. Homebuilders focused on the mid- and highincome segments might face challenges if macroeconomic conditions become volatile,
resulting in more strict credit from banks to homebuyers that would likely lead to lower
than expected sales and cash flow generation. On the other hand, these players would
benefit if the cancelation law, under discussion during 2018, is signed and becomes
effective in 2019. This would likely reduce incentives for cancelations by homebuyers and
reduce legal expenses that homebuilders face with current unclear rules, leading to
fewer cancelations and supporting more predictable long-term cash generation.

3. Mexican and Brazilian homebuilders better prepared for cyclical downturn
The housing industry is local in nature. However, under a hypothetical sharp downturn in
the global economy, currency could be significantly devalued in LatAm, leading to higher
interest rates to counterbalance rising inflation. If so, consumer confidence could in turn
fall along with demand in the homebuilder industry in the region. In Brazil, we believe that
homebuilders focused on the mid- and high-income segments would suffer more than
those focused on subsidy housing, assuming conditions similar to today. This was the
case during Brazil’s recent economic downturn. In any case, we believe that Brazilian and
Mexican homebuilders are better prepared in terms of operating efficiency, leverage,
liquidity position, and financial policies to face another downward trend. In Brazil,
companies have strict sales policies, which contribute to lower cancelation rates and
more efficient construction processes that avoid cost overruns. Still, weaker cash flow
generation due to poor macroeconomic conditions would likely result in liquidity issues
for lower-rated entities that don’t have relevant cash positions, particularly in Brazil.
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Industry developments
In the U.S., we expect mergers and acquisitions (M&A) to continue at a higher pace than
2016 and 2018 after only five transactions in 2016 to 11 so far in 2018. While we do not
take a uniform view on M&A and assess each situation individually, the impact on a
company's financial risk profile depends on how the transaction is financed and our
forecast of its pro forma credit metrics. We would likely view a heavily debt-financed
acquisition less favorably. On the other hand, a transaction that enhances a builder's
geographic diversity and strengthens its share in local markets could bode well for its
business risk profile. We also take transaction size and integration risk into account when
considering the ratings impact, which is also situational.
We expect housing price appreciation to slow in both China and Hong Kong after an
extended period of strong growth, albeit due to different market factors. In China,
restrictive policies were implemented over the past 12-18 months aimed at controlling
price surges. We do not expect these policies to be loosened significantly and will
continue to pressure sector price and volume. However, most rated developers, which are
the largest in the industry, could continue to benefit from sector consolidation. Although
we expect their sales growth to also taper, most will continue solid sales increases. The
risks lie with liquidity management, and weaker companies that have low market
standing or short track records may find refinancing costly if not challenging.
The anticipated market downturn in Hong Kong is mainly driven by tightening bank
liquidity and interest rate hikes. However, this is likely to be mild given fundamental
homebuyer demand. In addition, developers in Hong Kong are well positioned given their
solid financial positions and diverse business models. The most affected are likely to
have high project concentration or be new market entrants that incur steep land costs.
Developers in Indonesia continue to be affected by weak demand and sales. Despite
declining sales bottoming out, political risks and an uncertain regulatory environment
due to national elections in 2019 hold back any meaningful recovery. Developers are
positioning toward lower-end products and relying on sales promotions as well as using
block sales of land or units to drum up sales.

Latin America
We expect Mexican housing starts to rebound in 2018 and beyond, particularly after
three consecutive years (2014-17) of sharp contraction, given that the government
increased the subsidy level to 6.6 billion pesos (MXN) for 2018 versus MXN4.6 billion in
2017, but still well below the MXN11.5 billion of 2014. For 2019 and onward, we expect
better growth prospects for the industry as the new government aims to further increase
subsidies for the low-income segment, coupled with the availability of mortgage credit
supply for the middle-income and residential segments. Therefore, we expect rated
entities to have the flexibility for additional growth opportunities in the low-income
segment. Our expectation of steady GDP growth of 2.4% in 2019, normalized inflation
rates at about 3.8%, and better interest rates of 7% toward the end of 2019 from 7.75%
currently, also bode well for industry growth prospects. Other key industry drivers in
Mexico remain related to the large housing deficit, positive demographic dynamics,
mortgage loan availability from public financial institutions and commercial banks, and
job creation from the formal sector.
In Brazil, we expect the housing industry to benefit from a slow economic recovery in
2019, including GDP growth of 2.2% against our 1.4% forecast for 2018. We also expect
low inflation rates at around 4% in the coming years and declining unemployment. These
conditions should support a better environment for industry growth. Still, with a new
presidential administration in 2019 and important reforms on the table, we could see
volatile market and credit conditions. We also forecast gradually increasing benchmark
interest rates of 8% by the end of 2019 compared to current 6.5% that might increase the
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average cost of debt for issuers. However, this will likely be counterbalanced by the
companies’ deleveraging trend.

Russia
The pricing recovery in the Russian housing market remains somewhat slow, constrained
by weak personal income growth. Structural demand for housing in Russia remains
sustained and should support market volumes in 2019. Due to the real price declines of
housing properties over 2015-2016 and lowered mortgage rates, affordability measures
in Russia are much more robust. The end of the government’s mortgage subsidy program
has had no real dampening impact on housing demand.

Gulf Cooperation Council
We expect the residential real estate sector to remain challenging for the next 12 months.
Average residential sales prices fell throughout 2018, most prominently in Dubai and
Qatar. Residential prices first weakened in 2015 with falling oil prices, and the trend did
not reverse even though oil prices recovered and stabilized. More recently, the demand
for residential units was affected by heightened geopolitical risk and slower economic
growth. We believe supply continues to increase at a faster pace than population growth
in the region. Dubai sales prices dropped an estimated 12%-14% in the last 12 months,
and we expect this trend to continue in the absence of positive triggers. New underconstruction units significantly increased in the last two years as developers offer
incentives such as payments after handover and service charge discounts. This means
there will be significant new stock delivered in the next 2-3 years, constraining price
growth. In 2020, however, arguably the sector might see some benefit from the potential
increase in economic activity and positive business sentiment attached to the Expo in
Dubai, with our estimate of 25 million or more visitors. We expect positive impact on
residential real estate prices to be largely short-lived, as long as the supply/demand
mismatch is unaddressed. Qatar's residential real estate prices weakened because of the
blockade by a group of governments including Saudi Arabia, United Arab Emirates,
Bahrain, Egypt, Libya, and Yemen, which cut diplomatic ties, trade, and transport links
with Qatar in June 2017. A near-term recovery in residential prices is not anticipated,
unless relations with its neighbors improve.
Despite the challenging market conditions, so far there are few negative rating actions for
our GCC-based rated real estate companies, since we factored in potential for marketderived volatility into our ratings. Most companies we rate in the sector also benefit from
a high share of more stable real estate rental activities.

Israel
In the past few quarters, signs of continued cooling of the housing market increased
mainly following the government’s Mechir Lamishtaken subsidized housing program.
After a decade of price increases, the housing price index indicates a trend change with
the continued decline in demand for new apartments. On the supply side, the slowdown
in building starts that began in 2017 is continuing, and in our opinion homebuilders are
adapting their activities to market conditions. In the short term, we believe continued
stagnation in the housing market will exert negative pressure on prices, with the
possibility of moderate price declines, particularly in peripheral areas and in areas with
large housing supply. On the other hand, in the medium term, we expect a return of
single-digit percentage price increases in demand areas, especially if the slowdown in
building starts continues.
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Financial policy
Developers in China mostly braced for a tougher funding environment by building up
strong cash balances in 2017. This proved useful in combatting higher funding costs and
redemptions on puttable domestic bonds. Overall, there is moderate leverage
improvement given stronger sales and rebounding profitability, more than offsetting
higher debt. In addition, most developers decelerated their land replenishing activities
due to weaker sales prospects and the more challenging funding environment. These
could improve their overall leverage, offset by sales headwinds and margin compression.
Over the past few years, Mexican homebuilders generally maintained prudent financial
policies toward dividend payments and the use of debt, and we expect this trend to
continue through 2019. As such, we foresee Mexican homebuilders maintaining their
commitment to low leverage, with net debt to EBITDA around 2x on average, coupled with
healthy liquidity positions. Issuers in the sector maintain solid cash holdings,
comfortable short- to medium-term debt amortizations, and significant undrawn
committed credit lines available. Under the new elected government, we should expect
higher housing subsidy availability, which in turn should accelerate low income housing
volume growth for most players. However, we expect homebuilders to keep focusing on
profitability and cash flow generation. We do not expect market players to significantly
change their dividend payout ratios from recent years.
The majority of Brazilian issuers already accessed credit markets this year in anticipation
of 2019 debt maturities, given political uncertainties related to presidential elections in
October 2018, and taking advantage of interest rates lower than in 2017. Still, we expect
new debt issuances in 2019 if conditions remain beneficial, either to fund land bank
acquisitions and growth of launches, and/or to address future refinancing needs. Overall,
Brazilian homebuilders have smooth debt maturity profiles in 2019. With expected
stronger cash flows for most companies, some could eventually increase dividend
payouts. But we expect leverage to be maintained at relatively stable levels.
In Europe, debt reduction for homebuilders is moderate because of limited free cash
flows. But increasing revenues from project deliveries should sustain credit ratios in
2019. We also note that most developers have high interest rate hedging and took
advantage of recent favorable market conditions to extend their debt maturity profiles.
Debt for large rated U.K. homebuilders remains low, providing some buffer in the
uncertain context of Brexit.

This report does not constitute a rating action.
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Cash, debt, and returns
Global Homebuilders and Developers
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Key Takeaways
– Ratings Outlook: Discretionary spending in the global leisure industry will likely improve
modestly in 2019—the base-case ratings outlook for the sector remains stable for now.
However, the recent trend in ratings activity has been negative mostly because of leveraging
mergers and acquisitions (M&A) and other transactions and by company-specific operating
underperformance related to a sustained deterioration in competitive positions and margin.
– Forecasts: We expect slowing net revenue yields in the global cruise industry, moderate
revenue growth in Las Vegas and Macau, modest revenue per available room (RevPAR)
growth in U.S. lodging, surprising resilience in European RevPAR, and good growth in the
theme park sector.
– Assumptions: Anemic top-line growth will cause casino operators to exercise cost discipline
to sustain EBITDA, as inflation pressures wages and health benefits. Casino companies will
likely remain disciplined on promotional spending. However, it would become challenging to
remain disciplined about marketing spending if consumer spending declines. Moderate
RevPAR growth will not offset increasing labor and other cost inflation in lodging, which will
pressure hotel profitability. Hotel managers and franchisers, as they do not bear hotel costs,
will fare better. Because cruise companies have already achieved their leverage targets,
another year of moderate net revenue yield and EBITDA growth will push them to repurchase
shares at a faster clip.
– Risks: Our article addresses the expanding U.S. sports betting industry, increased regulation
in European gaming, M&A in lodging, increasing shareholder returns in the cruise segment,
and the impact of an unexpected sharp downturn in the global economy in 2019 in the
gaming, lodging, and cruise sectors.

– Industry Trends: We address a variety of industry trends, including the impact of Brexit on
European travel, the Macau concession rebidding process, the emerging gaming
development opportunity in Japan, the upcoming recreational vehicle sales (RV) slowdown,
the impact of potential toy tariffs, big Canadian casino investment, regional theme park
seasonality, and the Latin American travel and hotel outlook.
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Ratings trends and outlook
Global Hotels, Gaming, and Leisure
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Ratings outlook net bias
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The recent trend in ratings activity has been negative, mostly because of leveraging M&A
and other transactions and company-specific operating underperformance related to a
sustained deterioration in competitive position and margin.
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Industry forecasts
Global Hotels, Gaming, and Leisure
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The double-digit gaming revenue recovery in 2017 and 2018 in Macau is
weighted heavily in the gaming sector because of the scale of operators in
the market. Cruise revenue growth through 2020 reflects mid-single-digit
industry capacity growth and higher anticipated net revenue yields.
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Key assumptions
Gaming
1. Las Vegas forecast
We expect gaming revenue and RevPAR in Las Vegas to grow 1%-3% in 2019, in line with
our economists’ forecast for consumer spending growth and our forecast for RevPAR
growth across most U.S. lodging markets. Although Las Vegas experienced some
weakness in RevPAR through the third quarter, we believe this is largely the result of the
lingering aftermath from the mass shooting, the absence of a large citywide trade show
(it’s an off year for CONEXPO-CON/AGG), and a very unfavorable entertainment and
meeting calendar in the third quarter of this year. We expect RevPAR growth to turn
positive again in the fourth quarter of 2018. Las Vegas 2019 RevPAR growth will largely
result from higher average daily rates (ADRs), as opposed to meaningful changes in
occupancy given already high occupancy levels over 90% on the Las Vegas Strip. Las
Vegas offers good value and a broad array of room types and amenities for conventions
and trade shows, supporting growth in convention visitation. Additionally, Las Vegas’s
expanding entertainment options make it a compelling destination for a broad array of
leisure travelers, not just gaming customers. While there are several large casino resorts
under construction toward the northern end of the Las Vegas Strip, we believe these
properties are unlikely to open before the end of 2020. Thus, given expected continued
strong visitation and convention business and no material supply changes, we believe the
market can absorb moderate increases in room rates. We believe resort fees, which have
been implemented across most resorts at this point and may have supported faster
RevPAR growth in prior years, are unlikely to be a material driver of RevPAR growth going
forward.

2. Mass market is key growth driver for Macau
While the VIP gaming segment was largely responsible for the surge in gaming revenue
growth in 2017 and the first half of 2018, we expect mass market gaming revenue to be
the steady growth driver for the second half of 2018 through 2019. Though gross gaming
revenue (GGR) growth in 2019 is likely to decelerate as a result, we believe this trend is
still largely positive for casino operators. This is because the mass segment is far more
profitable for casino operators with profit margins that are 3x-4x higher than the VIP
segment. We forecast Macau’s 2019 GGR growth to slow to about 4%-8% from 12%-14%
in 2018 (above our previous 2018 forecast of 6%-12%). This incorporates mass gaming
revenue growth of about 6%-10% in 2019, supported by improving infrastructure from
China to Macau—such as the recently opened Hong Kong-Zhuhai-Macau Bridge—and
additional hotel room capacity with the opening of MGM Cotai and Morpheus in 2018 and
potentially the Grand Lisboa Palace in the second half of 2019. We expect VIP gaming
revenue growth to decelerate to about 2%-6% in 2019, partly due to tightening liquidity in
China and other potential risks such as knock-on effects from the U.S.-China trade war.
Other risks to Macau’s GGR growth rate include the new restrictions that will ban
smoking at tables, limiting it to approved lounges, that will be enforced starting January
2019 and regulatory risks such as restrictions on UnionPay, corruption crackdown, or
visas.

3. New market opportunities (or lack thereof) and stringent regulation drive
consolidation and possibly volatility in credit measures
We expect consolidation in gaming to continue, as observed in the past couple of years
with several large mergers in the industry. The opening of the U.S. market to sports
betting will be one of the drivers further supporting this trend in 2019. We believe mergers
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in the U.S. could be in the form of joint ventures (JVs) or primarily debt-financed
acquisitions that could increase leverage. Nevertheless, many companies have used good
cash flow growth to build in some cushion in leverage to provide flexibility for
opportunistic acquisitions. We also believe the U.S. gaming REITs will actively pursue
acquisitions, using a mix of debt and equity financing, to expand their asset bases and
improve geographic and tenant diversity. The extent to which M&A affects ratings will
likely depend on their ability to issue sufficient equity to remain within their financial
policy goals.
In addition, we expect relatively slow growth and limited new development opportunities
(outside of sports betting) for U.S. and European gaming operators to spur consolidation.
In most U.S. and European gaming markets, we generally expect gaming revenue to grow
by low-single digits in 2019, absent changes in competition or regulation that hurt
revenue. The online segment, particularly in Europe, continues to be a strong source of
growth, and we expect operators with strong brand and product propositions to continue
achieving double-digit revenue increases in this segment in 2019. Retail-based betting
will continue to show a relatively stable trend, with a small decline in some specific
markets that experienced high regulation, like the U.K., Italy, and Germany. Additional
regulation and taxation could further weigh on gaming companies, pressuring earnings
and overall profitability in 2019.

Hotels
1. U.S. RevPAR grows modestly 1%-3%
We forecast U.S. RevPAR will grow a modest 1%-3% in 2019, driven entirely by ADR
growth. Our macroeconomists currently believe GDP growth remains above trend, but will
moderate to 2.3% in 2019 from 2.9% in 2018, primarily because the stimulative effects of
tax reform wear off a little next year and because we factor in escalating tariff risks in
2019. Still, anticipated strength in the labor market and still-bullish consumer
confidence should cause hotel demand to grow at least around 2% in 2019, which would
absorb anticipated 2% supply growth next year, leaving occupancy rates flat but at
record high levels. As a result, we forecast that lodging operators will continue to have the
ability to raise ADR, which will grow around 2% in 2019, ultimately leading to 1%-3%
RevPAR growth. This level of RevPAR growth is probably too modest to offset wage and
other cost inflation, and hotel EBITDA margin will likely suffer in 2019 as a result..

2. Wage and other cost inflation will pressure hotel margin
We believe worker demands for wage and benefits increases are accelerating in the hotel
industry amid a still strong economy and 2.9% wage growth in the U.S. in the second
quarter of 2018 -- the fastest rate in 10 years, according to our economists. Job openings
were at an all-time high in July 2018 and our economists forecast a sustained pick-up in
wage growth in the coming quarters. In addition, strikes at Marriott, Hilton, Hyatt, and
other branded hotels in Chicago, San Francisco, Boston, and Hawaii have made headlines
as unionized hotels workers bargain for better pay and benefits. Successful campaigns to
raise minimum wages up to $15 per hour in some key hotel markets could also pressure
costs as hotels are forced to match higher paying service jobs in other industries. Given
our forecast is for modest RevPAR growth between 1%-3%, even at the high end of this
range it is unlikely that hotels can improve EBITDA margin in 2019 because labor
represents the largest cost line item at greater than 40% of total costs, according to a
number of studies. Other cost inflation, including food and beverage, taxes, and utilities,
will also likely pressure margin in 2019 absent incremental efficiencies. The impact on
hotel managers and franchisers will be less than on hotel owners, which bear the burden
of hotel costs.
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3. European RevPAR grows in the low-single digits
Given the current trend of RevPar growth of 5.2% year to date as of August 2018 and our
economists’ forecast for a slowdown in 2019 GDP growth to 1.3% in the U.K. and to
around 1.7% in the Eurozone, we expect RevPar growth of 4%-5% in 2018 and low-single
digits in 2019. We expect RevPar growth to slow in 2019 in the U.K. to 0%-1%, mostly due
to uncertainties around Brexit, a high pipeline of new room openings, and softer
economic conditions, offset somewhat by a weakening pound. We don’t expect significant
movement in occupancy rates in the U.K. overall. We do expect a modest occupancy
decline for London hotels due to an increase in supply over the past several years. ADR
growth should offset the London occupancy decline. European RevPAR (excluding the
U.K.) could grow 3%-5% in 2019, absent any terrorism events and incorporating the
potential for continued political volatility in Italy and Turkey. The best performers are
expected to be France, with strong 2019 RevPAR growth in the high-single digits
anticipated in Paris, and Benelux. 2019 RevPAR in Spain is expected to be flat to slightly
negative due to the political situation in Catalonia, and a prolonged correction following
an extremely strong 2017, when Spain benefitted from high demand redirected from
markets affected by terrorist attacks.

Cruise
1. Net revenue yields grow, albeit at a slower pace
We expect constant currency net yields to improve at a slower pace than in 2018, given
higher capacity growth next year and our economists’ forecast for decelerating GDP and
consumer spending growth. We forecast net yields to increase in the low-single digits
(2%-3%) in 2019. Despite increased capacity growth in 2019 compared to 2018, we
believe this level of capacity growth can be absorbed since we believe continued
economic growth and consumers’ tendency to vacation each year and their increasing
desire for experiences will support demand. Demographic trends are also favorable and
support increasing leisure spending over the next few years, and cruises remain a
relatively small portion of overall leisure spending. We also expect that as long as the
economic environment remains supportive, cruise operators will maintain pricing
discipline, supporting net yield growth.

2. Capacity continues to expand
We estimate 2019 capacity will grow around 7% based on data provided by Cruise Line
International Assn. (CLIA) and company filings. We expect a majority of this capacity
growth to be in the Caribbean, Europe, and Alaska, driven by strong demand for these
itineraries, and as operators look to deploy capacity to higher-yielding destinations and
itineraries. After a year of declining cruise capacity in the Chinese market, we don’t
expect any material changes in Chinese cruise capacity in 2019 despite the introduction
of two new purpose built ships for the Chinese market in 2019 by Carnival’s Costa brand
and Royal Caribbean, as these ships will sail in the region for only about half the year and
Norwegian Joy is leaving the market. Because ships are mobile assets and operators
have a limited number of them, operators will continue to focus capacity on markets that
generate the greatest returns. If ships deployed in China don’t earn the same premium
that similar ships sailing in more established markets earn, operators will reposition that
capacity to higher-yielding markets as long as demand there remains robust.
We also expect increased capacity growth in the luxury and expedition segments over the
next few years. Strong demand for experiential travel and the high yields these ships earn
because of their unique experiences are leading operators in these segments to add more
capacity, and have also drawn the attention of other operators, including Viking, Royal,
and Carnival, to invest in this segment.
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3. Rising fuel costs could pressure margins
We believe rising fuel costs through 2019 may pressure cruise operators’ EBITDA margins
and slow EBITDA growth, since fuel costs represent a sizable portion of a cruise
operator’s overall expense base. Fuel prices have risen significantly in 2018, and we
believe it is likely that they will continue increasing faster than inflation (and faster than
our forecast yield growth) next year. Nevertheless, we expect growth in net yields and
operators’ fuel hedging strategies to somewhat dampen these negative impacts.
Additionally, newer ships are more fuel efficient, which will lead fuel consumption to rise
more slowly than capacity growth. NCL has hedged on average 48% of its total projected
fuel consumption for 2019, which we expect will mitigate some of the negative impact of
rising fuel costs. We expect Royal Caribbean’s fuel costs to remain relatively flat in 2019
since we expect that any increases in fuel costs for the portion of its fuel consumption
that is not hedged (49%) will be offset by year-over-year declines in fuel costs for the
hedged portion (51%). We believe Carnival is most exposed over the near term to
increasing fuel costs because it does not hedge fuel costs.

Key risks and opportunities
Gaming
1. The nascent U.S. sports betting industry
Following the U.S. Supreme Court’s May 2018 repeal of the law that prohibited sports
betting nationwide except in a few states, regulations allowing Nevada-style sports
betting have been adopted in six states. Bills are under consideration in an additional 18
states. In New Jersey, sports wagering revenue was more than 10% of traditional casino
revenue in September, suggesting deep demand for legal sports betting.
Thus far, we have seen a number of partnerships, JVs, and license agreements between
casino operators, whose gaming licenses enable market access, and a mix of European
sports betting operators (primarily William Hill, Paddy Power, and GVC) and technology
platform providers. Given an evolving regulatory environment, we believe it will be some
time before it becomes clear which investment and operating model is most profitable.
While some U.S. casino operators are more enthusiastic about the opportunity than
others, we believe that U.S. operators are taking a measured approach to sports betting
by opting for partnerships that minimize their upfront investment in technology,
operational expertise, and brand marketing. Driven by the growth prospects of this new
market, European operators that have the expertise and knowhow in sports betting are
keen to gain a first mover advantage in the U.S. market by joining or acquiring U.S.-based
companies. While the U.S. could potentially become the world’s largest sports betting
market over the next five years, we believe uncertainty over the pace of regulation, tax
rates, addressable market size, and profitability are keeping a lid on overly exuberant
investment spending.
We continue to believe that the larger and more regionally diversified operators stand to
benefit the most from legalized sports betting, as they provide the better value
proposition as partners to European sports betting operators, who are likely to continue
focusing their efforts on national branding. Although the space is evolving rapidly,
because of the focus on partnerships and the restrained investment plans we’ve seen
thus far, we do not anticipate that the credit measures of any U.S. or European operators
will be materially affected over the next two years.
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2. Regulation continues to weigh heavily on European gaming companies
Recent regulatory actions indicate that the social impact of gambling is garnering more
attention, with several changes specifically targeting the reduction of harm coming from
addiction to gambling. In May 2018, the U.K. government announced the reduction of
maximum stakes on fixed-odds betting terminals to £2 from £100 to reduce the risk of
gambling-related harm. This decision will take effect October 2019 and will hit the
revenues and profitability of the retail-based gaming companies based in the U.K. for
years to come. A second blow came when the government announced that it would
increase remote gaming duty (RGD) to 21% from 15% to offset the loss of taxes on
gaming revenues. Online gaming is gradually gaining scale and becoming a large part of
these companies' activity, so the effect could be significant.
Although gambling regulations have remained broadly unchanged in Germany, several
limitations on arcade providers caused a significant reduction in the number of
amusement with prize (AWP) machines in 2017 and 2018. However, municipalities have
offered hardship exemptions and active toleration until 2021, which has reduced the
current impact on arcade operators, but the risk remains. Online casinos have been
prohibited in most of Germany since 2011, but many entities operate in Germany under
an offshore online license. The lack of clarity regarding the status of online casinos,
combined with increased costs associated with regulatory compliance, caused several
gaming companies to terminate their activity in the German online market, and other
operators could face the same decision soon.
Italy, like Germany, has imposed limitations on arcade operators. New distance laws are
forcing many gaming establishments to close, and around 250,000 of the AWP machines
in the country (which represent 34% of all machines in the market) have been removed. In
July 2018, the newly appointed Italian government announced a ban on advertising of
gaming and betting through media channels (including sponsorships) as one of its first
steps. This ban will take effect on Jan. 1, 2019. The government also increased gaming
taxes (PREU) on AWPs (by 0.35%) and video lottery terminals (VLTs) (by 0.3%), starting
Sept. 1, 2018. From May 1, 2019, these taxes will see a small additional rise, with further
increases due in Jan. 1, 2020, and Jan. 1, 2021. All those changes are likely to hit
profitability of Italian gaming companies, creating more volatility in earnings.

3. A sharp downturn in the global economy in 2019
In a recession, we would expect destination markets, like Las Vegas, to experience more
severe declines than local or regional markets, as was the case during the financial crisis.
Gaming customers would have less discretionary spending for leisure alternatives,
including gaming, and some would likely forgo flights to Las Vegas and spend their
gaming budgets closer to home. Additionally, Las Vegas is heavily reliant on business
travelers for meetings and conventions, which supports midweek occupancy. A recession
would likely lead to a sharp pullback in business travel, which would further pressure
cash flow in Las Vegas. Declines in leisure and business travel would likely lead to
meaningful declines in room rates across the spectrum in Las Vegas, as operators would
still focus on maintaining high occupancy to support out-of-room spending. Although
regional gaming revenue and cash flow declines in the last recession were less dramatic
than in Las Vegas, we believe in the next recession changes in business models will
magnify cash flow declines for regional gaming operators. Since the last downturn, many
regional gaming operators have sold all or a portion of their real estate to gaming REITs,
and in return, pay a fixed rent payment that can be as much as half of the gaming
operator’s EBITDAR. As a result, we expect gaming operators will likely experience higher
cash flow volatility in the next downturn, even if regional gaming revenue declines are
moderate. We also expect that in a recession, all gaming operators will increase
promotional spending to try to attract customers and support revenue, and that
operators may not be able to remain as disciplined with regard to marketing spending.
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Hotels
1. Using leverage for M&A remains a key risk factor
Hotel transactions are up in 2018 and the current trend is strong, with Hyatt selling $1
billion of hotels to Host, Hyatt buying management company Two Roads, Wyndham
spending $2 billion on the La Quinta brand and management business, Accor divesting
and selling its real estate division for €4.6 billion and acquiring Australian hotel and
resort operator Mantra €830 million, Thai hospitality and leisure group Minor
International acquiring a 94% stake in NH Hotels for around €2.3 billion, Pebblebrook
buying LaSalle, Ryman buying control of Gaylord Rockies, Belmond for sale, and Extended
Stay indicating it could separate its real estate at some point.
The length of the current U.S. lodging upcycle is in record territory and our base-case
forecast is another year of modest RevPAR growth in 2019, and anticipated supply growth
in 2019 is benign partly because the cost of development is rising in terms of materials,
labor, and financing costs. As a result of anticipated RevPAR growth and the “buy vs.
make” decision favoring acquisitions, we believe conditions are supportive for the hotel
transaction market in 2019 to be at least as active as 2018.
The European market is still very fragmented and competitive, with a lot of small
independent players ready to sell their business--supported by a strong RevPar growth
trend--either to large lodging groups or private equity funds. Several rated lodging
companies, including Choice, Accor, and Host, have ample leverage capacity to make
acquisitions. The risk factor, as always, is that lodging companies overpay for assets at
the top of the cycle and lever up to do so in a manner that weakens credit quality.

2. Ever-present event risk in European travel
Event risks like terrorism, political unrest, natural catastrophes, and weather changes
contribute to volatility in the travel industry and could impair the European travel sector
in 2019 if they were to occur. They are impossible to predict, but the impact is mostly
certain–a temporary decline in demand for travel in affected destinations. 2018 has been
a generally favorable year for European travel, as neither major security events nor an
incremental worsening of geopolitical risk factors took place during the year so far.
However, some travel companies, like tour operators, faced pressure on operating
performance from an extremely hot summer, leading travelers to vacation close to home.
Airline strikes resulted in flight delays and cancellations, also dampening the willingness
to travel.
We believe that in 2019, as long as certain key European holiday destinations remain
open, the travel industry should not experience significant shocks, although we will
monitor event risks closely. We expect pressure to come from Brexit in March, which will
likely affect the demand for outbound travel from the U.K. mostly due to an anticipated
weakening of the pound and a slowdown in disposable incomes. This could affect all
European travel industry participants in key European destinations, like Spain, Portugal,
and Greece (for leisure travelers) and France, Germany, and Benelux (for business
travelers).

3. A sharp downturn in the global economy in 2019
While our estimate of recession risk in the U.S. is currently between 15%-20%, risks to
our baseline economic forecast include a wind-down of fiscal stimulus in 2019, the
potential for inflationary pressure and rising interest rates, and an escalation in trade
and geopolitical tensions. In the event the global economy sustains an unexpected shock
severe enough to cause a global recession, the lodging industry would probably
experience a sharp pullback in business and leisure travel. This would in turn cause a
decline in hotel demand that decreases hotel occupancy rates and room rates. As a
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result, U.S. RevPAR would meaningfully decline, perhaps as severely as the 17% decline
in 2009 in the aftermath of the financial crisis. What might partly mitigate this scenario is
benign anticipated 2% growth in traditional U.S. hotel room supply in 2019, which should
limit the damage to hotel occupancy and RevPAR. However, an untested variable in the
supply equation is nontraditional lodging supply like Airbnb. We believe that Airbnb
supply is probably highly elastic because it can be listed quickly and in response to a
homeowner’s economic insecurity due to a job loss, pay cut, or fear of either. The
potential increase in overall lodging supply in some markets could shrink hotel
occupancy, especially if demand is falling simultaneously because of a sharp global
economic downturn.

Cruise
1. Increasing shareholder returns constrain discretionary cash flow
As cash flow has expanded through yield and capacity growth, operators are deploying
excess free cash flow into increased returns to shareholders, limiting discretionary cash
flow and sometimes leading to borrowing. Notwithstanding high levels of shareholder
returns across the three largest cruise operators, we expect all of them to manage
returns in a manner that allows them to maintain some level of cushion compared to
downgrade thresholds to provide flexibility to withstand weaker-than-anticipated
operating performance. However, predicting the inflection point in a cycle is a challenge.
We expect operators will pay close attention to pricing and occupancy trends and that the
length of the booking curve will provide some warnings ahead of operating weakness. In
the event operators observe weakening trends, we expect they will pull back meaningfully
on share repurchases to preserve financial flexibility. However, high levels of dividends
pose a greater challenge as operators are likely to resist reducing dividends unless
necessary. High levels of forecasted capital spending over the next few years coupled
with significantly higher dividends compared to prior years are a risk that could
compound the deterioration in credit measures in a downturn.

2. Choppy near-term China cruise market
While China remains a long-term potential growth opportunity for cruise operators, we
continue to expect the market to remain choppy over the next few years. A sizable and
growing middle class with an increasing propensity to travel should support the
establishment of cruising as a viable vacation alternative over the long term. However,
the cruise industry will need to overcome several challenges, including developing and
expanding the sales and distribution network, expanding ports and itineraries, and
growing the number of customers who are willing to fly to cruise. Operators are trying to
move away from full ship charters where they have less ability to control brand
messaging and manage yield and attempting to develop a broader distribution network
(including both travel agents and a direct sales channel) where they can better control
inventory and pricing. Chinese customers also tend to cruise for a shorter duration than
North American or European travelers, which limits the itineraries that cruise lines are
able to offer. Additionally, there are fewer customers that fly to ports for cruises, unlike in
other markets. Over time, expanding the number of Chinese customers willing to fly to
cruise could increase sales opportunities because it will broaden the destinations
customers can visit and the itineraries that cruise operators can market to them.

3. A sharp downturn in the global economy in 2019
Cruise operators have a busy ship delivery schedule over the next five years and we
believe the major shipyards are operating at full capacity over the next few years. This
strong order book, and the need to commit to ship orders as many as five years in
advance to secure shipyard capacity, poses a significant risk to cruise operators when a
recession occurs. In a recession, net revenue yields would typically deteriorate as
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customers become more price sensitive and pull back spending on travel. With high fixed
costs, we believe it’s likely that most cruise operators would offer discounts to support
continued high occupancy. Despite deteriorating cash flow, cruise operators would take
delivery of new ships because once they have committed to a new build, they lack
flexibility to pull back on this spending. As a result, these large advance commitments
expose operators to meaningful swings in credit measures if ship deliveries occur during
periods of deteriorating cash flows. Operators typically fund 80% of these ship deliveries
with debt incurred on the date of delivery, but would increase borrowing to fund any
remaining costs if operating cash flow is insufficient to fund the delivery.

Industry developments
Brexit travel disruption
In the event the U.K. leaves the EU in March 2019 with no deal, we believe there are
several key risks to the travel sector:
– Air traffic regulation. Currently, the U.K. and the EU are in the European Single
Aviation Market (ESAM), which allows all airlines owned and controlled by nationals of
EU member states to operate freely in the EU, as well as in other countries, like, for
example, the U.S. (Open Skies Agreement), via bilateral agreements. A no-deal
scenario with no provision for a status quo 21-month transition period would mean
that U.K. and EU licensed airlines would lose authorization to provide air services
between the U.K. and EU. With no official guidance from the EU or EU National
Governments there would be a high chance that U.K. flights to EU countries would be
suspended temporarily after March 29, as U.K. airlines would require individual
authorizations from national governments for the routes they wish to operate.
– If this occurs, it will inevitably have a negative short-term impact on both business and
leisure travelers and ultimately on the operating performance of airlines, tour
operating companies, and hotels in countries with high share of U.K. tourists, like
Spain and Greece. We would not expect similar disruption in the U.K. because the
British government has indicated that it would allow EU airlines to continue to
operate.
– Macroeconomic conditions. Although not our base case, a disruptive no-deal Brexit
scenario could presage a moderate two-year recession. The combination of an initial
15% depreciation in the pound and curtailment in consumer expenditure would
further reduce outbound travel from the U.K., as well as curtail travel expenses for
U.K. business travelers.
– Free movement of workers within EU. After Brexit, EU workers’ access to U.K.
employment will become more controlled, especially for semi-skilled and unskilled
workers. For the travel industry, the most affected companies will be those operating
in the hospitality sector, which relies heavily on semi-skilled and unskilled workers.
Also, airline crews are very often mixed with pilots and flight attendants being from
both the U.K. and the EU. Such limited availability of EU nationals, with further
potential complications around mutual qualification recognition, could create a
shortage of these workers in the U.K. and increase labor costs for companies.

Macau concession rebidding process could become clearer over the next 12
months
The gaming license rebidding process in Macau remains unclear at this time, although we
expect to get greater clarity over the next 12 months. We believe the Macau government
values stability, and as a result, we do not expect any existing concessionaires or subconcessionaires to lose their licenses during the rebidding process. We also do not
anticipate the granting of any additional licenses, given the already competitive market
conditions and limited land for additional development. We think it’s possible that the
Macau government could extend the concessions expiring in 2020 to 2022 to conduct a
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comprehensive and synchronized license rebidding process for all operators. While the
gaming license rebidding process is unknown, we believe concession renewals could
require some form of economic consideration from operators. This could include a
potential upfront payment for license renewal or additional capital investment
requirements, particularly in nongaming amenities as the Macau government desires to
diversify the revenue base into nongaming sources.

Japan will be an irresistible opportunity for large global gaming operators
Gaming operators continue to focus on the possibility of securing a license to develop an
integrated casino resort in Japan, following Japan’s passage this summer of an
integrated resorts (IR) implementation bill that would allow three IRs to be built. We
expect the process to secure a license will be very competitive given strong prospects for
this new gaming destination and the many gaming operators who have expressed
interest in pursuing licenses. Large global operators with strong balance sheets and
experience operating IRs in existing Asian markets may have a leg up on other
competitors because they have already established brand recognition in the region and
are better able to finance expected high development costs. However, that will depend on
how Japan structures the RFP process and what it elects to emphasize in selecting
licensees. In our view, Japan is unlikely to award licenses before 2020 as it needs to lay
out the RFP process, provide sufficient time to submit applications, and then review
them, which is time consuming. Once a license is awarded, we expect the timeline to build
these large IRs will be three to four years. As a result, we believe it’s highly unlikely that
operators would incur any meaningful development capital spending in Japan before
2021, and that resorts wouldn’t be open before 2024.

RV manufacturers’ late-cycle production pullback will test capacity
management and variable cost structures
A looming risk factor for recreational vehicle (RV) companies is dealership inventory
build-up that will probably lead to meaningfully lower shipment growth over the next two
years compared to recent shipment trends. We observe that in five of the seven years
from 2011 to 2017, industry shipments unit growth outpaced retail sales unit growth.
Shipments were particularly strong in 2016 and 2017, which saw shipments unit growth
of 15% and 17%, respectively. In terms of absolute units, we also observe that cumulative
shipments were higher than retail sales units by about 6% since 2011. We believe this will
cause dealers to place fewer orders to RV original equipment manufacturers (OEMs),
including Thor and Winnebago, resulting in approximately flat or modestly negative
shipment trends at OEMs over the next two years, as dealers work off record shipments
in recent years. This will likely cause gross margin compression among RV makers,
because their fixed costs will be spread over lower production volumes. In addition, a
number of RV OEMs are constructing new production facilities, and this new capacity will
ramp up during a period of flattish growth. RV parts suppliers such as Airxcel could also
be affected, although potentially to a lesser extent because they have higher exposure to
the aftermarket and are therefore less exposed to new unit sales trends. We expect RV
makers will be able to cope with the lower shipment guidance, based on our assessment
that they have fairly variable cost structures. Their variable costs benefit from a nonunionized labor force, a business model that focuses on assembly rather than heavy
manufacturing, and tactical solutions such as de-contenting that can help to recover
some gross margin. However, to the extent that profitability underperforms our forecast,
which could result from longer-than-expected shipment declines, inflation in labor and
other costs, weak retail sales, or uncertain macroeconomic factors such as tariffs, we
could indicate rating downside.
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Debt-financed M&A is an additional companion risk factor. Recently, a number of RV
companies including Camping World, Thor, and Winnebago engaged in leveraging
acquisitions. While these acquisitions generally improved competitive strengths or
diversified revenue bases, they are also a source of credit risk. RV companies are highly
cyclical, and their credit profiles could rapidly deteriorate if the acquisitions are
conducted at high multiples and occur near a potential future downturn.

If toys become targeted by tariffs, Hasbro is better positioned than Mattel
The U.S. has imposed tariffs on another $200 billion of Chinese imports, and tariffs will
rise from 10% to 25% in the New Year. Unless the U.S. and China come to a compromise,
we believe risks are heightened that the Trump Administration could place tariffs on
another $250 billion-plus in goods manufactured in China, at which point nearly every
Chinese product sold in the U.S. would be subject to tariffs, including toys. If this were to
come to fruition, it could have a negative credit impact on the toy manufacturers,
depressing cash flows and forcing changes to the manufacturing base. Currently, toys are
predominantly excluded from the list of goods targeted for tariffs. However, according to
The Toy Assn. Inc., 85% of toys sold in the U.S. are currently manufactured in China. We
believe that if additional tariffs are imposed, toys would almost certainly be added to the
list of products targeted, and this would have a negative impact on toy manufacturers’
profitability. Hasbro’s asset-light manufacturing base and significant cushion in credit
metrics compared to our downside ratings triggers positions it well to manage a
temporary disruption if it were forced to relocate production lines quickly, and to weather
a reduction in free cash flow because of higher tariffs. Mattel, which not only is currently
undergoing a significant restructuring and turnaround, but also owns a large portion of its
manufacturing base, would have a harder time coping with tariffs. We estimate that a
10% tariff on Chinese manufactured toys sold in the U.S. could raise Mattel’s total cost of
goods sold in the mid-single-digit percentage area, which we believe the company would
be able to absorb, at least temporarily, given significant expected future cost cutting and
that the company has already begun analyzing its manufacturing footprint. However, if
the Trump Administration were to impose a 25% tariff on Chinese manufactured toys
sold in the U.S., Mattel’s total cost of goods sold could rise in the low-double-digit
percentage area. If potential future tariffs at a 25% rate are sustained and can’t be
reliably passed on to the consumer, this could force Mattel to relocate manufacturing
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facilities out of China quickly, which could cause significant disruption to a company
already engaged in a significant turnaround and restructuring.

Regional theme park operators are seeking to reduce exposure to seasonality
risk
In the past several years, regional theme park operators continued to focus on reducing
the importance of the seasonally strongest third quarter by improving attendance,
revenue, and EBITDA during the seasonally weak fall and winter quarters. For instance,
since 2008 the seasonally strongest quarter’s average EBITDA as a percentage of annual
average EBITDA declined by roughly a third for North American operators. We understand
that U.K.-based Merlin Entertainment observed a similar trend, although quarterly data
is not available. Operators have reduced seasonality mostly by focusing on expanding
park operating calendars to drive fall and winter attendance by introducing and
expanding holiday and winter themed events. Some operators have even experienced the
strongest week in the year from expanded events. We believe that over time, theme park
operators could significantly mitigate seasonality risk and improve business risks if they
can achieve and sustain the seasonally strongest third quarter’s EBITDA at less than 50%
of annual EBITDA, and if all quarters are generating positive EBITDA on a sustained basis.
However, while park operators may be reducing seasonality, it currently remains a
material risk in the space because many parks are located in areas that are not open all
year round, predominantly due to cold, winter weather. This reduces these parks’
operating calendars to a shorter season, and creates a high risk of adverse weather
conditions affecting attendance over a short time frame. While both Cedar Fair and Six
Flags have the majority of their parks located in cold winter climates, we view Cedar Fair
as more susceptible to seasonality given a higher concentration of parks located in cold
winter climates, with over a quarter of EBITDA generated from Cedar Point in Ohio.
Additionally, since Six Flags has a year-round membership program and Cedar Fair
focuses on its season pass offering, we believe Six Flags has an easier time attracting
members to its parks in the seasonally weak quarters, particularly in the first quarter
before Cedar Fair’s season pass holders decide to renew. This also results in a more
stable revenue stream, as annual memberships contribute evenly to revenue through the
year, starting in a membership’s second year. Merlin indoor attractions, which account
for around 40% of EBITDA, help it reduce seasonality risk as well. With SeaWorld’s
significant revenue concentration across the warmer climates of Florida, Texas, and
California, it is the least exposed to seasonality of the three U.S. -based rated peers.
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Canadian casino operators are racing against the economic cycle
Canadian brick and mortar casino operators Great Canadian Gaming Corp. and Gateway
Casinos & Entertainment Ltd. are investing heavily in new domestic markets, including
Ontario, to fuel future long-term growth. We expect the companies’ entry into the Ontario
market in particular could improve cash flows and credit profiles for both over the long
term. However, we anticipate both to have lower free cash flow generation over the next
three to four years driven by heavy capital expenditures of around C$1.5 billion to C$2
billion in the aggregate to refurbish, rebrand, and enhance customer experience to
increase the visitation rate in new and underserved markets. Weaker-than-expected
performance from newly developed assets could strain cash flow growth at both
companies. This could occur due to unfavorable macroeconomic conditions or the
companies' inability to generate gaming demand in Ontario. As a result, the ratings
trajectory on these companies would depend on their ability to regain sufficient financial
capacity to weather future economic stress after a period of heavy investment.

Latin American lodging
The lodging industry in Latin America continues to experience a favorable demand cycle,
and we expect stable occupancy rates slightly above 60% and RevPar growth of around
5% for 2019. Most travel destinations are highly competitive compared to those in the
U.S. and Europe due to the depreciation of many currencies in the region. Dollarreferenced hotel rates in Latin American destinations provide hotel companies with
revenue in a strong currency and a cost structure in local currency, which we believe will
benefit profitability over the coming year. The business travel segment is still a growth
opportunity for large hotel companies and hotel REITS based on our favorable business
environment expectation in the region. Our forecast suggests steady GDP growth of 2.2%
for 2019 in Latin America (excluding Venezuela) supporting our view of relatively stable
occupancy rates and increasing ADR in line with inflation, driving hotel companies’ lowto mid-single-digit growth and solid profitability in 2019. We also expect lodging
companies to sustain their expansion plans with the opening of new hotels to be funded
with a mix of cash and debt, maintaining moderate leverage and adequate liquidity
positions. In addition, if the USMCA trade agreement is approved by legislatures in all
three countries, Mexico’s corporate sector may benefit from restored investor
confidence, which could improve internal business and leisure travel, supporting solid
occupancy rates above 60% in both segments. Our top risks for the Latin American
lodging industry are related to macroeconomic downside risks and security issues in
some markets. If these risks materialize, there is no doubt that they could weigh on
lodging companies’ operating and financial performance in the short- to medium-term.
Moreover, in recent years, nontraditional lodging options such as Airbnb have gained
more importance in the lodging industry in LatAm. We believe this trend will increase
competition for traditional hotels in most markets in the region. However, compared to
mature markets like the U.S. and Europe, we expect the penetration of digital tourism
platforms in Latin America to be slow because a significant part of the population still
does not have internet access.

Related Research
– Countdown to Brexit: No Deal Moving Into Sight, Oct. 30, 2018
– Consolidation Helps European Gaming Companies Ride Out Regulatory Changes, Sept.
12, 2018
– If Sports Betting Is Legalized, Which Gaming Operators Do The Odds Favor?, April 3,
2018
This report does not constitute a rating action.
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Cash, debt, and returns
Global Hotels, Gaming, and Leisure
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: Rating trends remain broadly stable but negatively biased due to the convergence of
content and distribution, ongoing secular shifts in media consumption and advertising spending, and
the aging of the credit cycle. Media companies in print and publishing, radio, and television face the
greatest credit pressures. Overall, we believe diversified companies with global footprints are better
positioned to face secular trends than niche companies with concentrated operations in a few regions.
– Forecasts: Advertising spending is highly correlated to economic growth and consumer spending. In
2019, we expect low-single-digit percent growth in global ad spending. Mobile ad spending growth will
continue to remain robust with social, video, and audio advertising the fastest growing segments.
Traditional media ad spending will continue to slow or decline. We expect weak TV ad spending growth in
the U.S. and European markets that will not have key cyclical events in 2019 (e.g. Olympics, World Cup).
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– Assumptions: We forecast U.S. GDP growth of 2.3% and consumer spending growth of 2.4% in 2019,
driven by a strong labor market, still-bullish consumer confidence, and favorable manufacturing
sentiment, as well as eurozone GDP growth of 1.8% in 2019 with significant regional disparities. Our
base-case forecast for the U.K. of 1.3% growth in 2019 reflects our assumption of a Brexit deal and a
status quo transition that lasts until the end of 2020.
– Risks: Key risks include global economic uncertainty or shocks hurting consumer confidence and ad
spending, more entertainment options leading to accelerated television audience fragmentation, and a
continued shift in ad spending to digital media from traditional media.
– An Economic Downturn: In a global economic downturn scenario, we would expect the global media
sector's profitability and cash flow to significantly decline, primarily due to its exposure to economically
sensitive global advertising. In Latin America, cash flows would also likely be pressured due to
significant currency devaluation, leading to higher interest rates to counterbalance rising inflation.
– Industry Trends: In the U.S. and Europe, we expect the secular shifts in viewing consumption and ad
spending to digital media at the expense of traditional print-based media to accelerate in 2019 and
beyond. Digital ad spending will remain healthy in 2019, driven by mobile advertising, while ad revenue
for traditional sectors such as print, radio, and, increasingly, television, will continue to decline. We also
expect continued industry consolidation, especially in the U.S., as media, telecom, and technology
companies reposition themselves to address these secular trends.

–

We expect digital ad spending to remain strong, with the largest players continuing to experience
outsized gains driven by mobile, social, and video ads. However we expect regulatory pressure around
user data privacy to increase, especially for the largest players following several high-profile reports of
privacy breaches in 2018. Adoption of a patchwork of privacy rules across states and globally would limit
companies' abilities to provide a standardized user experience, and could limit the ability to customize
and target advertising.
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Ratings trends and outlook
Global Media And Entertainment
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Rating outlooks by region
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Industry forecasts
Global Media And Entertainment
Chart 180
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Key assumptions
Television
1. Over-the-top (OTT) options will continue to proliferate
We expect more OTT options as consumers continue to look for more flexibility and OTT
providers continue to experiment with offerings of various sizes and prices. In the past
two years we have seen several live streaming virtual multichannel video programming
distributors (MVPDs) launch offering various combination of live networks and ondemand content. However, many have gravitated towards full-sized standard cable video
packages because distributors have added programming that was initially not included.
For example, Hulu recently added Discovery’s cable networks to its programming lineup
after having excluded them when it launched. We expect virtual MVPDs to continue to
experiment with even “skinnier” bundles as they try to find the right set of programming
combinations that not only fit consumer tastes but that boost profitability--as the
current standard offerings barely cover programming expenses. We are starting to see
this with Hulu’s recent announcement that it is looking to create smaller bundles that
focus on live sports and news and on-demand content. We expect other virtual MVPD
offerings like DTV Now and Amazon to experiment with different programming
combinations as well. More of these “skinny” bundles could further differentiate between
media companies’ subscriber trajectories depending on the popularity of the packages
they are included in.
In addition to more virtual MVPD offerings, we expect to see many direct-to-consumer
(DTC) service launches in 2019. Interest is building, in particular, for the late 2019 launch
of Disney’s DTC product. In addition, AT&T’s recent announcement of an HBO/Warner
Media-branded offering to be launched in late 2019 adds to the plethora of DTC
subscription video on demand (SVOD) offerings already in the market. We would not be
surprised if other large content owners join the fray as well. Still, we are cautious on the
long-term viability for many on-demand DTC offerings due to their low profitability, as
well as the significant technology and content investments required.

