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Key Takeaways

e Most European countries will see a sustained correction in nominal house prices as
eurozone growth softens considerably into next year.

e Qur analysis of historical housing market corrections suggests that mortgage arrears are
generally linked to unemployment, house prices, and--for the U.K.--interest rates.

e We have conducted a scenario analysis of mortgage performance. Under a baseline
scenario, which reflects our economic and house price forecasts, we see only a modest
increase in mortgage arrears, mainly driven by weakening house prices.

¢ |n adownside scenario, we see more material increases in mortgage arrears, especially in
Italy and Ireland. However, the credit enhancement available in the covered bond
programs that we rate should be sufficient to absorb the related losses.

Rising interest rates have set off a sustained correction in European housing markets. Although
demand is weakening and prices are declining, asset quality is still strong--supported by stable
employment and high savings rates during the pandemic period. But European GDP growth is
softening, and labor markets are weakening. Moreover, the impact of the tighter monetary policy
on European household budgets unfolds with a considerable lag, particularly considering the
pivot toward fixed-rate mortgages in the past 15 years. We expect house prices to remain under
pressure until 2025. This report investigates how the housing market correction will affect asset
performance in the covered bond market.
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Mortgage rates have increased substantially...
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... But mortgage performance has remained stable so far
Nonperforming loan ratio of residential household mortgages
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Low Growth And High Interest Rates Are Here To Stay

We expect eurozone growth to soften considerably to 0.6% this year from 3.4% in 2022. GDP growth will
remain tepid in 2024 at 0.9%, before a potential uptick to 1.5% in 2025-2026 (see "Economic Outlook
Eurozone Q4 2023: Slower Growth, Faster Tightening," published on Sept. 25, 2023).

The eurozone economy has barely expanded over the past three quarters. GDP increased by a modest
0.1% quarter-on-quarter by the end of June 2023, after recording a decrease and then increase of 0.1%
in the previous two quarters. The slowdown is here to stay: post-pandemic tailwinds are fading and
higher inflation and interest rates are significantly curbing demand. The eurozone’s risk of sliding into a
shallow recession in 2023-2024 remains elevated.

2024 growth prospects hinge on the labor market, which was slowing but remained strong in the second
quarter. Ongoing labor tightness and resilience should prevent a more pronounced slowdown, since wage
growth combined with slowing inflation will ease income pressure on households.

Inflation is falling, but price stability is still some way off. We only see inflation returning to the European
Central Bank's (ECB) 2.0% target in late 2025, coming down from 5.6% in 2023 and 2.7% in 2024. The
recent surge in oil prices and the removal of government subsidies on domestic energy prices in some
countries will decelerate disinflation trends.

Chart 3 Chart 4
The eurozone economy has barely expanded over the last Spain is leading the disinflation process
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Against this backdrop, we believe that the ECB is not yet done normalizing its monetary policy. Interest
rates may have peaked at 4% for the deposit rate, but it will take some time before the ECB starts cutting
rates again. We also expect further quantitative tightening, affecting how the ECB supplies banks with
liquidity (see "What An Acceleration of Quantitative Tightening Could Mean for Eurozone Banks,"
published on Sept. 13, 2023).
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Table1

S&P Global Ratings European economic forecasts (September 2023)

(%) Eurozone Germany France Italy Spain Netherlands U.K.

GDP

2023 0.6 -0.2 0.8 0.9 21 0.5 0.3

2024 0.9 0.6 0.9 0.7 1.6 0.9 0.5

2025 1.5 14 1.5 1.3 2.2 1.5 1.5

2026 1.5 14 14 1.3 2.2 17 1.6

CPlinflation

2023 5.6 6.3 5.6 6.3 35 4.9 7.5

2024 27 2.8 2.6 2.3 2.6 3.1 2.5

2025 2 2 1.9 21 1.9 2.2 2

2026 1.8 1.6 17 2 1.9 2 2

Unemployment rate

2023 6.4 2.9 7.3 7.7 12.1 3.6 4.3

2024 6.5 3 7.5 7.9 12.1 37 47

2025 6.5 3 7.5 8 12 37 44

2026 6.3 3.1 7.3 7.9 1.8 3.6 4.2
Eurozone (ECB) U.K.

