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(Editor's Note: Uncertainty continues to plague global corporate credit markets. Through a series of reports titled "The Credit Overhang," Standard & Poor's Ratings Services will comment on the competing forces that can potentially influence corporate credit quality and alter the fragile equilibrium that currently exists in the global corporate credit landscape. This is the initial article of the series.)
The global "wall" of nonfinancial corporate debt maturities coming due from 2012 to 2016 is not new to market observers. Less discussed is the incremental financing that corporate debt issuers will need over this period to fund capital expenditure and working capital growth. Standard & Poor's Ratings Services estimates the total amount of refinancing and new money requirements over the next five years at between $43 trillion and $46 trillion. This demand for funds will potentially compound the credit rationing that may occur as banks seek to restructure their balance sheets, and bond and equity investors reassess their risk-return thresholds. These factors, amid the current eurozone crisis, a soft U.S. economic recovery following the Great Recession, and the prospect of slowing Chinese growth, raise the downside risk of a perfect storm for credit markets, in our view. (Watch the related CreditMatters TV segment titled "The Credit Overhang: Is A $46 Trillion Perfect Storm Brewing?," dated May 10, 2012.) 

Though we believe that this downside risk remains, it is our working assumption that global banks and debt capital markets will largely be able to continue to provide the majority of liquidity to allow most corporate issuers to proactively manage their forthcoming refinancings. However, the balance is fragile, and existing or new sensitivities could flare up, derailing this base case. Governments and banking regulators are now not as well placed to counter another perfect storm scenario given that they have already expended so much of their fiscal and monetary arsenal to mitigate the problems arising in recent years. Furthermore, some countries need to implement austerity measures on multiple levels to deal with their own sovereign debt and budget deficit issues. This priority need may hamper their respective capacity to respond to new macroeconomic problems. In a perfect storm scenario, a wider pool of borrowers than just the highly leveraged ones could find its future funding and refinancing needs in jeopardy.

· A formidable wall of debt maturities and new money requirements over the next five years or so (which Standard & Poor's estimate at $43 trillion to $46 trillion), along with a volatile geopolitical climate that is causing skittishness in financial markets, poses downside risk of a perfect storm for global credit markets.

· Notwithstanding this downside risk, our current view is that most nonfinancial corporate debt issuers will be able to continue to manage their forthcoming refinancings, although credit rationing may constrain new term bank financing to fund growth.

· Governments and central banks have less fiscal and monetary flexibility to prevent serious problems emanating from future market disturbances. A perfect storm scenario would likely cause financing disruptions even for borrowers that are not highly leveraged.

The Height Of The Wall

Standard & Poor's has long highlighted the wall of upcoming debt maturities as a massive future refinancing risk (see "U.S. Refinancing Study: Rising Maturities Could Increase Refinancing Risk," July 20, 2011 and "European Corporates Face Significant Refinancing Risk In Extremely Difficult Market Conditions," March 31, 2009). Our study of corporate and bank balance sheets indicates that the bank loan and debt capital markets will need to finance an estimated $43 trillion to $46 trillion wall of corporate borrowings between 2012 and 2016 in the U.S., the eurozone, the U.K., China, and Japan (including both rated and unrated debt, and excluding securitized loans). This amount comprises outstanding debt of $30 trillion that will require refinancing (of which Standard & Poor's rates about $4 trillion), plus $13 trillion to $16 trillion in incremental commercial debt financing over the next five years that we estimate companies will need to spur growth (see table 1). 

Table 1

	New Nonfinancial Corporate Money Demands 2012-2016
	

	
	 Nominal GDP growth assumption (2012-2016)*
	New money requirements (mil. US$)
	

	Region
	
	1x§
	1.2x†
	

	Euro area 
	3%
	1,555,771 
	1,889,452 
	

	U.K.
	4%
	355,398 
	433,349 
	

	U.S. (including mortgages)
	4%
	2,494,802 
	3,042,002 
	

	China
	12%
	7,695,839 
	9,685,463 
	

	Japan
	2%
	773,633 
	935,814 
	

	Total 
	
	12,875,443 
	15,986,079 
	

	*Assumptions are adjusted for inflation and the Consumer Price Index, and are derived from forecasts in our sovereign reports on France, Germany, the U.K., the U.S., China, and Japan. §Assumes debt grows at same rate as GDP over the next five years. †Assumes debt grows at 1.2x the rate of GDP over the next five years. 