2. Investment in content has not plateaued
Despite the increasing threat of unsustainable growth and oversupply, media companies
are producing even more original content each year. According to FX Networks Research,
487 scripted original TV series were produced in the U.S. in 2017, and we expect
production will easily eclipse this number in 2018 as SVOD providers such as Netflix,
Amazon, and Hulu continue to make significant investments in original content. Netflix
expects to spend over $12 billion in cash content costs in 2018, up from $8.9 billion in
2016, and we expect this to reach about $14.5 billion in 2019. We also expect increased
spending from Amazon, Hulu, and greater investment from new DTC entrants such as
Disney and Warner Media. More original content won’t necessarily result in greater
success for these companies, as the added content will compete for attention from
consumers who are already bombarded with a plethora of entertainment choices.
Many newer market entrants appear comfortable with sacrificing short-term profitability
to create or acquire compelling content that they believe will help drive long-term
subscriber growth. However, this strategy will likely pressure established media
companies' operating margins, requiring them to show considerable discipline in their
programming budgets to avoid margin degradation. We also believe that while most
media companies will continue to invest in their own content production, those with
weaker balance sheets will need alternate strategies such as co-production partnerships
and joint ventures to gain access to either intellectual property or financing to produce
the content.
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3. Content exclusivity will differentiate OTT platforms
As OTT platforms continue to proliferate, exclusive content will increasingly be used as a
key differentiator in attracting subscribers. While the norm historically has been for
media companies to license their content to as many distributors as possible, we expect
to see media companies with DTC ambitions make more of their content exclusive to their
offerings. This is exemplified by Disney’s plan to end its licensing agreement with Netflix
in 2019 as it launches its own DTC platform and puts its content exclusively on there. We
expect other large media companies like Warner Media to make a large portion of their
library content exclusive to their soon-to-be-launched DTC offerings. Additionally, we
expect investments in exclusive original content to drive the differentiation between
services and be a leading factor in growing the platform.
While exclusivity is likely needed to differentiate between products, it will hurt margins in
the short-term. Media companies will need to forgo high-margin licensing agreements in
order to make their library content exclusive. To replace the lost licensing
revenue/earnings, new DTC platforms will need to generate significant subscriber growth
and achieve enough scale to justify the decision not to license their library content. Given
the high hurdles to reach scale and the reduced financial flexibility of many media
companies stemming from high debt leverage, we believe that it will be difficult for
smaller media companies to stop licensing their library content to as many distribution
partners as possible.

Local Media (Radio and Outdoor)
1. Core radio ad revenues will continue to decline
We expect radio broadcasters' share of audience attention and advertising dollars will
continue to decline at a low-single-digit percent rate for the foreseeable future, or worse
during periods of economic weakness, due to audience fragmentation and broadcasters
losing market share to digital media. As advertising rates decline, radio broadcasters will
find it challenging to maintain stable top-line growth via digital media or other revenue
streams. Still, we forecast traditional radio's share of audience attention will decline only
slightly in 2019 as audiences consume more digital radio and other media alternatives.
We also expect the radio industry's operating margins will decline modestly due to stable
or slightly lower top-line growth, offset by higher inflationary costs.

2. U.S. outdoor ad revenue growth in line with GDP with upside from digital
U.S. outdoor advertising will maintain its share of advertising in 2019. We believe the
growth in digital boards and the minimal disruption from digital advertising will lead to
higher ad rates, increased occupancy levels, and, ultimately, some top-line growth. We
expect outdoor advertising revenue will grow in line with or slightly faster than U.S. GDP,
and industry operating margins will remain robust and relatively stable.

Internet/Online
1. Digital advertising will continue to gain share
Digital advertisers will continue to improve their mouse traps to better personalize and
target advertisements by harnessing the power of algorithms and data as consumers
continue to increase time spent on mobile and video viewership. We expect digital
advertising in the U.S. will continue to grow at low double-digit rates in 2019 and account
for over half of total U.S. ad sales as revenues for traditional media channels remain
largely stagnant or decline. Globally, we expect digital ad sales will account for half of
total ad sales in the next two years.
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As mobile usage continues to grow, so does the shift of advertising dollars. We estimate
mobile advertising could account for over 70% of the total digital ad spending in the U.S.
in 2019, with the growth driven by social media and video as the largest online companies
look to flex their muscles by increasing the monetization of their platforms and content
and as small and medium enterprises increasingly utilize digital marketing instead of
traditional paper-based marketing techniques.

2. Digital keeps evolving
Technological evolution has supported greater digital ad consumption and
personalization from desktop to iPads to mobile and voice-based assistants, with
artificial intelligence, augmented reality, and virtual reality likely to follow. Advertising on
social media, especially using video, has become one of the fastest drivers of growth
because small and medium businesses have been increasingly using these formats. Ad
formats continue to evolve with vertical video, programmatic video ads, shorter ad
prerolls to improve customer engagement, and better-designed and targeted ad units to
improve mid-roll advertising performance. We expect these trends to continue supporting
the secular growth in digital advertising.

3. Subscriptions continue to grow for quality offerings
Consumers are increasingly accepting of buying services and products with online
subscriptions, with revenues from many subscription businesses continuing to hit new
highs. The services range from OTT streaming subscriptions to retail delivery, online
dating, home advisory services, and paywall-supported news content. Nevertheless, this
trend has created a few sizable winners that are able to provide quality content and
service, personalization, and articulate a clear value proposition for users, with less
compelling options falling by the wayside or having to rely on advertising as a primary
source of revenues.

Advertising Agencies
1. Sub-GDP growth is the new normal
After years of above-GDP growth, we anticipate that the world’s largest ad agency holding
companies will post flat to moderate organic revenue growth in the coming years due to
smaller traditional advertising budgets and the sustained diversion of brand support into
promotional spending.
Large advertisers, particularly fast-moving consumer goods companies (FMCGs), have
been under pressure to increase their margins as top-line growth slows. This has led to a
reduction of their advertising and promotions (A&P) expenses, directly affecting
advertising agencies' top line and profitability. In addition, within the A&P expenses,
promotions have taken a larger share of the budget--which is typical in low inflation
markets--further adding to the pressure.
While growth also varies from winning or losing large contracts, we have witnessed an
overall flat to mildly growing top line for the main advertising players globally in 2018
apart from WPP, which has recently lowered its full year outlook. WPP reported a weaker
third quarter and has lowered its 2018 full-year guidance for organic revenue less passthrough costs to be down by 0.5%-1.0%. Omnicom, the world’s second-largest agency, is
guiding for 2%-3% organic revenue growth in 2018. The third-largest ad agency, Francebased Publicis, hasn’t given any guidance for organic revenue growth in 2018 but is
aiming to reach 4% by 2020, which we view as ambitious considering its modest 0.2%
organic growth in the first nine months of 2018. The fourth-largest agency, however, IPG,
has been growing significantly faster, reporting a 4.9% increase in organic revenues for
the first nine months of 2018 and guiding for organic net revenue growth of 4.0%-4.5%
for the full year.
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While we believe that growing revenues will be the biggest challenge facing ad agencies in
the coming years, we anticipate that they will be able to maintain their margin profiles
despite the negative pricing pressure stemming from tighter FMCG marketing budgets.
This is due to ad agencies' flexible cost bases and high turnover of their typically young
and creative talents, making it easier to manage labor costs, which represent the lion’s
share of their cost structure at about 65%-70% of revenue. These dynamics should allow
ad agencies to preserve margins even in the face of an economic slowdown.

2. Increased transparency and simplified operating structure
We expect the large ad agency holding companies to continue simplifying their operating
structures and pursuing greater integration between their businesses and dispose of
strategically less important assets as they focus on the growth areas of data, technology,
and creative. WPP's new CEO announced the group will dispose of its minority
shareholdings and shares in associates, valued at up to £2.5 billion, and will consider
strategic options for its stake in Kantar. In 2018 it already disposed of its shares in
software developer Globant and digital ad exchange platform AppNexus. We also
understand that Publicis is in advanced talks to dispose of its health services division,
which has been a drag on the company’s performance.
The trend to optimize business portfolios reflects the groups’ effort to attain simpler
operating structures and bring the numerous agencies they own under one roof to provide
a more streamlined and personalized service to clients. We believe IPG has been ahead of
peers with its “open architecture” platform, while we also see Publicis using its “power of
one” to transform the way they work and address the client’s need for transparency and
simplicity. WPP has recently announced the merger of one of its major ad agencies Young
& Rubicam with the digital agency VML.
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Key risks and opportunities
Television
1. 2019 is the year of execution
If 2018 was the year of mergers and acquisitions (M&A), 2019 will be the year media
companies need to execute their strategies. The Discovery/Scripps and AT&T/Time
Warner deals both closed this year, and the Disney/Fox/Comcast bidding war ended with
Disney posed to acquire most of Fox’s assets and Comcast acquiring Sky. All of these
deals are a reaction to the evolution of media consumption away from the traditional
linear model and towards a more DTC model, necessitating greater scale and more global
platforms.
All of these deals significantly increased leverage for the acquiring companies. Their
ability to implement and execute their strategies will determine if they can successfully
navigate the evolving media landscape and return to pre-acquisition credit metrics. We
have started to get some indication of how these companies plan to integrate the
acquired assets into their broader strategy, but details like the size of planned
investments (content and technology), pace of a global rollout, and key performance
metrics are still unknown.

2. Pace of M&A likely to decrease
Given the M&A activity of 2018, we expect the pace of M&A to slow in 2019. However, the
trends that drove large-scale consolidation in 2018 still exist, and the pressures of an
evolving media ecosystem and the need for added scale to compete on a more global
basis will continue to pressure smaller media companies. While we do not expect any
mega-acquisitions in 2019, more modest consolidation is possible. We still believe that
smaller studios and cable networks with more limited scale will have a difficult time
operating as media consumption shifts away from linear television, which will continue to
be a catalyst for further consolidation in the future.

3. A sharp downturn in the global economy in 2019
While we currently do not expect a meaningful economic slowdown in 2019, the length of
the current economic expansion, rising interest rates, and trade uncertainties create
more risks to the economy going forward. Media companies’ primary exposure to a
slowing economic environment is through advertising; in addition, the pace of MVPD
video subscriber declines could accelerate in the next economic slowdown as consumers
shift towards OTT/SVOD alternatives. We expect companies with a higher share of
revenue coming from domestic advertising, a smaller international footprint, and lessdeveloped SVOD/OTT strategies to face more pressure. Additionally, many media
companies have reduced their share repurchase programs as they look to delever after
making significant strategic acquisitions. An economic slowdown would likely reduce
their ability to meet deleveraging goals and could result in negative rating actions.

Local Media (Radio and Outdoor)
1. M&A environment mixed in 2019
We don’t see much prospect for additional transformative radio M&A over the next 12
months. Few companies have the balance sheet capacity or desire to undertake a
sizeable radio station acquisition. However, we expect there could be a resurgence of
acquisitions and swaps of local television stations in 2019 as the importance of scale
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causes smaller station groups to be put up for sale. The failed Tribune Media and Sinclair
Broadcast merger in 2018 could put Tribune’s sizable assets back in play next year. We
believe TV station swaps could be a credit positive for TV station operators if leverage
remains similar to current levels given the potential margin expansion that TV station
duopolies (more than one TV station in a particular market) would provide TV station
operators. However, station swaps have proved difficult to negotiate and could end up
being elusive.

2. Radio broadcasters' elevated leverage could pose significant credit risks
With two of the largest rated U.S. radio broadcasters, Cumulus Media Inc. and Entercom
Communications Corp., currently carrying leverage in the low- to mid-5x area, increased
economic volatility could cause a larger-than-expected decline in radio advertising rates
and revenues in 2019. We expect low-single-digit percent revenue declines or worse,
which would likely result in downgrades and a reexamination of whether radio
broadcasters' leverage levels are sustainable. While neither company faces near-term
maturities, if revenue declines start to deteriorate radio broadcasters’ cash flow and
ability to repay debt, we could begin to view debt loads as unsustainable, especially if
leverage is over 5x.

3. A sharp downturn in the global economy in 2019
With local media revenue highly correlated to GDP and the health of local markets, a
recession would hurt revenue for local media companies and magnify declines in EBITDA
and operating margins. For instance, although television broadcasters and outdoor
media advertisers have recovered the revenues lost during the 2008-2009 recession, the
radio industry, which saw revenue decline 25%, has yet to recover. While we may not see
a decline of this magnitude in the next recession, we still expect that more mature forms
of media, like radio, would experience lower advertising shares that may never return.

Internet/Online
1. Regulatory concerns increase as jurisdictions pursue uncertain and
divergent paths
Online and information services companies such as Apple, Amazon, Google, and
Facebook face many regulations globally, including ever-evolving consumer and data
protection, content limitations, privacy, network security, encryption, and payment laws.
The regulations' scope and application vary by country, based on each country’s public
interest policy goals or desire to encourage growth or competition. These companies also
operate with uncertainty as to how some existing regulations will apply as media, tech,
and telecom businesses increasingly converge, or how a change in government regimes
or new interpretations of laws could lead to retrospective changes. The EU’s recently
adopted General Data Protection Regulation (GDPR), which came into effect in April 2018,
expanded the regulation of personal data processing throughout the region and
significantly increased penalties for noncompliance. On the heels of GDPR, several U.S.
states are in various stages of passing legislation to expand data breach notification
rules and to implement various data privacy protections. For example, California passed
its Consumer Privacy Act in June 2018, which goes into effect at the beginning of 2020,
and New Jersey has proposed similar laws. We believe that a patchwork of privacy laws
across states and countries would be costly for companies to implement and could limit
their ability to target advertising and effectively monetize their ad inventory. However, the
scope and timing of policy changes is difficult to predict.

S&P Global Ratings

November 13, 2018

141

Industry Top Trends 2019: Media And Entertainment

2. Unaddressed misinformation could undermine the media industry
Misinformation in the form of "fake news" and online accounts aiming to deliberately
mislead readers dominated headlines globally in 2018, making transparency and trust
key development needs in 2019. While large online players have made investments to
weed out misinformation campaigns, this insidious problem has no easy solution, and
could weaken or even damage media company brands. Trust will become increasingly
important as more companies seek to create compliance and ethics frameworks,
accreditation, and risk assessments to address fake news. We expect compliance and
security costs to increase in 2018 as companies invest in people and technology to
strengthen systems and prevent abuse. However, we don't expect a lack of trust to hinder
digital advertising or the digital economy in 2019.

3. Downturn will slow revenue growth, but secular trends will likely offset
some of the pressure
While advertising, especially local advertising is very sensitive to overall economic
growth, we believe internet advertising will likely see fewer declines than traditional
advertising due to the secular trend towards digital mobile advertising, greater use of
online advertising by small and medium businesses, easier attribution of online
advertising to sales, and proportionately more time spent online by millennials and Gen Z
(born after 1997), attracting brands big and small to increasingly advertise online.

Advertising Agencies
1. From mass advertising to personalization at scale, there's more complexity
and new rules in the ad agency industry
In the days of mass advertising, having scale in media buying to offer the best price was a
key competitive advantage for ad agencies. We believe that in the era of personalization
at scale, the competitive advantage of ad agencies now resides in their capacity to
leverage their data, technology, and creative talents.
In recent years, a few companies have taken their programmatic advertising (automated
bidding on advertising inventory in real time) in house instead of outsourcing it to ad
agencies. However, we understand that the trend has significantly slowed down, if not
reversed. This is due to the complexity of accessing all of the different platforms, using all
of the different technologies, and the difficulty of analyzing all of the data and hiring
experts on it. As advertising has become very specialized, we believe agencies'
competitive advantage has moved to connecting and leveraging their data, technology,
and talents.

2. Risk of new entrants higher than that of disintermediation
Given the new environment and more complex advertising, we believe that the risk of
disintermediation by the FAANGs (Facebook, Amazon, Apple, Nextflix, and Google) has
somewhat lessened. At the same time, they are becoming increasingly important
counterparties to ad agencies. Last year, Google and Facebook were WPP’s top two media
owners (Google was top four in 2012 and Facebook wasn’t even in the top 10), each
receiving more than $2 billion of WPP’s spending, with Amazon and Chinese tech giant
Tencent also making the top 20.
However, this new competitive environment has brought new entrants to the data and
technology space: consulting firms. Consulting firms have not yet fully replicated the ad
agencies proposition: while they are very capable in terms of data and technology, we
believe they lack the creativity of ad agencies. We will closely monitor their expansion into
creative, as we believe that if they figure out how they could help companies to connect
with consumers, their ultimate value proposition will be somewhat similar to ad agencies.
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So far none of the main ad agencies has reported a significant loss of contract or bid to
any consulting firm, but this could change going forward if consulting firms make
significant progress in the creative part of their value proposition.

3. A sharp downturn in the global economy in 2019
The advertising industry reacts quickly to changing macroeconomic conditions, so we
believe a sharp downturn in the global economy could lead to a rapid and substantial
contraction of advertising budgets and agency revenues. Initially, this would also hit
margins, but the longer-term impact would be less pronounced. Agencies’ business
models and flexible cost bases would likely allow them to adapt relatively quickly. Labor
costs represent the lion’s share of agencies’ fixed costs, equal to about 65%-70% of
revenue.
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Industry developments
Audience fragmentation and shifting ad dollars
The U.S. television industry continues to face two key risks: audience fragmentation and
shifting advertising dollars. TV audience ratings continue to decline as consumers take
advantage of a growing selection of entertainment choices, and traditional media
continues to lose ad revenues to digital and mobile platforms as advertisers seek better
returns for their advertising budgets. We believe TV networks that broadcast premier
sports programs and live events will better withstand these pressures over the next few
years.
Unlike other TV genres such as scripted programming, sports are overwhelmingly
watched live and audiences generally watch the commercials, making it the best way for
advertisers to reach large national audiences globally. Key sports events such as the
World Series, the Super Bowl, the Olympics, and the FIFA World Cup can be found
exclusively on broadcast television because only over-the-air television currently offers
broad national audiences, high-quality TV production capabilities, and a dependable
viewing platform. For these reasons, among others, audience ratings for key sporting
events like these are less susceptible to declines. As a result, sports programming is
critical to the U.S. television industry: it is the glue that holds together pay TV video
bundles and the key anchor that underpins our credit view of the industry.
In continental Europe, these trends are present but less pronounced because television
is primarily free and funded by TV advertising. Free TV content is typically local (local
language, local actors, and adapted to local audience) and high quality, and ad break
intensity tends to be lower than in the U.S. because EU regulation caps television
advertising at 12 minutes per hour (versus 17 minutes in the U.S.). As a result, pay TV
penetration is typically lower. In Germany, for example, pay TV penetration is estimated
at 21% (versus more than 75% for the U.S.), with monthly spending per pay TV subscriber
below $30 (versus close to $100 in the U.S.). In addition, pressure from OTT providers
remains moderate because free-to-air TV is protected due to windowing. In France, for
example, the SVOD movie window comes after both pay TV and free-to-air television, on
average 36 months after the theatrical release. In the U.S. the first release window is
typically 90 days after theatrical release, and both premium pay TV networks and SVOD
providers (Netflix until its contract with Disney ends) get the same window. The
conditions are similar in several Latin American countries, with pay TV accounting for
around 30% of households in Brazil, for example.
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Global media companies expand OTT platform experiments
As the pressure on the traditional video bundle increases, media companies in Europe
and the U.S. have embraced virtual OTT bundles. Seven virtual MVPD options have
launched in the U.S. ( DIRECTV Now, FuboTV, Hulu Live TV, philo, Sony PlayStation View,
Sling TV, and YouTube TV), with varying degrees of success. We expect a rationalization of
the number of virtual MVPD services in the next few years, as many will remain
unprofitable and will either shut down or merge. In their place, we expect the number of
DTC, SVOD, and OTT services such as CBS All Access, HBO Now, ESPN Plus, and the soonto-be-released Disney SVOD service to accelerate, resulting in a confusing myriad of OTT
options for consumers.
We had initially viewed the virtual pay TV operators as potential disruptors of the pay TV
ecosystem. Instead, we may now view the majority of the virtual pay TV services as quasifull-sized bundles (SlingTV, with its 30-plus lineup being the exception), not much
different to what the traditional pay TV operators offer, with the key exception that these
virtual bundles are priced below the cost of programming. We believe none of these
virtual bundles are currently profitable.

Traditional media loses revenues as ad spending shifts to digital
We expect overall ad spending in the U.S. to increase by 2.7% in 2019 despite tough
comparisons to 2018 (Winter Olympics and midterm elections). Excluding those two
events, core ad spending (local and national) will likely increase by only 2.6%—modestly
ahead of our U.S. GDP forecast of 2.3%. In 2019, we expect digital advertising to grow at a
mid-teens percent rate as it takes market share from traditional media, with only the
digital, outdoor media, and TV sectors growing, while other advertising in other media
sectors (newspapers, magazines, and radio) continues to decline. In the television
segment, we believe cable networks will face the largest declines and local TV advertising
will be the least affected. Still, we believe TV ad spending will remain resilient despite
some investor concerns that television will soon join print media as a declining industry.
As long as brand building remains a key component of advertisers' marketing strategy,
which requires reaching broad audiences instead of targeting demographics, demand will
continue for TV ad spots. Television—especially live (including sports and news) and
special events—remains the best media for reaching the broadest audiences, even
though we expect audience ratings will continue to decline.
We expect that in Europe digital disruption and expanding digital ad spending,
particularly mobile, video, and programmatic (digital advertising sold via an automated
selling process), will drive robust ad spending growth. At the same time, we see
significant differences among various European markets. For example, digital media
spending will likely overtake TV spending in Germany, while TV will remain the dominant
media type in Italy, with TV ad spending twice as large as digital. In Western Europe, we
expect ad spending growth will remain stable at around 3.5% in 2019, with some
disparities among the counties. In the U.K. ad spending will likely continue to outpace
that of Western Europe, supported by an ongoing shift from traditional media to digital.
However, we note that growth in 2019 will be slower than in 2018, and in case of a nodeal Brexit (which is not our base case at the moment, but we see greater chances of it
happening), the U.K. economy could go into a moderate recession. A material reduction in
U.K. ad spending would initially follow in such a stress scenario. Meanwhile, at the other
end of the spectrum, Italy and France will continue to post very modest growth, despite
ongoing economic growth. Central and Eastern Europe will continue to grow well ahead of
mature western European markets due to stronger macroeconomic fundamentals and
lower saturation of the advertising market, powered by particularly strong growth in
mobile.
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Financial policy
Vertical integration and subsector consolidation will continue to drive M&A
We expect the pace of M&A in the media and entertainment industry--and between the
media, telecom, and technology sectors--to slow in 2019, given the frenetic pace in 2017
and 2018. The industry saw several major transactions during the past 12 months,
including two vertical integration deals (Comcast’s acquisition of pan-European
distributor Sky PLC and AT&T’s acquisition of Time Warner) marrying content creation
and video distribution. The others were horizontal mergers (Discovery’s acquisition of
Scripps Networks Interactive and Disney’s pending acquisition of parts of Twenty-First
Century Fox).
We are skeptical on the merits of vertical integration because the potential synergies may
be more difficult to achieve, and the clash of corporate cultures could disrupt the
acquired company. Although some media, telecom, and technology companies may feel
strategic pressure to emulate the integrated platforms of AT&T and Time Warner and
Comcast/Sky and NBC Universal and opt for vertical mergers, we believe more are likely
to participate in horizontal mergers, especially U.S. TV station operators. For cable
network operators, we don't believe added scale (having more cable networks) is the
long-term solution to the secular pressures affecting television, and consolidation only
makes sense in conjunction with reducing the number of second-tier cable networks. We
still believe that smaller studios and cable networks with more limited scale will have a
difficult time operating as media consumption shifts away from linear television, which
will continue to drive further consolidation in the future.
In Europe, however, we don't expect any transformational M&A. Instead, we believe
media companies will focus on smaller bolt-on acquisitions to bolster their existing
operations and improve their geographic footprint, and fund these acquisitions with
generated cash flows. We also expect TV broadcasters and pay TV operators will focus on
deals that extend their digital offerings and content production. Overall, we believe the
absence of large M&A will have a neutral to positive impact on leverage for European
media companies in 2019.

Related Research
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– Does Discovery Now Have 'Must-Have' Networks?, Sept. 18, 2018
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Cash, debt, and returns
Global Media and Entertainment
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Fixed- versus variable-rate exposure
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Key Takeaways
– Ratings Outlook: The outlook for upstream producers largely improved in 2018, with a modestly positive
rating bias. We expect the focus on financial prudence--particularly among the largest globally
diversified miners--to continue in 2019 amid what we assume will be a continuing generally supportive
price environment. For global downstream producers, we expect stable conditions, with upgrades now
likely to reflect financial policies and resilience to future downturns as much as strong metrics.
– Forecasts: Our base assumptions result in credit measures improving modestly in 2019 for upstream
and downstream producers. Lower net debt is primary cause for the improvement, given our relatively
flat price and output expectations for next year. However, we haven't factored in any potential negative
impact from the U.S.-China trade war on global demand and prices, which could lead to deviations from
our base-case projections.
– Assumptions: Generally stable prices for most metals and mining commodities over the next two years;
reflecting our assumption of balanced global supply/demand conditions. We also expect the debt
reduction cycle to continue, which should build issuers’ resilience to potential downturns, assuming
judicious use of discretionary cash flow for investments and shareholder-friendly initiatives, at least in
2019.
– Risks: China remains the primary force behind the fundamentals of the metals and mining industry.
Slowing demand from China or an unexpected ramp-up of steel and aluminum output remain key risks
that could disrupt relatively balanced conditions for most metals and mining commodity markets.
However, ongoing supply-side reforms could also lead to stronger-than-expected market fundamentals
for certain commodities. Additionally, foreign currency becomes a greater risk, given the historical
negative correlation between the U.S. dollar and metals prices, and as U.S. coal producers’ shift to
export markets to offset domestic thermal decline. Overall, we expect prices to remain volatile, with
fluctuations likely related to developments in China and potentially due to other government policies
and geopolitical risks.

– Industry Trends: We expect the prevailing mood of balance sheet conservatism to continue into 2019 for
most upstream and downstream producers. However, we believe shareholder remuneration will start to
increase--in some cases because of financial policy frameworks--and could emerge as a possible risk to
financial profiles. That said, prudent financial policy implementation should support ratings, provided
that cash generation funds shareholder returns to ensure that balance sheets have cushion for future
downturns.
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Ratings trends and outlook
Global Metals and Mining
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Ratings outlook net bias
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The outlook for ratings on metals and mining issuers is predominantly stable, and the
rating bias has modestly improved relative to last year. As of third quarter 2018, close to
three-quarters of mining and metals issuers had stable rating outlooks. The number of
positive outlooks remains unchanged year-over-year (15%), but the share of negative
outlooks has declined to about 9%. Ratings net bias improved modestly across all
regions. In our view, this trend highlights the positive cash flow momentum for most
mining and metals issuers over the past year. We also believe positive cash flow has
contributed to an increase in new issuer ratings largely concentrated in the ‘B’ rating
category.
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Industry forecasts
Global Metals and Mining
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We expect relatively flat revenues across the upstream and downstream
sectors in 2019 and 2020, albeit at favorable levels following the sharp
increase in 2017. Our estimates mainly reflect relatively stable average
metals and mining commodity price assumptions that for the most part
reflect balanced supply/demand fundamentals. We also expect steady
production across both segments of the industry, because we predict
subdued investments in recent years to limit a material increase in output.

We expect the positive trend in capital expenditures (capex) over the past
two years to stall in 2019. Both upstream and downstream producers
began increasing their capex in 2017 in response to improved market
conditions and the completion of restructurings and balance sheet repair.
However, we believe producers are now becoming more cautious with
capital allocation, due in part to increasingly uncertain demand—mainly in
China--and the potential impact of a trade war between China and the U.S.
The recent volatility in most mining commodity prices this year also likely
plays a role.
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We believe the steady deleveraging trend has mostly played itself out
after an earnings upswing and significant debt reduction in recent years,
particularly among larger upstream producers. We expect modest
earnings growth will result in slightly reduced adjusted debt-to-EBITDA
ratios across the industry, led by North America. Our estimates mainly
reflect our relatively stable assumptions for prices, output, and debt
levels across most regions, which builds some credit buffer against any
potential downturn.
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We expect relatively flat EBITDA across the upstream and downstream
sectors in 2019 and 2020. Our estimates mainly account for stable average
metals and mining commodity price assumptions which, for the most part,
reflect balanced supply/demand fundamentals. The earnings growth in
2017 and 2018 largely resulted from higher prices and cost rationalization
following two years of low prices.

Source: S&P Global Ratings. Revenue growth shows local currency growth weighted by prior-year common-currency revenue-share. All other figures
are converted into U.S. Dollars using historic exchange rates. Forecasts are converted at the last financial year-end spot rate. FFO--Funds from
operations.

Thanks to healthy demand and relatively low growth in supply, the metal and mining
industry is about to close another strong year. Although prices recently softened, the
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drop comes after a rally in the last two years, and prices are still healthy. Given the
industry's pronounced cyclicality, it's likely that sooner or later prices will run out of
steam--either due to a production policy change in China, an incipient trade war, or other
factors not currently envisioned. Right now, we view the weakening U.S. and Chinese
trade relations and the relative strength of the U.S. dollar as the main catalysts that
could lead to a downturn for the industry.

Upstream – Is The Best Of This Cycle Behind Us?
Generally stable cycle. Our outlook for upstream producers is broadly stable with a
modest positive rating bias relative to last year. We don't anticipate significant changes
to ratings in the next year. We expect the majority of companies will remain focused on
maintaining healthy balance sheets, following the significant debt reduction in recent
years. With stable demand and supply for most metals, the companies don’t see
justification to initiate large greenfield projects or acquisitions. Naturally, prices will
remain volatile and will be subject to actual supply-demand balances.
Copper and zinc will continue to remain in the spotlight. Recently, we lowered our price
assumptions for copper and zinc following steep declines from strong mid-year levels,
driven by a stronger U.S. dollar, global trade tensions, and speculation in the market. We
believe fairly stable prices will remain going forward ($6,000/ton-$6,200/ton for copper
and $2,800/ton for zinc through 2020), and we continue to view market fundamentals as
fairly healthy for both metals. On the flipside, the iron ore market will remain modestly
oversupplied, which would moderate prices to near $55/ton by 2020.
No incentives for new growth projects. Over the past couple of years, many producers
have not had sufficient incentive to invest in new capacity given the high price volatility
and costs associated with developing new mines. Given our subdued expectation for
capex in 2019, we believe the lack of meaningful future supply could set the stage for
sustainably higher prices of certain metals, notably copper. Future growth decisions will
depend on the pace of demand in China and other developing regions, which we highlight
as a key risk to our assumptions.
Reports of the death of thermal coal were premature. With healthy prices, US thermal
coal producers have continued to find ways this year to increase their export capabilities,
since the energy profile in the U.S. is leaning more towards natural gas and renewable
sources. The European as well as Asian markets, especially India, continue to have a
strong demand for thermal coal (see “When The Cycle Turns: U.S. Coal Companies Seek
Pay Dirt In Exports, published Oct. 26, 2018). Additional demand comes from China
because its coal industry is going through a supply-side reform. The Chinese government
is aiming to close small and inefficient coal mines and those not in compliance with
environmental regulations.
With respect to ratings, U.S. thermal coal companies without export capabilities will
remain vulnerable to diminishing domestic demand, compared to export-oriented
companies. On the other side of the globe, the larger coal Chinese mines (generally our
rated coal miners) will benefit from the reforms due to their more efficient operations and
regulation compliance.
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Downstream – What Could Upset Stability?
The outlook for the credit profiles of global steel and aluminum producers and processors
is stable with a modest positive bias. Elevated prices, capacity rationalization in China,
and lower imports (mainly in the U.S. and Europe) should persist over the next year and
preserve favorable supply conditions. Combined with modest demand growth from most
end markets, we expect prices to remain generally steady. In addition, we expect China
will continue to adhere to stricter environmental standards, thereby reducing excess
capacity, although this could potentially incur higher costs for companies. That said, we
believe risks are building for increased price volatility. Uncertainty about the impact of
evolving U.S. and China trade tensions, rising interest rates, and the relative strength of
the U.S. dollar will influence future prices.
We expect some positive rating actions among issuers most exposed to elevated steel
and aluminum prices over the next 12-24 months, particularly among low speculativegrade companies. Stronger prices are boosting cash flows for debt reduction and
reinvestment for primary producers, but small working capital-intensive metals
processors are feeling a profit and liquidity pinch from higher metals prices and tariffs.
We recently upgraded global steel producer Arcelor Mittal to 'BBB-' from 'BB+' based on
its strong performance and reduced debt, as well as Australia-based steel producer
BlueScope Steel Ltd. to 'BBB-' based on its improved operating metrics and strong
financial performance. We also revised the outlook on Brazil-domiciled Gerdau S.A. to
stable from negative and affirmed the 'BBB-' rating following significant deleveraging.
First signs of recovery in Brazil. Very weak macroeconomic conditions reduced flat and
long steel demand by around 30% to 50% in the past two to three years. In response, we
took consecutive negative rating actions on some steel producers in Brazil, including a
downgrade of Usinas Siderúrgicas de Minas Gerais S.A. (Usiminas) related to a debt
restructuring. Next year, we expect volumes to increase very gradually following high
global steel prices, which along with a depreciated Brazilian currency make exports
profitable and prevent steel imports. This dynamic can lead to positive rating actions
mainly for the low rated companies such as Usiminas and Companhia Siderúrgica
Nacional (CSN).
Trade actions boost U.S. downstream. President Trump's decision earlier this year to
impose tariffs of 25% on steel and 10% on aluminum from all countries is a moderately
positive factor for U.S.-based steel and aluminum producers, but also entails cost and
working capital pressures for domestic metals consumers and processors. Additional
trade actions from the U.S. and China may conceal some risk for the global economy, but
over the short term we expect them further support domestic production in the U.S.,
underpinning companies' current or even stronger fundamentals. U.S. steel imports
dropped by about 10% year-to-date August 2018 versus last year. While we expect the
lower imports to help sustain higher prices for domestic competitors in the near term, we
also predict some risk of modest import pressure persisting, primarily because of the
lack of confidence in the sustainability of the current steel tariffs. In our view, these policy
actions will encourage some domestic production, raise utilization rates, and keep
domestic prices above those of the rest of the world. However, U.S. steel prices are still
correlated with steel prices in China. Any significant decrease in Chinese steel prices
(potentially due to slower economic growth, construction, and investment in China) would
increase the spread between domestically-produced steel and imported steel, potentially
causing U.S. steel prices to retreat.
We expect rising crude steel production in Asia to contribute to global supply,
contributing slightly higher than apparent steel demand and thus somewhat limiting
price rises. Meanwhile, production in the U.S. and Europe continues to grow as well amid
relatively healthy demand, and we expect this to continue (albeit with lower demand than
in Asia) over the next 12 months. Moreover, steel-related trade case filings in both
regions have lessened the impact of imports, though imports remain elevated relative to
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historical trends. That said, worldwide steel capacity utilization remains relatively low-at approximately 78% as of August 2018--but it's steadily increasing and remains a risk
to market stability, particularly in the event of weaker-than-expected demand (notably
from China).
Consolidation may reshape EMEA steel landscape. The steel industry is closing another
strong year, but conditions could soften in 2019 as European steel products won't
exempt from Section 232, but this will have a limited impact on our rated portfolio.
Companies such as ArcelorMittal, SSAB AB and others that operate in the U.S. could see
improved profitability. Conditions in 2019 will also be reshaped after ArcelorMittal
acquires Italian steel company Ilva and after the consolidation of Tata Steel with the steel
division of ThyssenKrupp. The new entities will have over 50% of the market share of
European flat production. A less fragmented and more disciplined market could smooth
market cyclicality and support higher margins.
Tight market fundamentals to support aluminium. We assume continuing strong
aluminum prices based on tight market fundamentals driven by trade actions, supply
disruptions, production reforms in China, and favorable demand. In our view, demand
should remain healthy and increase in the low-to-mid single digits over the next 12 to 24
months, supported by growth in the global construction and transportation industries.
The U.S. administration’s 10% tariff on aluminum (effective March 23, 2018) and possible
sanctions against Russian aluminum company Rusal have contributed to elevated prices
and regional premiums in the U.S., while alumina supply disruptions have constrained
primary aluminum production amid growing demand. We continue to believe that the
Chinese government remains focused on curtailing capacity to combat pollution and curb
illegal aluminum production, but aluminum production in China will likely still grow
annually as new capacity comes online, spurred by the modest global aluminum deficit
and solid demand.
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Key assumptions
Metals and Mining
1. Generally stable prices
S&P Global Ratings expects average prices for most of the metals and mining
commodities we track to remain relatively flat in 2019 and 2020. Our price assumptions
primarily reflect generally balanced market conditions related to steady global demand
growth without a significant increase in output. However, we acknowledge that inherent
volatility will emerge, particularly given the pressures from a stronger U.S. dollar and
trade tensions between the U.S.and China. We published our most recent price
assumptions in September 2018 (see “S&P Global Ratings Lowers Copper And Zinc Price
Assumptions; Other Metal Price Assumptions Are Unchanged,” Sept. 11, 2018).

2. Balance sheet preservation
We continue to expect the majority of issuers to remain focused on strong balance
sheets. Many of the large globally diversified mining companies have already achieved
their financial objectives, including lower absolute debt levels, and will now turn to
maximizing shareholder returns. In aggregate, downstream companies are likely to
remain more leveraged than their upstream counterparts, although many are also paying
down debt to improve financial resilience (Please refer to the financial policy section).

3. Cost inflation
Higher energy prices in 2018 fueled inflation across the industry, with higher electricity
and diesel bills and freight costs. In 2019, we don’t see a wall of inflation, but rather small
pockets of higher demand for special skills or machinery (given mining's labor intensity).
We understand that small suppliers disappeared during the 2016-2017 downturn, and if
demand for services picks up, the existing suppliers would be able renegotiate slightly
better commercial conditions. Most of the companies plan to address the cost inflation
by further improving productivity--including more automation, imaging technology, and
changes in mine plans, among others. A key focus of management will be securing the
costs for committed capex projects to reduce potential exposure to cost overruns.

4. Steel industry profitability
We expect steel producers to maintain their current healthy margins through 2019,
resulting in another strong year of financial performance. In our view, this performance
will reflect our expectation of relatively steady global supply, underpinned by healthy GDP
growth in most markets because construction, manufacturing, and automotive sectors
continue to expand. Moreover, steel inventory levels are generally below average,
implying that restocking could supplement end-user demand growth.
Lastly, we expect China's demand for steel will remain a key driver this year following last
year's stronger-than-expected demand. Capacity reductions and environmental initiatives
introduced in China over the last 18 months should also contribute to favorable operating
conditions.

S&P Global Ratings

November 12, 2018

154

Industry Top Trends 2019: Metals and Mining

Key risks and opportunities
Metals and Mining
1. China and trade
If a trade war affects the real economy, it could hurt global demand and commodity
prices. Although the Chinese government could potentially raise infrastructure
investments to mitigate the impact of a demand slowdown, the need to deleverage the
whole economy may constrain how much spending can increase. China’s fixed assets
investment (FAI) has been declining this year--for the first nine months of the year,
China’s FAI grew by 5.4% versus 7.5% in the same period last year. Among FAI,
infrastructure investment only grew by 3.3%. Chinese producers could also increase steel
and aluminum output to support local employment, which would pressure prices globally.

2. Price volatility
We assume most metals and mining commodity prices will remain relatively stable in
2019 and 2020, but prices for these are inherently volatile and could deviate significantly
from our assumptions. Several risks have recently emerged, notably on the downside.
Most issuers have high operating leverage that would be affected by relatively small
changes in prices. As such, average prices modestly below our assumptions can have a
meaningful impact on our estimates and, potentially, on credit profiles and our outlook
for the sector.

3. A sharp downturn in the global economy in 2019
Government policy and geopolitical risks could significantly affect commodity markets.
Resource nationalism and labor unrest remain key risk factors in developing markets,
notably in African and Latin American countries. Numerous strikes in the South African
gold industry and adverse regulatory and legal actions in Tanzania and South Africa are
several recent examples. In addition, the impact of government-mandated export
restrictions in certain countries, the effects of supply reform in China, and developments
related to the new pending United States-Mexico-Canada Agreement (USMCA) and Brexit
could also lead to market volatility. The U.S. government's proposal to replace the Clean
Power Plan (CPP) with the Affordable Clean Energy (ACE) rule won't fundamentally
change the trajectory of coal-fired capacity retirement. In addition, foreign currency
becomes a greater risk as U.S.-based coal producers’ shift to export markets to offset
declining domestic demand.

4. Restrained capex could cause supply shortages and higher prices
The completion of past projects and the relatively modest projects in the pipeline should
translate into a muted supply increase for most commodities. For example, we expect the
iron ore and copper supply to increase by 0%-3% in each of the next few years. Unlike
iron ore, where we see a structural decline over the next couple of years, copper could
enter into a structural deficit in upcoming years. Despite the potential healthy demand
for copper, mining companies have seemed to prefer to wait for even tighter market
conditions before they approve new projects. One of the potential new greenfield copper
mines, Resolution in Arizona, US (owned by Rio Tinto Ltd. and BHP), is still in early stages,
and the first copper available from that mine isn't expected before 2022.
Globally, steel and aluminum supply remain disciplined, with environmental and energy
policy initiatives in China containing overcapacity. Moreover, we don't expect tariffs to
stimulate much incremental production in the U.S., mostly because of the heavy capital
required to bring this marginal capacity to world standards.
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Financial policy
Upstream
We anticipate that the prevailing mood of balance sheet conservatism will persist next
year. Based on the recent capex guidance, spending in 2019 and 2020 will remain fairly
flat. In addition, we don’t see large or transformative acquisitions. Most assets available
for sale have cost profiles in the third or fourth quartiles within the industry cost curve,
while cost-competitive assets remain scarce. Moreover, at this point, we believe most
producers view prospective acquisitions as too expensive relative to brownfield
expansion projects. For example, Toronto-based Barrick Gold Corp. recently announced
an all-equity, no premium acquisition of Randgold Resources Ltd., which could suggest
that producers are becoming more receptive to larger-scale investments in the sector.
This year, most of the major miners achieved their financial objectives and positioned
their absolute debt levels towards the lower part of their financial policy or even below
their official debt target. Unlike an improvement in credit metrics on the back of better
prices, the reduction in the absolute debt enables companies to be much more resilient in
the next downturn.
In our view, the major miners are well-positioned to absorb a potential external shock
after completing their debt reduction plans, supported by a currently low commitment to
growth capex. Under our stress test, an extended price shock doesn't lead to downgrades
(see “How Would The Top Five Global Miners Fare In A Downturn?," July 9, 2018).
In our view, already low debt levels and limited appetite for aggressive growth will likely
translate into another year of high returns to shareholders. Based on our working price
assumptions for 2019 and 2020, we expect that the returns to the shareholders will
increase to all-time highs.
In addition, assets sales, which companies used in previous years in part to strengthen
balance sheets, will further increase the return to shareholders. For instance, BHP
recently concluded the divestment of its shale assets in the U.S. for $10.2 billion, all of
which it will distribute to its shareholders.
From a rating perspective, we assume that major miners will maintain ample rating
headroom in 2019. In our view, continued execution of debt repayment and adherence to
other credit-supportive financial policies could lead to selective positive rating actions,
like those of Anglo American PLC and Teck Resources Ltd.. That said, the possibly volatile
metals and mining commodity prices, the changes in asset qualities, and prospective
growth initiatives will remain key considerations.

Downstream
The deleveraging trend that started with the largest global miners hasn't skipped
downstream companies. Increasingly, companies publicly announcing their objective to
significantly reduce their absolute debt level, and in some cases, run the business
without any debt. We believe these issuers have acknowledged that the current healthy
industry conditions aren't likely to last, and view a strong balance sheet as prudent in
advance of the next downturn.
One example of the change in the industry's approach to debt is apparent among the
Russian steel makers. PAO Severstal, Novolipetsk Steel, and others adopted very
transparent financial policies that link actual performance and the return to
shareholders, while keeping robust balance sheets.
In the U.S., we continue to view refinancing and liquidity concerns as some of the more
influential factors for credit quality in the next few months. However, large maturity walls
have been reduced by nearly a half: $3 billion or about 25% of the sector's outstanding
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debt is due by 2021 compared to $6 billion last year. This change should provide some
cushion in next downturn.
The fragmented steel industry and the positive price environment may incentivize more
companies to pursue mergers and acquisitions. Some of the sizeable undergoing
transactions include ArcelorMittal's acquisition of Ilva l and ArcelorMittal and the Ruia
family's bid over the Indian steel producer Essar Steel.
Downstream companies could see some upgrades if they continue to prioritize debt
reduction while improving their credit metrics through the cycle.
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Cash, debt, and returns
Global Metals and Mining
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Key Takeaways
– Ratings Outlook: The S&P Global Ratings’ outlook for the oil and gas sector is broadly stable
with a somewhat negative slant for the oilfield services (OFS) and contract drilling segments.
The ratings outlook largely reflects our assessment of the sector’s improved balance sheets
and cash flow metrics and a generally range-bound outlook for hydrocarbon prices.
– Forecasts: Our forecasts show slightly improving credit metrics compared with last year due
to higher oil and gas production and improved non-North American pricing and volumes for
OFS equipment.
– Assumptions: Our 2019 hydrocarbon price assumptions are broadly flat, mirroring the
futures curve trends. We expect global capital expenditures (capex) to increase nominally,
with the U.S. demonstrating more substantial increases as steep decline curves warrant
high investment. We don’t expect North American OFS to improve much more due to regional
takeout capacity restraints in the U.S., flattening rig counts, and product-line oversupply in
some sectors of the OFS segment. We believe the offshore deepwater market has bottomed
and won’t experience a significant rebound anytime soon because the oil prices outlook
doesn’t support many greenfield projects and there’s still too much rig supply in the market.
– Risks: Hydrocarbon price risk remains the number one risk in the sector. Slowing demand,
regulatory issues delaying regional capacity pipeline construction, and regional price
differentials remain the near-term threats. Over the medium to longer term, the sector has a
significant amount of debt maturing over the next couple of years and any substantial drop
in prices could lead to another round of defaults and bankruptcies. Acquisition activity has
picked up but the use of equity has been more prevalent than debt funding.

– Industry Trends: The 2019 outlook for many of the sector’s industries is one of general
stability and largely reflects the range-bound price environment for hydrocarbon prices.
Many companies have reduced debt through asset sales or equity offerings. The industry has
had capital market access but a pervasive shift has occurred in the equity markets that are
now demanding companies grow but live within cash flow and not overspend. Over the long
term, energy transitions could be a key theme—including, for example the adoption rate of
electric vehicles. The effects on strategy vary significantly by company.
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Ratings trends and outlook
Global Oil and Gas
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Ratings improvement has largely been driven by the general improvement in hydrocarbon
prices, actions taken by companies to improve balance sheets, financial policy discipline,
and improved cost and productivity profiles. The rating spectrum is still highly weighted
toward high yield because most issuers are in the U.S. and we rated them during the fouryear period prior to the November 2014 OPEC meeting. The OFS industry has the
preponderance of negative outlooks in the sector, largely reflecting recovery prospects
for the offshore contract-drilling segment and the difficulty OFS companies have
recapturing their pre-oil collapse margins. Despite the improvement we’ve seen in the
sector and the overall price increases they’ve initiated, price increases and volumes are
S&P Global Ratings

November 12, 2018

160

Industry Top Trends 2019: Oil and Gas

insufficient to garner adequate rates of return and healthy credit ratios. Liquidity in the
sector remains healthy because of robust debt markets, with attractive rates and
covenant-lite loans being the norm. The banking environment and borrowing bases are
stable and we don’t expect any declines in borrowing bases during upcoming
redeterminations.

Industry forecasts
Global Oil and Gas
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Credit metrics continue to improve owing largely to improved hydrocarbon prices,
increasing production and midstream throughput, better non-North American OFS
prices, and a healthy outlook for refining margins. In aggregate, companies in the
exploration and production (E&P) segment are increasing production but managing to live
within cash flows and are maintaining healthier balance sheets.
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Key assumptions
Exploration and Production
1. Oil prices
Our base case price deck for Brent and West Texas Intermediate (WTI) is in a slight
backwardation, mirroring the futures curve. Our price deck assumes Brent and WTI prices
are per barrel (bbl) $65 and $60 for 2019, $60 and $55 for 2020, and $55 and $55 for 2021
and beyond, respectively. Oil fundamentals remain reasonably favorable owing to the 1.8
million bbl per day (d) of production cuts from OPEC and several other nations. The supply
cuts helped to reduce global oversupply and record high global inventory levels to fiveyear, normalized ranges. Despite OPEC slowly unwinding those production cuts, we aren’t
too concerned about oversupply because it’s possible Iranian exports could be lower by 1
million bbl/day by mid-summer 2019 and Venezuela’s production continues to decline.
Moreover, North American takeout capacity restraints, particularly in the Permian Basin,
have limited production growth at least for now. Moreover, U.S. producers, yielding to
investor sentiment, are curtailing aggressive spending and production, opting to live
within cash flows, which limits rampant production growth. OPEC has signaled their
support to keep oil prices somewhat range-bound with Saudi Arabia pointing to their
spare capacity in the event of a significant reduction in production.