Policy rates (end of year) Deposit rate Refirate Bank rate

2023 4 4.5 55

2024 3.25 3.75 45

2025 2 2.5 2.6

2026 2 2.5 2.5

CPI--Consumer price index. Source: S&P Global Ratings.

Sustained House Price Correction Ahead

Even before central banks started to hike interest rates, house price dynamics appeared unsustainable.

Affordability in most European countries deteriorated significantly over the pandemic years. As higher

interest rate pressure mounts across the continent, we forecast a sustained correction of nominal house

prices for most countries.

While we do not expect a crash, we see sizeable peak-to-trough declines of about 12% in Germany and

the U.K., and an average drop above 8% across our sample (see “European Housing Markets: Sustained

Correction Ahead,” published on July 20, 2023). Structural factors, such as endemic housing shortages

and shrinking household sizes, should help contain price declines. Also, lenders are still willing to lend

and have the capacity to do so, albeit at now significantly higher costs.

We expect prices to bottom out by the end of 2024. But since borrowing costs will remain high in real

terms even after central banks ease interest rates, we don’t anticipate a strong rebound in house prices

once the correction runs its course.
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Table 2

S&P Global Ratings nominal house price forecasts
Year-on-year change in Q4 (%)

2020 2021 2022 2023 2024 2025 2026
Germany 8.7 12.6 -3.6 -4.9 -1.5 1 2
France 6.3 7 4.6 2.6 -4.0 15 2.5
Italy 1.6 4.1 2.8 0 4.9 2.0 1
Spain 17 6.3 55 -4.0 2.0 15 2
Netherlands 8.8 19 5.3 5.4 1.5 1 2.3
Belgium 5.7 6.1 4.7 2.4 -1.0 2 2.4
Portugal 7.9 1.5 n3 4.4 -3.0 2 4.1
Switzerland 5.4 8.3 515 0.3 0 15 2
U.K. 6 8.3 9.6 -6.6 -4.9 14 3
Ireland 0.7 13.8 8.6 -5.1 -4.3 1 3.5
Sweden 5.4 N -3.7 -5.4 1.8 2.8 3.2

Q--Quarter. Sources: OECD, S&P Global Ratings.

Benchmark rate levels are still some distance from fully feeding through to household budgets, reflecting
the Europe-wide pivot toward fixed-rate mortgages from variable rate deals. New fixed-rate contracts
over 2015-2019 accounted for at least 50% of transactions on average (with the exception of Portugal
and Sweden), and in many cases much more. In Spain, only 25% of newly originated mortgages were on
variable rates in 2021, compared with over 80% in 2011.

Chart5b Chart 6
Affordability of housing deteriorated markedly during the Mortgage maturities differ widely across Europe
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For the same reason, all fixed rate shares are reported under “medium” for Italy
and Portugal. Sources: European Mortgage Federation, S&P Global Ratings.
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A Strong Labor Market Will Help Limit Asset Quality
Deterioration

The European housing market landscape today looks very different to the usual pre-crash scenario.
Typically, the precursor to a housing market crash is widespread job losses, causing a significant degree
of distressed selling at a time when there is little to no demand, a scenario last seen in the wake of the
global financial crisis (GFC).

Labor markets have weakened recently, but from a position of extraordinary strength. And while we
expect unemployment to rise further, it will remain low by historical standards. A strong labor market will
support asset quality, in our view, and we expect the housing market correction to lead to a normalization
of loan losses from their current lows, rather than a spike.