The $30 trillion figure assumes that the $40 trillion total of these regions' bonds, bank loans, and other advances (see table 2) mature on a roughly pro rata basis over an average seven-year period, and that three-quarters of this debt would come due between 2012 and 2016. Of this amount, the developed Western economies of the U.S., euro area, and the U.K. are responsible for just over 55%, or $17.2 trillion, that will mature by the end of 2016. While the refinancing requirement for China of $7.6 trillion over this time period is large relative to its GDP, its state-owned banks, which make up about 75% of China's overall banking sector, are likely to roll over loans extended to state-owned enterprises (SOEs). SOEs contribute about 35% of total annual fixed-asset investments in China. (See "The Height Of The Wall" chart.)

Table 2

	Nonfinancial Corporate Debt Outstanding
	

	US$ billions
	

	
	U.S.*
	Euro area & U.K.¶
	China§
	Japan§
	Total
	

	Nonfinancial corp. bonds
	5,434
	1,726
	852
	1,154
	9,166
	

	Bank loans & other advances
	6,082
	9,682
	9,243
	6,279
	31,286
	

	Total nonfinancial corp. debt (excl. securitized loans)
	11,515
	11,408
	10,095
	7,433
	40,451
	

	GDP (2011)
	15,321
	14,776
	6,988
	5,855
	42,940
	

	*Source: Federal Reserve Flow of Funds for Nonfinancial Businesses (March 2012), U.S. Bureau of Economic Analysis. ¶Source: European Central Bank, Eurostat Bank of England, ONS Blue Book 2011. §Source: For bonds, AsianBondsOnline; for loans, International Monetary Fund (IMF); For GDP, IMF’s World Economic Outlook estimate. 
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Scaling The Wall

Will capital market constituents have the capacity to provide the new "bricks" required to extend the maturity wall and spark economic growth? Much will depend on the continued ability of banking system regulators to pilot a path through the minefield that lies ahead. Governments and central banks globally have utilized many financial tools in their arsenals to stabilize the financial system and strengthen bank balance sheets. In conjunction with the global financial markets showing signs of stability, monetary and fiscal policies quickly shifted to focusing on restoring economic stability and growth. However, this highly accommodative monetary policy, centered on expanding the monetary base and maintaining artificially low interest rates, is likely to produce only a fragile recovery at best, and could easily be thrown off course at any moment. Key risks that could challenge the policy consensus include a backlash to the austerity measures introduced in debtor countries in Europe, escalating oil and commodity prices (possibly triggered by further geopolitical unrest in the Middle East), and a potential material slowdown of growth in China.

Judging from the developments in financial markets over the past three years, there is a good chance that sufficient liquidity will be available to help most companies deal with their forthcoming refinancing risk. On balance, the credit quality of nonfinancial corporate issuers has improved in recent years, partly because of the economic rebound, but also because of the higher cash balances resulting from higher discretionary cash flow and retention of earnings. This has undoubtedly helped banks to rollover existing term debt, particularly where the bond market could refinance part of their exposure. There is little evidence to suggest that the banks' policy of tactical deleveraging while supporting existing corporate counterparties will change in the near term. However, there has been somewhat of a flight to quality in lending; the middle-market and small business segments face greater funding challenges.

However, with respect to new funding requirements, credit rationing could restrict global loan growth in the future as new term bank financing becomes difficult to secure. While most of the economic and regulatory challenges facing the banks are similar in both the U.S. and Europe, we believe that most of them will have a more severe impact on lending capacity in Europe. Specifically, European banks have to adapt to a weaker economy and uncertainties relating to sovereign debt sustainability while managing more highly levered balance sheets. The faster implementation of the Basel III timetable only compounds the challenge for European banks. Inevitably, this will have a more profound impact on corporate borrowers in Europe because of their greater dependency on relationship banks to provide funding.