2. Natural gas prices
Our natural gas price deck is stable at $3.00 per Btu over the next three years. Our
premise hasn’t changed from last year. We believe there is ample natural gas supply in
the U.S., particularly from the Northeast where the prolific and low-cost Marcellus and
Utica shale plays will continue to supply much of the growth in natural gas demand. The
slow rise in long-term natural gas demand is primarily driven by coal-fired utilities
switching to natural gas, increased liquid natural gas (LNG) use, and exports to Mexico.
Northeast regional differentials relative to the Henry Hub, continue to recover due to the
significant amount of takeout capacity that was added and being built in the region. A lot
of associated gas comes from extensive oil drilling occurring in the Permian Basin.

3. North American oil and natural gas differentials
North American regional differentials, which we factor into our credit analysis, are more
problematic for oil and gas producers. The price for oil at the Midland, Texas oil price hub,
which is more reflective of Permian oil fundamentals, is trading well below the price of
WTI Cushing, Okla., due to limited takeout pipeline capacity. We believe this well be
alleviated sometime in the first quarter of 2020 when additional pipeline capacity begins
to come online. Similarly, Western Canadian Select, the Canadian oil benchmark, is also
trading well-below WTI due to takeout capacity limitations. However, it’s difficult at this
juncture to ascertain when this will be alleviated because of ongoing Canadian regulatory
and court battles that have delayed or cancelled pipeline additions. For natural gas, the
Waha gas hub in Texas is trading below the benchmark Henry Hub. While there is
sufficient takeout capacity from the region to move the bi-product (from oil drilling) gas,
delayed infrastructure demand from Mexico has caused the differential to collapse.
Permian gas is finding its way into the Denver-Julesburg basin and has caused
differentials there to widen as well. Additionally, the price for natural gas at the AECO
storage facility in Alberta, Canada, is trading well below Henry Hub due to lack of takeout
capacity basically from the NOVA Gas Transmission System, but we expect that to be
alleviated in early 2020 barring further legal or regulatory delays.
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Oilfield Services
1. Rig count
The global rig count (not including North America) stands at 1,044 as of the date of this
report, up 8% from last year and 9% from the cycle low of 920. International markets tend
to be less volatile on both the downside and upside, incorporating the influence of
national oil companies and lack of short-cycle development typical of shale. Venezuela
continues to be a drag on the total rig count because of financial distress.
The U.S. rig count grew strongly in 2018 to reach 1,067 after recovering from the trough of
404 in May of 2016. The rebound has been driven primarily by the oil price rebound.
Activity in the oil-focused Permian Basin in western Texas has been particularly intense,
with 490 rigs operating now, up from a low of 132 in 2016. We expect growth to flatten in
2019 due to a plateau in oil prices and pipeline constraints in the Permian that are likely
to continue until late in the year, undermining regional prices. The U.S. natural gas rig
count has remained relatively flat--just under 200--over the past year because natural
gas prices have hovered around $3. We expect gas to remain relatively flat for 2019, and
we don’t believe there will be a significant increase in the overall gas-focused rig count.

2. Margins
OFS companies captured margin gains in 2018, continuing to build from the 2016 bottom
of the cycle. Costs of ramping up capacity to meet increased activity levels dampened
profits, however. We expect excess capacity to be a drag on additional margin
improvement in 2019. The slowdown in completion activity in the Permian, which is likely
to continue until transportation constraints are resolved late next year, will also limit
margin upside. On the cost side, we expect OFS companies to be able to largely pass
increased prices for material such as steel (due to tariffs) and sand (due to supply and
logistics issues) to customers. Increased labor costs due to the tight U.S. market, will
likely be borne by service providers. Internationally, we expect stronger growth and less
dynamic supply to give OFS providers somewhat more pricing power.

3. Spending
We expect E&P capital spending growth to be limited in 2019, consistent with moderating
oil prices. U.S. companies are sensitive to investor aversion to outspending cash flow and
focus on return of capital to shareholders. We also expect efficiency gains, while slowing,
allow drillers to be more productive with less money. International spending will likely be
incrementally stronger, in the range of 5% to 10%, driven by the major and international
oil companies’ need to improve reserve replacement and modest increase in offshore
activity.

Refining
1. Gasoline and distillate demand
Emerging economies, especially China and India, will likely remain the drivers of global
gasoline demand growth, as well as for other oil products. In contrast, demand from the
Organization for Economic Cooperation and Development (OECD) members is likely to be
flattish or only moderately positive in 2019, despite our base case view that global and
OECD GDP growth will continue at a healthy rate. The U.S. may see stronger demand in
line with its stronger GDP trajectory. We currently forecast U.S. demand growth of about
1.1%, generally in line with Energy Information Administration (EIA) estimates.
Importantly, we see the higher prevailing crude and product prices in 2018 having a
dampening effect on demand, especially for countries such as India and Brazil, where
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local currency depreciation against the U.S. dollar has meant domestic fuel prices have
rebounded strongly.

2. Increasing crude oil production
The IEA estimates global crude oil supply growth of 2.2 million barrels per day (mm bbl/d)
in 2018 moderating to a still robust 1.8mm bbl/d in 2019. The U.S. remains the largest
single contributor to oil supply growth in 2019, with total production projected to increase
to about 1mm bbl/d to 11.8mm bbl/d, although we also anticipate the agreed relaxation
of OPEC cuts from June 2018 and growth from Brazil and Canada will be significant.
Despite lower production from Venezuela and exports from Iran, as a result of U.S.
sanctions, higher prices are supporting net production growth. The shifts in the quality
and grades of the global mix of crude oil may become more significant for refiners. U.S.
onshore tight oil production is typically lighter than Middle Eastern crudes, for example.

3. Refining margins
Our working assumption is that average 2019 refining margins are broadly in line or above
2018 levels. We see conflicting drivers for refining margins in most regions in 2019. In the
latter half of 2019, the implications of the International Maritime Organization (IMO) 2020
changes may well be supportive for diesel cracks and refining margins overall. However,
in the first half, as in late 2018, higher crude feedstock prices could undermine refining
margins, especially if capacity additions and refinery runs outstrip product demand.
Our ratings are underpinned by our base case assumptions, but also generally factor in
some headroom for short-term volatility and longer-term cyclicality of prices and
margins. This is particularly true when prevailing prices and our assumptions are
relatively high in a historical context.

Contract Drilling (Offshore)
1. Utilization may have stabilized for floaters, and is increasing for jack-ups
After reaching a peak of more than 80% in 2013, utilization for floaters dropped to around
50% in 2017, and we expect levels to remain essentially flat until 2020. Although tenders
and bidding activity for ultra-deepwater and deepwater floaters have recently picked up,
we expect any new fixtures to essentially offset contracts that are rolling off over the next
12 months. Meanwhile, utilization for jack-ups has increased from around 50% in 2015 to
nearly 65%, given the lower breakeven costs and shorter payment periods associated
with shallow water wells.

2. We expect low day-rates until 2021
Although we expect utilization for floaters to improve in 2020, we don’t expect it to reach
85% until year-end, which is typically the level at which dayrates begin rising. We assume
new contracts on ultra-deepwater rigs will be in the $200,000 to $225,000 per day range,
on average, in 2019, increasing to about $250,000 per day in 2020, with some variation
depending on the rig quality and location.

3. There are still too many rigs
Although we do expect an uptick in offshore drilling demand starting in 2020 from about
145 floaters today, there are still 30 to 50 new floaters under construction, and-assuming these are all delivered--we estimate the industry will need to scrap additional
rigs to balance the market. Although we have a negative outlook on the offshore contract
drilling sector for the next two years, we believe the long-term need for E&P companies
and majors to replace offshore reserves after years of significant under-investment will
drive increased demand for offshore rigs.
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Midstream
1. Commodity prices
Our base case price assumptions for WTI and Brent crude oil is $60/bbl and $65/bbl,
respectively, for 2019. We then have WTI decreasing to $55/bbl for 2020 and beyond. Our
Brent crude oil price is $60/bbl in 2020 and $55/bbl in 2021 and beyond. Our price
assumption for natural gas is unchanged at $3 per million through 2021. We are
forecasting that natural gas liquid (NGL) prices average about 80 cents per barrel for the
first half of 2019 and about 70 cents per barrel in the second half after fractionation
capacity constraints are addressed. Under these price assumptions, we don’t expect
commodity prices to substantially damage midstream companies’ credit profiles because
most already have largely fee-based contract profiles. However, we think the flat-price
environment could cause a slowdown in organic growth projects, especially if upstream
companies slow down their production spending.

2. Widening crude oil differentials to persist
We expect crude oil differentials to persist, mainly due to pipeline infrastructure
constraints in Western Canada and West Texas. While we believe West Texas crude
differentials could narrow by the end of 2019 as pipelines are placed into service,
constraints in Western Canada are more complex, with regulatory roadblocks that may
require more time to resolve than the typical construction time to build a long-haul
pipeline. Other infrastructure projects will address the need for takeaway capacity for
natural gas and natural gas liquids, along with more export capacity, which should start
yielding results by the end of 2019.

3. Capital allocation discipline
With most midstream equities yet to recover from the last commodity price cycle, capital
discipline will be more important than ever. We believe most midstream companies will
maintain robust distribution coverage ratios of at least an average 1.2x and use excess
cash flow to fund the equity portion of organic projects instead of on common preferred
equity. This "self-funding" model will become more prominent, as will an increase in
joint-venture projects among strategic players in the most highly competitive basins like
the Delaware.
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Key risks and opportunities
Exploration and Production
1. IMO 2020 (see side panel)
With the International Maritime Organization requiring ships to reduce their sulfur
emissions on Jan. 1, 2020, from 3.5% to 0.5%, we could see demand and prices for
3.5mm bbl of “sour” grade crudes, which are high in sulfur content, immediately collapse.
Producers who can produce “sweet” (low in sulfur) oil should realize higher prices as
refineries that lack the necessary complexity (equipment) to process sour crudes into
light distillate/low-sulfur fuel oil--a product that will be demanded by shipping
companies to comply with the new regulation--will increase demand for sweeter crude.
Producers in the U.S., North Sea, and West Coast of Africa who produce light/sweet
crude, stand to benefit from higher prices for their crude. Producers of heavy/sour based
crudes, such as producers in Canada, the Middle East, and Mexico to name a few, will
likely immediately see lower prices for their crude as lower demand from refineries hurts
pricing. Depending on how long this lasts and how wide the differentials are, it’s possible
we could raise the credit ratings on some producers if they use excess cash flow for debt
reduction.

2. Capital market access
The oil and gas industry faces a significant amount of debt maturities over the next
couple of years. This is due to many companies issuing or refinancing debt during the
high oil prices of 2012-2014. Any severe declines in the price of oil or a capital market
liquidity crisis, would result in a significant amount of companies being unable to
refinance their debt and could lead to another wave of bankruptcies. Equity investors are
also becoming less patient with companies that continually outspend cash flow to
increase and use debt to fund the difference. They are placing a premium on issuers that
can grow within cash flow. We expect borrowing bases, which are the life blood for many
high yield companies, to remain stable. However, a distressed pricing environment
coupled with the impact of reduced drilling budgets, could constrain liquidity.

3. A sharp downturn in the global economy in 2019
A sharp downturn in the global economy clearly would result in a significant decline in
demand and thus oil prices. Recent history suggests oil prices could decline severely in a
recession. During the industry trough of 2015-2016, the price of WTI and Brent averaged
$43.15 and $43.55 per bbl, respectively. Trading actually saw both Brent and WTI fall
from more than $100 to below $30 per bbl in early 2016 although prices didn’t stay there
very long. In the previous industry down turn in 2008, oil prices retreated from a high of
more than $145 per bbl, bottoming out at $32 spurred on by the financial crisis, a
stronger U.S. dollar, and lower global demand. Predicting oil prices through a recession is
difficult but just as difficult is how long oil prices will stay low. In 2009, we saw a rapid
rebound in prices. Given this rapid increase, few oil and gas companies defaulted
because they were able to weather the brief downturn. However, with shale production
growing in significance since then, the recent downturn lasted more than two years,
resulting in a significant amount of bankruptcies and defaults. If the recent downturn in
oil prices is any indication of what oil prices could look like and for how long during a 2019
recession, we think there could be another significant wave of bankruptcies
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IMO 2020
From Jan. 1, 2020, the sulfur
limit will be reduced to 0.5%
mass by mass (m/m) from
3.5% currently.
This change has major
implications for refiners,
because they are producers
of the currently used highsulfur fuel oil (HSFO) and
also as producers of most of
the lower-sulfur substitutes
from 2020.
The majority of the
international shipping fleet
will need low-sulfur fuels in
the short run from Jan. 1,
2020, because the number
of LNG-fueled vessels and
ships with chemical
scrubbers (to remove sulfur)
are likely to still be in the
minority.
In 2020, demand for and
relative prices of HSFO are
likely to drop while demand
for low-sulfur diesel and
other blending components
could rise significantly, at
least for a period until
markets adjust.
We don’t anticipate a
substantial increase in
investments in 2019 to
address these changes in oil
product demand, because
we believe it’s too late for
refinery upgrades that are
not already underway. The
benefits to refining margins
could also be relatively
short-lived. See additional
comments below under
Refining.

November 12, 2018

166

Industry Top Trends 2019: Oil and Gas

Oilfield Services
1. Hydrocarbon Prices
We view a sudden drop in commodity prices as the main risk to the credit quality of OFS
companies. Under our assumptions, development levels should be robust in 2019. We
note that regional price differentials due to infrastructure constraints such as those in
the Permian may affect spending decisions even if index prices are strong. E&P
companies, and U.S. shale producers in particular, have lowered costs since the last
downturn, and we believe operators are capable of maintaining activity at lower oil and
gas prices than previously. Part of the gains have been due to lower service prices,
however, and as prices rise we expect E&P breakeven levels to creep back up.

2. Limited Price Improvements
Prices for most services haven’t recovered to the level before the last downturn. This is
partly due to excess industry capacity. E&P companies are also sensitive to investor
sentiment against outspending cash flow. Increased efficiency means that E&P
companies can drill and complete more wells with fewer rigs and less time than
previously, resulting in lower demand. We expect pricing gains to be limited next year,
though certain markets with tight dynamics such as the Permian may outperform others.

3. A sharp downturn in the global economy in 2019
A slowdown in economic activity almost always leads to falling commodity prices, which,
in turn, leads to lower E&P spending. OFS companies would see a drop in revenue and
tighter margins, leading to weaker credit measures. E&P companies, especially shale
drillers, have improved efficiencies since the last downturn and demand for services may
be somewhat more resilient but still highly cyclical. We also note that OFS companies
haven’t regained all of the margin lost in the last trough, meaning that the expected drop
in prices in a hypothetical 2019 downturn may not be as severe as experienced two years
ago.

Refining
1. IMO 2020 (stricter low-sulfur marine fuel requirements)
In general, IMO 2020 presents a risk to low-complexity refineries with limited crude and
product flexibility, but an opportunity for complex refiners. The IMO is further tightening
the limit on sulfur in “bunker” fuel for ships. This change has engendered significant
uncertainty about the implications for marine-fuel product demand patterns, particularly
in 2020, with respect to the flexibility of refiners and traders to produce and supply the
necessary volumes of these products and the consequences for pricing of both products
and different crude feedstock grades. U.S. refining equity prices have been hurt by calls
from the current U.S. administration to have a phase-in plan to minimize the IMO's
impact on fuel prices during a presidential election year. While we view this as unlikely,
it's worth monitoring in 2019 because it can affect U.S. refiners' decision-making if equity
prices remain weak.

2. Increasing refining capacity
We note that global refining capacity additions in 2019 at about 2mm bbl/d are likely to
be the greatest since 2009, according to the IEA. These are mostly in non-OECD countries:
half in China and most of the rest in Saudi Arabia, Brunei, and Malaysia. Some of this
Asian capacity is focused on petrochemicals, a key driver of oil demand outside
transportation. Nonetheless, the trend of high refinery utilization in recent years in North
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America and Europe, (with declines in Latin America and Africa) could change as
competing capacity comes online--particularly in 2019--or margins could come under
some pressure.

3. A sharp downturn in the global economy in 2019
A significant deviation from our base case view of global GDP growth would likely affect
our assumptions for oil product demand. Crude and product prices in local currencies
have a bearing on demand, but S&P Global Platts Analytics has noted that shifts in GDP
growth can have a more significant impact. A downward revision in demand expectations,
as a result of tariffs and trade wars or other reasons, even if accompanied by a downward
move in crude prices, could severely compromise refining margins, especially if capacity
continues to increase and utilization levels decline.

Contract Drilling
1. Costs continue to drop for offshore production and development
Although breakeven costs have come down considerably over the past three years for
offshore developments, we estimate the long-term oil price required for a greenfield
offshore project is still in excess of $60/bbl. This compares with the breakeven costs of
many unconventional onshore shale projects at about $30/bbl. If offshore producers are
able to continue to reduce costs, for example by using existing infrastructure or
standardizing equipment, demand for offshore rigs and equipment would likely increase
earlier than we currently anticipate.

2. Faster rate of rig scrapping
Although we estimate that nearly 115 floaters have been retired since 2014, there are
about 100 stacked rigs and 35 to 50 newbuilds expected to be delivered over the next two
years, putting pressure on overall utilization even as demand grows. More rapid
retirement or scrapping of rigs across fleets could address market oversupply and
improve utilization and therefore dayrates sooner. We note that recent mergers and
acquisitions in the sector could result in increased rig retirement, as drillers optimize
their fleets.

3. A sharp downturn in the global economy in 2019
A sharp downturn in the global economy would likely result in lower demand for crude oil
and, as a result, lower crude oil prices. This would hurt E&P companies’ cash flow
generation and thus their ability and willingness to spend on long-term deepwater
projects, which do not typically generate cash flow for several years. In this scenario, we
would expect the recovery in offshore-rig demand to be pushed out further, into late 2020
or 2021.

Midstream
1. Simplification leading to improving credit profiles
Most midstream master limited partnerships have simplified their corporate structures,
which we view as a generally positive credit factor. The elimination of high-cost incentive
distribution rights and distribution cuts should result in improved equity costs and less
reliance on equity funding in general. In some instances, a corporate simplification can
burden the balance sheet with higher leverage and more limited financial flexibility
initially, particularly if the general partner had its own debt. However, we expect most
midstream companies that have gone through a simplification transaction to improve
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their credit profile within the next 12-18 months through higher EBITDA, while keeping
absolute debt levels relatively flat.

2. Regulatory pressure
Regulatory hurdles present the biggest unknown in 2019, but based on past experience
could have a significant impact on ratings and outlooks if the effect is a substantial
project delay or cancellation. We’ve already seen this with the Trans Mountain Pipeline
expansion, and Keystone XL, and we expect it to continue to the types of ballot initiatives
that we’ve seen in Colorado and permitting decisions for the Mountain Valley Pipeline
project. Generally, a small or moderate delay won’t lead to an adverse ratings outcome,
but extended delays that push EBITDA out for a year or longer, or increased costs, are
greater risks.

3. A sharp downturn in the global economy in 2019
A significant deviation from our base case view of global GDP growth would likely have an
impact on our assumptions for oil product demand and commodity prices generally. A
downward revision in demand expectations, along with lower prices for crude oil, natural
gas, and natural gas liquids, would likely affect production plans for E&P companies,
including lower rig counts and volume forecasts. This, in turn, would have the greatest
impact on midstream companies with commodity price exposure because they would
also experience volume losses as would those companies that primarily only have feebased contract profiles.

This report does not constitute a rating action.
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Cash, debt, and returns
Global Oil and Gas
Chart 216

Chart 217
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Fixed versus variable rate exposure

Long term debt term structure
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Chart 221
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Key Takeaways
– Ratings Outlook: Our 2019 outlook for global real estate companies – both REITs and real
estate rental operations - is generally stable. However, we think sector credit quality might
have peaked as we approach very late stages of the cycle. Revenue growth is decelerating
while financing costs are rising, constraining credit metrics. In Latin America (LatAm), rating
trends remain broadly stable, with specific credits potentially exposed to sovereign risks.
– Forecasts: Global economic growth, plus job and wage growth, will continue to drive steady
demand, driving occupancy and rental growth, though we expect the pace of growth to
decelerate given the maturity of the cycle and peak occupancy. In developed markets (U.S.,
EMEA, and APAC), manageable funding profiles and sustained investor appetite for the
sector should support credit metrics, while occupancy and average rents remain robust. In
LatAm, we expect fundamentals to remain supportive across all asset classes in 2019.
– Assumptions: We see stable revenue growth for real estate companies globally as economic
growth remains solid, though slowdown risks are increasing because of tightening funding
conditions, trade tensions, and emerging political risks. For developed markets, we see
growth remaining in the low-single-digit range, with the exception of the U.K., where Brexit
means performance may be more subdued. In LatAm, we expect low- to mid-single-digit
organic sales growth, stable profitability, and leverage-neutral bolt-on acquisitions.
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Rising rates will be a common theme, particularly as the U.S. sees rates normalize with the
10-year yield expected to rise to 3.4% in 2019. However, most real estate companies have a
cushion built into their credit metrics and a largely fixed-rate capital structure with limited
refinancing needs.
We expect financial policies to remain fairly disciplined, supporting the current financial risk
profiles, despite a somewhat larger appetite for share repurchases and more development
projects

– Risks: Faster-than-expected interest rates hikes is a key risk as it could pressure earnings
and valuations in several markets. Disruption in retail and the development of co-working
rental alternatives are forcing some REIT landlords to reshape their leasing strategies, a
trend that we expect to continue. Finally, the sector is not immune to political risks whether
in LatAm, Europe (Brexit, Italy), or APAC (North Korea).
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Ratings trends and outlook
Global Real Estate
Chart 222

Chart 223
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Ratings outlooks
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Ratings outlook net bias
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On a global basis, we expect ratings to remain largely stable in 2019—a result of solid
economic growth and disciplined financial policies. However, we think credit quality
might have peaked as we enter the late stages of the real estate cycle and we think the
upgrade to downgrade ratio will move closer to equilibrium in 2019. Still, the real estate
sector remains solid in the investment-grade range with the majority of the ratings in the
'BBB' category.
In the U.S., 9% of outlooks are positive while 7% are negative, largely reflecting
increasingly negative rating trends in the retail sector. APAC is the most stable as more
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than 90% of ratings have a stable outlook. This reflects the higher portion of ratings in
the 'A' category.
Rating trends have been slightly more favorable in EMEA compared with the U.S. and
APAC, with a somewhat higher portion of positive outlooks. This is the result of
companies growing their portfolios’ scale through acquisitions and leaner balance
sheets. New issuer activity has been robust over the past year, with 12 new public ratings
on EMEA REITs in 2018.
The majority of real estate ratings in Latin America remain speculative grade due to
potential volatility in results, and in some cases exposure to sovereign risks. We expect
ratings to remain largely stable in 2019 due to economic growth and recovery in Brazil
and steady performance in Mexico. In Mexico, few ratings are investment grade with
stable outlooks.

Industry forecasts
Global Real Estate
Chart 228

Chart 229
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Overall, we expect credit metrics to remain largely stable, though we expect some
pressure on EBITDA interest coverage and FFO/Debt given our expectations for rising
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rates. Revenue should remain largely stable due to positive economic growth and
favorable demographic and employment trends that should support real estate demand
in most markets. We expect asset appreciation to slow or face modest pressure, and
therefore leverage metrics such as debt/capital could also see some erosion

Key assumptions
U.S. REITs
1. NOI growth will continue to slow and development costs will rise
We project net operating income (NOI) growth to remain about 2% in 2019, somewhat
slower than our expectations for 2.0%-2.5% NOI growth in 2018 for our rated U.S. REIT
universe. This expectation comes as solid economic growth in the U.S. drives real estate
demand while pockets of new supply pressures rent growth in the multifamily, office, and
health care REIT sectors. Growth of technology and e-commerce continues to drive
robust performance for data centers and industrial REITs, while performance at retail
and office REITs are below-average because of more challenging leasing conditions.
As acquisition opportunities remain limited due to stable capitalization rates and high
asset values, REITs are increasing their development pursuits to achieve growth. Across
our rated universe, development and redevelopment pipelines continue to represent a
greater proportion of total undepreciated assets because these opportunities generally
offer higher yields than acquisitions. Increasingly, REITs are also employing joint ventures
to diversify funding and mitigate the risks associated with large development projects,
given that equity issuance has been constrained due to shares trading at discounts to net
asset value (NAV), along with market volatility.
For REITs with more exposure to development projects, rising raw material and labor
costs, along with rising interest rates, are pressuring development yields. Moreover,
large speculative development projects without a significant level of pre-leasing,
particularly in the office sector, could fail to lease-up at expected rents should an
unexpected economic downturn occur or tenant demands continue to shift. This could
also prove significant for mall and strip center REITs, which are redeveloping properties
because of retail footprint rationalizations and store liquidations, actions they have less
control over compared with other subsectors engaged in more opportunistic
development. This risk could increase following Sears Holdings' recent bankruptcy.
While the bankruptcy has been long anticipated and REITs could benefit over the longer
term from significantly higher rents from replacement tenants, there could be shorter
term disruptions depending on the pace and the capital required for redevelopment.

2. Rising interest rates will pressure funding costs and some credit metrics
We expect the Federal Reserve will continue to increase interest rates in 2019 and expect
the 10-year yield to reach 3.4% in 2019 and 3.5% in 2020. Rising interest rates could
weaken credit protection measures, particularly fixed-charge coverage, though this risk
is somewhat mitigated because our rated REIT universe consists largely of fixed-rate
debt, and aggregate debt maturities are also manageable. Nevertheless, REITs in the
lower rating spectrum or those facing larger maturities due over the next few years will
experience heightened refinancing costs and risks as interest rates continue to rise. We
believe this risk is particularly elevated for REITs experiencing poor operating
performance, such as CBL & Associates Properties Inc. (whose 'B' quality malls have
suffered amid retail distress) and Mack-Cali Realty Corp. (whose office assets have
underperformed as vacancies increase and large lease expirations approach).
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3. Financial policies are shifting toward higher share repurchases and
increased development exposure
As REITs continue to trade at a discount to NAV, we see the potential for even higher
share repurchase activity in 2019. While share repurchases have been directly funded by
proceeds from asset sales or free cash flow rather than debt, improvement in credit
metrics has been slow relative to our expectations, resulting in some negative rating
actions. We are also seeing an increased use of joint ventures to raise the capital needed
to fund development or acquisitions. Given the persistent valuation gap between the
public and private markets, REITs are predominantly raising capital by selling assets or
forming joint ventures using stabilized high quality assets to take advantage of pricing
conditions in the private market. From a credit perspective, we consolidate pro rata debt
at these joint ventures (if ownership is less than 50% and therefore not consolidated) and
could view these structures as somewhat dilutive to cash flow given the need to pay
dividends.

European REITs
1. Rising interest rates and revenues
The Bank of England started increasing rates in November 2017 and the European
Central Bank (ECB) is guiding for a first increase toward the end of 2019. S&P Global
Ratings' economists in Europe expect the first rate hike in the third quarter of 2019 and a
very gradual increase in the ECB policy rate to happen from then on.
Widespread indexation of rents on various measures of inflation and resilient
macroeconomic trends indicate that like-for-like revenue growth for REITs based in
continental Europe, especially those operating in the prime office segment, will increase
in the low single digits in 2019. We also foresee rising revenues from portfolios’ additions,
partly as a result of M&A but also through direct investments and ongoing development
activities (renovations, extensions, and greenfield or pre-let projects).
In most market segments, investor demand for properties remains strong with positive
effects on asset valuation even if the trend of capitalization rate compression is coming
to an end. By contrast, in the U.K., commercial valuations may come under pressure
because of Brexit.

2. Improved earnings in Continental Europe
Our expectation for EMEA REITs is for positive low-single-digit NOI growth in 2019. We
see two main trends that should support operating performance next year:
– The market for continental office lessors benefits from sound GDP growth momentum
with rent level improving and occupancy staying robust. Commercial real estate
markets in Spain, France, and even Italy -- despite recent political uncertainties -- are
in recovery mode; and
– German residential property players continue to flourish thanks to strong
international demand, supportive demographics and favorable funding conditions.
Performance for retail assets and the U.K. office market should be more subdued.

3. Robust coverage ratios and sustained asset rotation activity
Following very active refinancing activity again throughout 2018, our base-case scenario
for REITS in Europe foresees stable or moderately improving interest coverage ratios in
2019.
Leverage metrics will depend on execution of the asset growth pipeline, but most REITs
harbor a disciplined investment policy and should benefit from slight positive portfolio
revaluation gains at year-end 2018.
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Ample liquidity provisions and increased headroom under most REITs’ leverage
covenants should favor acquisition volumes continuing in 2019. Occurrence of M&A
transactions will depend on availability of targets per asset class and evolutions of share
prices (versus NAV) throughout the year.
We also see a trend of REITs expanding prudently into development (for example in the
German or Swedish residential segments) as portfolios currently for sale become scarce
or too expensive.

Asia-Pacific REITs
1. Interest rates rising
We expect credit metrics can accommodate a gradual increase in interest rates. Across
the major real estate markets in Asia-Pacific, we expect interest rates to generally rise or
remain flat:
– Australia: The policy interest rate will increase to 1.75% end 2019 and 2.0% end 2020,
from 1.5% in 2018.
– China: The policy interest rate will remain stable at 4.35% through to 2020.
– Hong Kong: Our forecast is for short-term interest rates to increase to 2.8% in 2019
and 3.1% in 2020, from 2.2% in 2018.
– Japan: The policy interest rates will remain flat at -0.06% over the outlook period
(2019-2020).
– Singapore: Our forecast is for short-term interest rates to increase to 1.9% in 2019
and 2.5% in 2020, from 1.6% in 2018.

2. Rental reversions not uniform
Generally, we expect slowing growth in NOI or modest declines in NOI for sectors facing
secular headwinds, such as suburban retail and nonprime office properties. Across the
major gateway cities in Asia-Pacific, we expect rents will increase in the office and
industrial markets but will fall in retail. However, not all of these commercial real estate
markets are uniform, given their different supply and demand conditions. For example, in
Japan, we expect rental rates for weaker suburban retail to incur a negative revision, but
urban retail remains in good shape.

3. Moderating economic growth
We expect GDP will moderate across the major real estate markets of Australia, China,
Hong Kong, Japan, and Singapore. However, these forecast growth rates will continue to
support real estate activity.
– Australia: Real GDP will moderate back to 3.0% in 2019 and 2.9% in 2020, from 3.1%
in 2018.
– China: Real GDP will moderate back to 6.3% in 2019 and 6.1% in 2020, from 6.5% in
2018.
– Hong Kong: Like China, real GDP will moderate back to 3.0% in 2019 and 2.9% in
2020, from 3.6% in 2018.
– Japan: Real GDP will improve from 1.0% in 2018, then to 1.2% in 2019 and retreat to
0.2% in 2020 (due to a 2% GST rate hike in 2019, which will affect growth).
– Singapore: Real GDP will moderate back to 3.0% in 2019 and 2.7% in 2020, from 3.2%
in 2018.
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Latin American Real Estate
1. Mexican real estate sector: solid prospects for market fundamentals
Following a solid year of operating and financial performance in the Mexican real estate
sector, we expect market fundamentals to remain supportive across all assets class in
2019. Our base-case scenario still considers steady occupancy rates of slightly more
than 90% on average in all sectors (industrial, retail, and office), renewal rates to remain
robust, and rents to keep increasing in line with inflation, supporting low- to mid-singledigit organic sales growth. Through 2019, we expect Mexican real estate companies to
continue maximizing their existing portfolio and lease structure.
We also expect opportunistic expansion and development projects (under build-to-suit
contracts) to address customer needs, and in some cases on selective and accretive M&A
transactions, focused on high value properties, mainly financed with equity follow-on,
while maintaining a moderate use of debt. Specifically, in the retail segment, we
anticipate positive consumption driven by a steady 2.4% GDP growth expectation in 2019.
We believe demand will continue to grow, as consumer confidence remains strong due to
favorable labor market dynamics and a positive sentiment since the July 2018
presidential election. We expect same-store sales growth will remain in the mid-singledigit area throughout 2019.
Moreover, we believe this segment remains under penetrated in Mexico, providing
favorable growth prospects. In the industrial sector, we believe Mexico will remain an
attractive and competitive export platform for multinational companies and demand will
continue to surpass current supply dynamics. Moreover, we believe, if approved, the
USMCA could further support additional fixed investments in Mexico and accelerate
business opportunities for Mexican real estate companies.
In addition, we see some emerging and growing industries gaining traction, mostly
logistics and distribution driven by e-commerce and the growing middle class, but also
medical device forming clusters in northern Mexico, and growing aerospace
manufacturing activities. In the office segment, fundamentals remain steady based on
our GDP growth expectation. Over the past few years, the absorption has been high, and
we still believe current office inventory is not sufficient to cover needs, while tenants are
asking for first class office space.

2. Brazil real estate: expected gradual recovery
We believe economic recovery in Brazil will continue and market uncertainties should
decrease following the presidential election in October 2018, which in turn should allow
for stronger results for the real estate companies we rate. We believe consumer
confidence will improve given our forecast for higher GDP growth of 2.2% in2019
compared with 1.4% for 2018, combined with declining unemployment.
As a result, we would likely see higher retail sales in 2019, which will contribute to malls’
revenue growth as most rental contracts consider the higher of a fixed amount or a
percentage of tenant’s sales. Also, retailers’ expansion investments might accelerate,
likely supporting the opening of new shopping malls going forward. We expect operators
focused on the more resilient, higher-income segment will maintain high occupancy rates
thanks to active management of tenant mix in order to adapt to shifting consumer
preferences. As a result, we forecast solid cash flow generation and a deleveraging trend
for malls during 2019.
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The office and industrial segments, on the other hand, proved to be less resilient than
shopping malls during the recent economic downturn in Brazil, also taking longer than
expected to return to adequate occupancy rates. We expect gradual improvements to
continue in 2019 on better economic prospects after the presidential elections. We
believe companies focused on high-quality offices at premium locations will likely recover
faster than the industry average. If companies are not able to reach more reasonable
occupancy levels, above 90%, prolonged discounts would be necessary to attract new
tenants, which would impair profitability and cash flow generation.

Key risks and opportunities
When the credit cycle turns
While not incorporated into our base-case scenario for the real estate sector, a sharp
downturn in the global economy in 2019 could exert pressure on these companies' credit
quality. We believe the REITS we rate in developed markets are generally well positioned
to withstand a gradual rising rate environment and potentially weaker economic growth
given our expectations for relatively stable cash flows, limited exposure to variable rate
debt, and generally well-laddered debt maturity profiles. However, real estate companies
in Latin America are facing deteriorating financing conditions. Despite the high levels of
liquidity in these markets, investors are requiring higher risk premiums and are skittish
about emerging markets.
We expect REITs we rate in the U.S., EMEA, and APAC to withstand a moderate pace of
rate increases, with debt coverage ratios such as fixed-charge coverage and EBITDA
interest coverage weakening only modestly. We looked at how three levels of interest
rate increases--100 basis points (bps), 200 bps, and 300 bps--would affect REITs'
various credit measures, and we found that rated REITs are well-positioned to cope
because they have fixed a greater portion of their debt at low interest rates and their
liquidity positions are either strong or adequate. Under the more severe stress scenarios,
a small number of entities that have significant exposure to floating rates would face
ratings pressure.

U.S. (Ready to handle rate hikes )
In the U.S., REITs have shored up their balance sheets against the backdrop of a Federal
Reserve that is steadily raising interest rates as it normalizes monetary policy and yields
on benchmark Treasuries seem likely to rise. We expect the 10-year yield to reach 3.4% at
the end of 2019 and 3.5% in 2020. While these increases could weaken REITs' EBITDA
interest coverage and fixed-charge coverage ratios, the fact that our rated REIT universe
consists largely of fixed-rate debt mitigates this risk. As it stands, fewer than 20% of U.S.
REITs we rate have debt structures with more than 25% exposure to variable-rate debt.
Moreover, we believe debt maturities appear manageable, with just 3% of outstanding
debt due before year end, followed by 7% in 2019 and 11% in 2020. Furthermore, cash
flows are rising and debt levels are falling. Debt leverage in the sector has improved to
the lowest levels since the financial crisis, with debt to EBITDA declining to less than 6x
for the U.S. companies we rate, from a peak of almost 8x in 2010. Still, it will be more
costly to refinance as interest rates rise for some speculative-grade borrowers facing
fairly large maturities in the next few years. Those REITs may have to resort to secured
borrowings to satisfy their refinancing requirements. That said, U.S. REITs have largely
unencumbered their asset base since the last downturn, leaving some flexibility to seek
secured financing if the unsecured debt market access is constrained.
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Asia-Pacific (modest rate increases can be accommodated)
Similarly, rising interest rates and tighter funding conditions pose key risks across the
Asia-Pacific real estate markets. Indeed, borrowing costs and spreads are increasing,
and investor sentiment points to a potential turn in the U.S. credit cycle late next year
that would likely have repercussions around the world. Still, most Asia-Pacific REITs we
rate can absorb a gradual rates increase given their robust interest coverage metrics,
limited amount of floating-rate debt, and modest upcoming maturities. But a sudden and
sharp hike could affect credit quality. At any rate, Asia-Pacific REITs have reduced
overall debt levels and kept debt-to-EBITDA leverage (excluding Japan) under 5.0x in
recent years, from a peak of 5.6x in 2008.

Europe (Potential pressure on fair-value appraisals)
Likewise, most REITs in Europe have fixed or hedged their debt for the next three to four
years. The direct effects on funding costs and interest expense coverage ratios appears
limited and unlikely to be the sole trigger of negative rating actions. A more significant
side effect in Europe could be that limited rate increases, without higher inflation, would
depress asset values. We ran a round of stress scenarios, incorporating arbitrary drops in
portfolio value over the next two years, to gauge how lower asset values could affect the
asset-based credit metrics of European REITs we rate. Across our sample, a 5% drop in
portfolio value is unlikely to trigger rating actions; a 10% fall would likely cause at least a
few outlook changes and a handful of downgrades; a 20% drop could trigger downgrades
for several companies. However, we believe there are several buffers protecting real
estate asset values in Europe against rising interest rates. These include the widespread
indexation of rents to inflation, a high risk-premium between discount rates and risk-free
rates, and generally prudent assumptions that independent appraisers use in their lineby-line valuation process.

Latin America (Financially prepared to cope with modest interest rate hike)
Overall, financing conditions are deteriorating in Latin America but we are not expecting
major refinancing risks for the real estate sector in 2019. Despite high liquidity levels in
the markets, investors are asking higher risk premiums and are skittish about emerging
markets. Still, we expect rated issuers in Brazil and Argentina to maintain adequate
access to domestic capital and credit markets during 2019 to refinance debt and fund
expansions. We expect Brazilian basic interest rates to increase to 8% by the end of 2019,
compared with current 6.5%, but still lower than levels registered in the past years above
10%. In Mexico, the Mexican central bank policy rate is currently at 7.75%. Although we
expect a slow downward trend next year reaching 7% at the end of 2019, there are still
risks that an interest hike could happen given market uncertainty regarding potential
inflationary pressure. However, even considering our expectation of increasing interest
rates in the global debt market, most of the LatAm real estate companies we rate have
extended debt maturities with no significant refinancing needs before 2021 and 2022.
With the exception of only few issuers in the sector, most companies have maintained
relatively low leverage, ensuring that debt service is not a cash burden during turbulent
times. Moreover, most companies maintain adequate liquidity positions with solid cash
balances and undrawn committed credit lines available.
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Disruption: E-Commerce and co-working create risks and
opportunities
1. Disruptions in retail
As retailers around the world grapple with the accelerating e-commerce growth and
shifting consumer tastes, REIT landlords need to seek less traditional tenants, manage
their costs, and focus on the quality of their shopping spaces.
In 2019, we think retail property owners will continue to face the following main
challenges:
– The steady development of online retail is positive for demand of industrial assets
like warehouses or storage depots, but negative for retail space. Online retail is
growing at a double-digit pace globally, far outpacing general sales growth. Physical
retailers around the world are therefore facing challenging business conditions, in
particular "anchor" tenants such as department stores and specialty retailers in
fashion and apparel.
– In that context, REITs are actively redeveloping and renovating their assets to lure
new retail tenants to malls and drive foot traffic. This is visible in the transition of
tenant profiles toward lifestyle, leisure, and entertainment offerings (development of
catering areas, cinemas, and gyms). The dividing line between e-commerce and
physical stores is also blurring: offering multi-channel shopping options (click and
collect, for example) is becoming critical for tenants to remain relevant. Finally, we see
retail REITs leveraging big data (collecting statistics on footfall, shopping habits,
consumption patterns, and sharing this with their retailers’ tenants) to counter the
development of e-commerce.
– Tougher competition between existing shopping centers, with prime international
retailers becoming more selective in choosing their limited number of physical
store style and locations. We see a clear trend among retailers of cutting the number
of shops and concentrate on their best-quality assets. We expect the flight-to-quality
to continue among large shopping center owners, especially in highly competitive
retail segments like fashion. Against the backdrop of distress in retail, offering
flagship quality stores in the most central locations, accessible through public
transportation, is a critical differentiating factor for retail REITs.
Globally, there is a big disparity in retail real estate per capita. The U.S. has long had an
oversupply of retail real estate (it is "overstored"), while the markets in Europe and Asia
are much less penetrated. Lesser shopping density and differences in anchors –
European shopping centers are commonly anchored around a food supermarket and not
a department store, unlike in the U.S.

2. The environment is favorable for logistics and industrial assets
Demand for industrial assets shifted into a higher gear in recent years with a boost from
the rise of e-commerce, consumer demand for rapid delivery of goods, and the ongoing
reconfiguration of global supply chains. To keep tenants and attract new ones, we expect
owners of industrial property will further develop their assets' automation and datacollection capabilities over the coming years. Also, REITs are reconfiguring the type of
industrial space they offer to enable more effective "last mile" delivery: smaller depots
close to city centers are in high demand.
After several years of very low supply, vacancy in logistics REITs in Europe remains
moderate, hovering below 5% and there are even some signs of a relative shortage of
availability for modern warehouses in selected core markets. For instance, demand for
quality logistics assets is particularly sustained in CEE, the Netherlands, and Spain this
year. Nevertheless, uncertainty around the global trade landscape, in particular between
the U.S. and China, has increased.
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In the U.S., rent growth for industrial properties continues to outperform other property
sectors as the tailwinds from e-commerce growth and supply-chain investments have
generated ongoing strong demand. NOI growth for industrial REITs increased 5% through
the first half of 2018, compared with an average of 2.6% for REITs overall. The impact of
tariffs on industrial REITs have thus far been insignificant because most companies we
rate tend to be more consumption-oriented than production-driven. Even though there is
continued uncertainty about the tariffs, our current base-case assumption is that the
tariffs, if imposed, will have a relatively muted impact on the industrial REITs we rate.

3. Development of coworking, short-term contracts versus long term leases
The internet and mobile technology have enabled wider use of freelance employees and
shorter-term assignments, and as a result, workforces are more untethered. To
accommodate the growing demand for coworking or flexible work spaces, WeWork or
Regus concepts are being applied in many countries to new office builds or refurbishment
of existing office floorplans.
We tend to consider these companies more as service providers as they source their
office space from traditional REIT landlords and then sublease to tenants, exposing them
to the risk of duration mismatch between the leases. Only in cases of full ownership of
the underlying assets do we treat these companies as REITs.
By offering shorter and more flexible leases, these companies are also exposed to the risk
that vacancies could increase rapidly in the event of an economic downturn, since they
typically charge by the month and per workstation.
While REITs’ exposure to these coworking concepts remains fairly limited, these working
environments are growing at a rapid pace and could potentially disrupt the traditional
office real estate sector over the longer term. A key player in coworking, WeWork
Companies Inc. (B/Stable/--) has ambitious growth plans and is becoming a prominent
tenant in several key gateway markets (WeWork became the largest private occupier of
office space in New York, N.Y.). Given their rapid growth, we are seeing more traditional
office REITs willing to partner with coworking concepts such as WeWork to drive
occupancy and enhance the vibrancy of their assets, but many remain cautious in
expanding their relationship with coworking startups given untested business models in
a downturn. The speculative-grade rating on WeWork largely reflects negative cash flow
because of its aggressive expansion plans and the mismatch of long-term lease
agreements and short-term member contracts, partially offset by substantial liquidity
and sizable equity commitment from its investors.
Penetration by co-working remains very small (less than 2% of overall office market in
U.S.) as fixed office space dominates the market. However, the conversion to flex space is
gaining traction as concepts such as WeWork expand and new players enter the market,
drawing interest and attracting new customers. One of WeWork's strategic goals is to
expand their enterprise segment (large corporations of more than 1,000 employees).
While we do not expect meaningful impact on rated office REITs in 2019, the successful
expansion of coworking and flexible space providers, particularly in the large corporate
segment, could be a longer-term threat for traditional office landlords and could
pressure rent growth and loss of market share to coworking players.
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Political Risks
1. Political risks prevail in some markets and opportunities emerge in other
countries
In LatAm, political risks have been diminishing in certain countries like Chile, Colombia,
Peru, and to some extent in Mexico. However, political risks are more important in
Argentina and Brazil. In Argentina, GDP is likely to be hurt by the fiscal austerity and
monetary tightening policies implemented by the government in order to contain
inflation, stabilize the foreign exchange rate, and to reestablish investor confidence and
the long-term trajectory of the economy. We expect a 2% GDP contraction in 2018 and
flat GDP in 2019. As a result, the situation remains very fragile ahead of next year’s
presidential election. In Brazil, we expect real GDP growth of 2.2% in 2019, stronger than
the 1.4% forecasted for 2018, but there are still concerns surrounding the next
administration’s ability to pass crucial reforms to encourage greater investment in the
country. If these uncertainties remain, industrial confidence could decrease in 2019,
delaying the expected recovery in the office and industrial segments, because of lower
occupancy rates and rent prices than we forecast.
In Mexico, if the USMCA agreement is approved, the Mexican real estate sector as a
whole could benefit from a better trade environment and restore investors’ confidence.
The new agreement largely preserves the existing trade framework and it only contains
marginal changes maintaining the overall status quo. The USMCA will require approval by
the legislature of the U.S., Mexico, and Canada to take effect, which will not happen until
2019 due to congressional timeline procedures. For Mexico's industrial, retail, and office
segments, we expect the trade deal could boost investment and support stronger
manufacturing and logistics activities, but also improve business confidence and
reinforce the positive consumer sentiment generated after the presidential election in
July 2018. However, Mexico’s President-elect Andres Manuel Lopez Obrador recently
announced plans to cancel the construction of the New Mexico City Airport, following a
public consultation launched by the incoming administration. In our view, this
announcement will trigger a period of volatility and uncertainty that could undermine
investment confidence and affect consumer decisions, which may very well hinder the
sector’s short and medium-term growth prospects.

2. Brexit
U.K. commercial real estate companies may be affected by stagnating valuations in
certain areas like London as the implications of the Brexit process become clearer,
especially for the financial and tech industries. We believe that Brexit will give those
financial services firms already under pressure to contain costs more reason to consider
reducing their office space in London. We expect the pressure to be most acute for
landlords with a large number of offices in the City of London or high-end residential
properties, markets that are already cooling off in 2018. Even if a cheaper sterling has
helped to attract new investors to the U.K., the process of leaving the European Union has
brought the long-run trend of commercial real estate assets appreciation in London to a
clear stop for now.
For the London office market, we see valuations falling by as much as 10% over a twoyear period starting in 2018. This base-case scenario does not assume a hard Brexit
where no withdrawal treaty would be signed between the E.U. and the U.K, which could
depress values even further.
Other regions and asset classes in the U.K. --retail, industrial, hotels --should show
better resilience. Conversely, some locations like Frankfurt or Dublin, or to a lesser
degree Paris, may benefit from the separation process. We view Brexit as a medium-term
risk though, with full effects to unfold over a period of a few years, rather than being fully
visible within 2019.
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Top of the real-estate asset-cycle
External growth is increasingly difficult to achieve as assets remain expensive relative to
the REITs' cost of capital. The lofty prices across global REITs' asset classes and low
costs of debt are making previously marginal greenfield developments or asset
enhancement projects viable. Despite high asset valuations, non-traditional real estate
players continue to boost asset prices. However, we believe the risk of a liquidity pullback
from the trade affected economies, is a possibility given the specter of a prolonged trade
war between the U.S. and China and the subsequent contagion impact on the global
economy. A liquidity pullback could have an impact on the availability of debt for real
estate entities, making it more difficult for them to source new debt financing and roll
over maturing debt.
In a macroeconomic context, asset prices are elevated (global equities, debt in advanced
economies, and overvalued residential and real estate markets in some countries). If
stress in the bond market occurs, with credit spreads widening, this will place pressure
on REITs' treasury teams as they deal with the higher cost of debt on their drawn floating
rate obligations. While this will not have a meaningful adverse impact on the earnings of
our rated portfolio (see interest rate sensitivity commentaries listed under Related
Research), there could be a contagion impact whereby wary creditors are unwilling to
extend credit because of their concerns over aggregation of particular issuers or aversion
to specific commercial real estate sectors. Also, this liquidity pullback would be amplified
for those REITs that have sizeable short-term debt maturities that require refinancing in
unfavorable credit market conditions. In previous stressed property cycles, those issuers
that were in the process of completing a sizeable debt funded asset enhancement
program or consummating a large debt funded acquisition had their credit quality come
under pressure. This could trigger a wave of mergers and acquisitions, equity raises, and
difficult debt renegotiations such as those that occurred during the global financial crisis.
Another sign that we are at the top of the asset cycle is the growing disconnect between
public and private commercial real estate valuations. This is evident as REIT equities are
trading at a discount while capitalization rates, which support asset prices, remain
relatively steady. This has prompted some REIT managers to implement share
repurchases to bolster their equity prices while ensuring they remain within their
financial targets and maintain credit quality. A number of REIT managers are conscious
of the current fully priced real estate markets in which they operate. They want to
maintain financial firepower to take advantage of potential future acquisitions when the
cycle turns and breached loan to value debt covenants are putting stress on sellers. If
this asset price volatility presents good buying opportunities that are earnings accretive
and remain consistent with the REITs’ operating strategies and financial policies, credit
quality will be supported.
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Other regional outlooks
Gulf Cooperation Council
We expect the GCC real estate markets in 2019 to fare no better than in 2018, wrought
with political uncertainties, supply demand imbalances (notably in the Dubai and Doha
residential market), economic slowdown, and lower population growth. On the flipside,
we expect higher oil prices to reduce fiscal pressures and some of the GCC governments
have announced measures to support the real estate sector. For example, Saudi Arabia is
launching various affordable housing programs, real estate public-private-partnerships,
and mega projects; the U.A.E has announced reduction in government fees (to 2.5% of
the annual rent of commercial establishments from 5%) and relaxation of regulations
around foreign ownership in businesses located outside of free zones; and Abu Dhabi has
announced AED 50 billion ($13.6 billion) economic stimulus for business owners, real
estate sector, and tourism among other areas over the next three years.
We expect GCC office, retail and residential rentals to remain under pressure over the
next 12-18 months because of weak market sentiment, increased supply in most
markets and segments and a strong dollar (GCC currencies are pegged to the U.S. dollar,
except Kuwait which is pegged to a basket of foreign currencies, making real estate more
expensive in other currencies, such as pound sterling and euro). Regional tourism has
been negatively affected by the boycott of Qatar by a group of neighboring countries since
June 2017. In 2019, we expect to see lower average daily rates (ADRs) for hotels as supply
continues to increase faster than demand, notably in Dubai. We also anticipate pressure
on retailers and retail real estate in the short term, with the introduction of VAT, growth in
online shopping, and tourists becoming more cost sensitive, with Dubai’s Expo 2020 and
Qatar’s Soccer World cup 2022 providing a boost to the sector over the medium term.