To gain further insights into the outlook for the current market, we explored historical links between
various macroeconomic factors and the banking sector’s mortgage arrears in four countries which
experienced significant housing market corrections since the GFC. We believe that our results are also
valid for other better-performing covered bond markets, given the homogeneity of asset eligibility
criteria. We used the banking sector’s mortgage arrears rather than those of covered bond programs,
because loans in arrears are typically removed from cover pools, and cover pool assets tend to be
underwritten to a very high standard. Moreover, our models are calibrated using data that include the
period before the GFC, when underwriting regimes were generally looser than today. They may therefore
not fully capture the behavior of more recent loan originations in certain countries, such as Ireland, where
underwriting standards have changed significantly.

We found that arrears have generally been linked to unemployment, house prices, and--for the U.K. only-
-interest rates. Mortgage arrears are closely connected to real house prices in Spain, Italy, and Ireland,
while in the U.K. correlation is stronger with both nominal house prices and interest rates. These results
are consistent with our global methodology for assessing pools of residential loans, where
unemployment expectations affect our base case scenario and considerations on property valuations
and interest rate risk affect our loan-level analysis (see “Global Methodology And Assumptions:
Assessing Pools Of Residential Loans,” published on Jan. 25, 2019.)

All three variables are statistically important driving factors for mortgage arrears. Changes in
unemployment typically have a delayed effect on arrears, reflecting the impact of unemployment
benefits.

Unemployment levels and interest rates directly affect borrowers' ability to make scheduled mortgage
payments, and therefore determine whether they fall into arrears and ultimately default. House prices
affect borrowers' equity positions. Low mortgage equity is a credit risk because it can limit borrowers'
ability to refinance, making them vulnerable to foreclosure if interest rates rise or their income is
reduced--for example, through unemployment. A low equity position can also reduce a borrower's
incentive to make mortgage payments if finances tighten.
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Chart7 Chart 8
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Chart 9 Chart 10
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Unemployment, house prices, and interest rates (for the U.K. only) explain more than 90% of the level in
mortgage arrears in the U.K. and Ireland, and more than 80% in Spain. Italy followed a similar trend until
2016, when banks started using securitization to remove nonperforming loans from their balance sheets.
Based on these findings, we believe that adjusting these input variables according to our forecasts may
provide insight into mortgage arrears in the coming quarters.
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Covered Bond Programs’ Credit Enhancement Sufficient To Absorb
Losses From Higher Arrears

We conducted a scenario analysis of mortgage performance in Ireland, Italy, Spain, and the
U.K. We believe that our results are also valid for other covered bond markets, given the
homogeneity of asset eligibility criteria. Under a baseline scenario, we applied our economic
and house price forecasts (see tables 1and 2) to determine the increase in arrears through
2026. Under this scenario, we see modest increases in arrears in the U.K. and Spain of 0.9
percentage points and 0.5 percentage points, a more significant increase in ltaly of 1.7
percentage points, and a marginal decrease in Ireland of -0.4 percentage points. These
results reflect our expectations of Italy's house price corrections primarily starting next year,
and unemployment rates in Spain and the U.K. being lower in 2026 than today.

Under our downside scenario, we applied a combined three percentage point increase in the
unemployment rate, a 20% decline in real house prices, and, for the U.K. only, a further three
percentage point increase to interest rates. These parameters reflect the historical volatility
of the relevant variables.

Under this scenario, arrears increase more significantly, especially in Italy (+4.3 percentage
points) and Ireland (+3.4 percentage points), due to the strong correlation between their
historical arrears and unemployment. Arrears in Spain and the U.K. would increase by 1.5
percentage points and 1.7 percentage points. While the increases are more material in this
scenario, the covered bond programs that we rate have generally sufficient credit
enhancement to absorb the related losses, with no impact on their ratings (see “Covered
Bonds Outlook Midyear 2023: Rising Interest Rates Will Test Asset Performance,” published
on July 19, 2023).

Core Characteristics And Risk Indicators

The main core characteristics and risk indicators are accessible here.