Similarly, U.S. banks may limit loan growth because of their higher regulatory cost of capital, but the potential to voluntarily return excess capital to shareholders may also act as an additional constraint. Asian banks are likely to continue lending, although at a slower rate in line with lower economic growth. In some Asian countries, such as China, a significant portion of bank lending may be indirectly state directed; therefore, lending capacity is not subject to the same limitations as in Western markets.

While we believe that maintenance of the existing level of lending will allow the vast majority of nonfinancial corporate debt issuers to scale the wall of refinancing coming due over the next five years, we do expect some problems to arise. This is particularly so in Europe, where banks continue to experience funding pressures and remain capital constrained. The effect may be exacerbated for existing borrowers where credit quality is weak (including many smaller 2006-2008 vintage leveraged buyouts in Europe) and, in certain cases, where corporate loans reside in securitization structures and the borrowers are unable to roll the exposures forward given structural reinvestment and maturity constraints.

We also believe that refinancing prospects for rated debt issuers are likely more favorable than for nonrated issuers (both of which will be seeking refinancing in the near term). This is because rated issuers tend to be more proactive with establishing and maintaining capital market relationships and, in turn, capital market participants have been afforded greater transparency with respect to rated issuers.

Contending With The New Financing Landscape

The U.S. capital markets continue to be the world's largest, followed by Europe, with other markets being much smaller. Generally, corporate debt issuers in Asia have a greater reliance on bank financing than those in Europe, which, in turn, have greater reliance than those in the U.S. The impact of any credit rationing by banks in these regions should be considered in this context. In our view, the risk of credit rationing by banks is highest in Europe, intermediate in the U.S., and low in the rest of the world. While the asset quality and capital-building challenges facing the banks in Europe and U.S. are, broadly speaking, similar in nature, the intensity differs. European banks are still grappling with their own higher leverage, the European economic downturn, the sovereign debt crisis, and the need to meet the Basel Committee on Banking Supervision's proposed capital, funding, and liquidity requirements (known as Basel III). Although regulators have allowed an extended transition period toward Basel III, European banks face pressure to meet the committee's capital requirements more quickly, which adds to the deleveraging impetus across the region. The major European banks, like their U.S. counterparts, are also trying to reconcile their shareholders' desire for higher returns on capital against increased regulatory capital requirements.

In the U.S., we don't expect banks to incorporate Basel III into their regulations for several years. U.S. banks have only recently fully incorporated the Basel II provisions. The proposed rules stemming from the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank) would also have an impact on banks operating in the U.S. (see "The Fed's New Proposals Are Unlikely To Affect The Ratings On U.S. Large Complex Banks," Dec. 23, 2011). While the Act does not specifically set higher capital standards or liquidity and reserve requirements yet, its implementation affirms the Federal Reserve's intent to be involved in setting these standards. We envision that the proposed Volcker Rule (within Dodd-Frank) and higher regulatory costs associated with compliance requirements will soon restrict banks' ability to generate the historical level of earnings from proprietary trading businesses. In addition, profitability constraints on certain historically lucrative consumer retail businesses will increase the required returns that banks will need to target using their more limited capital. 

This could potentially mean that traditional relationship lending (e.g., general-purpose committed credit facilities, which can also serve as commercial paper back-up lines) may either become more expensive and/or less available. This, perversely, could influence some banks to potentially move down the credit curve in an attempt to generate additional yield and returns. As such, an unintended consequence of the new regulatory framework may be that companies of higher credit quality will experience more expensive or lower credit availability for liquidity backstop facilities that banks historically have considered low risk.

As for Asia/Pacific, we believe that the impact of the European sovereign debt crisis and pressure to build up capital for Basel III will be comparatively less. This is because of the fairly robust economic outlook for the region, despite an expectation for slower growth than in the past two years.