Israel
Our outlook for the income-producing real estate sector in Israel remains stable for the
next year as still-low financing costs and sufficient headroom under credit metrics,
protect companies from a potential decline in rent and asset valuations or from higher
interest rates. We estimate companies will maintain adequate interest coverage and
leverage ratios in the upcoming year.
In 2018, same property NOI growth in the office segment was a relatively stable 2%-3%
year –over year, and occupancy rates in high-quality assets remained high -- around
97%-100%. We continue to see large investments in the office segment where new space
is rented out rapidly even in the saturated Tel Aviv metropolitan area.
In the retail segment, we saw a more moderate growth rate, 0.5%-1%, lower than in
previous years. The increase in online sales and shopping abroad due to the significant
increase in low-cost flight options from Israel are putting pressure on rents.
Over the next 12 months, we expect excess office space may pressure NOI and occupancy
rates in older properties but not necessarily affect rated real estate companies that have
new, high-quality properties. We also expect rated companies will increase their
exposure to the logistics and office segments at the expense of retail properties.
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Cash, debt, and returns
Global Real Estate
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Key Takeaways
– Ratings Outlook: Rating trends among retail and restaurants will be negative in 2019, as
they were in 2018, even if more than half the outlooks are stable. The retail landscape
continues to shift for most subsectors (particularly department stores), driven by consumer
preferences, nimble new entrants, and global e-commerce trends. These are contributing
factors to the solidly negative outlook bias even though global economic conditions remain
satisfactory.
– Forecasts: Overall, we expect mixed revenue growth. Some companies or subsectors will
experience revenue declines (negative same-store sales or store closings) such as
departmental stores, while others will continue to increase their top-line supported by
favorable sector dynamics such as value retail or via e-commerce and geographical
expansion. Growth in mature western markets will come from companies experimenting with
store formats, product and pricing mix, cross-border acquisitions, and strengthening
omnichannel propositions.
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– Assumptions: We assume slow but continued global GDP growth, some wage growth in
developed markets (stimulating consumer spending, but pressuring retailers’ margins), and
continued significant investment in e-commerce by most retailers. As economics of in-store
retail erode for most, chasing ways to increase e-commerce, save costs in the supply chain,
and lower operating expenses remain imperative for most retailers.
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– Risks: Companies fail to adapt to shifting consumer preferences, consumers become even
more cautious and hardwired to seek value. Trade, tariff, or tax regimes in key markets
disrupt retail supply chain economics or raise costs and pressure margins. Higher-rated
issuers shift capital allocation more aggressively toward shareholders, even as the economic
expansion ages.
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– Industry Trends: Urgency of adaption and execution remains critical, including investments
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in online commerce and associated supply chain and delivery logistics. Other trends include
the need to proactively address the balance of physical versus online infrastructure, rise of
private-label offerings by traditional retailers, and emergence of smaller and niche brands
coupled with powerful demographic trends rooted in the millennial generation.
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Ratings trends and outlook
Global Retail and Restaurants
Chart 236
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The broad distribution of ratings is comparable to 2017, with most ratings EMEA and the U.S. continue to have the highest number of ratings in the ‘B’
speculative-grade. The ‘B’ category has the highest number of ratings.
category.

Chart 238

Chart 239

Ratings outlooks
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Most rating outlooks are stable, but the vast majority of non-stable
outlooks are negative, and we expect the trend to continue. The shift
toward negative outlooks continues with major negative changes coming
from apparel and departmental stores.

Negative rating actions continue across regions. The U.S. has not yet
bottomed out, and EMEA continues with the accelerating negative decline.
There have been about 15 downgrades since January 2017 in western
Europe, while headroom for the vast majority of ratings with stable
outlooks has diminished. For Latin America, pressures are lower than one
year ago, when negative outlooks were above 40% of the total. In APAC, our
net outlook bias is neutral for now, after we took negative rating actions in
2017-2018.
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Ratings outlook net bias
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The net negative rating bias is highest in retail globally, with apparel and
departmental stores leading the way.
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The dominance of speculative-grade ratings is consistent across regions. The 'B' category
dominates the rating scale. Net negative bias remains elevated and has accelerated over
the last few years.
Except APAC, all regions have more negative outlooks than positive, reflecting secular
shifts. While the majority of our ratings are speculative-grade, in the U.S. the share of
ratings in the ‘CCC’ category remains over 15%, reflecting distress in the retail sector.
We do not expect much upward rating migration across categories given industry
dynamics, slow growth, investment needs, potential mergers and acquisitions (M&A), and
financial policy shifts in light of real and potential activists.
In Europe, the Middle East, and Africa (EMEA), 78% of ratings in retail and restaurants
are speculative-grade, with 42% in the ‘B’ category as of September 2018. Outlooks are
increasingly moving toward negative, with 25% of the portfolio negative versus 10% in
December 2017. Further, headroom under the credit metrics continues to shrink even for
names with fairly stable ratings.
A majority of downgrades are due to persistent weakness in apparel and general
merchandising retail. However, in 2018 ratings on food retailers also followed the
negative trend due to increasing pressure from pure online and value retailers. Since
January 2017, there were 15 downgrades in EMEA retail and two defaults each in 2018
and 2017. This compares to seven for the U.S. in 2018 and 11 in 2017.
For Latin America, the majority of our ratings are in the ‘BB’ category, and outlooks are
mostly stable. About 25% of the companies carry a negative outlook, reflecting risks of a
downgrade due to weakening leverage and liquidity. We expect higher GDP growth in 2019
for Brazil (2.2%, versus expected 1.8% in 2018) and Mexico (2.4%, versus expected 2.2%
in 2018) to drive increasing retail sales but with no major impact on the credit quality of
our rated portfolio. We believe the U.S.-Mexico-Canada Agreement (USMCA) will be
formally approved by the U.S., Mexico, and Canada, and it seems that Mexico’s new
presidential administration elected in July could be positive for consumption. Mexico's
consumer confidence index reached a 10-year high, leading to a 6.1% increase in samestore sales during September. Moreover, a low unemployment rate, sustained growth in
consumer credit, and a strong inflow of remittances support this improvement. We expect
solid capital expenditures (capex) from Mexican convenience and department store
retailers, which confidently expect robust consumption for next year. In Brazil, we also
expect a recovery in consumer confidence after presidential elections in October 2018.
The maintenance of lower inflation and interest rates than in recent years support higher
credit availability to consumers and stronger growth for retailers. However, consumption
trends might face some downside risks next year related to exchange-rate volatility that
could result in higher inflation and interest rates than our current base-case scenario
suggests for the region.
Unlike other regions, in APAC our net outlook bias is neutral for now (we have even
numbers of positive outlooks and negative outlooks). Our rating universe is split into two
groups, one for strong investment-grade ratings in developed countries such as in Japan
and Australia, with an exception for Chinese e-commerce retailers, and another for
speculative-grade ratings in developing countries including China. Despite the large
rating gap, in 2017-2018 we took actions equally on both investment- and speculativegrade ratings, mostly driven by company-specific issues such as overwhelmingly strong
operating performance, M&A, larger investment, or liquidity. We expect this trend to
continue. We view companies with positive outlooks in APAC as mostly industry leaders or
disruptors. Through 2019, we have a somewhat cautious stance on overall operating
performance for APAC retailers because slowing economies and U.S.-China trade
tensions would erode consumer sentiment in the region. Still, we believe the
consumption remains robust.
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Industry forecasts
Global Retail and Restaurants
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U.S. and Canada industry forecast
In the U.S., we expect many companies to report flat or declining same-store sales and
further store closure announcements, but perhaps not to the extent of the last two years.
This will lead to decreased revenue for sectors such as department stores and specialty
apparel, unless a consistent trend of same-store sales growth emerges, which would be
better than our base-case assumption. The October 2018 bankruptcy of Sears Holdings
Corp. could place up to $14 billion of revenues up for grabs over time, and an extensive
store closure program will also be a risk and opportunity for retailers (and REITs).
Revenue and net store openings for other retail segments (grocery, discounters and
restaurants) will vary. We think wage growth will be more of a headwind in 2019 and
finally accelerate, and not just because of rising state or local minimum wage
requirements. Amazon Inc. raising its minimum wage to $15 per hour is an example. Wage
pressure, freight costs, and for some, tariffs, will pressure margins in some segments. So
far, low unemployment is not a big catalyst for small-ticket retail spending. We are
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watching the ongoing escalation of tariffs between the U.S. and China for signs that
companies are facing higher costs that they cannot pass through.
In Canada, we forecast flat to modest growth in same-store sales over the next 12
months. This incorporates our view that modest GDP with falling unemployment and
modest wage growth should translate into higher same-store sales. Profit margins may
be pressured for some retailers, as some provincial governments (for example, Ontario
and Alberta) increased minimum wage requirements. However, the second phase of a
minimum wage increase in Ontario scheduled for Jan. 1, 2019, was halted in September.
In our view, this provided some relief to retailers since Ontario accounts for about 40% of
Canada’s population. In our opinion, the profits from increased same-store sales could be
offset by increased competition (both e-commerce and brick-and-mortar stores), higher
labor costs and freight charges, and negative foreign currency movements. Nonetheless,
we expect retailers to defend margins through selling high-margin products and
increasing prices, adding self-checkout counters, automating distribution centers, and
other initiatives to improve productivity.

EMEA industry forecast
Although the eurozone growth cycle appears to have peaked, it continues at a relatively
brisk pace with the European Central Bank (ECB) slowing its tapering by ending its bond
purchase program in December 2018 and heading for a first rate hike in the third quarter
of 2019 as scheduled. Inflationary pressure in the eurozone for 2018 is expected to be
1.7%. This, combined with real wage growth slower than originally expected and
unemployment remaining 8.3%, creates a static real income environment and a squeeze
on disposable income.
European retail as of October year-to-date included two defaults, House of Fraser and
Hold IKKS, reflecting continued pressure on apparel and departmental stores. The net
negative bias in EMEA continues at a faster rate than in all sub sectors, escalated by
apparel and department store closures. That, with many company voluntary
arrangements (CVAs) in the leisure and restaurant industries expected in the U.K.,
indicates retailers are struggling with high occupancy costs exacerbated by low customer
footfall.
We continue to see thematic challenges with consumer preference shifts, price
transparency, and continued pursuit of convenience (speed of delivery, store proximity to
home, or niche focus of the retailer). E-commerce disintermediation across Europe with
pure online players thriving alongside physical and digital partnerships result in a socalled “phygital” space--physical and digital partnerships in which retailers scramble to
find the sweet spot between the platforms. Acquisitions and buying alliances have gained
momentum across Europe alongside rising share of private-label products in the mix for
the pursuit of gross margin.
Retailers are focused on optimization of store networks and logistics that would result in
capital investments staying elevated in 2019. Omnichannel capabilities continue to be
the primary focus with strategies to moderate the decline in brick-and-mortar store sales
and the increase in store running costs.
European food retailers traditionally perceived as more protected from disruption face
severe challenges, with customers progressively switching their purchases to online or
reducing a basket size when shopping to top up their purchases from specialized grocery
retailers, resulting in decreasing store traffic and till rolls. That, the longstanding
intensifying competition from larger domestic competitors, and German discounters
entering premium private-label categories will likely shrink food retailers’ margins. A case
in point is that the three large food retailers in France--Carrefour, Casino, and Auchan-all have negative outlooks, two of the three following a downgrade.
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The more discretionary general merchandising segment, in particular apparel, remains
volatile with competition from value, off-price, and online retailers, exacerbated by
inherent weather and fashion risks. Across Europe, gross margins remain under pressure
from persistent markdowns.
Lastly, the rise of pure online players such as Ocado, ASOS, or Zalando will exert pressure
on well-established retailers to improve their e-commerce services.

APAC industry forecast
Surprisingly, despite the U.S.-China trade dispute, consumer sentiment remains robust
in most Asia-Pacific (APAC) countries. However, we expect retail sales growth for
developing countries, China, and Association of Southeast Asian Nations (ASEAN)
countries to be slower than the previous year at high-single-digit percentages. This is
because of the softening macro economy and subdued consumer sentiment by the trade
dispute and spillover to ASEAN countries. Still, we believe growth is supported by
continuing urbanization and increasing middle-class consumers in these countries. In
China, while we expect around 9% growth for total retail sales, online retailers will
continue to significantly outpace offline retailers. In developed and mature markets such
as Japan and Australia, we expect total retail sales to increase by low-single-digit
percentages. We also expect the trade dispute to slow consumer sentiment to some
extent, but not significantly. We believe retailers’ operating performance is more likely
affected by intense competition and oversupply of stores. In Japan, some retail formats,
such as general merchandise stores (GMS), suffer from shifting consumer preference,
and we expect more industrywide consolidation.

LATAM industry forecast
In Latin America, we expect somewhat stronger organic revenue growth in 2019
compared with 2018 as political uncertainties diminish and consumer confidence
improves. Growth will come from a combination of same-store sales and organic
expansion from large, well-capitalized retailers mainly in food, convenience, and
department stores. We expect the companies to continue to focus on efficiency and cost
control measures that should drive increasing profitability and cash flow generation. As a
result, we forecast reduced leverage for rated retailers in the region, even despite
increasing capex.
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Key assumptions
Retail and Restaurants
1. Slow global GDP growth
Slow GDP growth will be the norm in most western countries. For others (China and
LATAM, for example), growth will be moderate but remain above that of other regions. We
expect a moderate slowdown in the eurozone following a slipping investment climate due
to less favorable fundamentals and as vulnerabilities in emerging economies surface.
Due to geopolitical uncertainties, the increasing risk of recession in the U.K. and further
decline in business and consumer confidence across Europe could contribute to higher
earnings volatility.
We expect GDP growth of 2.2% for Latin America (not including Venezuela) in 2019
compared to our expectation of 1.7% in 2018. After the uncertainties related to
presidential elections in both Mexico and Brazil this year, higher GDP growth and
declining unemployment should improve consumer confidence. In Peru, we expect GDP
growth of 3.8% driven by the services sector and higher infrastructure investments. As a
result, we expect same-store sales growth in the mid-single-digit percentages during
2019 for most rated retailers in the region, and additional revenues growth deriving from
new stores. The retail industry in Latin America is still highly fragmented, which should
allow large players to maintain relevant growth even amid low GDP.

2. Interest rates will rise in certain markets
Increased interest rates in the U.S. in 2019 will likely be the most notable scheduled
increase as quantitative easing (QE) unwinds. A recent interest rate increase in the U.K.
along with uncertainties surrounding its pending exit from the European Union (EU)
continue to affect investment and funding decisions. Rising rates in other regions remain
subject to a more sustained economic recovery as QE ends by December 2018. How rising
rates affect economic growth, including consumer spending, remains a question. In
addition, rising funding costs will likely affect the ability of highly indebted ‘B’ category
rated companies to orderly refinance maturities coming due in 2019 and 2020. For
LATAM and APAC (developing countries), we expect consumer lending to remain solid, as
both credit supply and demand should be relatively strong on high consumer confidence.

3. A more inflationary environment
We expect an increased likelihood of rising wages and continued mixed news on energy
prices as challenges for retail, even if higher wages could help consumer spending. We
expect other sources of inflation such as freight costs, tariffs, store running costs
(including rising business rates in the U.K.), and often outsourced fulfillment costs as
pressure margins for some retailers.
Overall, we believe inflation might be more of a drag than an opportunity for retailers, as
in such a competitive environment, and might be hard to pass increases to consumer
prices.
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Key risks and opportunities
Retail and Restaurants
1. Adapting to shifts in consumer preferences is critical as e-commerce shapes
most retail segments
While consumers increasingly focus on value retail, millennials' buying habits (including
brand choices) are more varied. Technology drives high price transparency and lower
barriers to entry to which many traditional retailers are struggling to adapt.
E-commerce is disrupting almost all segments of retail to greater or lesser degrees,
leading many legacy retailers to reconsider their go-to market strategies and physical
footprints. Among more heavily challenged retailers, some department stores and
consumer electronics (Best Buy Co. Inc. in the U.S. has been an exception) stand out as
the worst performers, in particular in EMEA, where almost major market players posted
profit warnings, if not bankruptcy filings. That trend expands to the food segment, once
perceived as more immune from e-commerce disruption. We assume that online
competitors and traditional retailers will continue to take pages from each other's
playbooks to attract and retain consumers. Not all strategies will be successful, but
success will attract new offerings; execution will be the risk factor. We think signs of
winners and losers are emerging now, although the upheaval of the retail landscape will
continue.
In Japan, for instance, we expect consumption to remain slightly weak in the next 1-2
years given recent price rises, including for fresh food and energy; price-consciousness of
consumers; and expectations of reduced purchases after a consumption tax increase
scheduled for October 2019. In Australia, consumers are more focused on prices, and
retailers were forced to cope with increasing penetration of discounters. In China,
consumers are shifting preferences to services and leisure in physical stores. Average
online transactions per person per year is much higher in Asia at about 22.1 compared
with 19 for the U.S. and 18.4 in western Europe, which could translate to faster transition
in China. To cope with this, retailers have scraped and rebuilt old retail formats into
shopping centers with entertainment offerings. We think profitability of predominantly
offline retailers in Japan and China is unlikely to recover materially, because of severe
competition on price with online retailers as well as investment burdens to digitalize their
businesses. In addition, continuous investment in physical stores and rising investment
in e-commerce business and infrastructure, such as for information technology (IT) and
logistics, will inflate their financial burdens.
Online and offline retailers are beefing up both their physical and virtual operations.
Major online retailers crossed into the offline retail business by acquiring brick-andmortar retailers or by partnering with them. After acquiring Whole Foods Market in 2017,
Amazon struck a deal with Casino in France, and Alibaba and Auchan formed a joint
venture in October 2017. Walmart acquired Flipkart in India in 2018. Further crosssegment development and penetration by online retailers poses a material threat to
traditional retailers but encourages change in retail business structures. In particular,
major retailers' efforts to attract customers with a combination of online and offline
experiences will be a key to growth. As online retail giants grab market share and
escalate competition both online and offline, rated offline retailers will need ample
financial buffers plus financial management capable of balancing financial discipline
with investment for growth.

S&P Global Ratings

November 13, 2018

194

Industry Top Trends 2019: Retail and Restaurants

2. Geopolitical shifts and regulatory pressure
Election results over the last two years reflect de-globalization in many cases but have
not yet significantly disrupted the status quo to the extent some predicted. But retail
growth prospects around the world compete with evolving geopolitical trade effects on
companies, consumers, supply chain, trade relationships, and evolving economic
tensions and policies including the U.S.-China trade dispute and related tariffs. Rising
tensions around tariffs could lead to pressures for U.S. retailers. In the U.S., we revised
an outlook to negative based upon expected tariff headwinds.
In Europe, looming deadlines such as EU parliamentary elections and Brexit in absence
of an agreement raise the risk of a greater slowdown (or even decline in the U.K.), GDP
growth, and weaker business and consumer confidence. Weaker local currencies would
fuel inflation and revenue growth for retailers, but tariffs and regulation could disrupt
supply chains and increase costs and working capital outflows more than what we
include in our base case, eroding further financial flexibility.
Until the formal U.K. departure from the EU in March 2019, we expect retailers to work
toward cost optimization and supply chain effectiveness to maintain market shares and
resist price increases that could hurt top lines. We believe discounters have more
headroom because of lean structures and their focus on efficiencies. Therefore, we
expect to see blurring lines between discounters and supermarkets. Grocers are
increasingly pushing private-label brands to compete with discounters on every front
possible. The new trade, quota, and tariff landscape might evolve post Brexit but has yet
to be revealed. However, retailers are already rearranging supply chain agreements.
European elections in May 2019 could translate into a more sovereigntist-colored
parliament, likely to affect consumer confidence in continental Europe.
We also expect regulatory pressures to become increasingly important in 2019. For
instance, the EU is in the process of adopting a directive that will set a new framework
reinforcing suppliers’ bargaining power vis-à-vis food retailers. The framework addresses
measures such as shorter payment terms and restricted order cancellation on perishable
products, more stringent than supply agreement terms. Regulatory changes of trading
hours or of promotional sales periods are already affecting retailers operating in Poland
and France.
This inflection in regulation, however, is not an EMEA-only nor brick-and-mortar
phenomenon. While 2018 is marked by mounting debate on regulating unfair market
practices from the online platforms in the U.S. and EMEA, 2019 could mark the start of
concrete legislation or legal actions on both sides of the Atlantic Ocean. For instance, in
the EU, legal actions are under way by the Competition Commissioner to challenge the
preferential tax regime granted to Amazon by Luxembourg authorities. Another is being
discussed to tax more efficiently digital companies operating in the EU. Large technology
companies have come under greater public scrutiny as they hold vast amounts of
personal data or market importance. Time will shape the regulatory environment, and
this could translate into changes in the legal landscape. As of now, we don’t see such
potential changes materially affecting business models of either brick-and-mortar or
online retailers.
We do not expect the USMCA to meaningfully affect Canadian grocers, although smaller
retailers could be affected by the introduction of a higher de minimus threshold for crossborder purchases.
If the USMCA is approved, Mexican retailers could benefit from a better trade
environment and restored investor confidence. The new agreement largely preserves the
trade framework and contains only marginal changes maintaining the overall status quo.
The USMCA will require approval by the legislatures of the U.S., Mexico, and Canada to
take effect, which will not happen until 2019. We expect that the trade deal could boost
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investment for Mexico, improve business confidence, and reinforce the positive consumer
sentiment generated after the presidential election in July.
On the other hand, Mexico’s President-elect Andres Manuel Lopez Obrador recently
announced that he plans to cancel construction of the New Mexico City Airport, following
a public consultation. In our view, this announcement will trigger a period of volatility and
uncertainty that could undermine investment confidence and affect consumer decisions,
which may very well hinder the sector’s short- and medium-term growth prospects.
In APAC, U.S.-China trade affects the supply chain, with several trade-oriented and open
Asian economies integrated into the global chain. In particular, South Korea, Japan, and
Taiwan are key trading partners for China and significant members of the regional goods
supply chain, while China is the biggest trading partner for most of the region. We also
believe that reduced demand from the U.S. and China, because of lower growth in these
two large economies, would weigh on Asia-Pacific economies and subdue consumer
sentiment.
U.S.-North Korea negotiations over denuclearization of the peninsula are continuing, but
the situation is somewhat eased. Market reaction (or overreaction) to an event that could
undermine credit conditions.

3. A sharp downturn in the global economy in 2019
Many retailers across the globe struggle to stabilize their top lines and margins amid
secular shifts--as noted above, negative outlooks outweigh positives. While we do not
predict a sharp downturn in the global economy in 2019, in such an event we would
expect a jump in the rate of downgrades of those issuers that are barely treading water.
We would likely expect downgrades or negative outlooks even on companies performing
relatively well since, regardless of the form of the downturn, we assume consumer
spending would be hard hit. Value-focused retailers performing strongly now may not
face negative rating actions since they demonstrated solid performance in the financialcrisis-triggered great recession.
For instance, in the scenario of a sharp downturn in the global economy in 2019, we could
expect significant currency devaluation in Latin America, leading to higher interest rates
to counterbalance rising inflation. We would likely expect lower consumption mainly for
discretionary retailers and profitability pressures related to both higher costs and wage
expenses. As Brazilian entities recently experienced similar conditions due to a severe
local downturn, we believe they are well positioned to adjust operations and costs if
needed to mitigate the expected pressures. Also, in Brazil and Mexico, we believe that
retailers’ lower leverage than the global average, low refinancing needs, and flexibility to
delay expansion capex mitigate likely weaker cash flow generation in a global downturn,
limiting the downside risk for the ratings.
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Industry developments
The ramifications of permanent change in consumers’ retail shopping habits will continue
to benefit some retailers and confound others in 2019. E-commerce’s share continues to
expand for almost all retail sectors, but share gains are not confined to pure play online
retailers. Winners and losers are emerging, but it’s not a winner-take-all game.
We don’t expect any change to key trends:
– Consumers are sensitive to prices and tend to seek the best bargains.
– Millennials are a large and influential demographic in many countries. In the U.S. for
example, the millennial generation is the most populous.
– Rampant growth in online sales has created more price transparency and made
comparisons and access easier for many products.
– Increasing private-label penetration, with most retailers doing so to protect margins
in certain categories.
The e-commerce evolution has already shown that previously successful retailers may
not remain so. At a minimum, their growth rates will slow if they do not execute ecommerce strategies well. Simply closing stores in oversaturated sectors will not be a
sufficient ingredient for future success.
Internet sales, although increasing faster than the sector in general, still only account for
around 10% of total U.S. retail sales, yet e-commerce has a disproportionately large
impact on the traditional retail sector. The suggestion that Amazon may enter a segment
of retail is usually sufficient to trigger a drop in market value for even well-established
players in that sector.
It is not easy to reformat parts of the business model, including supply chain and
distribution networks, while enhancing customers’ store experiences. At the same time,
pure online operators are building a physical presence--often via acquisitions or
partnerships--while some traditional retailers are also on acquisition sprees for digital
capabilities. We think the consumer is comfortable with multiple channels and that many
retailers are working to catch up. Because of this, we do not see e-commerce penetration
diminishing, nor do we imagine the vast majority of sales in most segments occurring
online.
Grocery is a good example of how the mixture of brick-and-mortar and online channels is
evolving. In the U.S., grocery online penetration is low, and Amazon is not dominant.
About a year after the Whole Foods acquisition by Amazon, large traditional grocers
continue to invest in and test online formats (such as click-and-collect) and prepared
foods. Food away from home is about 50% of food consumption in the U.S., so grocers are
increasingly competing with restaurants. We see similar early-stage dynamics in other
retail segments, such as pharmacy and perhaps auto parts. Other segments--apparel,
electronics, and office supplies, for example--are further along in share capture by ecommerce. This does not mean that long-term winners and losers are determined; each
retailer competes constantly and must evolve to stay relevant.
An increasingly popular European phenomenon is “phygital”. Retailers have
experimented with store models, customer flows in-store, and investing in employees for
better customer service for a while. But new age e-commerce retailers have perfected the
last-mile reach and are strong in using analytics to target customers better. To bridge
this physical and digital gap, traditional brick-and-mortar retailers are entering into
partnerships with tech giants. Through these win-win partnerships, retailers are looking
to redefine traditional retail through digital transformation. For example, Carrefour
announced an exclusive partnership with the buying alliance Systeme U for the purchase
of the national and international brands and an increased commitment in favor of French
agricultural producers. It also signed a three-year partnership with Tesco, the U.K.'s
largest grocer, to jointly purchase own-brand products and provide greater choice at
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lower prices. Auchan announced a partnership with Alibaba, which we expect will further
solidify its position in China. Casino also signed a partnership with Amazon to offer
Monoprix grocery items in express delivery (1-2 hours) via the Amazon Prime platform. In
the U.S., Kroger is partnering with British online retailer Ocado for its automated
fulfillment expertise. Ocado also shook hands with Casino to develop the platform for
automated delivery in France.
For EMEA retailers, long-term competitiveness, apart from appealing product variety, will
depend on an ability to meet increasingly demanding customer expectations on
fulfillment. Technology and systems that improve stock availability while maintaining
nimble inventories and overall minimize transaction time for consumers--such as fast
checkout, seamless access to a shopping basket across mobile or desktop platforms,
smart search engines, speed of delivery--will remain among top priorities for
transformational investments in 2019.
In Latin America, the retail market remains more fragmented than in the U.S. and Europe,
with a significant share of the market controlled by the informal market and mom-andpop shops. The large retailers we rate are investing in big data and new technologies to
understand consumer needs, stay relevant, and gain market share. Still, e-commerce
remains small compared to total retail revenues as the still-low internet penetration in
households limits consumer demand. For most retailers that we rate in LATAM, online
sales represent less than 5% of total sales, and we don’t expect a major change in the
next two years. Nevertheless, important investments in this channel recently are both
organic and through acquisitions. Companies are positioning to take advantage of the
long-term high growth potential of this segment and to face competition from
international players, such as Amazon, which is gradually expanding in Brazil.
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– Real Estate Disruption: How Retail REITs are Wading Through the E-commerce Waters
Around The Globe - May 23, 2018
– Disruption: The Sands are Shifting Under Europe's Traditional Bricks-And-Mortar
Grocers - May 1, 2018
– Food Retail Disruption: How Can "Modern" Grocers And Consumer Goods Makers In
The U.S. And EMEA Remain Seasoned? - May 1, 2018
– Disruption: U.S. Grocers Must Stay Fresh To Meet Customer Demand - May 1, 2018
– Stressed And Distressed Retailers: Looking Forward (Or Down) Past The Tipping Point
- Feb. 27, 2018
– Tech Disruption: Amazon Drives (And Flies) Into The Delivery Business--Not So Fast Feb. 22, 2018
– Tech Disruption: U.S. Health Care Is "Prime" For Change By Amazon And Others - Feb.
15, 2018
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Cash, debt, and returns
Global Retail and Restaurants
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: The outlooks on our ratings of global technology companies
remain mostly stable, reflecting the relatively solid underlying operating
fundamentals. Our non-stable outlooks have a 2:1 negative bias that reflects
operating weakness at certain legacy hardware providers, higher leverage at some
sponsor-held companies, and higher leverage resulting from acquisitions.
– Forecasts: We expect IT spending to moderate to the level of global GDP growth
(3% to 4%) in 2019 based on mid-single digit percent growth in software, which
continues to benefit from the ongoing software as a service (SaaS) transition, and a
similar rate of growth in services. This growth will be partially offset by a decline in
semiconductor sales and flat hardware revenues, despite strong hyperscale data
center spending.
– Assumptions: After two years of robust growth, we expect semiconductor industry
sales to decline in the low-single-digit percent area in 2019 as memory market
correction is offset by continuing growth in non-memory segments. Memory prices
are already declining and should continue to do so through 2019 due to supply
expansion despite strong underlying demand. Non-memory should continue to
expand, although more slowly, reflecting stable demand from diverse markets.
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– Risks: If the U.S. follows through with its threat of tariffs on an additional $250
billion of Chinese imports, most technology products coming into the U.S. would
see their costs rise, and China would likely retaliate, shaking business confidence
and hurting global IT consumption.
– Industry Trends: SaaS is driving almost all of the growth in software applications,
and we expect healthy double-digit percent revenue growth in 2019. We expect this
trend to continue because of the benefits that accrue to both customers (lower
upfront cost, easier implementation) and providers (recurring revenues). “Born in
the cloud” companies should continue to outperform legacy software providers.
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Ratings trends and outlook
Global Technology
Chart 252

Chart 253
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Ratings outlooks
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Ratings outlook net bias
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Industry forecasts
Global Technology
Chart 258

Chart 259
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Key assumptions
Technology
1. IT spending will decelerate while cloud migration continues
We expect 2019 global IT spending growth to track overall GDP growth. The secular
growth story for public cloud should continue over the longer term, benefitting hardware,
software, IT services providers, and semiconductor vendors with high exposures to cloud
service providers. However, we believe the strength in on-premise IT spending seen over
the past 12 months will ebb in 2019 as macroeconomic growth and the boost from U.S.
tax reform become less of a tailwind.

2. Semiconductor industry growth will turn negative in 2019
After two years of robust growth, we expect the semiconductor industry to decline in the
low singles digits in 2019 as correction in the memory market is offset by continuing
growth elsewhere. Memory prices are already declining and should continue to do so
through 2019 despite strong underlying demand due to supply expansion. Non-memory
should continue to expand, albeit at a slower pace, as demand drivers are diverse and
growing. Overall, we expect the industry to exhibit reduced volatility in the future due to
the broader applications for semiconductors as well as recent industry consolidation that
we believe has prompted companies to become more rational and disciplined in their
capital spending.

3. SaaS continues to drive bulk of software industry growth
SaaS is driving almost all of the growth in software applications, and we expect continued
double-digit percent revenue gains in 2019 and healthy growth over the next several
years. We expect this trend to continue over the next several years because of the
benefits that accrue to both customers (lower costs, easier implementations, better
scalability, and budgetary flexibility) and providers (faster innovation, larger addressable
markets, and recurring revenue). The most successful SaaS companies to date were
“born in the cloud” and pursued broad, easier to rip and replace software, versus mission
critical applications. Mission critical applications are riskier to switch, and narrower
products are less attractive to new entrants. We see, however, that the companies
already providing these products have had more time to develop their own SaaS
products.

IT spending will decelerate while cloud migration continues
With macroeconomic growth less of a tailwind, we expect IT spending to grow in line with
global GDP in 2019. This is a deceleration from our expectation for a mid-single digit
percentage growth for 2018, which benefitted from a global synchronized growth
environment in 2017 and early 2018 as well as tailwinds from U.S. tax reforms during the
year. We believe the secular cloud adoption trend and customers’ evolving spending
priorities will be a harsh reality for IT hardware vendors that will undoubtedly lead to
challenging growth prospects and margin pressure down the road. We also anticipate
more mergers and acquisitions (M&A) or restructuring among IT hardware vendors as
they pursue inorganic growth to add cloud, digital capabilities, or software functionalities
in order to diversify and reduce their exposure to areas that face tough challenges due to
increasing workload migration to the cloud.
Of an estimated $2.6 trillion in worldwide IT expenditures in in 2019, we think that about
$195 billion will be spent on the public cloud. This compares to an estimated $160 billion
in spending on the public cloud out of about $2.5 trillion in worldwide IT expenditures in
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2018. We expect that the growth in cloud outlays will significantly outpace growth in
overall global IT spending for years to come. According to IT market research company
International Data Corp. (IDC), worldwide public cloud service revenue will increase by a
21.9% compound annual growth rate (CAGR) between 2016 and 2021.
Cloud service providers have become increasingly influential consumers of hardware and
software, causing pricing pressure and forcing vendors to change their business
strategies. For example, many software companies have had to transition their product
offerings to software-as-a-service (SaaS) from a license sales model to meet changing
customer preferences, putting those who are slow to adapt at a competitive
disadvantage. The impact on IT hardware vendors is even greater, in our view. While we
expect a long tail of IT infrastructure spending in traditional enterprise data centers, we
also believe that enterprise customers will increasingly allocate less of their budget to
on-premise data center infrastructure in favor of migrating workloads to cloud
infrastructure, applications and services, digital transformation, security software, big
data analytics, artificial intelligence, and machine learning.
We expect overall growth in the IT hardware industry to be flat to slightly positive over the
next 12 months, moderating from low-single-digit percent growth in 2018. We believe
recent performance is due more to a favorable economy and pent-up demand from
underinvestment than a pivot to sustained spending. It is our belief that the secular trend
of workload migration to the cloud from traditional data centers, which hurt sales of
legacy IT hardware solutions, is still in the early innings. As such, we are cautious on the
IT hardware landscape over the next few years and expect to see intensified competition
that adds to operational risks and heightens M&A activity.
Server
Server growth has been stellar in the first half of 2018, up by about 40% on a year-overyear basis, resulting mainly from strong demand from hyperscalers, rising average selling
prices (ASPs) from higher DRAM prices and richer configurations, and enterprises
investing in new infrastructure as they move their workloads to the private cloud.
Understandably, we do not believe this high growth rate is sustainable in the long term, or
even in the second half of 2018. Starting in late 2018 we expect hyperscalers to absorb
their large server purchases and further optimize utilization, enterprise customers to
moderate their spending for servers and further consolidate their data center capacities,
and DRAM prices to decline. All those factors will contribute to our expectation for
somewhat lower server market revenue growth in the mid-single-digit percent area in
2019, following a strong performance in 2018.
PC
The call for significant unit declines in the PC market year after year have not played out
in 2018, thanks to demand from developed markets that kept PC unit shipments at only a
marginal decline. The commercial PC market was stronger than we expected, bolstered
by improved macro conditions, healthy enterprise Windows 10 deployments, and good
demand for gaming notebooks. For 2019, we expect a 1% to 2% decline in PC shipments,
in line with the IDC forecast. Our forecast is based on the ongoing strength in the
commercial market from the Windows 10 refresh cycle, which we expect to continue,
although the potential Intel CPU shortage could have some impact, as we believe
competitors, i.e. AMD, will seek to fill the void. The three largest PC vendors–HP Inc., Dell
Technologies Inc. and Lenovo–have steadily gained share from ODMs and we expect that
trend to continue.
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HDD
We expect hard-disk-drive (HDD) shipments to decline in the high-single-digit percent
area in 2019 following a mid-single-digit percent decline in 2018. Solid state drive (SSD)
prices started falling in the second half of 2018 and the trend should continue in 2019,
driving higher SSD attach rates in PCs and making SSDs more affordable to use in
servers. We believe the secular trend of lower SSD prices will continue to reduce the
prospects for HDD unit sales, with SSD displacing HDDs in PCs and servers. It would be
imperative for HDD vendors (i.e. Western Digital and Seagate) to continue with their
innovations, such as improving HDD compression techniques, while also preserving
profitability by seeking operating efficiencies to combat lower unit sales and pricing
pressure.
External Storage
We expect that external storage systems revenue will be essentially flat in 2019 following
unexpectedly resilient growth in the first half of 2018, when revenues rose, year over year,
in the mid-teens percent area. Demand for all-flash arrays has been solid and we believe
there is room for further growth as all-flash arrays replace traditional HDD-only external
storage systems. The viability of the hybrid cloud environment, where a significant
proportion of workload in both enterprise data centers and cloud environment will reside,
is paramount to the sustainability of the external storage systems market. We are seeing
that large cloud providers prefer to leverage their scale to custom build and procure
storage infrastructure instead of purchasing it from major vendors such as Dell-EMC and
NetApp. Meanwhile, we expect enterprise customers, who have traditionally been major
purchasers of external storage systems and have growing storage needs, will leverage
technology to optimize their storage capacity.
Smartphone
We expect the smartphone market to be relatively flat in 2019. The market remains
mostly saturated in developed countries, and China is experiencing noticeable slowdown
in demand, but continuous improvements in overall phone functions and general
performance should incentivize consumers to continue replacing their older models,
although at a slower pace than in the past. We also expect ASPs to increase gradually, as
phone manufacturers continue to pack more memory, better cameras, and longer battery
life into larger screens. Apple’s new iPhone XS Max, for example, has a starting price of
$1,099.
Networking equipment
We expect the networking equipment market to be flat to modestly positive in 2019,
reflecting the continued buildout of the cloud and the demand for faster speed on the
switching side. Service providers will continue to invest in 100G/400G routing capacity to
meet higher bandwidth demand, but we are cautious of uneven carrier spending
patterns. Beyond 2019, 5G rollout should provide a slow but consistent tailwind.
Telecom equipment
The decline in the mobile telecommunications equipment market is slowing down, and we
think the market could stabilize in 2019 before growing again (after a high single-digit
percentage decline in 2017 and a low single-digit percentage decline in 2018). The
relative improvement in 2019 will result from additional investments in 4G (although 4G
networks already reach about 60% of the world’s population) and gradual deployments of
5G. However, we think 5G investments will take time and their magnitude is uncertain.
According to market research group Dell'Oro, 5G base-station shipments will not
overtake those for 4G until 2022. Depending on when spectrum and smartphones are
available, we expect the first 5G use cases will relate to enhanced mobile broadband
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before potentially including IoT applications for autonomous driving, smart cities, remote
medical procedures and virtual reality.
Printers
We expect that sales of printers in 2019 will be flat to modestly lower amid market
saturation and the ongoing shift to digitization of content and documentation. That, in our
view, will lower the longer-term prospects of printer installations. Nonetheless, we
expect the shipment in high-end MFP (multi-functional printers) with enhanced cloud
services to grow, as the major global companies launch new products in 2019. This
should offset the volume decline in single-function printers. Nevertheless, we expect to
see pressure on the industry’s profitability that forces companies to pursue cost
reductions and business restructuring.
IT services
We expect to see 4% to 5% growth in worldwide IT services in 2019, with the evolution of
cloud migration and digital transformation continuing to boost demand. While we
anticipate that the demand for business process outsourcing and traditional systems
and software implementation will decline, services to help move workloads into the
cloud, along with the integration of new digital platforms with existing data and
infrastructure, should enable IT service providers to see mid-single-digit percent growth
next year. Enterprise customers appear increasingly ready to transform their business
models as they seek new revenue-generating ideas, and we see them allocating more of
their IT budgets to digital transformation and cloud migration, a trend that is likely to
continue over the next few years. As such, we believe that the growth in IT services is
highly correlated with global GDP growth.

Semiconductor industry growth will turn negative in 2019
The semiconductor industry has grown even faster than the global economy in the past
few years. But that fast pace is slowing, and we anticipate the overall industry will see
revenue decline in 2019.
Sales climbed 22% in 2017 to over $400 billion, and the industry is poised to grow
another 16% in 2018 to over $470 billion, according to World Semiconductor Trade
Statistics (WSTS). This would represent an industry expansion of nearly $140 billion in
just two years. The memory segment has led the way, accounting for over 60% of this
growth. But almost every major product category, from analog to logic, has also grown.
The main reason for the strong growth in memory in past two years has been the
increasing demand from smartphone manufacturers, and the growth of enterprise and
cloud data centers. Demand for both DRAM and NAND have been robust, with the latter
taking share from hard disk drives, resulting in rising ASP. However, the growth hasn’t
been isolated to just memory. Analog, discretes, and sensors have all grown above their
historical averages because the industry is no longer dependent on PC-driven cycles but
sells into the growing markets such as automotive and industrial, for example. In 2017,
the non-memory semiconductor market grew 12% and we expect that it will grow by
another 8% by the end of 2018.
But with the memory segment entering a period of price erosion, we now forecast a
moderate overall industry decline in 2019, reflecting mid-single-digit percent growth in
the non-memory segment, but a low double-digit percent decline in the memory segment.
Memory prices have already entered a period of correction, with NAND ASP already
declining and DRAM starting to decline. We continue to see favorable end-market
demand for memory over the coming year, as consumption needs shift to smartphones,
data centers, and IoT applications, and away from PCs. We also expect increased DRAM
consumption, although ASPs will decline due to increasing bit supply. Likewise, we
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expect NAND ASP erosion to continue through 2019 as yields improve after industry’s
migration to 3D NAND.
In non-memory, we continue to see a healthy demand for auto-related semiconductors
used for driver assistance systems, entertainment, and of course, in electric vehicles.
Industrial users, from manufacturers to the healthcare industry, also continue to
incorporate greater silicon content in devices they use, providing a boost for many
semiconductor companies. We expect relatively flat unit sales for both PCs and
smartphones, but increasing semiconductor content in each will drive overall revenue
growth, and the communications market should grow modestly in 2019. In all, we expect
the non-memory segment to grow near the rate of global GDP growth, in the mid-singledigit percent area, down from the high-single-digit percent likely in 2018. That slowdown
reflects near term concerns about slowing auto and industrial growth, signs of excess
inventory in the industry, and potential China-related trade friction.
We expect the industry’s growth will generally track that of global GDP in the long term,
such that strong growths years such as 2017 and 2018 are offset by periods of revenue
declines. That said, we posit that the overall industry will likely experience reduced
volatility in future years, 2019 memory decline expectation notwithstanding, due to
broadening end markets that now include more stable industries such as automotive,
industrial, and communications, as well as additional growth drivers such as internet of
things (IoT) and machine learning. Moreover, on the supply side, industry consolidation
over the past decade has reduced the number of competitors in the market. The top 10
semiconductor companies now account for 60% of total industry revenues versus 50% 10
years ago. Fewer suppliers, as well as the growing influence of foundries, has also meant
better capital spending discipline. Memory companies that are reducing or delaying
capital spending in the face of price erosion indicates to us that they have become more
rational and focused on profitability versus market share.
We are also keenly aware of China’s aggressive investments to expand its own
semiconductor ecosystem, and the country’s escalating trade rhetoric with the U.S.
China’s investments in memory, especially NAND, have the potential to disrupt the
industry dynamics over the longer term. However, we don’t expect this to affect our view
of the overall market for next two to three years.

SaaS continues to drive bulk of software industry growth
The SaaS delivery model is driving the majority of total software application revenue
growth, and we expect that trend to continue over the next several years. IDC expects the
global application software market will have grown at a compound annual growth rate of
6.7% between 2013 and the end of 2018, with SaaS applications having grown 23%, and
traditional models having grown just 2%. Put another way, SaaS’s share of the
application software market will have risen to 34% in 2018 from 17% in 2013. We expect
these trends to persist over the next several years, although SaaS growth is likely to fall
to less than 20% annually in the next several years.
SaaS providers will continue to see higher revenues because they offer a number of
benefits to both software users and developers. Customers often find a lower total cost of
ownership, as the SaaS provider can more efficiently manage technology hardware and
maintenance. They also find lower upfront costs and less complex implementations,
making it easier for new customers to purchase. And all customers can more easily scale
applications across their enterprises, get quicker access to the latest updates, and have
more predictable software expenditures as they shift software spending from capital
expenditure budgets to operating expense budgets. Software providers, for their part, can
bring product innovations to market faster, gain recurring and predictable revenue, and
get more small and mid-sized business customers because of the lower upfront costs.
Salesforce.com, Workday, and ServiceNow have been the most successful companies at
leveraging the SaaS delivery model to take share from incumbent on-premises providers.
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The two key characteristics of these companies we see are that they were “born in the
cloud” and that they pursued broad, but not mission-critical, applications.
Being cloud-first, they avoided the innovator’s dilemma–the incentives to maintain
existing businesses that impede large incumbents from bringing disruptive technologies
to market. They simply had no legacy business to worry about disrupting. They pushed
ahead with SaaS delivery when the market was too small to be meaningful for the
incumbents, and customers eventually adopted their products on a larger scale as they
better understood the value proposition. They also pursued very broad applications used
by every large enterprise; Salesforce.com in customer relationship management,
Workday in human capital management, and ServiceNow in IT service management. But
while these applications are important, they aren’t mission-critical, thereby lowering one
of the barriers to adoption by customers. As a result, these companies have taken market
share from the likes of Oracle and SAP.
We have not seen as much success from challengers competing in applications that are
narrow or mission critical. For example, we think that customers have been slower to
choose SaaS enterprise resource planning (ERP) or database solutions because the
greater transition risk creates a barrier to adoption. We don’t think this barrier is likely to
last forever, but it gives an incumbent like Oracle more time to develop its own cloud
strategy for these products. Indeed, Oracle acquired NetSuite in 2017, a provider of SaaS
ERP solutions for small and mid-sized businesses, and the deal has accelerated Oracle’s
effort to transition its own ERP products to SaaS for large enterprises. Similarly,
Microsoft’s dominance in office productivity software gave it the space to develop Office
365, putting it among the leaders in SaaS application software, second only to
Salesforce.com according to IDC. Companies with narrower, niche products have also
been at less risk from SaaS disruptors because the markets for these products may be
too small to attract the venture capital necessary to fund their initial development.
Companies like Infor, Inc., which specialize in products tailored to niche segments, have
slowly but surely SaaS-enabled their legacy products and can now offer customers their
own SaaS products.
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Key risks and opportunities
Technology
1. Trade tension is the biggest risk to favorable IT spending environment
Escalating trade tensions between the U.S. and China pose the biggest risk to our If the
U.S. follows through with its threat to impose tariffs on another $250 billion or more in
goods from its largest trading partner, most technology products imported from China
would be affected. In this scenario, we would expect the Chinese to retaliate with nontariff actions, such as boycotting American goods or limiting U.S. business investment
and operations in China. We believe that would shake business and consumer confidence
worldwide and hurt overall IT consumption.

2. Credit quality continues to decline at sponsor-led companies
Investor tolerance for extremely high financial leverage has led to the median leverage at
new sponsor-led transactions rising to over 9x. About two-thirds of these new deals are
now rated ‘B-’, much higher percentage than in previous years. In addition, we are also
seeing low quality, highly adjusted EBITDA calculations from management, and which
often give companies credit for unrealized performance improvements.

3. Technology should fare better in case of a sharp economic downturn in 2019
We believe that most IT companies are relatively well positioned to withstand the next
recession, whenever it occurs, although declining business confidence could delay
technology investments under such a scenario. Sponsor-held companies would be most
affected, as technology LBOs generally carry higher leverage than other corporates.
Hardware companies would also be at risk because customers could defer new capital
investments. Meanwhile, memory semiconductor companies would likely face even
greater pricing pressure given their commodity-like products. Investment grade issuers,
however, should mostly fare well, although those that made large debt-financed
acquisitions could see their ratings pressured if expected synergies or debt repayments
are delayed during a downturn.