Global Covered Bond Insights Q4 2023

Overview

Overview Ratings distribution and outlook Country focus
Key insights European investor-benchmark covered bond Covered bond rating actions (count)
X § o issuance (bil. €)
« Most European countries will see a sustained correction in
nominal house prices as eurozone growth softens @ Yearto-date @ Restofyear Upgrades @ Downgrades
considerably into next year. 20
« Our analysis of historical housing market corrections 150

suggests that mortgage arrears are generally linked to
unemployment, house prices, and-for the U.K.—-interest
rates.

« We have conducted a scenario analysis of mortgage 100 l - m
performance. Under a baseline scenario, which reflects our o I I
economic and house price forecasts, we see only amodest
increase in mortgage arrears, mainly driven by weakening 50
house prices. 20
« In a downside scenario, we see more material increases in
mortgage arrears, especially in Italy and Ireland. However, the 0

E g e e et 223548
credit enhancement available in the covered bond programs 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 S RR&8R‘’8RREERZEE
that we rate should be sufficient to absorb the related losses, | ¥T0euresasef Ot sachyer.Soure: 89 ol Rtigs, o547 GlbaFatings

Published article Recent covered bond rating actions
spelobal.com Capitalla New issue Withdrawn Affirmed Upgraded Downgraded On CreditWatch
it Countryof ~ Coveredbond Asset  Currentcovered Covered bond rating in
= g e issuer type type bond rating Q22023 ICR
rimary credit analysts g .
o biogran Cver®d  Finland LerreB Mortgage AAA/Stable/-- BBB/Positive/A
Antonio Farina Phuong Nguyen
ot h KHEC Global CBISISB)-  southkorea  LCB Mortgage ~AAA/Stable/-- AA/Stable/AT+
Content visualization contacts Kookmin Bank CB Series  gouth Korea  LCB Mortgage ~AAA/Stable/- AAA/Stable/-- At/Stable/A
Deegant Pandya Bushra Dawawala
Ergma e
[E———— sons S-dttiogovt. O bigatons Foncibres
Disctaimer
As of October 19, 2023 S&P Global
atings

spglobal.com/ratings Oct. 20,2023


http://www.spglobal.com/ratings
https://www.spglobal.com/ratings/en/research-insights/sector-intelligence/interactives/global-covered-bond-insights-q4-2023
https://www.spglobal.com/ratings/en/research/pdf-articles/230719-covered-bonds-outlook-midyear-2023-rising-interest-rates-will-test-asset-performance-101580141#:%7E:text=Webinars-,Covered%20Bonds%20Outlook%20Midyear%202023%3A%20Rising%20Interest%20Rates%20Will%20Test,expect%20unemployment%20to%20rise%20sharply.
https://www.spglobal.com/ratings/en/research/pdf-articles/230719-covered-bonds-outlook-midyear-2023-rising-interest-rates-will-test-asset-performance-101580141#:%7E:text=Webinars-,Covered%20Bonds%20Outlook%20Midyear%202023%3A%20Rising%20Interest%20Rates%20Will%20Test,expect%20unemployment%20to%20rise%20sharply.

Global Covered Bond Insights Q4 2023: Weathering The Housing Market Correction

Related Research

Economic Outlook Eurozone Q4 2023: Slower Growth, Faster Tightening, Sept. 25, 2023

EMEA Structured Finance Chart Book: September 2023, Sept. 22, 2023

German Covered Bond Market Insights 2023, Sept. 13, 2023

Credit FAQ: What An Acceleration Of Quantitative Tightening Could Mean For Eurozone Banks, Sept. 13, 2023
French Covered Bond Market Insights 2023, Sept. 7, 2023

European Housing Markets: Sustained Correction Ahead, July 20, 2023

Covered Bonds Outlook Midyear 2023: Rising Interest Rates Will Test Asset Performance, July 19, 2023
EMEA Structured Finance Chart Book: July 2023, July 18, 2023