A Fragile Balance

Banks are under pressure to manage risk-weighted assets closely, in both their trading and banking businesses. This pressure is most acute in Europe given the economic and funding environment, the pressing need to bolster Tier 1 capital ratios for early adoption of Basel III requirements, and the need to raise returns on equity above the cost of capital. With respect to lending, we expect that European banks will prioritize domestic markets and potentially reduce international and cross-border business. The pressures on U.S. banks to limit loan growth are similar, but less severe. However, if U.S. banks voluntarily opt to return excess capital to shareholders, anticipated moderate reductions in loan growth could instead amplify. Asian banks are likely to continue lending, although at a slower rate in line with lower economic growth. At the same time, issues may arise in which banks, particularly in Europe, experience funding and capital pressures, or the credit quality of existing corporate borrowers is weak (including many smaller 2006-2008 vintage LBOs in Europe).

Our assumption is that there is sufficient capital market and bank lending capacity to absorb the majority of the $30 trillion that we estimate nonfinancial corporate borrowers will need to refinance over the next five years in the U.S., euro area, the U.K., China, and Japan. However, the $13 trillion to $16 trillion required to fund future growth could be more at risk. Given our expectation that certain borrowers may find the availability of bank financing more limited than in the past--and when available, at a higher cost with likely more onerous terms and conditions--alternative providers of debt financing may be set for a new challenge.

While we expect that the relatively mature debt markets in the U.S., with its demonstrated ability over the past three years to provide over $400 billion per year of new corporate funding, are in a good position to make up any shortfall, the European corporate bond market remains less developed. As such, if we assume European corporate issuers tapped the bond market for 50% of their respective new funding requirements (up from about 15% historically), this would imply $210 billion to $260 billion of net new yearly issuance by European nonfinancial corporate borrowers. There have only been two years in the past decade when net new issuance by euro area companies has exceeded $100 billion. While this presents a significant growth opportunity for European debt market investors, it also highlights the challenges confronting nonfinancial corporate borrowers in Europe, especially if they are forced to turn to a more sought-after U.S. debt market for alternative funding. 

Lastly, much of the funding available for corporate borrowers over the past few years has depended on the utilization of many financial tools by central banks to mitigate problems, stabilize the financial system, and spark an economic recovery. If the spectre of inflation rises, we could see a tremendous increase in funding pressures. So, at best, we are currently at a fragile peace. At worst, we have created the makings of a perfect storm for the future.

Since the recent financial crisis, companies have focused on strengthening balance sheets and liquidity in order to counter any systematic shocks or contagion and the resulting capital market shutdowns. Many borrowers have built up high cash balances. For instance, on a like-for-like basis in Europe, the Middle East, and Africa, rated nonfinancial corporations increased their cash balances (including short-term investments) to €745 billion in 2010 from €547 billion from 2007 (although 28% resided on the balance sheets of 16 companies that each held more than €10 billion, including the oil majors and five of the auto original equipment manufacturers). Much of the cash held by U.S. companies is trapped offshore (with a good portion in the technology sector) and not available for use domestically without potential tax penalties. In line with the historical pattern, we don't expect companies to use these cash balances to repay debt. 

Corporate capital market issuance has certainly been very strong since mid 2009, notwithstanding periodic slowdowns due to market volatility. For example, speculative-grade bond issuance in the U.S. was $218.3 billion in 2011, compared to $163.5 billion in 2009 and $69 billion in 2008, according to S&P Capital IQ LCD (Leveraged Commentary & Data). In Europe, where the speculative-grade bond market has struggled to secure a foothold, 2010 was a record year, with $58.6 billion issued, while volumes fell slightly in 2011 because of economic uncertainty in the region. However, both of these years' volumes, in addition to the $41 billion issued in 2009, show the growth of the market compared with the mere $3 billion raised in 2008 and $24.5 billion in 2007. Refinancing existing bank debt in the form of senior secured bonds or notes has become quite a common occurrence.

The range of investors and the type of instruments in which they are looking to invest continue to grow. Portfolio managers at hedge funds, distressed debt funds, credit opportunity funds, private equity, and unleveraged or low-leveraged speculative-grade loan funds continue to invest in leveraged loans. Money managers are looking for relative value opportunities within capital structures, whether secured or unsecured, senior or subordinated. U.S. retail loan funds are well positioned to invest in floating-rate leveraged loans if rising inflation threatens to turn the rate cycle. As banks withdraw, there are clear signs that larger corporate borrowers are prepared to provide funding support to small-to-medium enterprises.