Trade tension is the biggest risk to favorable IT spending environment
U.S.-China trade tension appears to have worsened since September, when the U.S.
Trade Representative (USTR) imposed a second round of tariffs on an additional $200
billion worth of Chinese imports at an initial rate of 10%, and rising to 25% next year.
Those tariffs follow a 25% tariff on $50 billion worth of products implemented in July and
August. The technology products included in the first two rounds of tariffs include hard
disk drives, some semiconductor products, networking equipment, and consumer
electronics products. Relative to other sectors such as automotive and agricultural
products, the damage to technology has been benign so far because major technology
goods such as smartphones, personal computers, servers, and CPUs, were spared in the
first two rounds of tariffs.
Because of security or tariff concerns, Asian EMS companies have assembled some
products destined for the U.S. outside of China, such as some networking equipments
that are now being assembled in Mexico and Taiwan. Asian EMS and hardware
companies could also utilize their capacity in other regions, including Southeast Asia, to
make U.S.-bound products without significant additional costs.
Technology companies are already on high alert for more tariffs to come. Tariffs add to a
company’s costs and have to be absorbed by the company itself, its supply chain
partners, or passed along to end customers. Some companies, such as Micron
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Technology, have said that tariffs on their memory products would hurt profitability. Cisco
Systems has said that the impact from tariffs would be fairly significant. It has decided
on raising prices to help offset some of the tariff burden. However, U.S. suppliers are
reluctant to raise prices on products that have commodity-like features, such as
semiconductor memory where competition comes from vendors such as South Korea’s
Samsung Electronics and SK Hynix. To the extent possible, however, technology
companies would prefer to move manufacturing or final assembly destined for the U.S.
out of China to areas where they have excess capacity. Seagate, for instance, has already
moved some of its hard disk drive assembly to Thailand.
The U.S. administration and the USTR have asserted that China has long pressured
foreign companies to share valuable intellectual property for the right to operate in China.
They also believe that imposing tariffs on Chinese imports can pressure China to change
its unfair trade practices against foreign companies and help narrow the U.S. trade
deficit with China. So far, China has yet to relent. Instead, it has vowed to retaliate with
more tariffs on U.S. imports, increasing the likelihood that the White House will impose
additional tariffs on another $250 billion of Chinese goods. If that happens, we think it’s
unlikely that the major technology products excluded in earlier rounds of tariffs would be
spared.
We believe this outcome would have an outsized impact on consumer electronics and
semiconductor products such as CPUs and GPUs. The majority of global semiconductor
manufacturing and assembly is based in China. It would be unrealistic, disruptive to the
supply chain, and cost-prohibitive for these large operations to relocate outside of China.
We are also concerned that a trade war could cause China to undertake non-tariff
retaliation with a consumer boycott or limitations on the operations of U.S. companies
there. This would affect the tech companies whose revenue is heavily lined to the Chinese
market – for example, about 20% of Apple’s $255 billion in revenues in the 12 months
ended September 2018 was generated from China.
Another concern is that the Chinese economy could take a bigger hit from a full-blown
trade war than the U.S., hurting Chinese technology hardware companies that focus on
the domestic market for smartphone, TV and other IT hardware. These are areas that
have already seen slower growth because of increasing market saturation. Such a
slowdown, together with the high capital expenditures that we anticipate in areas such as
semiconductor and display panels, could strain the debt leverage of China’s technology
hardware sector. Other Asia-Pacific region technology companies with high exposure to
the Chinese market could also experience additional revenue risk, though the cash flow
impact would likely be mostly manageable. And while Chinese internet companies could
be hurt by a slowing domestic economy (and increased regulation), the government’s
stimulus, aimed at boosting domestic consumption, could ease the pressure.
One other region of the world where the state of IT companies could be in an unusual
amount of flux is Europe, with the approach of Brexit. We don’t believe Brexit, however,
will present major threats for technology companies beyond potential damage to the
British economy and the difficulty IT companies there may face in accessing qualified
staff in some specific areas. Moreover, the magnitude of the Brexit impact on technology
companies will depend on their specific business lines, the geographic source of their
revenue, and the type of clients they serve. We do not assume a hard Brexit at this stage,
which could have a bigger impact because of liquidity or regulatory changes. However,
even in a hard Brexit, we don’t generally expect a significant impact on technology
companies.
Moreover, we expect the impact of Brexit on large multinational technology companies
will be limited given the small exposures they have to the UK. These large companies
include equipment vendors (like Ericsson and Nokia), semiconductor companies (like
NXP, STMicro and Infineon), and software provider SAP. As an example, Ericsson and
Infineon derive each less than 3% of their revenues in the UK. Similarly, we do not expect
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any disruption to the R&D or supply chains of hardware companies, because such
activities have limited exposure to the UK.

Credit quality continues to decline at sponsor-led companies
Increasingly rich valuation multiples and investor tolerance for high levels of financial
leverage have continued to drive a deterioration in credit quality in financial sponsor-led
transactions. We have seen median leverage levels for new transactions increase to over
9x in 2018, up from the 7x levels seen in recent years, and we have issued ‘B-’ ratings to
two-thirds of new private issuers in the past year, up from about 50% in 2017 and about
40% in 2016. We see no signs that investor willingness to lend to these extremely highlyleveraged companies is waning. Nearly half of new deals we have seen in 2018 feature
companies borrowing more than 10 times EBITDA—examples include Powerschool
(Superion Holdings), Barracuda Networks, and Central Square (Supermoose NewCo).
While we don’t see a near-term maturity wall in technology leveraged loans, high levels of
debt leave very little room for error in an economic downturn, and extremely high interest
burdens may limit the ability to invest in new technologies or make bolt-on acquisitions.
Some companies have also presented financials with aggressively adjusted EBITDA
calculations that give advance credit for restructuring activities, expected margin
expansion, and changes in deferred revenue. In a typical deal, we see these adjustments
covering about a quarter of EBITDA, although in some deals—including Blackhawk
Networks and Verifone Systems—nearly half of all reported EBITDA has been so
adjusted. If increasing leverage is supported by poor quality EBITDA, the real impact of a
market downturn could be exacerbated as firms become unable to realize performance
improvements and cost savings.

Technology should fare better in case of a sharp economic downturn in 2019
With U.S. corporate leverage and total outstanding corporate debt near all-time highs, a
sharp, unexpected downturn in the global economy would have the potential to negatively
impact the credit quality of some technology issuers, although we expect tech to
generally fare better than other corporate sectors, and investment-grade tech companies
to be especially resilient. Unlike commodity-driven industries, where declining demand or
overproduction can pressure pricing, the technology industry is generally fueled by IT
transitions and innovations that help improve customer productivity. This, in our view,
makes tech less susceptible to large revenue and profit swings in a recession. However,
there are some technology areas, such as hardware and certain sub-segments within
semiconductors that can display commodity-like characteristics, especially if the
product is not differentiated. Furthermore, declining consumer and business confidence
in a downturn could reduce or delay the technology investments which may drive future
growth but incur upfront costs, such as the move to the cloud or investments in artificial
intelligence.
The most significant credit impact of a sharp downturn would be felt among speculativegrade companies, and specifically those in the ‘B’ ratings category where most sponsorowned companies reside. Technology LBOs tend to carry higher leverage than that of
corporates due to the high purchase multiples paid by the sponsors. Multiples have
recently tended to be greater than 10x, and depending on perceived growth, sometimes
exceed 15x. However, most of these technology LBOs are software and services
companies where significant portions of revenues are contractually recurring and
customer relationships are sticky. Nevertheless, for these issuers, deleveraging is
predicated on continued revenue and margin expansion, which might not happen in a
recession. A company with leverage near 8x could easily see it rise to 9x or even 10x with
only a moderate fall in revenue. Even if leverage was manageable because of recurring
revenues in the business model, a downturn coinciding with refinancing could push
borrowing costs higher, turning the company’s cash flow negative and consequently
pressuring its rating.
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We believe that hardware-centric companies are also likely to be hurt in a sharp
economic downturn. These issuers, across both investment and speculative-grade, rely
on customers’ capital spending for their revenues and generally have relatively high fixed
costs. In a period of weakening demand, these customers may defer new capital
investments except for maintenance. Issuers such as Dell and HP Enterprise could see
lower demand for PCs and servers. Lower profitability would raise leverage and induce
more refinancings, even at higher borrowing costs, rather than debt repayments, and
potentially reduce spending on future investments which may not pay immediate
dividends. Networking equipment companies such as Cisco Systems and Juniper
Networks could also see meaningful revenue declines given the unpredictable spending
of service providers. Electronics manufacturing services (EMS) companies, such as Flex
and Jabil, and distributors such as Avnet and Arrow, would also see falling revenues and
profits from lower demand, but they would likely improve near term cash flow because
their working capital is countercyclical.
Memory-focused issuers such as Samsung Electronics, SK Hynix, Micron, and Western
Digital, would also be among the more exposed tech companies in a recession. These
issuers largely compete in commodity-like DRAM and NAND markets where reduced
demand, either through slowing data center buildouts or declining smartphone sales,
could significantly affect pricing and profitability. The memory industry has already
entered a period of correction after a strong two year run, and supply has caught up to
demand. An economic downturn could have a significant impact on profitability given
high fixed costs and the massive capital expenditures required to maintain technology
leadership. However, memory-focused issuers generally carry conservative balance
sheets and our ratings incorporate an expectation for some volatility through cycles.
Finally, suppliers to the semiconductor industry, such as Applied Materials, Lam
Research, KLA-Tencor, ASML, Tokyo Electronics, as well as subcomponent providers
such as MKS and Coherent, could also see a meaningful drop in demand after the
expansion of the last two years.
Highly rated issuers are less likely to be hurt during an economic downturn. These issuers
have strong competitive positions and should weather a downturn, even a sharp one, with
modest impact to the credit profile. Their balance sheets and leverage profiles are
relatively strong compared to similarly rated non-technology companies. Some of our
largest issuers have already been reducing their balance sheets through aggressive share
repurchases since the passage of the U.S. tax reform, although there has generally been
little change in key credit metrics thus far. At the same time, investment grade issuers
who are now digesting sizeable acquisitions could see their ratings pressured if expected
synergies or debt repayments are delayed during a downturn. We have placed negative
outlooks on some of these issuers, which indicates a 1-in-3 chance of a downgrade if
their credit profile is not restored to an appropriate level after an acquisition.
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Cash, debt, and returns
Global Technology
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: Ratings should remain largely stable through 2019, although the global
rating outlook bias has been trending negative in recent years. We attribute this change to
weaker balance sheets, as well as structural and competitive factors in maturing markets,
especially the U.S. Notably, Western Europe has become somewhat more negative over the
past year, with M&A activity and shifting currency values contributing to our expectation of
more leveraged balance sheets. Latin America continues to have a negative outlook bias of
around 20%, but the trend there has improved over the past year, reflecting our expectations
of a more favorable operating environment, predominantly stemming from steady growth in
data usage that is supported by strengthening economies.
– Forecasts: We forecast global telecom revenue growth of 2%-3% through 2019 driven
primarily by broadband as demand for high speed data continues to increase. Overall, we
expect relatively stable credit metrics with adjusted debt to EBITDA averaging around 3x3.5x for global fixed and wireless players through 2020 and about 4x for cable companies
with more predictable cash flow.
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– Assumptions: We expect consumers to continue to demand faster and more reliable internet
connections as video becomes more embedded in social media applications and consumers
increasingly watch TV online. We expect carriers to continue to invest in their infrastructure
to improve the user experience and maintain, or attempt to grow, market share.
– Risks: Risks in the telecom and cable sector include intense competition, accelerating cordcutting trends in fixed-line voice and video, and the high levels of capital needed to support
ongoing demand for data. Price competition and financial policy risk remain key factors in
Europe, while political risk is particularly prominent in the Middle East.

– Industry Trends: As providers contend with mature industry conditions and aggressive
competition, they are questioning whether 5G wireless technology investment will boost top
line growth and profitability or drain cash flow as they bid for new spectrum licenses and
invest in network infrastructure.
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Ratings trends and outlook
Global Telecommunications
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Ratings outlook net bias

Ratings net outlook bias by region

Net Outlook
Bias (%)
0

Telecommunication Services

-5
-10
-15
-20
13

14

15

16

17

18

Net Outlook
Bias (%)
20
10
0
-10
-20
-30
-40
-50
13

14

W.Eur

N.America

W.Europe

Asia-Pacific

Latin America

15

16

17

18

Source: S&P Global Ratings. Ratings data measured quarterly with last shown quarter ending September 30, 2018

Overall, we expect broadly stable ratings over the next year, though we are currently
reviewing our ratings on global satellite operators amidst our view of weakening industry
fundamentals and technology-led oversupply risks. We believe, in particular, that fixed
and mobile satellite services may be adversely affected by the newest, faster, and higher
capacity high-throughput satellite technology, which is resulting in oversupply of
capacity and increased pricing pressure. We are mindful of rapid growth in adjacent
satellite services for aircraft and ships, but think this could prove insufficient to offset the
effects of the supply and demand mismatch.
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North America
We expect broadly stable ratings, though approximately 20% of rated issuers have a
negative outlook primarily because of secular declines in wireline amidst leveraged
balance sheets. We expect pay-TV declines to continue to affect satellite TV providers the
most because they lack a natural broadband hedge. Continued M&A in the U.S. because
of a more supportive regulatory environment could also pressure ratings, depending on
financing plans. Modest earnings growth and stabilizing capital intensity will support
ratings stability in Canada, although upcoming wireless spectrum investments and
shareholder policies could drive some variation.

Europe and Middle East
We expect stable ratings in Europe. The outlook bias, however, has turned negative for
the first time in three years, due in part to leverage pressure from M&A. Nevertheless,
Europe still retains a more balanced mix of outlooks than other regions. An aggressive
pursuit of cost savings should marginally improve leverage headroom, despite intense
competition and stagnant pricing. We have a stable outlook for cable ratings as well.
However, topline and EBITDA growth is slowing into the low-single-digit percentage
range, and we think free cash flow will be increasingly consumed by expanded capital
spending budgets, aggressive shareholder returns, and M&A activity.
In the Middle East, ratings are largely driven by sovereign factors. For example, most GCC
telecoms (with the exception of Qatar’s Ooredoo and the UAE’s Etisalat) are currently
constrained by their sovereign ratings, and both Turkish operators are capped by their
country’s T&C assessment.

Latin America
The rating bias on LatAm issuers has improved significantly since last year. The region
had faced a high negative bias of about 35%, reflecting somewhat high debt leverage, a
highly competitive environment, a slow economic recovery that limits the near-term
growth prospects of these issuers, and the negative outlook on Brazil’s sovereign rating.
This year, however, our rating bias has come down to about 20%, reflecting our
expectations of a more favorable operating environment across the region, predominantly
stemming from steady growth in data usage that is supported by strengthening
economies. The CreditWatch Negative listing for an Argentine telecom operator is
explained by the CreditWatch Negative listing of Argentina’s sovereign rating.

Asia Pacific
We expect generally stable ratings for Asia-Pacific telecom operators because steady
regional GDP growth and growing mobile data usage will support their overall credit
quality. However, we see intensifying competition in India, Indonesia, Australia,
Singapore, and Taiwan, with ongoing large capital investment required for advanced
networks including spectrum. This is the major reason for the net negative outlook (-11%)
in APAC.
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Industry forecasts
Telecoms – Fixed and Wireless

Cable and Satellite
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Key assumptions
Telecommunications
1. Demand for data continues to increase
Technological advances and faster internet connections will continue to revolutionize the
way we live. Streaming video on ultra-high-definition TV screens, virtual reality
applications, real-time online gaming, and smart homes are the wave of the future and
have one thing in common: They require high-capacity, low-latency network connections.
We expect cable providers to continue to enjoy an advantage over the local phone
company in markets where the telecom is still using copper wire. It is more affordable for
cable companies to upgrade electronics in the network to increase speeds and capacity,
while the best option for wireline phone companies is to replace the copper wire with
fiber, which can be expensive and only economical in more densely populated markets.

2. Competition limits profitability improvement
We expect global EBITDA margins to remain relatively flat at around 35% due to intense
competition stemming from mature market conditions and the increased
commoditization of services. In the U.S., we expect wireless stability as the industry
awaits the outcome of the proposed Sprint and T-Mobile merger. Cable providers will
continue to experience pay-TV margin erosion from rising programming costs, although
that will be offset as they gain customers for their more profitable broadband services.
Wireline providers could also experience pressure from an unfavorable shift toward
lower-priced SD-WAN and away from legacy products. Meanwhile, fiber providers will
likely continue to grow. Issuers will continue to respond with cost cutting and attempts to
improve subscriber economics through stickier bundles.
In Europe, the positive trend in telco margins since 2015 will help to grow EBITDA despite
flat topline revenue. We expect average margin will improve about 1% to 37% in 2018 on
the back of aggressive cost cutting. We think this trend will continue, but expect the pace
to begin slowing in 2019 as the easiest cost cuts are achieved. In the GCC, we think the
slightly higher telco margins of about 40% on average, will hold stable despite
competition and regulatory headwinds, due to cost efficiency initiatives. Meanwhile,
European cable margins remain high at about 47%, but we expect only moderate
improvements going forward, mainly driven by the economies of revenue growth.

3. Increasing capital expenditures on the horizon
According to GSMA, global wireless carriers have invested more than $1.3 trillion in their
wireless networks since 2010, primarily for the deployment of 4G wireless technology,
and we expect investment in 5G could prove to be significantly higher than prior
generations. This is because carriers need new wireless spectrum, deeper fiber
backhauls, particularly in key urban markets, and substantially more cell sites to deliver
the benefits of 5G. Against this backdrop, we also believe there are some potential cost
benefits because of network element virtualization, improved spectrum efficiency, and
the use of fiber optics.
Overall, we expect aggregate capital spending for the global telecom operators to
increase, although growth will vary by region. We expect capital spending for the U.S.
carriers to increase over the next few years as they build out denser radio networks,
acquire spectrum licenses, and invest in fiber infrastructure for 5G. In Canada, we expect
wireless capital intensity to increase modestly to support 5G; however, lower spending
for 4G and wireline means overall capital intensity will likely remain stable for BCE, fall
modestly for Telus and increase for most of the cable providers. We expect aggregate
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capital spending for APAC telcos to be relatively flat, including growth in 5G investments,
and stable capital intensity, with 5G spending starting to ramp up in 2020 and beyond.
Conversely, for Europe, following years of higher capital spending to support 4G network
builds and fiber deployments, we expect capital spending to decline this year and remain
relatively stable, albeit elevated, through 2021. We believe the majority of 5G-related
capital outlays will be after 2020 given that European telcos will likely be fast followers of
the U.S. and APAC. Similarly, we expect Canadian operators will lag the U.S .and APAC in
5G deployments.

North America
In wireline, we expect revenues to decline in the mid-single-digit percent area in the U.S.
due to the loss of voice access lines to wireless substitution, and broadband customers
to cable. Revenue from business services is declining due to competition from cable
providers and migration to IP-based technologies, which have lower price points, from
legacy frame relay and ATM products. Despite healthy macroeconomic conditions,
telecom spending from business customers remains weak. Incumbent wireline
companies have also been hurt by wireless carriers turning down legacy copper circuits
for wireless backhaul, although we expect some revenue growth from the deployment of
fiber to the towers over the next few years. We believe additional consolidation is likely to
occur as service providers try to preserve margins and stabilize the top line although
there are fewer opportunities. In Canada, by contrast, pricing power in fixed-line
broadband combined with modest unit growth should support flat to modestly positive
overall wireline revenue growth. Competition is intense, but we expect it to have less of an
impact because of a more balanced market structure and network quality disparity.
In wireless, we expect service revenue in the U.S. to increase modestly over the next year
based on slight subscriber growth and modestly higher ARPU. We believe that T-Mobile
will grow service revenue about 5%-7% while AT&T and Verizon will be experience 0-2%
growth and Sprint will be down modestly. While competitive pressures have moderated
over the past year, we still view the U.S. wireless industry as mature and highly
competitive with four nationwide carriers. We believe the proposed merger of T-Mobile
and Sprint would have a positive impact on the competitive dynamics of the U.S. wireless
industry in the near-term if the combination closes. Longer term, we expect that the
Internet of Things (IoT) will result in more wireless-enabled products and services, which
could create new revenue opportunities for the wireless carriers. While competition in the
Canadian wireless market has intensified somewhat from upstarts Freedom Mobile and
Videotron, industry subscription growth of 3%-5% in each of the next couple of years
should allow for mid-single-digit percentage service revenue growth for the incumbents.
In cable, we forecast mid-single-digit percent revenue growth for U.S. cable providers
over the next year. Margins will be relatively stable, as the rising cost of programming is
offset by growth in higher-margin broadband. For most operators, commercial services
continue to increase at double-digit percentage rates as cable raises its share of the SMB
market. In the long term, 5G fixed wireless service in the U.S. could take share away from
cable broadband or hurt profitability. But given the lengthy time needed to deploy 5G and
uncertainty about its profitability and performance, we do not see it as a near-term
threat. We also recognize cable’s fiber footprint will likely provide wireless backhaul
opportunities related to 5G that could offset some of the negative effects.
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Europe and Middle East
In Europe, we expect competition will remain intense, reflecting market fragmentation
and mature conditions in its highly penetrated markets. Fixed line should outperform
mobile operations as a result of lower churn propensity and price competition, and we
see converged operators with higher quad-play penetration rates and premium branding
as best positioned to weather aggressive challengers.
In markets like Italy, France, and Spain, value brand operators are pushing pricing that is
already low by global standards even lower in a bid to achieve market scale, forcing many
premium operators to respond with a low cost brand of their own. Some European telcos
will also face currency headwinds on a Euro-reporting basis from their exposure to
emerging market operations. For example, at Telefonica we forecast 1% organic revenue
growth in 2018. But we assume currency depreciation on almost 50% of its revenues that
are exposed to Latin America, which will drive a 3% decline on a reported basis.
The broad structural impacts of market consolidation from the middle of the decade, and
convergence that continues to penetrate the customer base, have helped moderate price
competition in many markets, and keep revenue near breakeven. The monetization of
mobile data, while substantially lagging the increase in traffic volumes, is nonetheless
also helping offset the commoditization of voice and short message service (SMS). At the
same time, ARPU trends have improved modestly as a result of tactical price increases in
fixed broadband, and increased penetration of multi-play products, supported by
improved internet protocol television (IPTV) and high-speed broadband offerings.
Because revenue prospects are flat to slightly negative, we expect cost cutting will be key
to higher profitability and EBITDA. With telcos shifting capital spending budgets from 4G
wireless rollouts to fixed network upgrades, we assume capital spending will average
about 19% of revenue over the next two years.
Meanwhile, cable growth will rely on adding broadband customers and cross-selling
bundled products. But cable growth will moderate as the performance advantage over
telecom companies narrows and penetration plateaus within their existing geographic
markets. To keep pace with telco fiber and to continue their growth story, we expect cable
operators will maintain capital spending at about 22% of revenues over the next two
years to fund upgrades to DOCSIS 3.1, as well as footprint expansions to reach new
customers.
In the GCC, we expect flat top-line growth on adverse regulation in markets like Saudi
Arabia. We expect similar fortunes for more diversified players like Etisalat and Ooredoo,
but as a result of their exposure to volatile markets in Africa, Asia, and the Middle East
outside the GCC, despite more supportive home market regulation and milder
competition. In Turkey we expect double-digit revenue growth because of a partial pass
through of inflationary pressures to customers, but stable to slightly declining margins,
impacted by increased competition and absorption of some FX fluctuation, despite focus
on cost efficiencies.
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Latin America
We expect the industry to maintain mid-single-digit percentage growth in 2019, as
macroeconomic conditions in the region continue to improve, particularly in Brazil. Next
year, industry dynamics will remain driven by the migration of fixed-to-mobile and voiceto-data. Post-paid mobile revenue growth has been leading the way over the last 24
months, and we expect this business line to maintain its healthy growth in 2019,
supporting EBITDA margins in the 35% area. For the next 12 months we expect an
expansion in the deployment of the 4.5G wireless coverage in Brazil and Mexico, while 4.G
technology further penetrates other markets in the region. We consider that the region’s
leading players will focus on digital transformation, coverage, and capacity to enhance
quality and service, which should drive higher data usage and top line growth.
In Mexico, we believe that EBITDA margins will remain somewhat constrained by fierce
competition, high subscriber acquisition costs in the wireless segment (on account of
post-paid subscriber growth), and increased content charges in the pay-TV segment,
which may be exacerbated by the peso’s exchange rate volatility relative to the U.S.
dollar.

Asia-Pacific
Excluding Softbank’s Sprint deconsolidation effect and foreign currency fluctuations, we
expect flattish revenues in 2019 for APAC (on a local currency basis) because steady
demand for mobile data is likely to be offset by the ongoing decline in wireline voice
revenue and wireless ARPU. We anticipate overall profitability in APAC to be under
modest pressure over the next 24 months because of intense competition and regulatory
pressure in some regions, including Australia, India and Singapore.
We expect overall capital spending to remain elevated because of the investments needs
for advance networks such as 5G (developed markets), 4G (emerging markets) and fiberbased broadband. Nevertheless, good and stable operating cash flows for most
incumbent players should support generally stable key credit measures, such as debt to
EBITDA.
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Key risks and opportunities
Telecommunications
1. Next generation of wireless technology, called 5G
5G wireless has the potential to considerably broaden the addressable market for
telecom carriers and embed (or cement) them further into varied digital ecosystems and
national economies. Near-term use cases or applications of 5G, however, might not prove
to be the catalysts for solving lackluster revenue growth in developed markets. Upfront
(or long-lead time) investment in capital and wireless spectrum for 5G could prove to be
substantially higher than prior generations of wireless deployments due to network
density requirements, potentially hurting return of capital metrics. The potential for
meaningful revenue to lag 5G buildouts poses significant credit risks for providers
pursing aggressive deployments.
Overall, we have a cautious view on the U.S. and believe that accelerated investments
could hurt near-term credit quality when balance sheets are already stretched. In APAC,
we expect that moderately higher capital spending will be supported by strong operating
cash flows, resulting in stable credit metrics. In Europe, we believe that 5G deployments
are likely to be slower relative to other markets, reflecting our view of weaker 5G revenue
prospects for the region, but also a more manageable investment period, minimizing
leverage concerns over the next two to three years.

2. Digital Disruption
Technological advances are changing the way consumers communicate, resulting in
increasing data consumption and streaming video. But intense industry competition and
the commoditization of services can limit the chance to benefit from these trends. In the
wireline industry, traditional landline phone service is being ditched in favor of wireless.
In cable, consumers are increasingly cutting the video cord in favor of over the top (OTT)
online streaming alternatives, a particular threat in the U.S. given the high contribution of
TV into the fixed bundle. Still, cable providers have a natural hedge with their high-margin
broadband product. It is important for them, however, to keep churn low, which they often
do by bundling services to provide additional value. These providers will benefit from
increasing demand for data over the next two to three years, although increasing
competition from 5G fixed wireless in the U.S. could, over the long term, limit cable’s
ability to raise prices. In wireless, more data traffic on the network could necessitate
capital investments to increase capacity at the same time that monetizing demand is
complicated by intense competition and unlimited data plans. Companies can mitigate
the threat of disruptive technologies, such as OTT, and preserve credit quality with
prudent investments that maximize competitive position (such as fiber and next
generation wireless), sustainable product differentiation, and products and services that
earn a strong return.

3. A sharp downturn in the global economy in 2019
While telecom services show a weak correlation to macroeconomic factors because they
are near necessities, lower discretionary income could result in a modest acceleration in
video subscriber losses (to cheaper online alternatives), a decline in business revenue for
cable, wireline and infrastructure providers, and modest postpaid wireless subscriber
losses (to prepaid).
Clearly, the biggest risk is that tightening credit market conditions could lead to higher
borrowing costs and elevated refinancing risk. This is particularly relevant given the
substantial increase in global telecom debt, which now approximates $1.9 trillion, or
almost double the amount in 2012. There is also about $180 billion in global telecom debt
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coming due over the next year, much of which will need to be refinanced. We believe the
most vulnerable companies are at the lower-end of the rating spectrum. Globally, there
are about 45 credits rated ‘B’ or lower that could face difficulty accessing capital as debt
comes due, or that could face reduced cash flow from increased interest expense,
making it more difficult to ultimately reduce leverage.

Industry developments
5G carrier strategy
Despite the excitement and promise of 5G, we have a cautious view on its timing, and our
ratings don't yet fully incorporate 5G-specific cost or revenue assumptions. High 5G
investment could raise cash flow and balance sheet risk for telecom operators, although
there will clearly be new revenue opportunities in the long term.
With modest 4G returns still in mind and 5G use cases likely several years from maturity,
we believe telecom operators will take a measured, economically-focused approach that
results in a slower global rollout than we saw with 4G. We also believe the deployment will
initially be limited to denser urban and suburban markets (except where rural
deployments are required by coverage obligations). At the same time, timelines will vary
by market and the degree of aggressiveness will depend on several factors, including
government policy, financial resources, and technology-driven demand.
Overall, we expect that carriers in the U.S. and certain Asia-Pacific markets will be
aggressive in their 5G buildouts while European and Canadian operators are likely to
take a more conservative approach.
We have a cautious view on the U.S. 5G rollout and believe accelerated investments,
including the acquisition of spectrum licenses, small-cell network deployments, and
elevated costs for 5G equipment could hurt near-term credit quality at a time when
balance sheets are already stretched. However, we believe the U.S. tax reform legislation
implemented in early 2018 could free up cash flow to help support these investments.
In Asia-Pacific, we believe that telecom operators in South Korea, Japan, and China will
be able to cover their 5G investments mainly with strong and stable operating cash flows.
Therefore, we expect overall credit metrics for the telcos in these markets to remain
steady over the next couple of years. But, similar to the U.S., they are likely to be
aggressive in their 5G network buildouts.
In contrast, we expect that 5G investments in Europe will be slower relative to the US and
Asia-Pacific. Capital spending at the European telcos is likely to remain at current levels
and not impair credit quality in the near term, provided that spectrum auctions do not
significantly weaken balance sheets or cash flow. Being a "second mover" may also carry
an additional benefit due to a declining cost curve for equipment. And with the current
European focus on fixed upgrades, we think Europe will be well positioned with dense
fiber backhaul to be a fast-follower. As a result, we believe that credit implications are
limited.
Similarly, we expect that Canadian telcos will take a more measured approach to 5G
because their credit metrics have weakened due to spectrum and network investments,
shareholder returns, and employee pensions.
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Regulatory uncertainty
North America
The current Republican administration in the U.S. has rolled back Title II regulation by
reclassifying ISP’s as an “information service” under the lighter-touch Title I classification
and removing the “general conduct standard”, which reduces the threat of price
regulation over the next three years. Furthermore, the tenants of “net neutrality” around
no blocking, throttling, or paid prioritization, were removed and replaced with a
requirement to provide transparency if a carrier engages in these practices. We do not
expect any change in behavior from ISP’s until Congress enacts a more permanent
solution. Therefore, we view the threat of regulation as a longer-term risk to cable
providers and other ISP’s because a new administration could employ a more restrictive
regulatory regime.
We expect regulation in Canada to focus on developing sustainable competition, notably
in wireless through spectrum management; establishing a framework for accelerating
rural broadband access; developing Canadian content; and protecting consumer
interests under a ‘net neutral’ philosophy. Although regulatory rhetoric is increasing
somewhat heading into the 2019 federal elections, we do not see these risks as
incrementally material to our sector outlook.

Europe and Middle East
The US export ban on ZTE in spring, stemming from violations of trade sanctions on Iran,
illustrates an increasing risk of trade disputes that could affect the telecoms sector. For
example, WindTre had partnered with ZTE and was in the midst of its mobile network
upgrade when the ban effectively halted work. While it rapidly sought out and secured
Ericsson as an alternative supplier, WindTre lost several months against its rollout
schedule. The US lifted its ban in summer in the context of easing broader trade tensions
with China. But we believe trade risk remains heightened in the current political climate,
and think it prudent to mitigate exposure through contingency plans including
multisource arrangements. This need will only increase with large 5G investments on the
horizon.
In the UK, the risk of a no-deal Brexit has increased, but we think such a scenario would
affect telecoms less directly than other sectors due to the industry’s utility-like demand
characteristics. However, there could be incremental indirect risks related to labor
availability for network deployments, a rise in sterling prices for foreign currency
denominated capital equipment, and other macro-economic related impacts including
reduced public and private sector telecom investment that would hit operators’ B2B
operations.
Our focus on national telecom regulatory risk in Europe has shifted from mobile pricing
to greater regulation of fixed assets. This can range from regulated wholesale access
(which may increasingly expand to include cable networks) to potential separation of
incumbent assets in their entirety.
Wholesale access, like we are seeing introduced in Belgium and the Netherlands, could
inject more competition into the fixed market, and disproportionately affect incumbents
that have traditionally benefited from their monopoly on high margin wholesale
operations. However, we think negative impacts could take time to manifest as upfront
investments will be needed to create access products.
A separation of fixed networks would represent an even more substantial regulatory step
that could significantly weaken our view of European telco business profiles. We have not
yet seen a regulator force such a separation in Europe, though this has been the subject
of ongoing discussions between Ofcom and BT over Openreach, and by Agicom and TI over
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its fixed network. We have also seen the negative credit profile consequences of such a
move in Australia with Telstra, and in other sectors such a gas and power distribution
assets. A key question in such a scenario is what the telco does with the proceeds, and if
deleveraging improves the financial profile enough to offset the weakened business
profile.
In the Middle East, we note a spate of challenging regulatory measures, notably in Saudi
Arabia, including a lifting of the ban on voice over IP services (VoIP), MTR cuts, and
biometric registration requirements that reduce the overall market subscriber base.
These outweigh the potential more-for-more benefits of a regulatory ban on unlimited
mobile broadband packages. Further regulatory risk that could impact profitability may
arise from possible changes in royalty structures, or the introduction of new licenses
(such as in Oman or Iraq).

Latin America
Here, we will be paying close attention to politics, including changes in the federal
governments of Mexico, Brazil, and Colombia.
In Mexico, for instance, President-elect Andres Manuel Lopez Obrador recently said that
he plans to cancel the construction of the new Mexico City Airport, following a public
consultation launched by the incoming administration. In our view, this will trigger a
period of volatility and uncertainty that could undermine investor confidence and
consumer sentiment, potentially hindering growth prospects in the near to medium term.
In Brazil, the political environment could also weigh on consumer confidence and result
in delayed top-line growth. Latin America also remains exposed to potential new
regulatory changes that shape industry dynamics and the competitive landscape. One
important task for regulators across the region will be to explore new mechanisms that
foster competition while also protecting consumers. Although we are not expecting major
regulatory changes in 2019, newly installed governments could launch other policy
initiatives.

Asia-Pacific
In APAC, we see gradually increasing regulatory pressures in 2019. The regulator’s
approval of a new telecom operator will increase competition in Singapore, Japan, and
Australia. In addition, some telecom operators in South Korea, Taiwan, and Malaysia have
lowered their tariffs as regulators have called for more accessible telecom services.
In Australia, the growing presence of the government-driven National Broadband
Network (NBN) has pressured some telecom operators’ credit quality such as Telstra
Corp. Ltd. However, this could also reshape the industry, including the substation of
fixed-line broadband with wireless broadband services utilizing 5G network in the
medium to longer term.
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M&A: Low appetite outside the U.S.
North America
There have been several transformational acquisitions completed or announced in recent
months, including AT&T buying Time Warner, T-Mobile announcing plans to buy Sprint,
and Comcast acquiring Sky. If credit markets remain supportive, we believe there could
be more deals in 2019 under a benign regulatory environment, and that potential
combinations could be driven by the convergence of distribution systems, vertical
integration, revenue diversity, technology shifts, and shifting consumer preferences.

Europe and Middle East
M&A has pressured balance sheets of several major players in the past year, including
DT, Vodafone and Telia. We see little regulatory tolerance for further in-market
consolidation, but think operators will continue to pursue convergent and cross-border
M&A. This could lead to more leveraged balance sheets and rating concerns, as any
improvement to business profiles from competitive and scale benefits would need to be
substantial to loosen our current rating thresholds. We also see financial policy risk as a
result of sluggish equity performance among European telcos that have lagged regional
benchmarks. This could lead to increased demands on free cash flow by shareholders.
And in some cases, we believe there could also be equity, rather than regulatory pressure
for asset spin-offs in hopes of crystalizing their higher valuation potential. Examples of
this already include the many tower spins, including Altice in France and Portugal most
recently, but we could see consideration expand to fixed assets as has been mooted at TI
and TDC.
For the Middle East, we think balance sheet headroom will allow for pursuit of M&A to
address competitive pressures. But we see ICT or content services the most likely target
rather than cross-border consolidation given limited new license availability outside of
Oman and Iraq, and lack of organic growth opportunities given small markets that are
already saturated with mobile penetration nearing 200%. In the GCC, a declining capex to
sales ratio from 2019 should translate into improving free cash flow generation. In
Turkey, we expect a temporary peak in capex to sales in 2018 above 20%, due to the FX
impact on hard-currency denominated capex, and then expect a decline from 2019.

Latin America
Low penetration of telecom services in Latin American countries, compared to mature
markets, drives our continued expectation of important capital spending plans, with large
companies focusing on enlarging their geographic footprint and supporting high quality
services in both mobile and fixed networks. Capital investments should remain between
15% and 20% of revenues. With the expected recovery of the Brazilian economy, we
expect more intense competition, although that will not hurt profitability because
inflation and labor costs remain low. We also expect telecom operators to continue to pay
dividends, as no big potential M&A transactions have been identified.

Asia-Pacific
In APAC, we expect ongoing M&A activities because major operators are diversifying their
revenue streams and positioning themselves for industry change. Korea’s SK Telecom
acquired security/surveillance service provider ADT Caps, primarily aiming for synergies
in its Internet of Things business. We also expect Japan-based SoftBank Group’s
financial policy to remain aggressive with ongoing M&A for new technologies. In China, we
anticipate smaller acquisitions for Internet Data Centers (IDC) given the growing demands
for data storage and processing.
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Cash, debt, and returns
Global Telecommunications
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Fixed versus variable rate exposure
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Key Takeaways
– Ratings Outlook: The sector's rating outlooks continue to be overwhelmingly
(almost 80%) stable. However, in contrast with this same period a year ago, there
are somewhat more positive outlooks and positive CreditWatch placements than
negative ones.
– Forecasts: We expect continued moderate revenue growth (averaging around 5%
for most subsectors) and stable EBITDA margins for 2019. Key credit measures,
such as debt to EBITDA and funds from operations (FFO) to debt, should improve
modestly.
– Assumptions: S&P Global Ratings' economists project fairly consistent global
economic growth for the next few years, including real GDP growth of 3.8% in 2018
(up from 3.7% in 2017) and 3.7% each in 2019 and 2020. Our energy team currently
expects oil prices to moderate from their current levels in 2019, with Brent crude
averaging $65/barrel and West Texas Intermediate (WTI) crude averaging
$60/barrel, before declining by $5/barrel each in 2020.
– Risks: The main risks for transportation companies are the same ones that could
derail overall economic growth--global trade wars and higher interest rates. A
further escalation of the U.S.-China dispute would slow economic growth and hurt
certain transportation sectors more directly (shipping is the most exposed). The
other key risk to transportation companies, higher interest rates, affects economic
growth, the capital markets, and--more directly--companies’ interest expense.
Although transportation companies use large amounts of debt, it is largely fixedrate debt, and we believe that most are well prepared to handle rising rates as long
as they do not increase sharply.
– Industry Trends: Transportation companies face increasing environmental

regulation over the long term, though we view these regulations as a near-term risk
only for selected cases, such as shipping companies.
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Ratings trends and outlook
Global Transportation
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Ratings outlooks by region
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Industry forecasts
Global Transportation
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We expect continued moderate revenue growth (averaging around 5% for most
subsectors) and stable EBITDA margins for 2019. Key credit measures, such as debt to
EBITDA and funds from operations (FFO) to debt, should improve modestly. Absolute
levels of these and other credit measures vary widely between subsectors, which reflects
their different levels of profitability and divergent fundamental characteristics (e.g.
equipment leasing companies are more highly leveraged than other transportation
companies).
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Key assumptions
Airlines
1. Global air traffic remains strong but growth is moderating
Global air traffic (revenue passenger miles or kilometers) continues to grow at rates in
excess (more than 6% annually) of the forecast long-term average of around 5.0%. This
solid expansion is being fueled by good overall economic conditions, the long-term
growth of the global middle class--particularly in Asia--and low fares from the
proliferation of low-cost airlines. In addition, load factors (the percentage of seats filled
on a trip-distance-weighted basis) are at record levels of around 85%. This is good news
for commercial aircraft manufacturers, aircraft leasing companies, and airlines.
However, these high growth rates are gradually cooling, mostly because airlines are
seeking to raise their fares and fees to recoup higher fuel prices (which have recently
reached levels that are twice as expensive as they were during their low point several
years ago).

2. Oil prices settle at higher levels but do not spike
As of October 2018, oil and jet fuel prices had more than doubled from their low points in
early 2016, though they were still well below the highest levels they recorded earlier in
the decade (not to mention the sharp spike in 2008). S&P Global Ratings' energy team
currently expects oil prices to pull back moderately in 2019 (with Brent crude averaging
$65/barrel and WTI crude averaging $60/barrel). Jet fuel prices tend to average around
$20/barrel higher than overall crude prices, though the difference (referred to as the
crack spread) varies over time. The International Air Transport Association (IATA), an
aviation trade group, recently estimated that rising fuel prices would cost the global
airline industry $50.6 billion in 2018 using an $87.80/barrel average jet fuel price forecast
by S&P Global Platts (a sister company of S&P Global Ratings). Airlines seek to recover
these increased fuel costs through fuel surcharges (mostly on international routes) and
by raising their fares and fees. They have been partly successful in doing so thus far,
though their revenue gains have lagged the fuel price movements and higher prices will
be harder to push through if the economy weakens. If oil prices moderate, as we expect,
the airlines' revenues should mostly catch up in 2019, though this will be more
challenging in countries where the currency has weakened against the U.S. dollar (crude
oil is priced in dollars) because it makes the cost of fuel measured in the local currency
even higher.

3. Rising interest rates squeeze airlines, but not too much
S&P Global’s economists expect the U.S. Federal Reserve to continue raising short-term
interest rates, which has an indirect effect on other countries and airlines worldwide
because aircraft (and most aircraft-backed financings) are priced in dollars. Although
many airlines carry substantial debt and lease burdens, most of their debt is fixed rate.
Aircraft lessors are even more keenly attuned to interest rates, though they too rely
largely on fixed-rate debt. Currently, there is ample (indeed perhaps too ample) liquidity
available to finance aircraft globally and the tide of capital has driven down aircraft lease
rates. Airlines, particularly the larger and relatively stronger credits (which for airlines
means rated in the 'BB' category or higher), often have a choice between taking low-cost
bank loans or leases or raising debt in the public capital markets. Higher interest rates
will likely cool the liquidity boom somewhat over time, though we believe that financing
will remain accommodative for most airlines through at least 2019.
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Shipping
1. Soft new vessel deliveries pave the way for firming dry-bulk rates
We anticipate that improved charter rates for dry-bulk shipping will stabilize at their
current solid and profitable levels in the next 12-18 months. Our base-case scenario
assumes an average one-year time charter (T/C) rate for a large Capesize vessel of
$19,000 per day and for a smaller Panamax vessel of $13,000/day (which correspond with
the respective industry average rates year-to-date in 2018, according to Clarkson
Research) and we expect these rates to persist in 2019. This is because of the fairly
balanced supply and demand conditions in the industry. We expect ship operators to
experience stable low-single digit percent growth in iron ore, coal, and grain ton-mile
demand, among other commodities, because of the continued Chinese preference for
high quality dry-bulk commodity imports. China, the single largest commodities importer
in the world, will also be bringing in additional volumes from more distant places than it
has previously, such as Brazil, which increases the need for ships. This restrained
demand growth is balanced by modest supply growth as the orderbook of new ships is
close to an all-time low, new orders are soft, and the global fleet expansion remains
sluggish.

2. A cyclical upturn in tanker rates might be just around the corner
The oil shipping industry should slowly start to rebalance and support a cyclical upturn
for tanker rates because we expect that the current oversupply of tankers will shrink in
2018-2019 (relative to the conditions in 2016-2017). We forecast that T/C rates for a very
large crude carrier (VLCC) will rebound to $28,000/day in 2019 (compared with an
expected $23,500/day in 2018) because robust scrapping and the diversion of some
tankers to floating storage will limit supply growth while the crude oil stock overhang
works off. For product tankers (which carry various refined products) MR2 and LR1, we
assume average T/C rates of $13,000/day in 2018 (similar to 2017 averages according to
Clarkson Research) and $14,500/day-$15,000/day in 2019. This is because we expect
supply growth for product tankers to slow noticeably below the rate of demand growth in
2018 and 2019, in particular for medium-range tankers. Meanwhile, overall demand
should be boosted by tightening oil product inventories, leading to an uptick in charter
rates.

3. Containership demand/supply conditions improve and liners must exercise
discipline on rates and capacity
Industry conditions are shifting in favor of containership owners. With no incentive to
place new orders, as demonstrated by the limited contracting activity since late 2015, the
containership order book has reached its lowest level on record of around 11% of the
total global fleet. Combined with funding constraints, these factors will help restore the
supply and demand balance in the containership segment as we progress into 2019.
Consequently, we expect containership charter rates to continue recovering from their
historical lows in 2019. Although trade volume growth (which we expect to be at the
typical multiple of 1.0x-1.5x global GDP) will likely outpace containership fleet growth, we
remain cautious in our outlook for container liner freight rates in 2019. Persistent
significant deliveries of ultra-large containerships scheduled in 2019 will constrain rates,
in particular on the main Asia-Europe and transpacific lanes (where these megacontainerships operate), despite the likely favorable supply-and-demand balance in the
industry in general. Bearing in mind the supply pressure coming from the deliveries of
greater than 12,000 twenty-foot-equivalent (TEU; a measure of container-carrying
capacity) containerships, freight rates will ultimately depend upon how prudent the
leading ocean carriers are in their capacity management and rate-setting decisions,
which are even more important given elevated bunker fuel prices.
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Railroads
1. Improvements in operating performance should continue
The operating ratios of the North American railroads (revenue minus operating expenses,
including depreciation, as a percentage of revenue) have declined (improved) in 2018 as
the companies continue to become more efficient. Their revenue has increased due to an
increase in the number of carloads (volume) and higher pricing for most commodities
while their costs have declined due to various efficiency initiatives. Some of these
initiatives, such as those recently instituted at Canadian Pacific and CSX, have been due
to the implementation of "precision railroading," which is an approach championed by
Hunter Harrison (at various times CEO of Canadian National, Canadian Pacific, and CSX,
but recently deceased) that focuses on more uniform and tightly scheduled train
operations to minimize required assets and operating costs. A healthy economy and
consumer spending in North America have boosted intermodal traffic (containerized
freight of various types) while a shortage of trucking capacity has driven up truck rates
and diverted some freight onto the less-expensive railroads. Most railroads have set
operating ratio improvement targets over a multi-year period, in some cases reaching
below 60% (equivalent to an operating margin, after depreciation, of 40% or more). In
Brazil, where railroads play an important role in moving commodities to seaports, we see
companies benefiting from overall high capacity utilization and the resulting favorable
pricing. The railroads have prepared for the current market conditions and have adequate
funding for their expansion spending and refinancing needs.

2. Shareholder rewards at record levels
Most of the North American railroads have implemented substantial shareholder
rewards, including higher dividends and large share repurchase programs. The U.S.
railroads have benefited from changes in the corporate tax law that became effective in
2017. Because of their robust profitability, their effective tax rates had been fairly high
despite the benefits of accelerated depreciation on their large asset bases. With a
reduction in the statutory maximum federal tax rate to 21% from 35%, the U.S. railroads'
actual cash taxes are dropping substantially as well. With stronger profitability and
reduced levels of capital spending (there is less need for incremental equipment because
their operations have become efficient and they are approaching the end of their heavy
spending to meet the Positive Train Control regulatory mandate), they find themselves
generating substantially increased free cash flow. Union Pacific Corp., which had
previously employed one of the more conservative financial policies among U.S. railroads,
switched course and announced a $20 billion share repurchase program through 2020
that caused us to lower our issuer credit rating on the company to 'A-' from 'A'. While we
expect some of the railroads to finance a portion of their enhanced shareholder rewards
with incremental debt, we still expect their strong cash flows to result in relatively stable
credit metrics.

3. North American railroads benefit from scarce trucking capacity
Trucking capacity in the U.S. has been tight as stronger freight demand collided with
limited supply amid a driver shortage and the implementation of new regulations that
limit a driver's total daily hours on the road. The result has been a fairly dramatic increase
in trucking rates charged to customers shipping freight. Railroads compete with trucks
for freight that they carry in containers, trailers, and automobile railcars, offering cheaper
and more fuel-efficient, but slower and less precisely scheduled, service. The rate of
trucking price hikes may slow as economic growth cools, though their direction will likely
remain upwards. Higher fuel prices tends to favor the more fuel-efficient railroads. Over
the longer term, if truckers are allowed to introduce autonomous vehicles, their operating
cost disadvantage could narrow and the pendulum could swing back toward trucking. It is
technically feasible, and indeed probably easier, for railroads to respond with similar
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changes (perhaps by reducing the current minimum crew of two to one in locomotives);
however, these companies are heavily unionized--in contrast to the mostly nonunion
truckers--potentially making such changes more difficult to implement. In any case, we
do not see this change unfolding on a material scale until sometime in the next decade.

Transportation Equipment Leasing
1. Access to capital should remain strong
Transportation equipment lessors continue to benefit from abundant access to capital at
low rates. Aircraft and truck lessors have taken advantage of strong demand to issue
unsecured debt, while other sectors have relied to a greater extent on adding secured
debt. The unsecured issuance by aircraft lessors continues a multi-year systematic and
public plan by many companies to shift their capital structure toward unsecured funding
to achieve higher credit ratings and diversify their funding sources. In addition, aircraft
lessors and marine cargo container lessors have been active in the asset-backed
securities (ABS) market. Barring unforeseen external events that disrupt the capital
markets, we expect these trends to continue in 2019. Even with our expectation for
gradually rising interest rates, we believe that the lessors will be able to pass-through
any increases in funding costs to their customers by raising their lease rates when
interest rates increase. However, there could be somewhat of a lag depending on when
new leases are signed.

2. Demand exceeds supply for certain sectors
Due to strong consumer and travel spending in many large economies globally, the
demand for aircraft and marine cargo containers (globally) and trucks (in North America)
remains healthy. Airline traffic has been growing by well above the long-term 5.0%
annual trend line, which bodes well for continued passenger traffic and global aircraft
fleet growth, a substantial portion of which will be supplied by aircraft lessors. The
demand for marine cargo containers has exceeded supply because many marine cargo
container lessors have refrained from ordering new equipment due to financial
constraints or other company-specific factors. This favorable balance will likely cool
somewhat as higher tariffs reduce U.S.-China trade, though the extent of the tariffs and
their effect on U.S.-China trade is uncertain. Meanwhile, the major U.S. car renters
appear to have finally rationalized their fleets in terms of size and models that will better
retain their residual value, which should help their pricing power.

3. Active M&A continues
Mergers are attractive for leasing companies because scale is a competitive advantage in
this industry and they tend to face fewer integration problems than other, more laborintensive industries. The leasing sector continues to experience a wave of merger and
acquisition (M&A) activity that began in 2017, although the pace has slowed somewhat.
In August 2018, ORIX Aviation Systems announced it was acquiring a 30% stake in
aircraft lessor Avolon Holdings Ltd. for $2.2 billion. In September 2018, Goshawk
acquired Sky Leasing, and in mid-October the Carlyle Group announced it was acquiring
midlife aircraft lessor Apollo Aviation. In the marine cargo container sector, we expect
that Seaco, whose ultimate parent is The HNA Group, will be sold in the coming months.
Finally, there have been new entrants in the aircraft leasing sector that have financed
their portfolios (which, in many cases, they acquired from larger aircraft lessors) with
low-cost asset-backed security (ABS) funding and we expect there to be more as long as
interest rates do not rise too quickly. Because of this, the overall concentration in the
aircraft leasing subsector has not increased, despite continued mergers. However, most
other leasing sectors, including marine cargo containers, truck leasing, and car rental,
are already quite consolidated.
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Key risks and opportunities
Airlines
1. Geopolitical events could cause oil prices to spike
Airlines can usually manage higher fuel costs if prices rise gradually and economic and
competitive conditions remain healthy enough to support higher fares. However, a
sudden price spike, potentially caused by a crisis in the Middle East or supply disruptions
at other major oil producers, could overwhelm the airlines’ ability to react. In addition,
geopolitical events could potentially reduce air travel in some regions (e.g. to the Persian
Gulf) while higher oil prices would weaken economic growth. A slowing economy should
cause oil prices to decline over time but--in the meantime--airlines could quickly register
heavy losses. Airlines vary significantly in their fuel price hedging policies. U.S. airlines
have mostly abandoned hedging because they consider it to be too expensive and are
instead relying mostly on their pricing power in the consolidated domestic market. This
leaves them vulnerable to a sudden price spike, though the U.S. economy is now less oilsensitive than it has been, which should cushion the impact of rising prices on the
demand for air travel. Elsewhere, fuel hedging is more widespread, particularly because
many airlines have to plan for the related risk of a strengthening dollar. Hedges can
cushion the impact of higher oil prices but will generally not fully offset the effect of
increased fuel costs.

2. Brexit causes a bumpy ride
The U.K.'s planned exit from the European Union starting in March 2019 raises several
risks for European airlines. The U.K. will have to negotiate new bilateral aviation treaties
with the European Union, the U.S., and Switzerland. Given the drastic consequences of
grounding air traffic among the affected countries, our base-case assumption is that the
parties will reach at least an interim arrangement to keep the planes flying while more
permanent treaties are negotiated. However, the U.K.-EU negotiations are making slow
progress and aviation is only one of a range of trade, travel, logistical, and other topics
that require urgent attention. Therefore, we do not exclude a downside case under which
we assume a very brief disruption in air travel. We currently believe that our ratings on the
directly affected airlines can accommodate such a scenario. Among the rated airlines
that will be affected, Ryanair and EasyJet are making arrangements to comply with the
requirement that an airline with an EU operating certificate must be majority owned by
EU nationals. We do not foresee this requirement becoming a major problem. As a U.K.
airline, British Airways is not affected by this requirement and its parent, International
Airline Group (IAG), while EU-domiciled, is not an airline and thus not subject to the
ownership limit. Aside from the regulatory issues, the looming prospect of Brexit has
already slowed U.K. economic growth and weakened the pound sterling (which makes
outbound travel more expensive for U.K. citizens).

3. A sharp downturn in the global economy in 2019
Global aviation has enjoyed a long period of expansion since the Global Financial Crisis in
2008-2009 and is riding the tailwinds of the rising long-term demand for air travel.
However, air travel remains a cyclical industry that is sensitive to economic conditions, oil
price fluctuations, and capital market disruptions. A sharp global downturn would likely
lead to at least a modest contraction in global air travel (even in the most recent and very
severe recession, global air traffic fell by less than 5% in 2009) but--more significantly--it
would also undermine the pricing power of the airlines and force them to cut their fares to
fill seats. The most lucrative passengers, business travelers, would pull back on travel as
corporations trimmed expenses. We believe that the most prosperous region currently,
North America, would fare better than in the last downturn because of industry
S&P Global Ratings

November 14, 2018

237

Industry Top Trends 2019: Transportation

consolidation and the fairly cautious growth of seat capacity since 2009. Still, the North
American airlines have seen a steady and fairly sizable upturn in labor costs, which would
be hard to cut quickly, particularly because they are facing long-term shortages of pilots
and mechanics. Overall, we foresee a potentially sharp drop in profits, but probably not
outright losses, for most rated airlines in North America. The picture in other regions
varies. The airlines that are probably most at risk are those based in developing
countries, whose economies would suffer from reduced trade and potential capital flight
as investors seek to reduce their risk exposure. And, if the flight to quality includes a
strengthening dollar, the mismatch of those airlines' dollar revenues to dollar expenses
could pose a severe challenge, as Brazil’s airlines experienced several years ago.

Shipping
1. An acceleration of newbuild orders
We see a risk that vessel owners, renowned in the industry for their historically poor
supply discipline, could embark on an ordering spree in anticipation of better times
ahead, particularly in sectors that are subject to low orderbooks and have brighter
prospects (such as dry-bulk shipping). This would disrupt the encouraging supply trend
and constrain charter rates. But, assuming a typical lead-time from ship ordering to
delivery of 18-24 months, we expect there to be a slowdown in supply growth for at least
the next few quarters regardless of ordering activity. Furthermore, the demolition of older
tonnage remains a critical supply-side measure to help correct excess capacity and
restore charter rates. We are mindful that the pace of demolition has slowed in recent
quarters (with the exception of the crude tanker segment, which we forecast will see
robust/accelerated scrapping this year), which typically happens when owners perceive
possibly better times ahead. If new orders accelerate and scrapping does not reduce
excess capacity, this will destabilize the industry, which is currently struggling to
rebalance.

2. Failure to pass-on the cost of compliance with low sulfur fuel regulation
Ship owners and operators face an expensive set of choices to meet the upcoming
regulations to cut sulfur emissions. The rules, which were drawn up by the U.N.
International Maritime Organization and come into force in January 2020, will ban ships
that use fuel with a sulfur content of higher than 0.5%, which compares with the current
limit of 3.5%, unless they have equipment to clean up their sulfur emissions. Whether
shipping companies decide to run their vessels on low-sulfur fuel, or retrofit or replace
vessels to comply with these stringent regulations, they will likely face higher operating
costs and increased capital expenditures. A failure to pass through the cost of
compliance with the new regulations could have a significant effect on their funding
needs and financial strength. Although the risk remains, we think that companies will
raise their shipping rates or make deals with their customers to share the capital
investments because it will be in all ship owners' interest to recover cost inflation.

3. A sharp downturn in the global economy in 2019
Shipping is very sensitive to global economic growth and trade flows. Under our basecase scenario, we expect that continued growth in the developing economies, mainly in
Asia, will stimulate increased commodities trading in 2019. For example, we forecast that
China's annual GDP growth will only marginally soften to 6.5% in 2018 and 6.3% in 2019
from 6.9% in 2017. However, there are evident risks in the demand outlook, most
importantly from the ongoing U.S.-China trade dispute. A slowdown in imports of Chinese
goods due to tariffs imposed by the U.S. (not largely counterbalanced by exports from
other Asian countries) or lower commodity imports and consumption by China (by far the
largest iron-ore and coal importer) would harm the container- and dry-bulk shipping
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industries, which have heavily invested in new vessels for the last few years in the belief
that China will make a consistently solid contribution to trade flows. In the last recession
in 2008-2009, China’s growth rode out the crisis largely unscathed. However, the next
downturn could be triggered by trade and other problems in the developing countries,
rather than a developed world banking crisis. In either case, it is hard for shipping
companies to adjust their supply to reduced demand given the 20+ year economic lives of
their ships and the sensitivity of shipping rates to a supply and demand imbalance.
Accordingly, shipping is probably the most exposed transportation sector to a sharp
downturn in the global economy.

Railroads
1. Trade tariffs could reduce rail traffic volumes
The risk to rail traffic from trade disputes has shifted from the post-North American Free
Trade Agreement (NAFTA) negotiations to the escalating U.S. trade war with China. While
the draft U.S. Mexico Canada Agreement (USMCA) raises potential barriers to auto trade,
we believe they are not sufficient to significantly affect trade flows. And, the provisions
that affect other types of trade are mostly little changed from NAFTA. The treaty still has
to be ratified but we do not expect that even a revised version would likely lead to large
changes. However, the rising series of retaliatory tariffs between the U.S. and China and
the potentially wide-ranging U.S. tariffs on auto imports still carry risks. Specifically, the
vulnerable commodities for railroads include autos, some agricultural goods, and some
containerized freight. Even so, a solid majority of the overall rail traffic in North America
relates to goods that remain in region. Even containerized freight, originally a shipping
innovation, has spread sufficiently that half of all rail container moves are domestic.

2. Diversion of intermodal traffic from rail to trucks
With the ongoing challenges facing the trucking industry (including a shortage of capacity
and drivers), the North American railroads have been the beneficiaries of the growth in
intermodal traffic. However, a slowdown in consumer spending that leads to a decline in
freight shipments (particularly e-commerce) could ease the truck shortage and cause
trucking freight rates to soften. That, in turn, would attract some traffic back to trucking
from the railroads. We do not believe that this would have a material effect on railroads
overall, given their broadly diversified traffic mix and continuing efficiency gains.
However, over the longer term, if the use of self-driving trucks become widespread, the
railroads' current cost advantage over trucking could narrow.

3. A sharp downturn in the global economy in 2019
The North American railroads experienced reduced freight traffic during the sharp
downturn in the global economy in 2008-2009. In response, they managed to reduce their
operating costs by more than we would have expected for a capital-intensive industry.
They also reduced their capital spending somewhat and sharply pulled back on share
buybacks, which led to only modest balance sheet deterioration in most cases. The
railroads' access to capital remained solid; indeed, they actually benefited from the flight
to quality and even managed to continue issuing commercial paper. If this scenario were
to reoccur--potentially due to different causes but with a similar sharp economic
contraction--the railroads would be in better shape to meet the weaker demand because
they have improved their operating efficiency and reduced their headcount and capital
spending. They will have also already completed the required capital spending to comply
with the positive train control mandate to improve safety. They would also continue to
benefit from the lower tax rates under the 2017 tax law changes, which are bolstering
their free cash flow. Even assuming a likely reduction in their earnings and operating cash
flow, the railroads have the flexibility to reduce their shareholder rewards programs,
which should allow them to maintain their strong financial risk profiles.
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Transportation Equipment Leasing
1. Risks from weak customers
The customers of aircraft and marine cargo containers lessors--airlines and shipping
lines--are often weak credits and (particularly for container lessors) can individually
represent a material exposure. Both sectors have experienced bankruptcies and
liquidations by their customers. However, a high percentage of their equipment on lease
is usually re-possessed and re-leased, albeit at lower rates. Aircraft leases generally
include security deposits and maintenance reserves in the case of weaker credits.
Customers of truck and railcar lessors are generally more diversified and, in the latter
case, often have stronger credit quality. Expenses related to bad debts have historically
not been a significant problem for equipment leasing companies in general, although
lease rates (and thus their revenue) will suffer if they are forced to re-lease the
equipment in a weak market. Railcar lessors experienced this recently when the demand
for tank cars that carry crude by rail plunged beginning in 2015 (though lessors’ tank cars
mostly carry chemicals and food products, not crude oil). When demand weakens, lessors
typically enter into shorter-term leases at lower rates to maintain their high utilization in
the expectation that when demand strengthens they will be able to extend their lease
terms at more favorable rates.

2. Access to capital and higher interest rates
Leasing is a capital-intensive business. For several years, there has been an abundance
of capital for most transportation leasing sectors from banks and secured and unsecured
capital market bonds, including asset-backed security (ABS) financings, with attractive
pricing. As long as interest rates don’t increase sharply and quickly, we think higher
borrowing costs can be passed through in the form of higher lease rates, particularly in
those cases where lease rates include escalation clauses that reset if rates change
between when the lease is signed and when the equipment is actually delivered (relevant
mainly for new aircraft deliveries onto leases). The equipment that the transportation
lessors own is generally considered good collateral and can support borrowing, albeit at
lower advance rates and higher interest rates during periods of stress. At the same time,
lessors have gained market share in some cases (albeit in a shrinking market) when
banks and the public capital markets pulled back on directly financing transportation
companies during a downturn. We think that refinancing risk has also abated somewhat
because transportation equipment lessors, mindful of the problems that some faced in
2008-2009, have improved their asset/liability matching and have spread their debt
maturities over a longer period.

3. A sharp downturn in the global economy in 2019
A sharp downturn in the global economy would affect demand across all transportation
sectors. Global airline traffic would likely contract at least modestly, which would lead to
airline failures, the grounding of some excess aircraft, and elevated pressure on lease
rates and residual values. Although the large aircraft leasing companies are experienced
and capable in repossessing aircraft and repositioning them with other airlines, the
industry has attracted many new entrants that may not have the same expertise and
track record. Therefore, a general deterioration in the supply and demand balance could
be exacerbated by panicky sales or the offering of lease contracts at concessionary rates.
Car rental demand would suffer along with the reduction in airline traffic, increasing
pricing pressure in that sector as well. Lessors that support freight transportation would
face similar dynamics, particularly if the next downturn involved significantly reduced
trade flows. Marine cargo container lessors are probably the most exposed in this
respect; however, they do have an advantage in that they can react quickly to a drop-off
in demand by cutting their capital spending. The lead times to order new equipment are
short and container lessors have generally managed to react to reduced demand fairly
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quickly. This is even more true of car rental companies, which turn over their fleets every
year or two. In 2008-2009, several of the large U.S. car rental companies shrank their
auto fleets by 20% in only a few months.

Industry developments
Growing regulatory risks
Transportation companies face increasing environmental regulation over the long term,
though we view these regulations as a near-term risk only for selected cases, such as
shipping companies. Because fuel is a large cost item for most of these companies, they
already have an incentive to use it more efficiently and thereby lower their emissions. The
challenge is to improve their efficiency at a quicker rate than their trend growth rate such
that they do not increase their overall fuel consumption and emissions. This dynamic is
particularly apparent for the airlines, which are growing at a rate (global air traffic is
increasing by around 5% annually over the long term) that exceeds their fuel efficiency
gains, thereby adding to overall greenhouse gas emissions. And, because manufacturers
have been progressively improving their engine and aircraft technology for decades,
state-of-the-art aircraft are already quite fuel efficient, making further gains increasingly
difficult to achieve. Global shipping, however, faces a different challenge. The industry's
most widely used fuel, bunker fuel, is quite dirty and International Maritime Organization
regulations will require much lower levels of sulfur emissions starting in 2020. This is
technically feasible but expensive and it remains to be seen if shipping companies will be
able to pass-on most or all of these higher costs given the cyclical and price-competitive
nature of their industry.

“Disruption” and transportation companies
Disruption is a popular theme in analyzing an array of industries. While the transportation
industry may not experience the same rate of change that technology, retailing, and some
other sectors do, it has seen significant changes in its competitive dynamics and may be
subject to more dramatic technological changes in the future. The rapid growth of lowcost airlines, first in the U.S. and then in Canada, Europe, and elsewhere, was an early
example of disruption by new entrants employing a significantly different business model
(high aircraft utilization, low labor costs, and low fares to stimulate demand). Southwest
Airlines Co., WestJet Airlines Ltd., Ryanair Holdings PLC, and easyJet Airline Co. Ltd. have
become major players in intra-region air travel and are all rated investment grade.
The most important potentially disruptive technology for transportation is driverless
vehicles. If they are successfully developed and widely accepted, it could transform the
trucking industry and potentially threaten railroads and car rental companies. In the U.S.,
the world’s largest trucking market is currently facing a long-term driver shortage. This
shortage is due to driver retirements (the average age of truck drivers is much higher than
that for employees in most other industries), alternative employment opportunities in a
strong economy, and more stringent federal regulations that impose tighter background
checks and limit daily driving hours.
This shortage, combined with stronger demand, has sharply increased freight rates for
shippers. Driverless vehicles could ease the shortage, both by replacing drivers and
potentially driving much longer hours than human drivers. However, there are a whole
range of significant obstacles that must be overcome for this to occur, ranging from
technological capabilities to safety and popular and regulatory acceptance. Accordingly,
we believe that the spread of driverless trucks will take place gradually over the next
decade, with some applications being more suitable for the transition than others. For
example, trucks and other vehicles that move within limited areas, such as ports,
factories, and airports, would operate in a better-mapped and controlled environment.
S&P Global Ratings

November 14, 2018

241

Industry Top Trends 2019: Transportation

Another potential application over the longer-term is “platooning”, a practice in which
several trucks follow one another closely on long-distance highways to reduce wind
resistance and save fuel. In such a platoon, the lead truck might have a human driver
while the several others following it would be driverless and rely--in part--on tracking the
movements of the lead truck. This would probably work best on the lightly travelled and
long highways in the western U.S.
If trucking firms use driverless vehicles to lower their costs and improve safety, they
could recapture some traffic that has shifted to the railroads (which are cheaper but
slower). In theory, railroads are even better candidates for driverless or reduced-crew
equipment than trucks because they travel along defined routes that they own and share
with few other operators (such as Amtrak, the U.S. long-distance passenger railroad, in
some cases). However, railroads are heavily unionized and changing labor contracts
could prove difficult until the nature of the competitive threat has become obvious, by
which time some market share will have already been ceded.
Another transportation segment that could be significantly affected by driverless
technology is the rental car industry. This challenge could combine with the existing
threat posed by Uber, Lyft, and other forms of ride sharing and significantly impact the
industry. Currently, rental cars and ride sharing overlap mostly at the margin--ride
sharing is most widespread in cities and for brief trips, while car rentals usually involve
more driving over a longer time period. Ride sharing is a logical early adopter of driverless
technology, if permitted by governments, because the vehicles mostly operate in limited
areas and for many hours a day. The more available and reliable ride sharing becomes,
the more its markets will likely overlap with those of car rental companies. However, car
renters have skill sets and advantages of their own that may make them plausible
partners for ride sharing companies or other industry participants, such as auto
manufacturers. They are experienced in purchasing, maintaining, and positioning huge
vehicle fleets (capabilities that asset-light businesses such as Uber and Lyft have not yet
had to develop). Over the long term, it seems likely that driverless technology will
significantly change the business of car renting, though it is not yet clear to what extent
this trend will turn out to be a threat, opportunity, or some combination of the two.

Financial policy
Transportation companies are heavy users of debt to finance their capital expenditures,
though some generate sufficient free cash flow to pay dividends and buy back shares as
well. The financial policy decisions of these (mostly) stronger credits often determine
their rating trajectory. The most profitable subsector of transportation is the North
American freight railroads, which have a consolidated and stable business with good
pricing power. We rate the seven largest North American freight railroads between 'BBB'
and 'A+' and all of them pay out substantial sums in various forms to their shareholders.
These companies could attain a higher rating if they chose to pursue it, and some have in
the past, though the balancing of creditor and shareholder interests--along with the
savings from U.S. corporate tax law changes--have led them to target ratings around
their current levels. That said, they have demonstrated that they are willing and able to
scale back their share buybacks sharply, as they did during the 2008-2009 recession, and
we believe they continue to be well positioned to face the next downturn.
Perhaps a more surprising example of these types of financial choices is the airlines,
which operate in a rather more cyclical and price-competitive industry. We upgraded the
three largest U.S. airlines multiple times after they exited bankruptcy, based on their
significantly improved earnings and cash flow. However, their capital allocation choices
also had a strong influence on the extent of their gains, as shown by the spread of our
current issuer ratings: 'BBB-' for Delta Air Lines Inc., 'BB' for United Continental Holdings
Inc., and 'BB-' for American Airlines Group Inc. Outside the U.S., other large airlines that
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are focusing on improving their balance sheets as a path to higher ratings include Air
Canada, British Airways PLC, and Qantas Airways Ltd. The aircraft leasing subsector has
also seen a partial shift as companies have moved away from relying on secured debt and
have instead focused on unsecured borrowing to improve their balance sheets. The
intended benefits include diversifying their funding sources, improving their debt ratings,
and ensuring that they are better prepared for an eventual downturn in the aviation
industry cycle.
Financial policy is also a major rating consideration for companies owned by privateequity financial sponsors. This form of ownership is less widespread for transportation
companies than in some other industries, likely because ongoing capital-expenditure
requirements may limit opportunities to use leverage to pay dividends. However, some,
mostly smaller, trucking and logistics companies are owned by private equity companies
and generally carry ratings in the 'B' category. A few transportation equipment leasing
companies are owned by financial sponsors, though their financial policy choices tend to
be little different from those of publicly owned companies and we have rated some in the
'BB' category.
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Cash, debt, and returns
Global Transportation
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Fixed versus variable rate exposure
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Key Takeaways
– Stable outlook: Ratings for European regulated utilities remain broadly stable, underpinned
by generally supportive regulatory frameworks, protecting companies from most of the
emerging macro risks we see: global trade wars, lower economic growth, inflation, and rising
interest rates. U.K. water remains a notable exception, as companies are negotiating one of
the toughest regulatory resets in years to be implemented in 2020. In addition, some rated
utilities remain sensitive to country risk and sovereign ratings, as we have seen recently in
Italy.
– Weaker credit metrics due to higher debt tolerance: We see credit metrics weakening
slightly compared to previous years, due to generally higher leverage tolerance from
companies amid low cost of debt, high investment requirements, and stronger appetite from
shareholders. Entities with increasingly leveraged financial structures and stretched credit
metrics for rating levels are seeing their credit sustainability put under pressure during
regulatory reviews.
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– Investment requirements to mitigate earnings pressure: We expect more pressure on
earnings from upcoming regulatory resets across the continent in 2019 and 2020, mitigated
by the need for heavy investments to upgrade networks and integrate renewables, a
resulting increase in the asset base and ongoing cost cuts.
– Politics and financial policies as key risks: Geopolitics and rising populism across Europe
increase the risk of political interference for utilities. Nationalization risk and a changing
landscape in European gas routes increase uncertainty on some networks. Further political
scrutiny on shareholder remuneration to the detriment of investments and network quality
may also pressure some utilities.

– Industry trends: Operating networks are becoming increasingly complex amid volatile
renewable production, digitalization, and extreme weather conditions. The role of network
operators is changing, with more responsibilities as system operators and remuneration
moving away from the asset base model toward more operating efficiency. Over time, this
may change earnings quality and our assessment of the industry’s strengths and stability.
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Ratings trends and outlook
Utilities – EMEA Regulated
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Industry credit metrics
Utilities – EMEA Regulated
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Cash flow and primary uses
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Industry outlook
Key Assumptions
1. Regulatory frameworks generally protect utilities from emerging macro
risks
Macroeconomic prospects are slightly declining in Europe. In particular, S&P Global
Ratings economists anticipate the following:
– ECB to start raising rates gradually from 2019, after putting an end to additional asset
purchases in December 2018.
– GDP growth for the region of 2.0% in 2018 (down from the 2.1% forecast in June) and
1.7% in 2019 (forecast unchanged since June).
– Global trade tensions are rising rapidly, with a danger of escalating much further.
We see regulated European utilities being resilient even to a potential escalation of global
trade tensions, notably because of their inherently limited exposure to international
trades. If potential fallout from unsuccessful Brexit negotiations between the U.K. and
the EU remains a general concern, we currently see limited implications for U.K. utilities,
which remain governed by domestic regulations. We also see no sign of slowdown on
interconnection projects, while liquidity remains abundant to fund projects.
Most European regulatory frameworks for electricity and gas allow for a full pass-through
of inflation and interest expenses. In addition, most utilities that we rate are investment
grade and have good access to capital markets. The sector has proactively managed its
debt in the past years, refinancing at lower cost and with longer maturities. Debt
structure includes well-staggered maturities and consists largely of fixed-rate debt.
That said, the emergence of populism across Europe may have consequences for the
sector. Political criticism over service quality and bills has led to calls for nationalization
of utilities, notably for water in the U.K. and Italy. We however see such risk as remote,
given budgetary constraints for both countries. In the U.K., valuations are well over the
regulatory asset base (RAB), raising the question of the right price to consider for equity
holders. In Italy, we note that all the water distribution networks are state-owned and
that the vast majority of the water distribution companies are wholly owned by
municipalities.
For Southern and Eastern European utilities, sovereign ratings are a key rating driver. We
recently revised the outlook on Italy to negative, with direct rating implications on Snam
and Terna, given their link with the state and domestic economy. In Russia, the sovereign
rating remains the key driver for credit ratings on regulated utilities, which are mostly
government-controlled.
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Chart 307
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2. Pressure on revenues from regulatory resets
A key determinant of utilities' future remuneration will be the numerous regulatory resets
occurring over the next two years across the region. In almost all markets, we expect to
see pressure on remuneration, reflecting the lower cost of capital and regulators’
pressure on utilities to further optimize costs. In most advanced markets, we are starting
to see greater focus on operating efficiency and service quality. This may result in greater
differentiation among network operators and eventually more investments to upgrade
infrastructure. At the same time, investment requirements remain significant, notably for
electricity, and regulation needs to remain sufficiently favorable to attract capital.
In the U.K., we consider regulator Ofwat's proposed framework for the next regulatory
period, PR19, to be challenging. It could lead to pressure on the ratings on some of the
inefficient and highly leveraged U.K. water utilities. On electricity, the tightened RIIO-2
price controls will probably bring tougher operating conditions on distribution system
operators (DSOs) as soon as the framework is implemented in March 2021 (2023 for
electricity). Lower returns and more focus on customers and innovation represent a
challenge for network operators. The visibility will shorten to five years from eight years
under the current RIIO, as it has become much harder to predict investment needs over
the long term.
In Italy, the fifth regulatory period for gas transmission, storage, and regasification will
start in 2020. We expect the new regulatory period’s main features to remain broadly in
line with the current one, with a move to the totex (total expenditure) approach after
2023. The third regulatory period for water distribution will also start in 2020. We expect
this period to be broadly unchanged, with three main objectives: fostering investments,
sector consolidation, and cost efficiency.
In Germany, the third regulatory period starts in 2018 for gas and 2019 for electricity. The
return on equity allowance has been drastically reduced for electricity by about 200 basis
points (bps). If the cut is revised following a recent court ruling, the regulator still has to
issue further key remuneration determinants such as the sectoral productivity factor.
Overall, we expect profitability and credit metrics to weaken following the regulatory
reset, but we do not anticipate that it will trigger any rating actions in the medium term.
In Sweden, the third regulatory period for electricity starts in 2020. The weighted-average
cost of capital (WACC) will be lower than in previous years at around 3% according to the
latest indications, compared with the current 5.85%. Another point of tension is the
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Swedish regulator's recent appeal against a recent court decision permitting distribution
companies to transfer under recovered revenues over two regulatory periods, instead of
the current standard of one. We understand utilities will generally adapt their
investments and shareholder remuneration accordingly to defend their credit quality.
In Spain, pressure on networks has eased since the change in government earlier this
year. However, it is still unclear how the parametric formula will be updated for gas in
2019. For electricity, the limited downside risk of 50 bps in 2020 onward appears
manageable for operators.
In Russia, the next regulatory reset for the electricity transmission system operator (TSO)
Federal Grid is in mid-2019, while for many DSOs, regulatory periods can differ. We don’t
expect any major changes during the regulatory period reset. Many DSOs are switching
from RAB-based regulation to revenue indexation, which we view as broadly neutral. The
government is currently considering the switch to 10-year tariffs (compared to five years
now), If implemented, this could support investments by making sure return on
investment is not taken away from regulated utilities at the next regulatory reset.

3. Investments in networks will get closer to $50 billion per year
European energy policy provides a generally favorable context for network operators.
Ambitious targets in renewables and interconnections imply significant investment
needs: for TSOs, it is mostly about connecting new renewable projects to consumption
areas; for DSOs it is about transforming the networks into smart grids, capable of
managing increasingly decentralized energy. On top of this, as previously discussed,
network quality and security of supply further support growth.
We therefore expect investments to grow further in the coming two years, getting close to
the $50 billion mark per year for utilities we rate. This comes after a remarkable increase
already seen since 2016, and this is despite efforts from all players to optimize capex,
notably with growing efforts on predictive maintenance and procurement. These
investments are well above depreciation and contribute to the increase in regulated asset
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base and mitigate pressure on revenues from regulatory resets. Interestingly, we see
specific remuneration incentives for these growth projects. In Germany, for example, the
new regulation includes cost-plus features for investments that are deemed crucial for
the energy transition, the so-called “investment measures”.
This is nevertheless putting more pressure on credit metrics for some of the networks in
the short term. We eventually expect heavy negative free cash flows for some operators
and a squeeze of their core credit metrics. We recognize the supportive regulatory
frameworks that will govern these investments and the favorable cash flow profile they
will offer once commissioned. We also consider the currently still-low cost of financing,
which has permitted some players to increase their leverage without massively penalizing
their cash flow metrics.
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Key risks and opportunities
1. More shareholder returns raise questions for long-term asset quality
We see credit metrics weakening slightly compared to previous years, due to generally
higher leverage tolerance from companies amid low cost of debt, high investment
requirements, and stronger appetite from shareholders. Indeed, we see increasing
pressure from shareholders to increase returns from utilities and we expect dividends to
increase faster than investments. In our view, this more aggressive stance from
shareholders reflects the still-low cost of debt, which changes companies’ optimal
weighted average cost of capital and ultimately their optimal capital structure. It also
reflects the high investor appetite for the asset class and the more competitive
environment when such assets are on the market. Higher valuations result in a greater
temptation to increase debt leverage and eventually imply more demanding cash
outflows to remunerate investors.
Infrastructure funds remain very active on networks. Recent transactions include
Nortegas in Spain, Swedegas in Sweden, Elenia in Finland, and Denmark’s Orsted selling
its network activities. Interestingly, we see shorter investment cycles from funds – and a
need to accelerate shareholder investment paybacks. More mature networks offer
limited investment requirements, eventually some cost and capex optimization, and
ultimately higher cash flow distribution prospects. We remain attentive to the potential
long-term deterioration of network quality from underinvestment, to the benefit of
shorter-term shareholder returns. This may impinge upon the future credit quality of
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these utilities, at a time when regulators may put more emphasis on operating efficiency
and quality of service in their remuneration framework.
U.K. utility companies have come under public pressure for failing to reach an adequate
balance between consumer interests and investor interests, specifically for making
excessive profits while underinvesting in aging assets. We expect companies' proposed
dividend policies to be subject to significant scrutiny. Ofwat has requested companies to
set out their dividend policies in their business plan for the next regulatory period, with
any proposals of base dividend yields that are higher than 5% to be accompanied by an
explanation for why the higher dividends are in consumers’ interests.
In Russia, the government (as the controlling shareholder in most regulated electricity
utilities) and the regulator will also face a choice between a higher dividend payout (which
is not included in the current tariff mechanism) and higher investments aimed at
digitalization and infrastructure development.
Chart 311
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2. Sophistication of network operators becomes critical
Most networks are aiming to achieve full digitalization (notably through more automation
and smart meters) to accompany the growth of renewables and decentralized energy
systems (including storage and e-mobility solutions). This offers new growth prospects
and allows for continuous enhancement of cost control. We also anticipate DSOs will
have a more important and more active role in stabilizing the networks going forward. As
energy management becomes more local and more complex, DSOs will take part of TSOs'
responsibilities in Europe.
With the development of smart grids, the role of network operators is becoming more
complex and requires more sophistication of tools and systems. It also means, as we
previously said, that remuneration will be more skewed towards service quality and
operating efficiency. This should, in turn, incentivize the consolidation of smaller
networks, in order to share the associated additional costs and risks.
Investments to develop these smart grids remain significant and are coming at a fast
pace for the operators. The EU has set a target of replacing at least 80% (about 245
million) of conventional electricity meters with smart meters by 2020. So far, the
implementation of smart meters in households hasn’t progressed as expected, with only
about 125 million smart meters installed by 2018. Nordic countries are leaders in this
field, with full deployment already reached. Italy and Spain are progressing well. France
aims at full rollout of its Linky meter by 2021. Other countries such as Portugal, Belgium,
and Germany have concluded that the outcome of the assessment does not warrant
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installing smart meters in households. In the U.K., network operators are not in charge of
the deployment.
Electrification of transport is another key development expected across Europe. If
regulated networks are unlikely to be in charge of the deployment of charging stations for
electric vehicles, operators still need to be ready to manage energy differently, with more
storage and remote solutions offered to and by users. While we do not see demand
increasing materially in Europe from e-mobility given energy efficiency gains, we see
infrastructure needs accompanying its development to manage the more complex flows
of energy. Solutions for demand response management will be key for efficient operation
of the networks.
Adding the fast growth in renewables and the need to connect them to areas of
consumption, we see good prospects for networks, but these trends could also
dramatically change how these networks are operated. Increased sophistication and
efficiency will become even more paramount to meet future regulatory requirements.
With less emphasis on the asset base in the regulated revenues and more on operations,
we believe it is likely that differentiation among network operators will become more
visible. This will apply to cash flows and credit quality. In Western Europe, there are
longer-term issues to be interrogated about the future needs of gas networks, but this is
not a topic in Eastern Europe.
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3. The changing environment in European gas
The traditional business model of Central and Eastern European (CEE) gas production
and transmission companies will face challenges over the next decade. As part of the
EU’s strategy to foster greater market flexibility and diversification of supply as well as
due to new import routes being constructed, we expect a significant transformation of
the traditional business models of CEE gas production and transmission companies.
Three major pipeline projects (Nord Stream 2, Turkstream, and the Southern Gas
Corridor) are set to start commissioning between year-end 2019 and 2020, two of them
diverting significant volumes from the traditional route across Ukraine, and therefore
from Central Europe (see map of gas import routes). We believe that those may
undermine the pivotal role of CEE operators in the transit of large gas volumes from
Russia to Europe.
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The credit quality of CEE gas operators will likely come under strain due to more
competition between routes and high capex needs. The growing number of alternative
routes and the resulting potential change in paradigm for gas transit in the region could
result for CEE operators in more volatile transit volumes along with potentially high
capital expenditure (capex) needs to invest in new transit routes and interconnectors
within Europe. Return on this capex will depend on availability of gas volumes and/or
regulation that protects gas transmission operators from volume risk. In addition, we
expect that the renewal of existing gradually expiring long-term ship-or-pay contracts
will prove to be challenging, at the very least under their current terms. All those
elements will result in a more limited stability and predictability of future cash flows,
eventually weighing on the credit quality of CEE gas transit operators in our view.
Meanwhile, we expect the CEE gas transit operators’ currently high exposure to Gazprom
as the main gas shipper in the region to reduce only gradually, depending on availability
of significant new sources of competitively priced gas and increased interconnection in
the region.

Long-term ship-or-pay contracts, supportive regulations, business diversification, and
supply bottlenecks will nevertheless limit pressures in the near term. That said, at least
in the next three to four years, competitive pressures will be softened by long-term shipor-pay contracts still in place giving the gas transit operators time to adjust and supports
their earnings in the near term. Some transit operators, like Net4Gas, Transgaz, and EPIF,
are also involved in other businesses, such as local distribution activities, which are
mostly regulated and provide some diversification. Lastly, we expect that the traditional
gas transit route from Russia via Ukraine to Europe will still be in use, even if for smaller
volumes as we believe that avoiding this route entirely is not possible for both economic
and political reasons.
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Related Research
– How Nord Stream 2 Will Reshuffle The CEE's Gas Pipeline Business, Oct. 1, 2018
– Why We See Italy's Water Regulatory Framework As Supportive, May 16, 2018
– Why We See The Republic of Ireland's Electricity And Gas Regulatory Framework As
Supportive, May 8, 2018
– Why We See Russia's Electricity Regulatory Framework As Relatively Unsupportive,
March 7, 2018
– New Ofwat Regulations Will Keep U.K. Water Utilities On Their Toes, Jan 30, 2018
– Why We See Italy's Electricity And Gas Regulatory Frameworks As Supportive, Nov. 30,
2017
– Why We See The Regulatory Frameworks For U.K. Utilities As Supportive, September
26, 2017
– Why We See Spain's Electricity And Gas Regulatory Frameworks As Mostly Supportive,
May 11, 2017
– Why We See Portugal's Electricity And Gas Regulatory Framework As Mostly
Supportive, March 15, 2017
– Why We See Germany's Electricity And Gas Regulatory Framework As Supportive, Nov.
21, 2016
– Why Do We See The French Electricity And Gas TSO Regulatory Framework As
Supportive?, March 11, 2016
– Why Finnish Electricity Networks Have A Strong Regulatory Advantage, Dec. 2, 2014
This report does not constitute a rating action.

S&P Global Ratings

November 13, 2018

255

Industry Top Trends 2019
Utilities – EMEA Unregulated
November 13, 2018
Authors
Pierre Georges
Paris
+33 1 4420 6735
pierre.georges
@spglobal.com
Béatrice de Taisne
London
+44 20 7176 3938
Beatrice.de.taisne@
spglobal.com

Key Takeaways
– Stable outlook: The outlook on EMEA integrated utilities and the unregulated power and gas
sector is broadly stable. We see some headroom building up in most ratings in the next two
years. This is because companies have successfully de-risked their portfolios to focus on
more stable activities such as networks and renewable sources of energy (renewables) and
have reduced their debt. However, this positive trend may reverse depending on future
capital allocation and potentially increasing political pressure.
– Improving credit metrics: After years of EBITDA decline due to weak power market
conditions, we now see a clearer path to growth for 2019-2020, underpinned by increased
power prices and the commissioning of new assets (notably renewables). With debt
remaining broadly stable, we expect improving credit metrics. We also believe that
companies are generally well positioned to manage the end of the credit cycle.
– Higher power prices mitigated by political risk: Higher power prices, notably compared to
the lows in 2016, is a key driver for growth in earnings in the coming two years. However, we
also see governments playing a key role in terms of potential political interference, pressure
on supply margins, and the evolution of market design in the EU, including for renewables
and nuclear energy.
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– Capital allocation as key rating driver: With our expectations of improving credit metrics
and rating headroom, the key risk we see lies in capital allocation in the next two years. The
evolution of capital allocation depends on whether financial policies change to
accommodate more shareholder remuneration; how investments in new technologies and
business models develop; and whether mergers and acquisitions (M&A) activity accelerates,
including sector consolidation and international expansion.

– Industry Trends: Although the sector fundamentals seem to improve, we remain cautious as
oversupply will prevail in most markets, with energy efficiency gains and renewables growth.
Fast-changing technologies continue to impact the sector fundamentals and require market
players to adapt swiftly and profoundly.

S&P Global Ratings

256

Industry Top Trends 2019: Utilities – EMEA Unregulated

Ratings trends and outlook
Utilities – EMEA Unregulated
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Industry credit metrics
Utilities – EMEA Unregulated
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Industry outlook
Key Assumptions
1. Improving power prices but we remain cautious about their sustainability
Since the beginning of 2018, and especially since the summer, we have seen a material
improvement in power prices across Europe. For example, one-year forward power prices
in Germany averaged €53.8 per megawatt hour (/MWh) in September 2018, compared to
€32.4/MWh on average in 2017. Key drivers of this improvement include:
– Stronger-than-anticipated demand due to exceptional weather conditions (a very cold
winter, exceptionally warm summer, and weak hydro conditions);
– Higher commodity prices, notably gas, due to unforeseen greater usage of the thermal
electricity generation fleet to meet higher demand;
– Higher carbon prices, supported by a carbon market reform finalized in early 2018 and
higher usage of the thermal fleet; and
– Market nervousness around the availability of nuclear plants in France and Belgium,
which we believe added to the price spike.
The material improvement in power prices should benefit power generators, primarily the
outright producers (mostly nuclear and hydro energy), albeit with a time lag of typically
one-to-two years, due to the effect of hedges. This lag explains why 2018 is a trough year
in earnings for many companies, as it reflects the 2016 power prices.
However, we remain cautious about the sustainability of such high prices, or any further
increases from current levels. This is because we believe that such prices are the result of
the series of exceptional circumstances we list above. Yet we still see flat-to-decreasing
power demand in Europe in the coming years, driven by energy-efficiency measures. The
EU has set ambitious targets aimed at reducing power demand by 1.5% per year until
2030 thanks to energy efficiencies. This is coupled with ambitious growth targets in
renewables, meaning that power supply is unlikely to decrease materially, even in the
context of a gradual phase-out of nuclear power in Germany and Switzerland and of coal
across Europe.
All in all, we expect the power oversupply situation to persist in Europe. That said, we also
acknowledge that the European power markets are likely to become increasingly volatile,
with more severe and frequent extreme weather conditions leading to less-predictable
demand. At the same time, the increasing penetration of renewables in the European
energy mix increases dependence on weather conditions. In our view, these new, more
complex market patterns favor the largest, more sophisticated players. They may also
lead to more flexible hedging strategies. However, they also create more risks, notably on
trading activities, where exceptional and material gains or losses are increasingly difficult
to predict.
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2. The political environment remains critical for the energy sector
The political environment is always a key driver for the energy sector, but recent changes
to the political landscape in Europe are exacerbating the risk. Developments such as
Brexit, political scrutiny on supply margins, steps the EU has taken in setting new targets
for the energy market and modifying the carbon market, and new national energy plans
all increase the uncertainty over future risks and opportunities.
Opportunities come from the EU's targets for a greener economy. Europe recently
increased its target for renewables to 32% of the energy mix by 2030. This compares to
about 17% at year-end 2017 and supports favorable frameworks to achieve these
targets, hence fueling companies' investment pipelines with onshore and offshore solar
and wind projects. Competition for renewable assets is fierce in Europe, notably from
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investment funds as they benefit from a lower cost of capital. Energy companies can
therefore adapt their business models to include more partnerships and returns primarily
focused on development margins.
However, questions remain over the quality and sustainability of returns--particularly
compared to stable revenue streams from long-term subsidized schemes--and the level
of speculation in these development pipelines. At the same time, we see the cost of
continuing to subsidize such heavy programs as unsustainable for European electricity
systems. All market participants now look ahead to the transition toward new
remuneration schemes, such as the private power-purchase agreement market. But we
also see participants ready to take more risks, with the emergence of merchant risk on
some new wind and solar projects in Spain.
The EU is also pushing for more energy-efficiency measures, with the aim of reducing
demand by 1.5% per year on average until 2030. This also incentivizes the sector to
develop its energy services for all types of customers. The industry is finding new
solutions to use less energy and better manage energy usage. For residential customers,
suppliers focus on offering new services, but we believe this is more of a defensive move
to reduce the churn rate. For municipalities, we see the biggest opportunities in the
development or upgrade of heating and cooling networks and anticipate more
investments in this field.
Turning to risks, we see the emergence of populism across Europe putting pressure on
the power sector. Political scrutiny on electricity bills, and supply margins in particular,
such as in the U.K., puts pressure on companies' business models. Questions around the
right national energy mix also creates uncertainties such as:
– How to reconcile the unquestionable phase-out of coal while ensuring the security of
supply and without damaging local economies;
– How to make economically viable decisions without a sufficiently strong carbon price
signal; and
– How France and Belgium will deal with their announced reduction of nuclear
production; and
– What this could mean for gas assets.
These uncertainties do not help investment or divestment decisions.
Finally, we believe that Brexit has so far had a limited impact on operations. We believe
that interconnections (existing or under construction) will remain unaffected and should
have limited implications on the energy mix evolution. Targets for renewables remain
unchanged so far, and the nuclear new build Hinkley Point C has not been challenged.
However, the main uncertainty is how the U.K. will exit the European carbon market and
how this may affect the market mechanism.
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3. The end of credit cycle may increase the sector's capital-return
requirements
Given the sector's generally high debt leverage, we remain cautious about the potential
increase in interest rates and how this may affect the credit quality of the companies we
rate in the sector. In recent years, the sector has proactively managed its debt,
refinancing debt early to benefit from the low interest rates and to lengthen the average
debt maturity. The sector has also been successful in attracting a variety of investors. The
emergence of green finance is the most notable example: integrated utilities have been
particularly strong issuers of green bonds, both in senior and hybrid capital. This has
allowed them to tap a new investor base. The sector has also been active in liability
management on hybrids, allowing for a significant reduction in coupons.
As a result, in most cases, companies' low cost of debt is likely to endure, with relatively
limited debt maturities ahead. In addition, the sector has historically maintained a
prudent liquidity policy, and we assess most liquidity profiles as adequate or strong,
translating into a solid ability to cover debt maturities, investments, and dividends from
cash flow generated, cash on balance sheet, and available long-term committed credit
lines. This allows for opportunistic transactions and continuously prudent debt
management.
With the sector being able to reduce debt leverage and eventually build more headroom in
the ratings, we believe that companies are generally well positioned to manage the
potential end of the credit cycle. What's more, most European utility companies are rated
investment grade and therefore we believe they will continue to have better access to
capital markets than many of their counterparts in other sectors.
Finally, if the credit cycle effectively turns, this would mean a higher cost of capital or
capital-return requirements from market participants. This may ease the currently high
competition and pressure on valuations for infrastructure and renewable assets, notably
from infrastructure funds, and offer more opportunities to power companies.
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Key risks and opportunities
1. Earnings upside could benefit shareholders rather than debt reduction
Unlike for the oil and gas sector, investments and balance sheet protection have
remained priorities for the past five years in the power sector, with shareholder
remuneration being the balancing variable. This is because capital expenditure (capex) is
hard to cut in the sector. There was a significant need for companies to reorient their
businesses toward more stable activities, notably networks and renewables, which are
also very capital intensive. At the same time, as EBITDA from power generation activities
has reduced massively in the context of low power prices, balance sheet protection
measures were paramount to preserve credit quality.
Now that most companies have completed, or are well on track to completing, their
transformation plans, and growth prospects are more visible, we believe that
management teams will likely be under pressure to increase shareholder remuneration.
We also believe that most market participants see the current average rating in the midto-high 'BBB' category as adequate for the sector, with generally no strong willingness to
push for upgrades. As a result, we believe that further upside in earnings could be
skewed toward more shareholder remuneration and less toward debt reduction.
Over the past few months, we have started to see dividend policies becoming less flexible
(for example, those of Naturgy Energy Group S.A. [Naturgy] and SSE PLC) and with higher
payouts (Enel SpA, Iberdrola S.A., and ENGIE SA). We have also seen the emergence of
share buyback programs (for example, Enel and Naturgy). We remain attentive to new,
influential shareholders that may reduce long-term investments for shorter-term profits.
With new strategic plans to be announced in 2019, we will focus on how any extra returns
could be used.
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2. Strong investment opportunities will keep capital intensity high but also
bring significant technology, country and execution risk
If we see increased shareholder remuneration as a potential risk, we also recognize that
capital intensity remains particularly high for the sector, with many projects lined up for
the next two-to-three years and many investment opportunities still to be seized. These
notably include international expansion, infrastructure assets, and new technologies.
The question is, how much risk are companies willing to take on?
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Infrastructure and renewables make up a large share of companies' investment pipelines
due to their capital intensity and ambitious European targets. But there is also a
significant push to invest in projects outside Europe, and companies try to take
advantage of their scale and experience to become stronger global players. The U.S. and
Latin America are the preferred end-markets for European power companies, which
already have a historical foothold in the region. They perceive the prospects, regulatory
frameworks, and weather conditions in those markets as particularly attractive. However,
the opportunities may come with exposure to higher country risk as well, and companies
need to find the right balance between riskier markets and growth prospects.
Competition is fierce for infrastructure and renewables assets. We also see a risk that
companies may want to accelerate their transitions into these segments to the detriment
of profitability or quality of earnings. This could take the form of accepting more risk on
renewable greenfield projects or paying too much for the target assets, with a risk of
massive write-downs in a few years.
We see rapid technological changes as another challenge for power companies. There is
choice to be made between taking a pioneering leadership position in a given area and
the risk of rapid obsolescence of the asset base. First movers in renewables are now
much better positioned than followers, but we don't yet know if it will be the same in
other domains. E-mobility is still an immature sector in which standardization is unclear.
The benefits of "smart" technologies for residential users are not yet fully understood or
proven. Investing in infrastructure (for example, charging stations for electric vehicles)
while regulation or business models are uncertain is not common. The same applies to
energy storage solutions.
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3. M&A activity may continue
Beyond shareholder remuneration and investments, M&A activity is the third risk we see
for the sector when it comes to capital allocation.
Most of the sector's strategic plans come to an end by year-end 2018 or 2019 and
companies have either completed or are about to complete their ambitious
transformations. We believe that equity market expectations for the main energy players'
upcoming business plans for 2020 and beyond may therefore be too high. M&A could be
one answer, but this could materially change the improvement in credit metrics.
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In 2018, we have seen significant transactions materializing: the partial takeover of
Uniper SE by Fortum Oyj; the announcement of the E.ON SE/Innogy SE/RWE AG
megadeal; the bid from China Three Gorges Corp. for EDP - Energias de Portugal, S.A.
(EDF); and the battle for Brazilian network Eletropaulo Metropolitana Eletricidade de Sao
Paulo S.A. between Iberdrola and Enel, ultimately won by the Italian group.
We believe that market consolidation in renewables could make sense, as size matters
when it comes to procurement and portfolio management. This is one conclusion from
the EON/Innogy/RWE deal, which will combine the renewables portfolio into RWE.
International growth in this field may also be accelerated by cross-border transactions,
notably with the U.S.
M&A could also stem from further cost-cutting efforts and synergies. Cost-cutting efforts
have been significant for the sector in the past few years and in many cases it is
becoming more challenging to envisage further substantial organic optimization. Further
consolidation, enhanced by digitalization, could be an answer to margin pressure in some
activities. This is notably the case in the planned merger of the U.K. supply activities of
SSE and Innogy. This said, difficult market conditions, in particular the introduction of a
price cap, have delayed that merger.
Finally, corporate restructuring could still take place to adapt to sector challenges.
Separating or segregating conventional generation activities from other businesses, as
has happened in Germany, may be repeated elsewhere (EDF and CEZ are often
mentioned as potential candidates). Extracting value from infrastructure assets in high
demand or operating independent subsidiaries may be other routes that shareholders
could envisage.
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Segment EBITDA split in 2017 for the main players in Latin America
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Energy considerations in Russia differ from those in Europe
For Russian utility companies, political factors are also crucial, but the political agenda is
quite different from in the rest of Europe. The Russian government aims to boost
economic growth via investments, including:
– The digitalization of electricity grids;
– The security of energy supply in remote regions, such as the Far East Federal District;
– The development of new roads and railways in remote areas where electricity supply is
also needed; and
– The modernization of generation capacity via a second wave of capacity supply
agreements.
Understandably, given the risk of sanctions on international trades, the focus will be on
domestic suppliers and technologies. While ensuring the security of supply is hardly
surprising, the reliance on domestic producers might create organizational bottlenecks
or favor old technological solutions. The government has announced that it may provide
equity contributions for part of the capex, but in view of the government's other social
priorities, we believe that most of the financial burden will fall on corporates. The
pressure to invest comes at odds with the government's plans to increase the dividend
payouts of government-related entities to 50% of net income.
We believe that most rated Russian utilities have prudent financial policies aimed at
adjusting capex and dividends depending on the availability of external funding in the
context of sanctions. In our view, the actual capex will likely be lower due to funding,
organizational, or demand constraints, and even if access to international capital
markets remains limited, large domestic banks have sufficient capacity to provide
funding. The companies will try to use this capex spree as a chance to lobby for regulatory
improvements such as ten-year grid tariffs or a more favorable regulatory scheme for the
Far East that would help them ensure the return on their investment is not taken away
during the next tariff reset.
Renewables are not at the top of energy policy agenda in Russia. We expect solar and
wind capacity to gradually increase, but from a very low base, and mostly in remote
areas, or based on supportive regulatory arrangements. Wind and solar remain relatively
expensive generation technologies because of low domestic gas prices and a supportive
market framework for nuclear.
We expect day-ahead electricity market prices to remain under pressure due to large
overcapacity and only modest economic growth, but most generation companies benefit
from capacity supply or similar agreements. End-user market prices will therefore remain
elevated due to sizable capacity payments as new nuclear power units are due to be
commissioned.
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Renewables continue to gain importance in the Gulf
Cooperation Council
Given the climactic advantages and declining costs to build solar plants, the six-nation
Gulf Cooperation Council (GCC) region continues to invest in solar electricity generation.
The need to diversify away from hydrocarbon-based electricity generation and political
will have led to most countries in the GCC to set a renewable target mix to be achieved
over the next five-to-10 years. The United Arab Emirates has launched some major solar
projects over the past few years, while in 2018, Saudi Arabia awarded its first utility-scale
300 megawatt photovoltaic solar project at a record lowest price of $0.02342 per kilowatt
hour. With subsidies being phased out in the region and slow but steady regulatory
reforms in the power sector, we expect to see many new projects in the region over the
next 12-18 months. However, this may require limited capex from our rated national
utilities given the private sector's increasing participation in power projects.
The weakening of sovereign creditworthiness, regulatory changes, cuts in fuel and
electricity subsidies, and the rollout of cost-reflective tariffs in countries such as Saudi
Arabia and Oman have led to negative outlooks on three national utilities. Oman Power
and Water Procurement Co. (OPWP), Saudi Electricity Company, and Dubai Electricity and
Water Authority all have negative outlooks. However, the national utilities have not seen
significant weakness in their stand-alone performance over the past few years, and we
expect it to remain stable in 2019. The only exception is OPWP, which is experiencing
weakening liquidity due to the delayed payment of subsidies from the government. In line
with relatively weaker demographic trends and the rollout of cost-reflective tariffs-which should drive consumers to use power more efficiently--we believe that the demand
for power in the region for the next few years will be lower than we previously anticipated.
This explains the moderation of capex programs for the key players in the region, which
we view as supportive for the stand-alone performance of these companies over the
medium term.
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Key Takeaways
– Ratings Outlook: The outlook for Latin America’s energy sector in 2019 is generally
stable, underpinned by single-digit growth in GDP and electricity demand. 85% of
outlooks on our rated companies are currently stable. Following the elections in
some of the major economies in the region--Brazil, Mexico, and Colombia--we’ll
monitor the potential effects of these new administrations on energy policies.
– Forecasts: We expect non-conventional renewables to continue increasing their
role in energy sectors across Latin America, as seen in recent aggressive price bids
for solar and wind power in Chile and Mexico. Hydrology conditions will still
influence spot prices, particularly in Brazil, Peru, and Colombia, where the energy
matrix is exposed to an overabundance of rain or extended periods of drought.
– Risks: Increasing regulatory uncertainties in Argentina about how higher costs will
be fully passed on into tariffs, especially after the domestic currency sharply
depreciated. Political uncertainty will also be a key theme in the region. In Mexico,
the new administration is willing to make significant changes to the energy reform.
But because energy reform was already addressed in the 2013 constitutional
amendment, the influence of an executive decision over the existing laws passed by
the Congress could be lower.
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– Industry Trends: As governments work to diversify energy sources, investments in
clean energy are gradually changing industry dynamics, moving toward sustainable
energy practices and technologies. Although at a slower pace, we expect merger
and acquisition (M&A) activity in Brazil to continue. Regulation should continue to
foster improvements in the quality of services of the electricity distributors in the
region.
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Ratings trends and outlook
Utilities – Latin America
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Most of the 79 entities in our portfolio have stable outlooks because ratings in Brazil
recently stabilized, and Brazilian companies comprise about 45% of rated entities in
Latin America's energy sector. Generally, we cap ratings on energy companies in the
region at their sovereign level because of the risks of negative government intervention in
the event of sovereign stress, including tariff freezes, which could jeopardize cash flow
generation. Thus, the vast majority of issuers of the energy sector operating in Brazil, the
region's largest market, have the same long-term ‘BB-’ rating as the sovereign.

S&P Global Ratings

November 13, 2018

269

Industry Top Trends 2019: Utilities – Latin America

Industry credit metrics
Utilities – Latin America
Chart 333
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Industry outlook
Key Assumptions
1. Hydrology
Hydrology risk plays an important role in determining the management of electricity
production, since some countries in Latin America are highly dependent on hydropower
generation. Colombia and Peru benefited from a solid rainy season in 2018 that
replenished their reservoirs, reducing the need for thermal dispatch. On the other hand,
there's a risk that Brazil’s rainy season, which starts in October and ends in March, will
again be below the historical average, so there may not be enough water to consistently
replenish reservoirs, thereby increasing the need for more costly thermal dispatches in
2019. Although the electricity market in Chile doesn't rely on hydropower as much as
those in Brazil, Colombia, and Peru, the country may have lower power prices in 2019 as
non-conventional renewable projects, especially solar, enter the market.

2. Energy prices
In countries that greatly depend on hydropower generation, hydrology and electricity
prices tend to be negatively correlated, which results in higher volatility especially during
periods of weak hydrology.
In countries where thermal plants play an important role, international oil and gas prices
have the greatest impact on energy prices. Our 2019 pricing assumptions for WTI and
Henry Hub are $60 per barrel and $3 per million British thermal units (BTU), respectively.
In the next few years, we continue to expect lower energy prices in the renewables sector
because of aggressive bidding by new market participants in green energy.

3. GDP growth and inflation
Growth in electricity demand in the region has historically been aligned with GDP growth.
Therefore, we assume that electricity and gas demand in Latin America will be in line with
or slightly below GDP growth for each country.
Rates in the regulated sector generally are linked with local inflation and, in some cases,
with the U.S. consumer price index. Disregarding some specific cases of rate resets
(which typically occur every five years), we don't expect revenues to exceed the
compounded effect of country-specific inflation and GDP growth. However, in Brazil, a
combination of higher contributions to sector-specific funds that are embedded into
energy rates and increased electricity purchase costs could lead to rises in revenues
above inflation.
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Key risks and opportunities
1. Economic Growth and electricity demand
Although we expect economic growth to be in the single digits across the region next year,
electricity demand has continued to expand, fueled by a growing middle class, and we
believe that it could represent an attractive investment opportunity for local and
international players in the sector.

2. Renewables and energy prices
Non-conventional renewable energy sources are playing an increasingly central role in
Latin America. Recent auctions in Brazil, Chile, and Mexico saw record-low prices for
solar and wind, with average prices below $30 per megawatt hour (MWh). This drop
highlights the competitiveness of renewable non-conventional sources, mainly driven by
lower equipment costs for solar and improved turbine capacity for wind, combined with
more abundant fixed-fee operations and maintenance agreements. It also reflects a
market trend: some reluctance to develop coal-fired capacity and large hydro-projects, in
some cases, to avoid environmental-related taxes. On the other hand, falling prices may
pose a risk to the financial health of these assets if they're not compensated for by lower
leverage, because tariffs on renewable energy have dropped by nearly half over the past
few years.
Long-term lower energy prices should benefit residential consumers and improve
industry competitiveness. However, additional capacity from non-conventional
renewables could also pressure prices for conventional sources. As a result, over the next
several years, we expect lower energy prices primarily because of aggressive bidding by
new market participants in non-conventional renewables. But in the next few years,
countries that rely on hydropower could see more volatile spot market prices depending
on the prevailing hydrological conditions.

3. Hydrology
In the next few years, because of its inherent volatility, hydrology remains a factor that
we’ll continue to monitor across the region, particularly reservoir levels in Brazil and
Colombia, where periods of abundant rain or severe drought have an acute effect on
electricity spot prices.

4. Political Change
Changes in government following elections in some of the region's major economies-Brazil, Mexico, and Colombia this year and Argentina next year--could affect national
energy policies and ultimately alter the pace of changes to the overall regulatory
frameworks in the region. Nevertheless, in general we view the regulation in the region as
favorable and supportive to the sector.
The new Brazilian government will have to address sector-specific issues such as higher
electricity costs in periods of poor hydrology. In Mexico, all eyes will be on the new
administration's next steps related to energy reform and related plans to attract private
investment, especially in the generation segment. In Colombia, there is an ongoing
discussion in the government about the remuneration of electricity transmission assets.
Finally, in Argentina, there's uncertainty about who will bear the recent increases in
electricity production operating costs, particularly considering the upcoming presidential
elections
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Country highlights
Argentina
We expect 2019 to remain very challenging for Argentine utilities, mostly because of
increasing uncertainties about both regulations and companies’ financial profiles. In
order for Argentina to have an efficient energy system that attracts private investment,
the government will have to fully and consistently update the regulation so that it gives
the ability to freely contract relationships between market participants, service levels,
capital expenditures, and tariffs adjustments, among other factors. Although the
regulation has improved in the past few years, it's still a concern. Regarding utilities’
financial profiles, we think the main aspects to monitor are the impact of the sharp local
currency devaluation (almost 100% so far this year) in a situation where gas prices-which account for around 50% of the energy matrix--are denominated in dollars. In
addition, many Argentine utilities also have dollar-denominated financial debt. So far, a
most of the cost increases haven't yet been passed through to the final customers, and it
remains uncertain who will bear these costs (i.e: the government, the gas producers, the
consumers, or certain utilities), particularly in light of next year's presidential election

Brazil
Hydrology will remain a significant factor next year because of the potential for rainfall
that's still weaker than the historical average. A consistent recovery in energy
consumption hinges on overall growth in economic activity. We believe that after the
elections, many investments that were on hold could resume, fueling GDP growth. We
expect M&A activity to continue, but more slowly than in 2018, with particular interest
from foreign investors, especially from China and Europe.
Politics will play a critical role in Brazil as the new administration of President-elect Mr.
Jair Bolsonaro takes office in January. The next few months will indicate the new
government's stance on key factors for the sector such as hydrology risk and the
potential privatization of Centrais Elétricas Brasileiras S.A. - Eletrobras. Considering
Brazil’s growing electricity needs, we expect the new government to continue stimulating
the increase of non-conventional renewable generation--especially solar and wind-which should increase their role in the country’s electricity matrix. In terms of ratings, the
sovereign rating currently caps the majority of the utilities that we rate in Brazil.

Chile
In Chile, most of our rated companies are investment grade with stable outlooks.
Generally, we don’t expect any immediate rating changes because of current industry
conditions.
In our view, lower energy spot prices shouldn't affect our ratings in the next 18 months,
given the companies’ long-term contracted nature. In our rated portfolio, the average
contract tenor is 10 years under prices of around $100/MWh. In turn, low energy prices of
around $40/MWh in the next two years will result from the entrance of renewable
projects coupled with lower average demand growth.
We expect to continue seeing some cash flow volatility due to relatively low water levels.
Nevertheless, the rated companies benefit from a balanced commercial strategy (on
average, 70% contracted) that gives them some room to maneuver if hydrology conditions
are weak. In addition, most of them have conservative debt levels that help them cope
with volatile cash flow.

S&P Global Ratings

November 13, 2018

273

Industry Top Trends 2019: Utilities – Latin America

Colombia
We expect electricity spot prices to be pressured upwards, considering the upcoming
drought season driven by the El Niño phenomenon and the delay in the construction of
the 2.4 gigawatt (GW) hydro plant Ituango (not rated). Ituango was originally expected to
start operations by December 2018 and to supply more than 17% of the country’s
electricity needs by 2021.

Mexico
After president-elect Andres Manuel Lopez Obrador (AMLO) takes office this December,
we expect his administration is likely to introduce significant long-term changes in the
energy sector. However, in the near term, we believe the new government will have
incentives to take advantage of the flexibility from the 2013 energy reform to continue to
attract private investment to the sector. In particular, we think the new government will
be inclined to attract investment in thermal, wind, and solar power plants, whose output
would support the new administration's GDP growth target.

Peru
We expect demand and spot prices to start increasing from next year onwards because of
large mining and industrial projects and sustained growth in underlying demand, even
though we've seen stress in energy and capacity prices last year and this year.

Related Research
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Key Takeaways
– Ratings Outlook: Almost 80% of our independent power producers (IPPs, or merchant
generators) have stable outlooks, compared with 55% at this point last year. This mostly
reflects capital structure corrections as IPPs have shed debt to counter the backwardation in
expected future cash flows. The business outlook still reflects demand slowdown because of
energy efficiency and distributed generation. Energy margins remain under pressure as wind
and solar generation has shaved off peak price formation.
– Forecasts: We expect modest to flat growth in 2019: We think power prices could strengthen
in the Pennsylvania-Jersey-Maryland (PJM) Interconnection because energy price reforms
appear likely. The Electric Reliability Council of Texas (ERCOT) will likely see some upside as
retirements continue and new supply is delayed. We expect California markets to reflect the
increasing impact of renewable deployment through ‘peakier’ ramp on and ramp off hours
for solar generation, even as intraday margins for conventional generation turn negative.
– Assumptions: While regional differences persist, on average, we expect IPPs to have
weather-adjusted demand growth of about 0.25%. The one exception is the ERCOT market,
which we expect to see grow at 1%, albeit this view could be upended by a potential
slowdown in economic activity, the probability of which has inched up.
– Risks: Regulatory risks have declined for nuclear generators after the second and seventh
circuit courts ratified District Court decisions on zero emission credits (ZEC) litigation.
Regulatory risks have also abated after PJM’s recommendation to the Federal Energy
Regulatory Commission (FERC) to implement energy price reforms. If implemented as
proposed, we expect round-the-clock energy prices to recover $3.00-$3.50 per MWh; this
would be a favorable development for PJM base-load (predominantly nuclear) generators.
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– Industry Trends: We see IPPs that are shifting toward retail power businesses and/or
contracting a meaningful proportion of their generation as those best placed for the evolving
commodity environment. On the other hand, IPPs with modest retail business, exposure to
coal-fired generation, and limited regional/fuel diversity are vulnerable to further credit
deterioration. Power prices remain under pressure from depressed natural gas prices,
proliferating renewables, and increasing distributed generation. Disruptive forces like energy
efficiency and advancing battery storage add to these risks.
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Ratings trends and outlook
North America Merchant Power
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Compared with last year, our median rating distribution in the IPP sector has moved up to the 'BB' from the 'B+'
rating level (see charts 337-339). Partly contributing to the move is consolidation in the industry --for instance,
the Vistra/Dynegy merger and the acquisition of Terraform by subsidiaries of Brookfield (lower rated Dynegy
ratings were withdrawn). However, our investment-grade credit quality continues to drift lower, with pressure
on the ‘BBB’ rated companies.
Source: S&P Global Ratings. Ratings data measured quarterly with last shown quarter ending September 30, 2018
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Industry credit metrics
North America Merchant Power
Chart 340
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Source: S&P Global Ratings, S&P Global Market Intelligence. All figures are converted into U.S. Dollars using historic exchange rates. Forecasts are
converted at the last financial year-end spot rate. FFO--Funds from operations.

We expect ratios to stay flat or improve as companies aggressively shed debt
concomitant with expected declines in future cash flows. We note that debt reduction is a
stated objective for a number of IPPs. A year ago, aggregate debt to EBITDA and FFO to
debt were forecast above 4x and about 15%, while current forecast point to 3.9x and
18%, respectively, for 2019. The business environment reflects risks to wholesale power
margins, buoyed to an extent by countercyclical retail power margins. Aggressive cost
cutting and the presence of many private equity sponsors (that emphasize cost
discipline) have helped maintain financial ratios (see charts 340-343).
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Industry outlook
Key assumptions
1. Lower load growth rates
Demand assumptions, as reflected in year-over-year and compound annual growth rate
(CAGR), in load growth will drive tightening in reserve margins and potentially stronger
power prices. Our load growth rate assumptions are materially lower than many sponsor
assumptions because we see energy efficiency meaningfully eroding load growth. ERCOT
remains the one exception where we expect robust growth to continue.

2. Lack of demand growth affects capacity markets
Our regional transmission organization (RTO)-wide capacity price assumptions are
influenced by the lack of demand growth balanced by near-term retirements. We see flat
prices in Independent System Operator--New England (ISO-NE), a modest increase in
PJM, and declining prices in New York Zone J. We expect to see pockets of elevated
capacity prices in the PJM relative to the RTO capacity price assumptions.

3. No meaningful pricing uplift until FERC reforms implemented
We expect energy price reform in PJM but have not factored in any uplift in prices until
any FERC directed reforms are implemented. Yet, retirements have started affecting
ERCOT prices.

Demand assumptions are key drivers of credit
Growth rates in electric demand are well below multiyear historical trends of 1.2%-1.4%.
As a rule of thumb, electric demand had a coefficient of about 0.6 to GDP, i.e., we
expected growth of about 1.2% for our long-term GDP growth assumption of about 2.0%.
According to industry experts we spoke to, energy efficiency gains have taken about 70
basis points of this growth, resulting in net growth of about 0.5%. Distributed generation
and renewables (particularly solar) have constrained growth and many regions are
witnessing no growth. We’re still assuming weather-normalized demand at about 0.25%
in PJM, ISO-New York, and ISO-NE and at about 1.0% in ERCOT in our base-case
forecasts. If we do not see any load growth in 2019, we’re likely to assume a flat growth
rate in PJM for our forecast modelling. Our downside scenarios, which currently assume
flat to marginally negative growth, will correspondingly decline too.

We have revised our capacity price assumptions and will review them in 2019
A generator wants return of capital and a return on that capital. It does not care where it
makes the money. Typically, revenues from energy sold in the wholesale market pay for a
generators' variable costs and some portion of fixed costs. The unrecovered portion of
fixed cost (missing money) is recovered through capacity market revenues. As a result,
power demand affects capacity prices in two competing ways. As peak load decreases, a
lesser amount of generation is needed to serve that load, and lesser capacity clears the
auction. But as average energy consumption declines (gigawatts per hour), energy
margins of a generator decline, resulting in higher bids in the capacity market to supplant
the diminished returns in the energy market.
Over the past three years, the negative impact of declining peak demand on capacity
prices has been much more than any positive effect from lower average energy
consumption. This is evident from cleared capacity prices for the broader PJM RTO
region, rest-of-pool ISO-NE, and New York City Zone J. We expect rest-of-pool ISO-NE
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capacity prices to stay at, or below, the dynamic delist price of $4.30/kilowatt-month
(kW-mo.) for at least the next three auctions, unless static delists significantly increase.
We also envision New York City Zone J summer prices to remain depressed below
$10/kW-mo. until summer 2020.
In PJM, despite the fact that the reliability pricing model (RPM) auction outcomes are still
volatile, we see capacity pricing heading toward some stability, at least in the ranges of
expected outcomes. This is evident from the auction outcomes over the past few years.
Auction outcomes in two representative load deliverability areas (LDAs)--the RTO and
Eastern Mid-Atlantic Area Council (EMAAC)--have mean-reverted around levels of
$115/MW-day and $160/MW-day, respectively, and volatility around these outcomes has
also diminished in recent years (see chart 344).
Chart 344

RPM Auction Results – RPM Base Residual Auction Resource Clearing Prices
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We expect pockets of higher capacity pricing in PJM. We expect prices in certain LDA to
remain separated from the broader RTO region. A decline in energy margins in the east
and an increase in implied peak load should result in elevated prices for EMAAC and
Public Service (PS)-North, which are smaller, more congested zones. We also think that
the prices may also be somewhat influenced by the bidding behavior of Limerick (2,375
MW) and Peach Bottom (2,550 MW). Nuclear power provides as much as 40% of New
Jersey’s requirement and these units appear to have started bidding some of their fixed
costs into their capacity bid. We expect EMAAC prices to stay separated from the RTO at
about $150-$165/MW-day.
Unlike EMAAC, which we think has only recently seen the impact of bidding behavior of
nuclear units, capacity prices in ComEd are clearly influenced by the bidding strategy of
nearly 10GW of nuclear generation in the LDA. Prices for this LDA have separated as
nuclear units continue to bid their fixed costs. However, high prices are their own
solution, which have resulted in an increase in cleared capacity. This incremental supply
should have brought prices down, but there has been also a decrease in the import limit.
For now, the lower capacity emergency transfer limit (CETL) into the LDA has delayed the
effects of greater cleared capacity, resulting in an overall price that is relatively similar to
that of the previous year’s auction. We see ComED capacity prices declining somewhat
once the Eugene Dequin 345kV line, the limiting facility for ComEd CETL, is fully
upgraded. We expect ComEd to come off its high but stay elevated at about $165/MWday. We note, however, that FERC’s response to the negative energy price formation
problem could result in higher round-the-clock energy prices and lower capacity prices.
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There have been substantial transmission upgrades from the PECO Energy zone into the
Maryland area, allowing Calpine’s fleet to deliver into SWMAAC (Southwestern MidAtlantic Area Council). Consequently, we expect that SWMAAC will converge with MAAC
(Mid-Atlantic Area Council) pricing, at least for the next few auctions. Also, we expect
MAAC and RTO prices to converge because we think there are still pockets of regions in
MAAC where generators can earn adequate energy margins.
While there is no material constraint in the Duke Energy Ohio Kentucky (DEOK) and the
American Transmission Service Inc. (ATSI) LDAs relative to the broader RTO, these regions
are experiencing, or could experience, retirements of generation units that are relatively
large compared to the LDA size. Consequently, we expect these areas to remain
separated from RTO pricing for the next two to three years.

Key risks and opportunities
1. Legacy generation could offer power price upside
Retirement of legacy generation, such as those recently announced in ERCOT and in the
PJM Interconnection.

2. Weather-dominated demand
Regional risks pertain either to milder weather-influenced demand destruction, or
negative demand trends, such as in the PJM and ISO-NE. As a market without a capacity
price construct, ERCOT is significantly influenced by weather patterns.

3. Some catalysts building (beyond weather influenced spikes or FERC reform)
Some positive catalyst--like retirements of legacy generation and delays in new supply-are brewing in the power space. We also see overwhelming gas production (e.g., Dominion
south, Leidy, and Waha hubs) as offering pockets of high spark spreads.

4. A sharp downturn in the global economy in 2019
Historically, an economic slowdown has sent demand sharply lower by 5%-6%, which is
meaningful enough to result in negative cash flow generation for some IPPs. A secular
demand decimation would dominate credit concerns, especially if weather turns out to be
mild too.

5. Credit Cycle Exposure
Our base case outlook for credit quality reflects our view that North American merchant
power will remain stable despite a confluence of intensifying headwinds, largely because
of a concomitant shedding of debt from balance sheets. These concerns are ameliorated
by a trend toward lower capital spending and focusing on businesses that are less capital
intensive (e.g., retail power) and transitioning to a cleaner emissions profile.
Yet, there is increasing exposure to the developing credit cycle. Inflationary pressures are
now accelerating and the yield curve has turned noticeably steeper. Companies that are
still not hedged against wholesale power markets--through retail and renewable
businesses--could yet see significant erosion in their current free cash flow positions.
Nevertheless, we expect that companies will continue to aggressively seek operations
and maintenance cost reductions to generate free cash flow for capital allocation
decisions that continue to include debt reduction.
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Regional Risks Persist
We see risks for ISO-NE and the PJM Interconnection as mostly demand driven. While we
are continuing to see incremental generation supply additions, we do not see the
potential for significant new entry because PJM does not have ideal solar conditions and
wind is largely a factor in the western part of the region. In fact, PJM is still seeing gason-gas competition, with wind encroaching on base-load nuclear economics. Still, after
years of declining to flat growth, PJM appears to finally show signs of life (see table 1) as
reserve margins have declined some.
Table 5

Demand, Uncleared Capacity, And Reserve Margins
Auction delivery

Cleared capacity

New generation

Uncleared

Reserve margin

Implied load

Total offered

resources (MW)

(MW)

capacity (MW)

(%)

(MW)

(MW)

2014/2015
2015/2016
2016/2017
2017/2018
2018/2019
2019/2020
2020/2021
2021/2022

149,975
164,561
169,160
167,004
166,837
167,306
165,109
163,627

416
4,899
4,282
5,927
2,919
5,374
2,389
893

10,512
14,027
15,220
11,835
13,054
18,234
18,242
22,878

18.8
19.3
20.3
19.7
19.8
22.4
23.3
21.5

126,241
137,939
140,615
139,519
139,263
136,688
133,909
134,673

160,486
178,588
184,380
178,839
179,891
185,540
183,352
186,505

Average

164,197

3,387

15,500

year

Reserve margin

Source: PJM Interconnection, S&P Global Ratings

While ERCOT is currently witnessing tighter reserve margins from delayed supply and
retirements, it is likely to see longer-term risks from higher renewable deployment, so
competition is now between natural gas-fired generation and renewables generation. We
also think renewables and batteries are going to be significant challenges for this energyonly market, especially since it has ideal conditions for both wind and solar. We think the
risk here is that scarcity pricing can largely be shaved or shifted, and, with no capacity
markets, conventional generation can come under significant stress.
California’s aggressive renewable portfolio standards and energy efficiency have resulted
in its now-famous duck-shaped supply curve. With battery deployment, we expect
renewables to dominate this market. Even as California’s duck curve has resulted in
negative intraday spark spreads, these IPPs have not seen margins erode because of the
higher demand peaks (and spark spreads) seen during solar ramp up hours. However,
with batteries coupled to solar PV systems, and units now having the ability to peak shift
for up to four hours past (when intraday demand has subsided), those peak spark
spreads could quickly disappear. More broadly, the rapidly falling prices for batteries
could be devastating for energy-only markets.

Yet, opportunities emerge for merchant generators
In our opinion, 2019 represents the last stand for vintage coal-fired generation and will
likely bring substantial changes to the resource mix in PJM. We expect to see numerous
coal-fired generation retirement announcements even though results for this capacity
auction are stronger. We note that West Virginia, Ohio, and Pennsylvania are the largest
operators of coal-fired generation, with about 15 GWs of installed capacity each.
While we do not know what companies plan for specific units in their fleet, based solely
on their cost structure and location of operations, we think several plants are "at risk"
and could be retired (Bruce Mansfield [2.5 GWs], Pleasants [1.3 GWs], Chalk Point 1 and 2
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[670 MW], Dickerson [520 MW], Homer City [1.9 GWs], Waukegan [670 MW], and Will
County [520 MW]). That said, the higher prices in ComEd resulted in higher cleared coalfired capacity for NRG Energy. Conversely, tighter wastewater discharge standards
(effluent limitations guidelines) could compromise Conemaugh (1.7 GWs) and Keystone
(1.7 GWs). Overall, we expect about 15 GWs coming over the next two to three years. This
compares to the 75-80 GWs of coal retirements since 2006 and about 275 GWs of
remaining coal-fired capacity nationwide as of 2018.
PJM is now seeing higher spark spreads at various hubs. With coal-fired generation
setting marginal pricing for an increasing number of hours and with shale production
continuing to overwhelm, there is distressed natural gas at hubs like Leidy and Dominion
South and even further west like the MichCon region. As a result, spark spreads have
begun to rise. Depressed spark spreads continued through the third quarter of 2017
before they gradually started picking up. We also note that market heat rates have
stabilized and have started increasing from about the third quarter of 2017 and that
implied load has increased for the first time in five years in PJM for the 2018 auction.

Much awaited retirements in ERCOT offer a market-based solution
In late 2017, Vistra Energy announced that over 4 GWs--or about 5% of the peak installed
capacity--of coal-fired generation will retire in 2018. About the time Vistra announced its
retirements, market participants woke up to the prospect that ERCOT could face scarcity
should a normal summer return. With an incremental 2 GWs load added in the Freeport
region, expected run-up in demand has topped 71 GWs-72 GWs in 2018. Summer 2018
load has come in well above actual 2011 peak load levels of about 68 GWs. Moreover,
demand/supply is much tighter in 2019-2020 than in 2011, and the market now also has
a much higher-priced system-wide offer cap than 2011. As a result, there has been a
significant spark spread rally for 2018-2020 led by the summers (see chart 345).
Chart 345

Summer Peak Pricing: Houston Hub July-August On-Peak Pricing
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We believe a combination of factors have resulted in the significant uptick in spark
spreads for forward years through 2020:
– Summer risk premiums have blown out in expectation of a hotter-than-normal
summer.
– The large amount of installed wind creates uncertainty with regard to available
reserves. Wind also tends to be uncorrelated to demand.
– Low reserves will require less reliable assets with infrequent runs to be online,
increasing the risk of higher-than-expected outages.
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– New builds will be needed to serve load in 2019, but they are far from certain because
investors have balked at taking ERCOT exposure (see table 2).
Table 6

At-risk generation in ERCOT
Plant
J K Spruce 1
Gibbons Creek 1
Fayette 1-3
Coleto Creek 1
Martin Lake 3
Martin Lake 1
Martin Lake 2
Total

Capacity (MW)
1,300
470
1,600
595
800
805
805
4475

Owner
CPS Energy
Texas Muni Power Agency
LCRA
Dynegy
Luminant
Luminant
Luminant

Source: S&P Global Ratings, S&P Global Market Intelligence

Changes to ERCOT power supply stack
Plant
Colorado Bend
Wolf Hollow
PH Robinson
Friendswood
Denton Enerygy Center
Halyard Henderson
Halyard Wharton
PHR Peakers (Baicliff)

Capacity (MW)

In-service date

1090
1070
325
120
225
435
420
325

2017
2017
2017
2018
2019
2018
2018
2019

Indeck Wharton

650

2019

FGE Texas Project

745

2019

Pinecrest Energy Center

775

2020

Status
COD in July 2017
COD in July 2017
COD in September 2017
Dec-18
In construction
Delayed until Dec. 2020
Delayed
In litigation.
Delayed; likely to be
abandoned
Delayed until Dec. 2020
Delayed; likely to be
abandoned

Source: S&P Global Ratings, S&P Global Market Intelligence

In table 2 above, we list units that we consider "at-risk." There are four coal‐fired power
plants in ERCOT representing an additional approximately 4 MWs or approximately 6% of
ERCOT generation capacity that remain at risk of retirement. They are the 600 MW Coleto
Creek plants located near Fannin, Texas. Other at-risk plants include the 1,600 MW
Fayette Power Project located near La Grange, Texas, the 470 MW Gibbons Creek plant
located near Carlos, Texas, and the 1,300 MW J.K. Spruce Unit 1 and Unit 2 located near
San Antonio, Texas.
Yet, because ERCOT has an energy-only market, the forward curve price in risk premiums
each time there is an expectation of hot weather. However, when actual weather
disappoints, it causes significantly lower liquidations sparks. The ERCOT day-ahead
market has liquidated substantially lower than what the forwards have suggested in the
past six years. It is this exposure to high volatility that makes ERCOT more risky from a
credit perspective. An energy-only market holds the investor hostage to the vicissitudes
of the weather.
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Chart 346

ERCOT Houston forward spark spreads
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The forward curve also shows backwardation in spark spreads after 2020. In fact, even as
spark spreads in 2018 through 2020 have firmed up, round-the-clock peak spark spreads
in 2021 and 2022 are lower and are below the level required (see chart 346) to create
incentives for new builds (the horizontal lines represent the band where spark spreads
need to remain). We think two to three years of strong prices are not enough of a signal for
new projects to move forward. A number of projects that ERCOT’s December 2017
capacity, Demand and Reserves report (CDR) expected to start commercial operations by
2020 have been delayed by sponsors and some are even at risk. We also note that
compared to new build expectations in the 2016/2017 CDRs, wind and solar builds have
averaged only about 50% and 60%, respectively. We think the renewables new build may
also lag expectations.
Still, the very fact that the forward curve beyond 2021 is in backwardation implies that
the market expects someone to build. We think it will take a brave sponsor to be the first
one to take the plunge. We see renewables (mostly wind) backed by peaking gas capacity
as the most likely build in ERCOT. Still, our view is that with significant base-load
retirements, ERCOT will need new base-load generation and this will likely result in
volatility in the market. We saw this earlier in October 2019 when the forward strip inched
up for 2020 on American Electric Power unexpected announcement that it will shutter its
650 MW Oklaunion coal-fired unit in 2020.
ERCOT’s backwardated forward curves suggest that the market expects someone will
step in and build. However, our conversations with incumbent players suggest no real
enthusiasm for new builds. We believe that the difficulties experienced by Panda (Temple
I) and Exelon (ExGen Texas) could have driven the market to a higher level of financial
responsibility.

Minimum offer pricing rule (MOPR) extension to existing assets should assist
prices
Thus far, PJM’s ability to provide competitive impetus to the markets has been
reasonably successful. We think the battle for the IPP model has moved to nuclear
generation. In the past two years, a number of nuclear units have received state
regulatory relief in the form of ZECs. That has raised the possibility that these subsidized
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units could distort future capacity auction outcomes, if left unmitigated. We note that the
substantially higher outcome of the 2018 auction suggests that the subsidized nuclear
units did bid in their full costs (and therefore, a MOPR-style mitigation may not be
necessary). However, industry participants believe, and the FERC agrees, that an
extension of MOPR to existing subsidized generators is required to eliminate the
possibility of influencing future auction outcomes.
To recall, MOPR screens apply to subsidized new gas-supply generation that is bidding
into the auction. If the asset fails the MOPR screen, it cannot influence capacity price
outcomes because the PJM restricts the asset from bidding significantly below the
established net cost of new entry (CONE) price. Thus, a MOPR screen prevents a
subsidized generator (subsidized through alternate payments by a state or an ISO) from
placing a non-competitive bid and, in the process, distorting the outcome of the auction.
On June 29, 2018, the FERC rejected both PJM’s capacity repricing (two-stage) proposal
and the Independent Market Monitor’s MOPR-Ex proposal, saying that neither was just
and reasonable. It noted that rising state subsidies for renewable and nuclear power
require PJM to revamp its MOPR to address price suppression in its capacity market. It
directed PJM to expand MOPR to all new and existing capacity receiving out-of-market
payments, such as renewable energy credits for renewable generators and zero-emission
credits for nuclear plants. The FERC also recommended creating a mechanism similar to
the fixed resource requirement, allowing states to pull subsidized resources--and
associated loads--from the capacity auction.
In August 2018, PJM proposed a two-stage auction that it believes will minimize the price
suppression impacts. The first step of this proposal will be to identify what will constitute
an actionable subsidy that would result in the application of the MOPR. Then a resource
specific carve-out will be an alternative to the MOPR. To set the price, the carved out
resources would be removed while the demand curve would remain unchanged--i.e., the
subsidized resources will be bid in at zero in the auction and then the carve-out of the
resource would be accomplished through a settlement adjustment after the auction is
completed. The PJM has requested an order from the FERC by January 2019 to
implement rules for its 2019 RPM auction.
Regardless of the final form of the order, from a credit perspective, the FERC has now
directed PJM to refine rules that effectively "mitigate" the impact of subsidized existing
generation on capacity prices. We note that in all its earlier decisions (the Long-Term
Capacity Agreement Pilot Program [LCAAP] in New Jersey, mitigation of Astoria Energy
and Bayonne in New York, and its recent remand of the Mystic decision in New England),
the FERC has tried to preserve the fundamental principles of supply and demand. We
think an extension of MOPR to existing assets (including renewables) will buoy future
capacity prices, all else being equal, because it will preclude any downward pressure on
prices should any of the subsidized units choose to bid below costs. In effect, the
extension will serve as buyer-side mitigation rules.
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Industry developments
FERC’s decision on energy price reform in PJM is increasingly likely
On Nov. 15, 2017, PJM issued a formal proposal for energy price formation. PJM’s
proposal to the FERC allows energy market clearing prices to be set by inflexible units
prospectively to avoid scenarios where the locational marginal price (LMP) is set below
the marginal cost of a market clearing inflexible unit--generally because of the zero
marginal cost of wind. Under current rules, only flexible units (natural gas units and
renewables) can set the marginal price of power paid to all generators. This is an issue
primarily for coal and nuclear power plants, which currently must often run “out-of-themoney” relative to their variable costs due to their operating constraints in certain hours
even as they are required for reliability purposes.
PJM has also recommended using the extended LMP method for price formation (that
means keeping dispatch unchanged) so that prices reflect the entire cost of the inflexible
nuclear or coal-fired unit were it be needed on the grid. This allows all market
participants to benefit from higher prices and for the flexible units to get uplift payments
for the opportunity cost of not generating power. We believe that addressing this
inefficiency would increase market energy prices for power, all other things being equal.
PJM estimates the enhancements would increase wholesale energy prices by
$3.50/MWh. This correction would be a significant development for large base-load
nuclear units (and perhaps some efficient coal-fired units) that are struggling from
increasing negative energy price events caused by increasing levels of wind generation on
the grid.
We believe the FERC will ultimately pursue a dual path, allowing RTOs to move forward
with their proposed price reforms while pursuing a longer-term solution on resiliency
through a separate proceeding. Given PJM’s white paper, we see the development as
favorable for nuclear generators like Exelon Generation but likely unfavorable for coalfired generation. We see a further 20 GW of coal-fired generation retiring through 2020.

The energy efficiency juggernaut is an underappreciated headwind
Market participants are still not appreciating the impact of energy efficiency. We view the
impact of energy efficiency on demand as not just a risk but as the uncertainty, and its
impact can be huge. We’ll back our assertion of the ongoing onslaught on demand from
efficiency with an example. Industry experts expect the U.S. lighting market to increase to
about $16.5 billion by 2020 from about $13.5 billion in 2016, propelled by the 15% CAGR
in LED sales. LED penetration is still low, at about 8%, with adoption in the commercial
and industrial segments at about 13% and 25%, respectively. Roughly 15%-17% of total
U.S. power demand comes from lighting. With LEDs potentially increasing penetration
from 8% of current installed lighting to about 25% by 2020, market experts expect that
we could see a 4% decline in power demand, all else being equal. This is no small
number. For perspective, a September 2016 Department of Energy report estimates LED
lighting-related savings in 2015-2030 at about 325 terawatt hours (TWh). In comparison,
the S&P Market Intelligence group estimates passenger car and light truck electric
vehicles power demand in the U.S. at 170 TWh by 2035.

Battery technologies are advancing
Battery cost curves continue to trend down. Since we have the clearest view of lithiumion economics, we’ll take that as an example. First, when we think in terms of capital
costs for batteries, units are in kilowatt-hour (kWh) of operation--i.e., it's in $/kWh
because we expect batteries to be duration products for peak shifting (or peak shaving)
solutions.
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Utility scale battery economics are currently at about $250/kWh price point, or
$1,000/kWh for a battery peaker plant that provides a four-hour peak shift. Costs for the
balance of the system are about $400-$500/kW for equipment like inverters/rectifiers,
transformers, and power control equipment, and various safety equipment. So a utility
scale battery would currently cost about $1,400-$1,500/kW (250*4+$400/$500)--we
think those costs are comparable to the cost of building a natural gas-fired peaker plant
in California.
This should be concern for IPPs that operate in that state because these cost economics
imply that there will be no gas-fired peaker plant additions in California. The whole point
of batteries is that they take electricity directly from the grid and do not draw electricity
from wind turbines or solar panels. As a result, batteries allow combine cycle gas
turbines (CCGTs) to operate as combustion turbines in peaker plants. This means that a
54%-56% thermal efficiency power plant is going to be able to provide peaking power
attached to batteries, instead of the ISO calling upon 30%-32% efficiency combustion
turbine. This, in itself, results in substantial carbon reductions and fuel cost savings. In
fact, by turning all CCGTs into flexible peaker plants in addition to being base load plants,
batteries allow much more renewable penetration onto that grid.

Environmental, social, and governance
While we evaluate environment, social, and governance (ESG) risks within different parts
of our analytical framework at this stage, S&P Global Ratings does not provide a standalone ESG assessment. We expect that independent standards will be developed in the
near term that will further assist investors. We expect that this independent framework
will incorporate an assessment of the observable ESG risks and opportunities and an
entity’s long-term preparedness or its capacity to anticipate and adapt to a variety of
long-term plausible disruptions. Such disruptions would likely not be limited to
environmental and social scenarios but could also include technology or political
changes. Some of these factors may include climate change, carbon emissions, pollution,
effectiveness in terms of maintaining employee and community relations, adherence to
legal and regulatory requirements, management of human capital, safety, and changing
consumer behaviors (i.e., distributed generation). A final ESG evaluation would likely
incorporate all of these elements, providing an opinion of an entity’s relative exposure to
observable ESG-related risks and opportunities and a qualitative opinion of the entity’s
long-term preparedness for opportunities and disruption.
Given that IPPs are in the business of power generation, environmental factors dominate
our ESG assessment, with governance and social seen as having a neutral or secondary
credit impact to date. For companies that have larger coal-fired fleets, the carbon
footprint is significant and weighs on their competitive position and constrains their
business risk. Many companies are reconstituting their generation mix. For example, in
late 2017, Vistra announced the closure of nearly 4.2 GW of its coal-fired capacity as well
as a coal mine, which we viewed as favorable in our ESG review. This is somewhat offset
by the social and cost impacts of future asset retirement obligations, which is reflected in
our debt adjustment in the financial analysis.

De-carbonization in the power sector
Although the Trump Administration continues to dismantle the environmental decisions
of its predecessor, we do not expect the de-carbonization of the U.S. power sector to slow
materially during the next few years, for a variety of reasons. The U.S. was one of the few
developed economies in 2017 to see its carbon emissions decline, by about 0.5%, as a
result of flat secular load growth, milder weather, energy efficiency and fuel switching,
including renewable generation.
State-level policies continue to provide incentives for the de-carbonization of the sector,
and these have been advancing, not retreating, in much of the Northeast, upper
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Midwest, and West Coast. Renewable portfolio standards have continued to not only
strengthen (in terms of final goals) but also broaden to capture new asset classes, such
as offshore wind (with PPAs in New England states) and battery storage. These enhanced
standards coincide with improved economics for renewable generation, as well as
relatively long-run runway for the solar investment tax credit, creating a renewable heavy
and demand uncertain grid that requires more flexibility--weakening the long-term case
for baseload generation such as coal and nuclear in wholesale markets.
As evidence of this, California recently signed into law a goal for 100% renewable energy
by 2045. While we don’t anticipate that this will have significant credit impacts in the near
term, it is likely to be a major disruption to the market. Currently, major IPPs continue to
have stakes in California gas-fired assets, but over time these are likely to become less
valuable, as the economics of these decline, while the economics of batteries continue to
improve, fueled in part by a state level mandate. Most benefitted by the renewable
mandate are hydro and geothermal assets in California; these help satisfy the renewable
mandate while avoiding intermittency concerns that face solar and wind, and they’re
likely to have improved access to cash-flow stabilizing PPAs in years to come.
Still, while we anticipate the de-carbonization of the economy through the early part of
the next decade, over a longer horizon, there could be a more serious challenge. In the
early 2030s, a flurry of nuclear assets will be due for relicensing. Given the current weak
economics of merchant nuclear assets, it’s not clear that there’ll be a strong incentive to
renew these licenses. While there have already been three state-level subsidies for
nuclear that have sustained a number of assets (and discussions of at least one more),
absent these, there could be a wave of closures that, if replaced by CCGTs, as we’d
expect, would potentially reverse the trend of de-carbonization. However, by that time,
depending on the administration, we could see another federal carbon reduction plan in
place.

IPPs are relatively well ensconced north of the border
We believe Canadian IPPs face relatively less risk because of higher federal support as
well as a lower perceived impact from disruptive forces. In most Canadian provinces, a
significant proportion of power generation is owned by crown corporations that are
partially or fully owned by the provincial governments. As a result, power markets are
generally highly regulated in these provinces.
In Ontario, the largest power-producing Canadian province, generation is dominated by
Ontario Power Generation, a crown corporation. However, Ontario, through Independent
Electricity System Operator (IESO) (a statutory corporation responsible for operating the
electricity market in Ontario), has a number of long-term power purchase agreements
(PPA) with IPPs. IESO’s major contract, comprising about 30% of Ontario’s electricity, is
with Bruce Power L.P. (BBB/Stable/--), a nuclear-fired generator. The contract provides
price certainty to Bruce Power, though the company is exposed to performance risk. We
believe that generally the PPAs in Ontario have a limited risk of renegotiations.
Alberta is the only Canadian province that has established a fully deregulated electricity
market. We rate two pure-play IPPs in Alberta: TransAlta Corp. (BBB-/Negative/--) and
Capital Power Corp. (BBB-/Stable/--). Alberta plans to transition to an energy and
capacity payment market from an energy-only market by 2020/21. We believe that this
would increase the competition for the incumbent players in the long run. On the other
hand, we expect that power price volatility will decrease and that would lessen the recontracting risk for the IPPs once the remaining Alberta PPAs terminate in 2020. Alberta
is one of the last provinces to address the emissions from electricity generation. Alberta
has mandated the phasing out of all coal-fired plant (approximately 6,000 MW) emissions
by 2030 and replacing two-thirds of the generation with renewables and one-third with
gas plants. To achieve the renewable targets, the government has introduced a program
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to procure renewable projects under a fixed price contracts. Alberta has procured 600
MW of the renewable projects in 2007 and has invited bids for another 700 MW in 2018.
Chart 347

Canadian Fuel Mix
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Source: S&P Global Ratings

Both the IPPs we rate in Alberta have a significant proportion of generation from coal (see
chart 347). To conform to the new requirements, we expect these companies to increase
their capital spending in the coming years and that could affect their leverage and
liquidity, depending on the financing structure. However, we believe that both players will
opt for the coal-to-gas conversion that would entail a lower cost than building new gasfired projects, an advantage over any new entrants. Separately, we note that in order to
support a seamless exit from coal-fired generation, Alberta’s government has approved
payments to IPPs that compensate them for the stranded costs of coal-fired generation
through 2030. This support is in stark contrast to the competitive market outcomes we
are seeing in the U.S.

Overall, Canada has one of the highest electric generation rates from renewables, with
hydro being the dominant source, accounting for nearly 60% of total generation in 2017.
However, despite a number of policies and programs in support of renewables, the nonhydro renewable share, though improved significantly in the past decade, is not very
impressive at about 7%. We attribute this low share to low growth in electricity demand
and the long operating life of existing facilities.
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Financial policy
Aggressive cost cutting and deleveraging
Free cash flow continues to be used for deleveraging as most IPPs see a backwardated
EBITDA profile. Because of a long-term decline in wholesale power margins, most IPPs
are now managing their capital structure to lower debt. We see investment-grade
companies look to deleverage to around 2.0-2.5x and even the high yield companies look
to bring debt levels to around 3.0-3.5x by year-end 2019 and to around 2.5x-3.0x by 2020.
For instance, two major IPPs--Vistra Energy and NRG Energy--plan to manage their
business to net debt to EBITDA levels of 2.5x-3.0x.

High Cash Flow Conversion
IPPs are using a meaningful proportion of their excess cash flow to retire debt and are
able to do so because of the currently high cash flow conversion rates (i.e., EBITDA to free
cash flow [FCF] is cash flow after capex and distributions) of almost 50%. We note that
the relatively high FCF conversion ratio is primarily attributable to a couple of attributes.
First, significant EBITDA comes from the retail power business, which requires very little
capital investment (we expect this to be lower as competition intensifies). In addition, as
these companies evolve their supply base from older coal-fueled plants to newer CCGTs,
their FCF conversion rate has continued to increase. CCGTs are less capital intensive
than coal plants and less expensive to maintain than, say, refinery assets, which tend to
be older and more complicated than power assets and require more maintenance capital.

Terming out of bank debt into the term loan B market
In the project finance market we are observing two discernible trends--terming out of
term loan As/bank loans into the term loan B market and progressively lighter covenants
in inked loan documents. Because of fears that interests rates will increase further, we
are witnessing high transaction activity, also because power markets have strengthened.
A number of transactions that we are currently seeing in the market are for assets that
began commercial operations over the past two years and were originally financed in the
bank loan/term loan A market. The bank market has historically borne construction risk
better than capital and institutional markets. Many of these single assets have begun
operations as power markets have turned for the better, allowing them to be refinanced
into term loan Bs. The recent wave of refinancing mostly include assets that started
operations in 2017. We expect similar refinancing into at least the first half of 2019.
As capacity and energy prices come off their troughs, lenders are becoming increasingly
benign as it relates to financial covenant requirements in loan documents (e.g.,
incurrence tests and maintenance tests), which have continued to become lighter. We
also see the market becoming more accommodating of structural revisions (e.g., allowed
asset sales). This is in stark contrast to the financing environment a couple of years ago.
As the environment turned weaker for merchant power in the 2015-2017 timeframe, we
saw limited appetite for single-asset financing and instead saw a move toward portfolio
financing. Examples of these transactions include Helix generation Funding LLC,
Lightstone HoldCo. LLC, Eastern Power LLC; and Compass Power Generation LLC. In
2018, we saw many of these portfolio amend and reprice their loans. Some projects
sought waivers to sell assets from the portfolio. It appears that lenders are now more
accepting of less-diverse portfolios, suggesting that they believe that power markets are
strengthening. This change is also evident from the fact that a number of single assets
have been recently financed in the term loan market, including Frontera Generation
Holdings LLC, St Joseph Energy Center LLC, and Kestral Acquisition LLC (Hunterstown)
etc.
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Finally, sponsors have also amended and repriced transactions where they have sought
waivers for increasing leverage. Some of these original transactions closed as recently as
six months ago. A strengthening capacity market and strong summer pricing have been
cited as reasons for the incremental debt capacity. With power markets on a rebound, it
appears that the financing market is in a boom as a surplus of funds chases yields. We’ve
seen such boom and bust cycles before--which we prefer to call cycles of hubris and
contrition. We note that the pace of transaction activity is reminiscent of the environment
we saw 11 years ago.

Related Research
– Capacity Market Update: Why S&P Global Ratings Views Energy-Only Markets As
Higher Risk From A Credit Perspective , Aug. 7, 2018
– Next Generation: How California's 100% Renewable Power Mandate Affects Markets,
Oct. 22, 2018
– Capacity Market Assumptions Used For Power Project Financings, June 28, 2018
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Key Takeaways
– Ratings Outlook: Rating trends across regulated electric, gas, and water utilities in
North America remain mostly stable, reflecting generally supportive regulatory
oversight. However, the industry’s financial measures weakened in 2018 as a result
of U.S. tax reform, robust capital spending, and flat to slightly negative load growth.
In general, those utilities most affected by these developments were those who
strategically operate with a minimal financial cushion at their current rating.
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– Forecasts: We expect only modest financial improvement in 2019, reflecting
somewhat improving margins partially offset by rising debt. Margin improvement
will reflect productivity improvements from technological investments, favorable
fuel cost trends, and higher revenues from robust capital investments and
acquisitions.
– Assumptions: We expect overall capital spending to remain elevated through 2020,
primarily due to rising infrastructure spending needs. Sales growth will generally
remain flat to slightly negative, reflecting customer growth offset by conservation.
– Risks and Opportunities: To grow, utilities are merging and acquiring higher-risk
businesses outside of the industry. The transformation of fossil generation to
renewables provides utilities with an opportunity to grow while reducing their
environmental risks. Also, increasing electric vehicles sales will lead to higher load
growth, partially offsetting the negative effects of conservation.
– Industry Trends: The North America utility industry is mostly stable with some
downside ratings exposure. Weaker credit measures from tax reform will likely
persist in 2019, reflecting tax-related rate reductions carryovers. However, we
expect that some utilities will offset this reduced revenue with further equity
infusions or asset sales. Other developing trends include rising interest rates,
inflation, technology, climate change, and regulatory lag, which could further stress
the industry’s credit quality.
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Ratings trends and outlook
North America Regulated Utilities
Chart 348
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Industry credit metrics
North America Regulated Utilities
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Industry outlook
Key assumptions
1. Conservation has reduced demand tied to economic growth
Historically, a strong correlation existed between economic growth and the demand for
electricity. Since 2011, conservation has significantly curtailed sales growth, leading to a
very weak correlation between utility sales and economic growth. Our base case
incorporates flat to slightly negative sales growth over the next three years, reflecting
new customer growth offset by conservation. To achieve growth, we expect that utilities
will pursue mergers with other utilities as well as acquisitions of slightly higher-risk
businesses outside of the direct utility industry.

2. Regulation and public policy support earnings and cash flow
We expect that regulators will continue to provide utilities with constructive frameworks
that support credit quality. For most regulators, the requirement that utilities provide
safe, reliable, and affordable utility services remains a priority. This regulatory
perspective is balanced against an increasing awareness that the utility infrastructure in
North America is aging, and that utilities may have to invest necessary capital to maintain
and improve the infrastructure apparatus for electric, gas, and water systems. Such
regulated infrastructure capital spending most often translates to low-risk rate base
growth. In addition, regulatory support ensuring timely recovery of costs generally
remains favorable for utilities’ credit quality. Numerous cost recovery riders, trackers,
and forward mechanisms provide more timely recovery of utility costs and reduce the
regulatory lag. As such, we expect low-risk rate base growth to drive utilities’ earnings
and cash flows despite flat to slightly negative sales growth. From a public policy
perspective, we also expect utilities will be given sufficient time to adapt to various public
policy initiatives, including those relating to renewable energy, grid resilience, reduced
emissions, improved technology, and higher safety standards.

3. Elevated capital spending to meet infrastructure needs
We assume that capital spending for North America’s regulated electric, gas and water
utilities will remain robust for 2019 and 2020 at about $140 billion annually. In general,
we expect that the industry will invest in smaller scale infrastructure projects that
improve safety and reliability and boost productivity. Capital spending can provide margin
growth when sales are diminished by recovering investments made on a growing rate
base and by reducing cost through technology investments. Furthermore, capital
spending is often welcomed by policymakers that appreciate the economic stimulus and
the benefits of a safer and more reliable service. The speed with which the regulatory
process turns the new spending into higher rates to begin to pay for the capital
investment is an important factor in our assumptions and forecast. Any extended lag
between spending and recovery can exacerbate the negative effect on credit metrics and
therefore ratings. Investments in new generation with reduced emissions will drive higher
capital spending. These types of investments would focus on renewable and natural gasfired generation. Other areas of investment would include smart grids, electric vehicle
charging stations, batteries, mergers within the industry, and acquisitions outside of the
utility industry.

4. Generally flat operating and maintenance expense
We expect utilities to continue to lower operating and maintenance expenses through
productivity initiatives and technological improvements. Because utilities earn on their
capital investments, each dollar saved in operating expense provides headroom in the
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customer bill for increased capital investments, boosting a utility’s financial performance
without excessively increasing the customer bill. The deployment of technology such as
digital meters can increase efficiency of operations while also securing the integrity of a
utility’s operations. Furthermore, investing in solar generation not only reduces operating
and environmental risks, compared to fossil fuel generation, but also lowers a utility’s
operating and maintenance expenses. A solar generation installation requires very few
people to operate, which reduces maintenance expenses, and it does not require any
fossil fuel to generate electricity. As a comparison, coal generation burns fossil fuel to
generate electricity and a nuclear generating facility could require thousands of
employees to safely operate and maintain the facility.

5. Equity, hybrids, and asset sales to support credit quality
In2018, North America regulated utilities took steps to preserve credit quality, by issuing
common equity and hybrid securities, and by selling assets to support their financial
measures. In particular, the industry utilities issued about $35 billion of common equity
in 2018, compared to about $10 billion in 2017 and about $15 billion in 2016. Driving this
trend were weaker financial measures because of U.S. tax reform, robust capital
spending, and M&A. For 2019, we expect equity issuance to temper to about $15 billion.
Credit quality remains important to the utility industry and the large 2018 equity
issuances demonstrates that utilities will take the necessary steps to protect credit
quality when facing financial challenges.

Key risks and opportunities
1. Mergers and acquisitions
In order to respond to sector challenges and disruption, we expect continued M&A
activity despite rising interest rates. Due to conservation and sluggish load growth, two
primary M&A strategies have developed within the industry. The first is to grow the
absolute size of the utility business across multiple states and regulatory jurisdictions.
This strategy attempts to reduce costs by identifying synergies and implements best
practices across utilities. Canadian and U.S. utilities have also been focusing on growing
by diversifying their utility portfolio (gas utilities buying electric utilities and vice versa,
and even an electric/gas utility holding company acquiring water utilities) or cross-border
combinations (mostly Canadian holding companies acquiring U.S. utilities). The second
strategy is to grow through the acquisition of slightly higher-risk businesses (contracted
assets) outside of the utility industry. Low interest rates by historical standards, strong
stock prices, and plentiful leverage have justified paying large multiples of late. We’ve
also seen holding companies once again thinking about rationalizing their portfolios with
selective sales and purchases of smaller, less strategic utilities to gain scale within a
jurisdiction or exit if scale is not feasible. Cost of capital has been slowly rising but is still
well below the historical average. As a result, 2019 could bring more transactions before
higher interest rates start to dissuade purchasers.

2. Generation transformation and disruption
Regulated electric utilities have been modifying their generation fleets to reduce
emissions from power plants, electing to close aging coal plants and build low or zero
emissions generation. Utilities have been shifting away from building bigger baseload
generating stations, particularly coal and nuclear, to more modular construction that can
be scaled up at an existing site on an as-needed basis. Improved economics associated
with renewable generation support this trend, and utilities are able to benefit from
efficiencies of scale.
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These scale efficiencies along with a reduction in costs will support increased
investments in utility-scale renewable generation. Electricity generated from renewables
and natural gas has increased in recent years due to economics and regulation. During
the past decade, electricity generated from coal has decreased to about 30% from about
50%. We believe this trend will continue as utility management teams proactively work to
reduce greenhouse gas emitting power plants and add generation sources with low or
zero emissions.
While renewable generation is being added to the electric grid, renewable sources can be
intermittent and may not create electricity when needed. Sunshine, wind, and water flow
are not constant and therefore electricity storage capacity is needed to offset this
intermittency when consumption exceeds supply. As battery costs have declined, utilities
have begun to install batteries as a way to store the unused electricity generated so it will
be available when demand outstrips generation. The combination of renewable
generation and batteries for storage will present new growth opportunities for electric
utilities. Although this is in its infancy, we expect that as battery prices continue to
decrease, utilities will capitalize on the growing need for energy storage.

3. Grid transformation and energy storage
In the U.S., a complete transformation of electric generation is underway. Natural gas
now generates the largest percentage of the U.S.’s electricity at about 35% and
renewable energy is trending toward 20%. A decade ago, electricity from natural gas was
only at about 20% and renewable energy approximated 10%. While these material
changes are significant to an industry that had barely changed over the prior 50 years, we
believe this is just the beginning of the overhaul. Over the next decade, we expect that
renewable energy will account for an ever greater share of all U.S. electricity and we
expect that a rising percentage of renewable energy will include distributed generation on
customer premises, especially in states with above-average sun strength. A key reason
for our projection is the continued decrease in energy storage costs combined with
increased efficiencies.
To adapt to these changes, utilities will have to remain focused on modernizing the
electric grid by transforming it to a smart grid with smart meters. These upgrades will
allow for the two-way flow of electricity, incorporating distributed generation and
customer battery storage as key components of a newly modernized grid. While U.S.
distributed generation penetration is only about 2% today, we expect that as energy
storage costs continue to decrease and efficiencies increase, distributed generation will
account for a much greater market share over the next decade. The utility industry will
have the operational responsibility to seamlessly incorporate all of these new forms of
generation, while preserving the appearance of a single uniformed electric grid.

4. Credit cycle exposure
Our base-case outlook for credit quality reflects our view that North American utilities
will remain mostly stable despite a confluence of intensifying headwinds. In some cases,
the lingering effects of tax reform and debt-financed M&A deals have eroded the cushion
that existed in financial metrics, leaving relatively little room for disappointments. This is
the key reason why the proportion of negative outlooks in the sector has increased to
near 20%. These developments are exacerbated by persistent shift toward higher capital
spending, as utilities capitalize on opportunities to harden infrastructure, modernize the
grid, and transition to a cleaner emissions profile. While we view the capital spending
story as favorably from an enterprise risk management (ERM) and environmental, social,
and governance (ESG) perspective, as longer range risks are being mitigated through
these actions, the immediate impact of this spending is adding balance sheet pressure.
This highlights a dilemma for some management teams and elevates utilities’ exposure to
the developing credit cycle. Inflationary pressures are increasing labor-related costs and
the interest rates are moving higher. With this in mind, we have to consider if the
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environment of generally low electricity bills is nearing the end. While we don’t think there
is cause for immediate concern, we believe the environment that has supported a wide
open throttle on capital spending may be changing. If inflation increases and consumer
rate pressure becomes more evident, we can anticipate more difficult regulatory
proceedings. That could pressure capital spending, which could be bad news for longerrange risk mitigation of disruption. Nevertheless, we expect that companies will continue
to aggressively seek operating and management (O&M) cost reductions to release more
capital spending opportunities without affecting rates, but we think these prospects may
slow if inflationary headwinds start to blow harder than forecast. That could be a trend
with wide-ranging implications and certainly worth watching.

5. Climate change and adverse weather
For utilities, we increasingly factor in the impact of climate change and adverse weather
events into our credit discussions. We focus both on companies’ longer-term
preparedness to adapt to disruptive changes related to the environment and on the dayto-day weather events that can present real and unexpected challenges to the sector.
The severity of environmental events of 2018 underscored the harsh reality of weatherrelated credit risks. Most notably, the extreme weather and unprecedented wildfire
damage in California resulted in several high-profile negative rating actions on electric
utilities in the state. While wildfires are certainly not new, the severity of the most recent
events revealed a weakness in the regulatory compact that increased credit risk and left
utilities with exposure to substantial contingent liabilities.
We also followed closely the extraordinary efforts of several utilities in Southeast states
to respond to widespread damage to critical infrastructure as Hurricanes Irma and
Michael pounded coastal communities. While the recovery of storm costs varies by state,
it typically can be deferred and recovered in future rates over a number of years. Several
states also build storm planning into the regulatory process by assuming some level of
storm costs in base rates each year or allow utilities to fund a storm reserve with funds
collected from ratepayers. We believe these mechanisms are prudent and protect the
utilities from the burden of extreme weather events, even as these incidents appear to be
growing in severity and frequency. This is important as utilities are generally expected to
bear a considerable burden to respond to weather outages to help restore social and
economic order to the state. The quality of the response is crucial and can mitigate risk
that has important implications for the regulatory relationship.
Lastly, as weather-related issues have increased, we see utilities take more proactive
steps to modernize and harden infrastructure. This trend has contributed to successive
record levels of capital investments and debt issuance in the sector. In this way, extreme
weather events are causing companies to revamp their strategies and strategic priorities.
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Industry developments
Leveraging and U.S. tax reform pressure credit metrics
The combination of ratepayers benefiting from lower corporate tax rates and the return of
accumulated deferred income taxes resulted in lower revenues and pressured the
industry’s financial measures and credit quality. This was especially true for utilities that
entered this period with minimal financial cushion at their current rating level. However,
the extent of the impact varied considerably from company to company depending on
their unique tax positions. We expect that this trend will linger through 2020 or until the
rate base sufficiently grows and utilities recover their capital investments in rates.
Further stressing credit measures is the industry’s continued robust capital investments,
which remain high and aligned with the utilities’ strategic decisions to invest in grid
modernization and to reduce emissions. We do not project a significant slowdown in
capital spending in 2019 or 2020 but expect such spending to be funded in a balanced
manner.

Environmental, social, and governance
S&P Global Ratings incorporates its analysis of environment, social, and governance
(ESG) risks into its credit ratings. Our ratings can be directly affected when these factors
are material and visible. Of these three factors, governance is the most common factor
cited for a ratings change. Recently, Hydro One Ltd. was downgraded because of a
weakening to its governance structure. Our analysis of utilities’ business risk, financial
risk, and management and governance will continue to incorporate these ESG risk factors
in our assessment of credit risk. Some of these factors may include climate change,
carbon emissions, pollution, effectiveness in terms of maintaining employee and
community relations, adherence to legal and regulatory requirements, management of
human capital, safety, and changing consumer behaviors (i.e., distributed generation).
For example, as climate change has intensified the severity and frequency of wildfires in
California, environmental factors have become an integral part of our credit analysis of
electric utilities in the state. We also see ESG as presenting opportunities for utilities to
demonstrate aptitude in managing social risks, adopting corporate responsibility
initiatives in key areas such as environmental stewardship, community involvement,
safety, reliability, and affordability, all of which support their overall ability to effectively
manage regulatory risk.

Technological changes are accelerating
Key technological breakthroughs that may disrupt the utility industry include battery
storage and renewable energy. The auto industry invests heavily in battery technology,
which has led to a sharp decrease in the cost of a battery during the current decade. In
2010, the cost of a battery was about $1,000 per kilowatt hour (kWh) and has
subsequently decreased by more than 70% to about $200 per KWh. Similarly, the cost of
solar and wind power has also decreased over the past decade. As these technologies
continue to become more efficient and their costs decrease, we expect that distributed
generation, particularly in areas with above-average sun strength, will accelerate,
possibly pressuring the credit quality of some fully integrated regulated utilities that do
not proactively address these risks.
However, the utility industry will also likely benefit from these technological changes.
Many in the automotive industry are strategically investing in the growth of electric
vehicles (EV), even though they represent only about 2% of the auto market. This partially
reflects EVs historical growth rate, which has significantly outpaced the auto industry’s
overall growth rate. If EVs take hold as anticipated, the utility industry’s sales growth will
likely improve, partially offsetting conservation. These strategic decisions are consistent
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with our view that the pace of technological advancements within the utility industry will
continue to rapidly accelerate.

Key regulatory developments
The utility industry’s ability to effectively manage regulatory risk is key to maintaining
investment-grade ratings. Recent developments in California, South Carolina, and
Nevada in the U.S. and in Ontario in Canada, have or may affect the credit quality of those
utilities operating in these jurisdictions.
The governor of California recently signed Senate Bill 901 into law. The bill reduces some
of a utility’s wildfire risk by allowing the California Public Utilities Commission (CPUC) to
consider a broader range of factors when deciding if costs can be passed onto
ratepayers, permits the securitization of wildfire liabilities through cost-recovery bonds,
and mandates the utility to file a wildfire mitigation plan. Although we view this law as
modestly supportive of credit quality in the short term, we revised the outlooks on the
largest California electric utilities to negative because the regulation does not address
the longer-term risks of inverse condemnation.
In South Carolina, following South Carolina Electric & Gas Co.’s (SCE&G) and Santee
Cooper’s decisions to abandon construction of two nuclear construction plants, the South
Carolina General Assembly overrode Gov. Henry McMaster's veto to repeal the Base Load
Review Act and temporarily reduced SCE&G’s rates by 15% retroactive to April 1, 2018,
until the commission rules in the company’s proceeding addressing the abandoned
project. Since the decision to abandon construction of the nuclear units, we downgraded
SCE&G by two notches and we continue monitor this developing situation.
After initially passing in 2016, a majority of Nevada voters in November 2018 rejected a
ballot measure that would have allowed customers to choose their electricity supplier
beginning in mid-2023. For the ballot initiative to become law, it requires two ballot
approvals. We assess the voter’s decision to maintain the fully regulated utility model as
supportive of credit quality, averting many of the unintended consequences that could
occur when a jurisdiction deregulates. Separately, a ballot initiative to increase
renewable generation to 50% by 2030 passed the first time and will need to be passed
again in a second election to become law. If implemented, we expect that the initiative
would be manageable by the state’s large electric utilities that already have plans to add
more renewable generation and close down coal-fired power plants.
Recently in Canada, the Ontario province undermined Hydro One’s governance structure.
Specifically, the Government of Ontario dismissed Hydro One’s entire board of directors
and the CEO resigned. The Government then implemented legislation, requiring Hydro
One's new board of directors to establish a new executive compensation framework for
the board, CEO, and other executives. The legislation also amended the current Ontario
Energy Board Act, requiring the Ontario Energy Board to exclude any compensation paid
to the CEO and other executives from consumer rates. We viewed the government’s
interference as explicitly weakening Hydro One’s corporate governance and lowered our
ratings on the company by one notch.

This report does not constitute a rating action.
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Cross-Sector Outlook
Revenue and traffic trends
Global economic slowdown may cool growth prospects
across the regions, but we don't envision a retraction in
absolute revenues, given the nature of transportation
infrastructure assets, because movement of people and
goods should be continue to be supported by global trade
that's perhaps at a smaller pace.
Average EBITDA margin across global transportation
infrastructure assets remains at 30% both historically and
in our forecast for 2019 and 2020: towards 20% in Western
Europe, closer to 40% in North America and Asia-Pacific,
and the average of 50% among the few rated assets in Latin
America.

Airports

Chart 358
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On average, we have seen traffic growth in airports at twice
Source: S&P Global Ratings. Rated universe only.
the rate of local GDP growth in emerging markets, due to
time and cost savings stemming from low-cost carriers and
more efficient operations at airports, which in turn continue to invest to increase capacity
and maintain their competitive positions. We continue to forecast the rate of
aeronautical/commercial revenues at 55%/45%, few exceptions such as in India, as lowcost carriers expand their presence from local routes to long-haul ones. M&A activity is
also likely to continue, particularly opportunities in France, Brazil, and Hong Kong.

Ports
The port sector remains a stable source of investment despite the possibility that some
macroeconomic influences could produce short-term volatility. Volume growth in the
container segment continues to increase at low-single digit rates. The U.S.-China trade
war may slow trade flows over time on specific trade routes, but global level volumes
should be generally unaffected as trade patterns readjust. In the non-container segment,
volumes will continue to be influenced by regional factors including commodity prices,
tariffs, and underlying demand. The sector will continue to undergo acquisition activity
from financial and industry participants. Our forecast for the sector remains overall
positive because of solid credit performance with generally stable outlooks.

Roads
After several years of traffic growth in excess of economic expansion across all global
regions, we forecast that the two will start to converge for most mature assets.
Meanwhile, we continue to expect a gradual convergence in emerging markets from the
historically twice the GDP growth rate to one on par with economic growth.
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Airports
Key assumptions
1. Traffic demand
We expect stable and modest growth across global and regional economies to continue to
boost airport passenger growth in 2019. Main variables behind passenger volumes will
include increasing traffic among low-cost carriers, incremental international tourism,
still low fuel prices, and a shift from road transportation to air travel in some regions due
to security concerns.
We expect revenues for mature European airports to increase 2%-4% in the next year as
traffic volume rises in line with GDP growth in most countries, apart from airports with
significant U.K.-EU bound traffic. Revenue growth will benefit from the link of
aeronautical charges to inflation and the boost in commercial revenues stemming from
terminal expansion and development of new retail space. In our view, the likelihood of a
disruptive Brexit in March 2019 has increased risks. The main concern for the U.K.
aviation industry will be the terms of access to the European Common Aviation Area
(ECAA). The uncertainty over these terms could reduce volumes of traffic and freight
passing through U.K. airports once Brexit takes full effect. The two main issues are the
rights of airlines to fly and membership in the European Aviation Safety Agency (EASA).
The ability of U.K. and EU citizens to travel without visas between the two jurisdictions
could be another area of friction.
Latin American and Asian airport markets will show at least a 2x elasticity to GDP growth.
The growth curve of some Latin American airports will flatten in the short term, mainly
due to capacity constraints, which expansions of the facilities are addressing or will do so
in the near future. Examples include the Mexico City Airport, Lima Airports Partners in
Peru, and Tocumen International Airport in Panama. We project India to continue to
register a 12%-18% domestic passenger growth and 8%-12% international passenger
growth. Passenger traffic volume of the Hong Kong International Airport (HKIA) will likely
to expand 2.5%-3.0% in 2019, slightly below the GDP growth, compared with an average
5% in the previous few years. This is partly owing to the overhang of its runway capacity
constraints before the third runway system (3RS) is completed by 2024.

2. Revenue mix
We don't expect significant changes in the mix of
aeronautical and non-aeronautical activities in 2019. We
expect aeronautical revenues to still generally represent
the bulk of total airport revenues in most regions, with no
significant difference between dual- or single-till
frameworks. Depending on the region, the breakdown
should vary from 60%/40% aeronautical to commercial to
55%/45%. However, there will be some exceptions,
because certain airports will complete new retail projects
or others including those in India that will go through a
tariff reset next year, which we expect to reduce the share
of aeronautical revenues.
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3. Revenue per passenger growth
Projected growth in revenue per passenger in 2019 will
vary in each airport, and in general it won’t longer be linked
to inflation or any other macroeconomic assumptions.
Global airport revenue per passenger has relatively
flattened due to increased competition for the
aeronautical and commercial businesses. In 2018, it
averaged $18, down from $20 in 2017, according to
Airports Council International (ACI), which represents more
than 800 airports and more than 70% of the world’s
passenger traffic.
Aeronautical and/or commercial growth on a per
passenger basis will range from negative (some airports in
Asia-Pacific) to positive (most airports in Latin America,
Europe, Middle East, and Africa, Australia [EMEA], and
New Zealand) depending on the regulations and the
negotiating balance between airlines and airports.
Regulatory delays and disputes dented the aeronautical
revenue growth at the Indira Gandhi International Airport
last year, but we expect it to stabilize.
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Key risks and opportunities
Opportunities
1. Connectivity
Airports are increasingly developing distinct connectivity strategies, leveraging their
competitive positions. Whether hub or origin and destination (O&D), the airports with
diverse airline groups or those hosting airline alliances that are more likely to see the
annual introduction of new services, adding to their competitive advantage. The
expansion of the low-cost carrier business model into more regions and the long-haul
market will create opportunities for some airports and risks for others. In particular, hub
airports could see a loss or substitution effect of some of their transfer traffic to the lowcost carrier segment.
In 2017, Argentina amended its regulation, allowing the entrance into the market of lowcost carriers, which together with the liberalization of the ticket prices, fostered
competition and traffic levels. We expect Hong Kong to further increase its connectivity
with the mainland China, following the completion of some mega infrastructure projects,
such as the opening of the Hong Kong–Zhuhai–Macao bridge in October 2018. This will
benefit the tourism and support the passenger volume at HKIA. In addition, HKIA is
planning to expand its long-term revenue stream through an integrated retail, dining and
entertainment development project called “Skycity”, which is scheduled to be opened in
phases from 2023 to 2027. Increasing capacity and government-subsidized tickets to
some remote locations are likely to improve connectivity and air traffic growth in India.
Brexit will shape the responses of European airports to new opportunities.
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2. Capital Expenditures
Intensified passenger volume growth and competition are driving expansion at a number
of international airports in all regions. Returns on aeronautical and commercial new
assets will be depend on the regulatory framework, the likely volume growth, and the
airport operators' ability to maintain aeronautical and commercial yields per passenger.
We believe prospects of slower economic growth following Brexit could accelerate
investment in infrastructure in Europe. Heathrow Airport, after many years of delays,
secured parliamentary approval to fund construction of the third runway in 2018. Other
airports are pressing ahead with significant expansion plans, such as the construction of
another runaway at Dublin Airport and large-scale commercial complex at Amsterdam
Airport Schiphol.
We expect expansions among Latin American airports to continue in 2019. The Arturo
Merino Benitez International Airport in Santiago started the construction of a new
terminal some years ago and has been expanding the existing one since 2016, aiming to
double its size. Also, the international airports--Jorge Chavez in Lima, Ezeiza in Buenos
Aires, Guarulhos in São Paulo, Galeão in Rio de Janeiro, and Tocumen in Panama--have
either already completed, or will do so in the short to medium term, new terminals. All of
these expansions are aimed to upgrade the facilities to handle the larger volume and
maintain the quality of services. We expect a shift in the strategy on how to address the
capacity constraints in Mexico City, given that the newly-elected president announced
his plans to cancel the new Mexico City airport project. The decision was communicated
after a four-day public, non-binding consultation in which about two-thirds of the more
than 1 million people who voted opted for an alternative project, consisting of the
construction of two runways at a military base and the improvement of the existing
Mexico City and Toluca airports. More details related to the timing for the construction of
new facilities are expected to come soon.
In Australia, we expect capital investments to increase in the near future as most airports
are preparing for long-term growth (10-20 years), including new runway planning.

3. Merger & Acquisitions
We expect M&A in 2019 to continue in Europe amid low interest rates, accumulating
financial headroom due to the supportive macroeconomic conditions, and a pipeline of
opportunities. The French government passed a law allowing it to sell stakes in the
airport operator, Aerports de Paris (ADP), which operates Charles de Gaulle and Orly
airports, located outside the capital. French infrastructure group Vinci is keen to pursue
this opportunity, because it already has an 8% stake in ADP.
We don't expect the operator of HKIA to pursue large acquisitions in the sector, given that
it will need to concentrate efforts on the construction of 3RS, which is one of the largest
projects in Hong Kong. We also don't expect M&A in the Asia-Pacific region given the
mature state of the sector, but there could be some opportunistic shareholding changes.
Also, given the Asia-Pacific airports' capital expenditures (capex) profile, there will be
limited headroom for them to pursue any large-scale international investments. We
expect privately owned Indian airports to continue actively looking for bidding
opportunities for greenfield and brownfield airports from the government.
We don't expect significant M&A activity in Latin America for the near future. However, we
will continue monitoring the trends, particularly Brazil's privatization of 12 airports
scheduled to be auctioned in the first quarter of 2019. We expect international players to
resume bids for Brazilian airports, given more favorable prospects under the new
administration, following the 2017 entry of Vinci Airports, Fraport AG, and Zurich
International Airport AG into the Brazilian market.
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Risks
1. Geopolitical events
Continued incidents of terrorism and their knock-on effects regarding attitudes toward
travel, as well as big geopolitical events such as Brexit, or security-driven travel
restrictions, could shift traffic patterns.
We believe that a complete cessation of EU-U.K. air traffic following a disruptive Brexit in
March 2019 is unrealistic given the U.K.'s dependence on air traffic and because the
country wants continued participation in the EASA system. However, airport operators
with heavy reliance on EU-U.K. traffic could be sensitive to a disruption of three months
or more, or to a prolonged economic downturn.
There are headwinds from the escalating trade tension between the U.S. and China and
the latter's slowing economy, but we currently expect the impact to be very limited on
HKIA, and weigh more on cargo throughputs than passenger traffic. The opening of the
Guangzhou-Shenzhen-Hong Kong high-speed train in September 2018 may raise the
competition with air transportation, especially for some short-haul flights and potentially
divert passenger volume. Furthermore, the retail and commercial revenue per passenger
may moderate from the higher growth rate in the past few years and see a slight decline
in 2019.

2. Regulatory stability
In response to competitive opportunities and threats--notably a more diverse airline
landscape, new aircraft technology, and a wider range of aviation policies (such as
environmental or capacity constraints)--airports have intensified competition to attract
airlines and passengers. This has reduced the need for tariff regulation in some markets.
Periodic five-year regulatory review is currently underway for Australian airports. We
believe the current mechanics of moderate regulation is working well and is promoting
investments across both aeronautical and commercial segments and ensuring adequate
returns for airports. In our view, return to formal regulation will be a step backwards,
because higher competition among airlines has increased their negotiating power.
Regulatory risk remains elevated for Indian airports due to constant delays in regulatory
resets and disputes over tariffs at a time when they are investing for growth amid the lack
of clarity on timeliness of future tariff reset.

3. Retail and mobility disruption
Airports are adapting to the pockets of consumer spending where growth is still holding
up well, such as eating out or recreational services, whereas we continue to see flat dutyfree and travel sales. Airports are leveraging their understanding of customer behavior
and focusing on providing high-quality design and place making for their commercial
areas. These structural challenges will unlikely be resolved soon, and other factors are
responsible for the lack of growth, such as currency depreciation in certain countries,
reducing travelers' ability to spend (for example, Russian, Brazilian, Mexican, or
Argentinean passengers), restrictions on duty-free allowances imposed by the Chinese
government, and expansion of low-cost carriers' operations.
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Rating trends and outlook
Global Airports
Chart 361
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Industry Credit Metrics
Global Airports
Chart 364
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Airports’ credit quality remains stable thanks to high operating margins and solid traffic
growth stemming from booming low-cost carriers. We continue to expect expansion
capex to accommodate for higher demand for air travel and to secure competitive
advantage, while maintaining distributions. (Please note that the airports covered in this
report exclude the ones in the U.S. and Canada because their credit quality mimics the
one of the respective government owning each asset.)
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Ports
Key Assumptions
1. Demand
Most regions are likely to see continued growth in demand for port services and
throughput with local variations, depending on the local economic activity. Internal
expansion among Chinese and Singapore container port operators should be in a range of
1.5%–3.5% in the coming 12 months, in our view. Their peers in India and Indonesia are
likely to experience the volume growth of 5%-7%. Local consumption and imports of
goods will continue to drive revenue growth among Australian ports. However, the
currently strong coal prices should generally support high levels of exports of this
commodity to the Asian region. Cargo handling growth in Latin America should also
reflect the underlying features of the regional economies.

2. Operating Margins
We believe that a range of factors--including competition, technology/automation, and
regulation—will impact margins. For landlord ports, such as the Australian ports that
include property portfolios, we expect margins to remain strong at around 80%. In South
East Asia, margins should remain stable, though competition and trade protectionism
may put some pressure on margins amid rising inflation. Chinese container operators
generally don't expect stronger margins in the ordinary course of business. However,
acquisition activity may impact overall margins. Shanghai International Port Group is
likely to see its overall EBITDA margin (excluding property business) decline to the low
30% area in 2018, reflecting cuts in container loading rate as a result of an anti-trust
investigation by the National Development and Reform Commission, but this metric
should stabilize starting next year.

3. Capital Expenditures
We expect continued expansion investment among Brazil's larger container terminals
following the recent renewal of concession contracts for several public ports. The capital
investment is part of the regulatory requirements for concession extensions in order to
facilitate future growth. As port capacity in Latin America increases, we expect a
concentration of most of the container cargo in the largest port terminals either due to
their higher operating efficiency, captive relationship with shipping lines, capacity to
attract large ships, or easier access to logistics.
Australia's landlord ports are focusing their capital expenditures on the land and
property side development, and upgrading the offtake infrastructure including roads,
intermodal terminal and warehousing, and logistics facilities. We forecast capital
expenditures among China's major container ports to stabilize. Adani Group's ports in
India and their Indonesian counterparts continue to finance investment for future growth
despite the existing under-utilized capacities, while Singapore has completed the interim
transition to the new port location.
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Key risks and opportunities
Opportunities
1. Transport links
Landside connectivity and integrated transport links remain a key priority for the port
sector. Speed and cost of getting goods to market are as important as ever in the present
trade environment.
As part of its 13th five-year plan, the Chinese government has been pushing to railway
links to ports, especially in the active regions such as Bohai Economic Rim, Yangtze River
delta, and Pearl River delta. The initiative aims to improve logistics and reduce shipping
costs. At the same time, this initiative is in line with the government’s intention to connect
the country's interior provinces to the coast, as well as with the Belt and Road program.
For Australian container and commodity ports, road and rail linkages remain critical to
facilitating growth in the intermediate term. Enhancements or upgrades to port
connections, particularly in the major city container ports, will be a priority for port
owners.
However, we expect some caution and prudent development of landside transport links in
some economies, given the broader macroeconomic conditions.

2. Automation and/or technological updates
The use of automation continues to expand in the operations of ports, especially
container terminals. Ports are looking at increasing the use of technology at both land
and seaside for improving operating efficiencies.
Ports in the greater China region have increasingly focused on deploying new
technologies to enhance operating efficiency. In April 2018, Hutchison Port’s HIT terminal
in Hong Kong recently received delivery of three new rail-mounted gantry cranes
(RMGCs), which are equipped with remote-controlled operation system and other new
features, including safety protection and operations enhancement functions, such as
container twistlock detection, anti-truck lifting, and truck positioning systems. The
purchase of RMGCs is part of HIT’s equipment upgrade program.
China Merchants Port also pushed forward with the construction of an intelligent port.
The “E-port” project focused on the development of big data and visualized platforms to
enhance customer services and operating data management.

3. Port Consolidation
There are various initiatives from the Chinese government to consolidate the country's
ports, especially smaller state-owned ones that are under intense competitive pressure.
In 2017, the Jiangsu province announced its plan to create Jiansu Provincial Port Group
and consolidate several ports along the Yangtze river. There's also ongoing discussion
about port consolidation in the northeastern provinces of the country. In 2018, the
Guangxi province also announced its plan to consolidate more port assets into Guangxi
Northern Port. If implemented successfully, these initiatives may provide cost and
operating efficiencies to the country's port sector.
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Risks
1. U.S.-China trade tensions
The U.S.-China trade spats are likely to have some adverse impact on container volume
throughout on the Asia-Pacific trade route; however, the magnitude and precise nature of
the impact is more difficult to predict.
The current signs point to volume that are holding up well. Container rates between
Shanghai and Los Angeles have increased 40% year-on-year to September 2018,
according to Drewry - Maritime Research, Consulting and Financial Advisory Services.
Given that there hasn't been a negative trade impact yet is perhaps because producers
are attempting to clear production or to facilitate trade of goods ahead of the Christmas
shopping season in the U.S. We believe that over time, the level of trade itself won't suffer
because the logistics chain responds to demand for goods. The more likely outcome is
that trade patterns will change as the production of goods moves to other countries in
Asia. The trade tensions aren’t likely to take a toll on other major ports in the region such
as those in India and Indonesia because domestic economic growth drives their
performance. In a similar manner, transshipment hubs such as Singapore should be less
exposed, given that trade flows are likely to continue albeit from different points of origin.

2. Regulatory risk
Regulatory risk can come in various forms in different jurisdictions, where governments
consider ports as nationally important economic assets. Indonesia's government has
recently forbidden investments from some international companies in domestic jointventures with major port operators. This has created uncertainties on cash repayment as
well as future capex.
Due to slowing economic growth, China's government has become increasingly focused
on reducing logistics costs as a way to stimulate trade activities. This translates into
heavier pressure on port tariffs. From late 2017 to early 2018, the National Development
and Reform Commission announced a series of cuts on handling fees across seven key
seaport areas along the coast. The tariff reduction took a bite out of Shanghai
International Port’s revenue, but had a minimal impact on ports in Shenzhen, which are
already charging a lower tariff than the one the government established. In September
2018, China's State Council decided to reduce import/export costs by another $100 per
twenty-foot equivalent unit (TEU). However, it's currently unclear the government intends
to cut which part of the shipping-related costs, and whether that will directly affect port
handling fees. The Australian market has also witnessed a number of regulatory disputes
in recent times, largely in relation to pricing.

3. Mergers & Acquisitions
Risk from acquisitions could emerge in various parts of the global port sector.
Acquisitions by financial investors are on the rise again following a lull, and prices may
become high as competitive funds target the better quality assets.
Chinese companies have become more acquisitive since the government rolled out the
Belt and Road initiative. China Merchants Port has acquired three international port
assets (Port of Newcastle in Australia, TCP Participações SA in Brazil, and the
Hambantota port in Sri Lanka) in recent times. These acquisitions have increased the
company’s leverage significantly, leading to a one-notch downgrade in late 2017. In
addition, these assets increased operating risks, because China Merchants Port has a
limited track record of managing assets in Brazil and Australia. We also expect Adani
Ports to continue to evaluate growth opportunities in the Indian subcontinent. In Latin
America, Maersk's recent acquisition of Hamburg Sud may affect cargo dynamics in the
region, given that we expect these companies to prioritize container handling in their own
port terminals.
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Rating trends and outlook
Global Ports
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Industry Credit Metrics
Global Ports
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Roads and Car Parks
Key assumptions
1. Traffic demand
After several years of volume traffic growth in excess of economic expansion across all
global regions, we forecast that the two will start to converge for most mature assets
after 2019. However, for some roads, traffic growth will continue to be independent from
economic factors. The macroeconomic backdrop continues to be support the toll-road
operators' performance, with inflation to keep benefiting revenues in 2019. However,
given the asset-class correlation with economic output, there's a risk of traffic slowdown
and revenue stagnation as the economies’ growth momentum slows down.
We expect traffic in 2019 to rise between 1% and 4% across the world, except for China
and North America, depending on the roads' maturity and other factors. Tolls will
increase at inflation or slightly higher rates pursuant to concession agreements, and
some operators could decide to enact deferred toll-rate hikes as the economic conditions
are conducive.
In the EMEA region, we forecast traffic volume to rise at an average of 1x economic
growth, given that the strong rebound to recover traffic to levels prior to the 2008
financial crisis levels is tapering. We expect modest traffic growth among mature
Indonesian toll roads, but high-single to double-digit growth on new and connecting
segments. In China, we expect mature toll roads to post traffic growth at the high-single
digits, in line with the country's GDP growth rate, due to the increasing car ownership and
leisure travel. The expanded use of high-speed trains in China continues to have strong
traffic diversion effects on the nearby toll roads, particularly on the demand for
passenger coaches. Latin America's toll roads continue to outperform the regional GDP
growth rate. We expect a 2x average elasticity between traffic levels and GDP in Latin
America during 2019, with a more robust traffic performance on less mature assets that
continue to benefit from new toll-road users. We expect a gradual recovery in traffic
volumes in Brazil as the economic activity rebounds from four years of recession. Still,
the toll plaza exemption of "suspended-axle" trucks that was announced by Brazil’s
government as a response to the nationwide truck drivers' strike in May 2018 should
continue to weigh on heavy vehicle traffic (measured by axles). As a result, we expect this
measure to reduce heavy-vehicle traffic by 4%-8% for the 12 months ended June 2019,
compared with the same period for the prior year. In Australia, traffic on mature toll roads
is likely to increase 2%-3% in 2019, while no rise for some roads where expansion or
upgrade work is occurring.
For car parks, we expect competition to drive modest growth in volumes and revenues.

2. Operating efficiencies
Operating efficiencies will continue to drive the operating margin growth. Higher
automation of road and car park operations will continue to enhance profit margins and
create additional revenue opportunities.
In Europe and Australia, the increasing use of e-tolls on multiple routes and the
automation of toll collection have raised EBITDA margins to the range of 70%-80%. In
other countries such as Indonesia, e-tolling benefits will accrue as labor costs go down,
with existing employees being deployed on new routes. In China, the toll-road operators'
margins will remain largely stable because the efficiency improvements will mitigate the
higher unit labor costs. In Latin America, only Chile currently benefits from the free-float
technology that has bolstered operating efficiency. We expect expansion of such a
system in the country as the new governmental plans to install it beyond urban roads. In
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North America, we expect most toll-road operators to continue to generate a stable
EBITDA margin, similar to those in prior years, with higher margins among some
operators thanks to the use of big data and continued expansion and implementation of
electronic toll collection (ETC) technology.

3. Capital expenditures
In 2019, we expect to see large capex in most regions due to road congestion, economic
stimulus programs, or disruptive technologies (electrification or car-sharing park
facilities). In addition, expansions and extensions are occurring on many existing toll
roads that will raise capacity. We expect these works to be compensated either through
tariff increases or extension of concession terms, therefore, benefitting the contract
duration of single-asset and portfolio asset operators.
In Europe, we will see the "Plan de Relance Autoroutier" in France, which aims to
modernize the motorway infrastructure while providing economic stimulus in the regions,
and the European Fund for Strategic Investments to expand Spain's road network.
Indonesia is planning to nearly double its existing toll-road network in the next five years.
Significant new road investments will be shifted from China's eastern part to the center
and its western regions, with banks still dominating as funding sources. We expect total
toll-road mileage in China to increase at 5%-6% until 2020 in order to achieve the length
of the 150,000-km expressway target set by government. In Latin America, large
investment opportunities continue to be linked with the advance of the 4G Toll Roads
program in Colombia, the largest in the region with around $18 billion of investments
consisting of more than 30 greenfield and brownfield road projects. In addition, Argentina
launched the new Private Partnership Program, which started the bidding for the
construction of six corridors and secure routes. Finally, Panama and Chile are planning
expansions or ameliorations of their road networks. Australia's Transurban Group will be
spending A$6 billion on construction works until 2022.
Despite fixed-price contracts, construction risks abound because some of the works
involve the building of tunnels.

Key risks and opportunities
Opportunities
1. Tolling technology and systems
Investment in digitalization, GPS, tracking devices, and big data will further shape tolling
mechanisms, allowing distance-based tolls and demand management pricing. The new
tolling systems will need new policies and contractual arrangements. In the long term,
new operating models will increase efficiencies in the operation and management of
roads. We expect to see operators in mature markets, such as Transurban, leading the
development in the U.S. and Australia. In Europe, trunk network operators are investing
and partnering with local and international technology companies. E-toll adoption is
significantly shifting workforce requirement and in the intermediate term will support
margins in Indonesia.
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2. Automated Driving
Automated driver-assistance systems can increase asset
utilization and service levels. These systems are rapidly
becoming mainstream due to government mandates. Over
the long term, automated vehicles (AV) are likely to make it
to the vehicle market. The growth of AVs will be uneven,
depending on the type of vehicle and location, the corridor
demographics, congestion issues, development of
regulations, policies, and AV infrastructure.
While the regions with significant technology
concentration (the U.S. and some EU countries) have an
early lead, we expect countries such as China, which is
undergoing a massive market demand, to catch up and
seize the leadership in developing self-driving cars and
implementing relevant infrastructure projects. In China,
the combination of government policies, technological
innovation (as seen in China’s advanced research in
artificial intelligence), and massive market demand
provide it an edge in developing AVs and implementing
relevant infrastructure project.
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3. Mergers and Acquisitions
Cash flow stability and sound margins generated by some of EU's largest road and car
park operators make this asset class appealing for investors, who have been lured by the
opportunity to increase companies’ leverage and extract returns. A resurgence of M&A
activity could affect ratings. Depending on the nature and structure of such transactions,
M&A may affect issuers' credit metrics, which are relatively weak in the sector.
In Europe, Atlantia-led consortium with Spanish construction company, ACS, and its
German subsidiary, Hochtief, completed the €16.7 billion acquisition of Spain-based tollroad operator, Abertis Infrastructures. The acquisition created the largest toll-road
operator in the world and reduced Atlantia's exposure to Italy's political and regulatory
risks. In North America, we expect limited M&A opportunities due to limited inventory of
privately-owned transportation assets and uncertainty over the asset recycling.
Currently, the M&A pipeline consists of American Roads in the U.S. and A-25 in Canada.
In Latin America, we expect opportunistic M&A activity of assets related to sponsors
emerging from financial distress in Mexico, Brazil, Peru, and Colombia. The latest tollroad auction in Brazil attracted Spain-based Sacyr S.A., highlighting the resumption of
international interest for the road assets in the country, which has another set of
privatizations scheduled for the first half 2019. These include some assets that were
returned to the Grant Power in 2017, according to the terms of the Law 13.448 (formerly
MP752).
In Australia, Transurban’s enterprise value is presently around A$45 billion. Despite the
size of its business, the Transurban consortium’s recent acquisition of a 51% equity
interest in the multi-asset toll-road business, WestConnex (enterprise value estimated at
A$25 billion) from the New South Wales government for A$9.3 billion is a substantial
investment, which will require a significant amount of management time and attention in
the near term.
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Risks
1. A sharp downturn in the global economy in 2019
Given the correlation with economic output, we see a risk of traffic slowdown and revenue
stagnation for toll-road operators as economies’ growth momentum slows. The
escalation of the U.S.-China trade tensions and the softening economy may cool down
economic activities, taking toll on the traffic volume on toll roads. In Europe, we see a
greater likelihood of a disruptive Brexit in March 2019, posing risks to regulated assets
such as airports, air traffic controllers, and the operator of Eurotunnel. High levels of
leverage for toll-road operators stemming from M&A, rigid shareholder distributions, and
high levels of dividends could exacerbate the effect of a slowdown on traffic performance.
Some operators may respond by enacting deferred toll-rate increases or pursuing
network extensions to increase vehicle traffic. In general, the elasticity of toll rates and
traffic rate is low for mature assets with limited road alternatives, but the ability to raise
rates is constrained by generally fixed concession terms and political considerations.

2. Political intervention
We monitor whether governments increase the scrutiny and oversight of private
operators or call for higher costs for safety inspection and maintenance, as seen in the
aftermath of the collapse of a bridge in Italy operated by Atlantia’s subsidiary, Autostrade
Per L’Italia. The latter raised reputational and regulatory considerations, in addition to
the uncertain financial impact, and could lead to wider repercussions outside Italy.
Strained relationship between the private operator and the concession grantor could
impair future cash flows through lower-than-expected rates of return or less favorable
position on investments. Political interference in toll setting mechanisms in China, and
the intent of local governments to reduce logistics costs and support economy may cause
some unexpected administrative measures or political pressures to lower the effective
toll fees without sufficient compensation to operators. In Indonesia, we believe populist
intervention ahead of elections due in 2019 can increase regulatory risks for toll roads,
which have hitherto benefitted from regular biennial inflation-based tariff adjustments.
In Brazil, the federal government announced toll plaza exemption to suspended-axles as
a countermeasure to the nationwide truck drivers' strike in May 2018. As a result, we
expect this to result in an average decrease of 4%-8% in heavy vehicle traffic to June
2019 on a like-for-like basis.

3. Reliance on leveraged contractors
In the U.K., the collapse of Carillion in January 2018 caused disruption across the
country's construction services and facilities management (FM) sectors. The failure
demonstrated, however, that infrastructure projects structured under the tight
contractual arrangements of public finance initiative (PFI) are relatively well protected
from individual contractors’ performance. S&P Global hasn't lowered its rating on any of
the five operational projects exposed to Carillion as an FM service provider as a result of
Carillion’s failure, all of which continued to deliver operations in line with contractual
requirements and client expectations until the appointment of a replacement contractor.
The continuity of performance has also been exhibited by Aberdeen Roads (Finance), the
project company responsible for the construction, operation, and maintenance of the
Aberdeen Western Peripheral Route in northern Scotland, for which Carillion was acting
as one of three construction partners in the joint-venture. The other two partners have
continued the construction. In our view, the largest hit to the U.K. taxpayer as a result of
Carillion's demise may not come from the PFI projects, but from the hundreds of
contracts the public sector entered into with Carillion directly. In Indonesia, significant
reliance on leveraged state-owned contractors presents risks, which need to be managed
by toll-road operators to protect their credit profile. In North America and globally, there
are still strong balance-sheet contractors such as Fluor Corporation, Kiewit Corporation,
and Vinci SA.
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Industry forecast – Average traffic growth in key markets
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Rating trends and outlook
Global Roads and Car Parks
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Industry credit metrics
Global Roads and Car Parks
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The stable outlook across our global roads portfolio reflects our view of stable earnings
generation performance, mostly linked to GDP growth. Still, we expect a traffic growth
slowdown in mature markets.
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