Global Covered Bond Insights Q3 2023: Strong Issuance Is Here To Stay, June 29, 2023

Covered Bonds In New Markets: A Shifting Paradigm, May 24, 2023

Covered Bonds Could Ease The Pain In European Commercial Real Estate, May 16, 2023

Global Covered Bond Insights Q2 2023: The Implications Of Rising Interest Rates, April 12, 2023
Covered Bonds Outlook 2023: Sailing Through Choppy Waters, Dec. 6, 2022

spglobal.com/ratings Oct. 20,2023 9


http://www.spglobal.com/ratings
https://www.spglobal.com/ratings/en/research/articles/230925-economic-research-economic-outlook-eurozone-q4-2023-slower-growth-faster-tightening-12856216#:%7E:text=We%20still%20expect%20growth%20to,external%20trade%20and%20commodity%20prices.
https://www.spglobal.com/ratings/en/research/pdf-articles/230922-emea-structured-finance-chart-book-september-2023-101586598
https://www.spglobal.com/ratings/en/research/articles/230913-german-covered-bond-market-insights-2023-12802287#:%7E:text=Key%20Takeaways,issuance%20so%20far%20in%202023.
https://www.spglobal.com/ratings/en/research/articles/230913-credit-faq-what-an-acceleration-of-quantitative-tightening-could-mean-for-eurozone-banks-12845076
https://www.spglobal.com/ratings/en/research/articles/230907-french-covered-bond-market-insights-2023-12748836#:%7E:text=Key%20Takeaways,increased%20the%20required%20credit%20enhancement.
https://www.spglobal.com/ratings/en/research/articles/230720-economic-research-european-housing-markets-sustained-correction-ahead-12793985#:%7E:text=Our%20expectation%20of%20a%20sustained,for%20the%20Netherlands%20and%20Portugal.
https://www.spglobal.com/ratings/en/research/pdf-articles/230719-covered-bonds-outlook-midyear-2023-rising-interest-rates-will-test-asset-performance-101580141#:%7E:text=Webinars-,Covered%20Bonds%20Outlook%20Midyear%202023%3A%20Rising%20Interest%20Rates%20Will%20Test,expect%20unemployment%20to%20rise%20sharply.
https://www.spglobal.com/ratings/en/research/pdf-articles/230718-emea-structured-finance-chart-book-july-2023-101580024
https://www.spglobal.com/ratings/en/research/pdf-articles/230629-global-covered-bond-insights-q3-2023-strong-issuance-is-here-to-stay-101579308
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=54990833&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?DocumentId=54924639&From=SNP_CRS
https://www.capitaliq.com/CIQDotNet/CreditResearch/pdf.aspx?ResearchDocumentId=54546657&isPDA=Y
https://www.capitaliq.com/CIQDotNet/CreditResearch/pdf.aspx?ResearchDocumentId=53482442&isPDA=Y

Global Covered Bond Insights Q4 2023: Weathering The Housing Market Correction

Copyright 2023 © by Standard & Poor's Financial Services LLC. All rights reserved.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part
thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval
system, without the prior written permission of Standard & Poor's Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be
used for any unlawful or unauthorized purposes. S&P and any third-party providers, as well as their directors, officers, shareholders, employees or
agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not
responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use of the Content, or for
the security or maintenance of any data input by the user. The Content is provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR
PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING WILL BE UNINTERRUPTED OR
THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Parties be liable to any party for
any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses
(including, without limitation, lost income or lost profits and opportunity costs or losses caused by negligence) in connection with any use of the
Content even if advised of the possibility of such damages.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and
not statements of fact. S&Ps opinions, analyses, and rating acknowledgment decisions (described below) are not recommendations to purchase,
hold, or sell any securities or to make any investment decisions, and do not address the suitability of any security. S&P assumes no obligation to
update the Content following publication in any form or format. The Content should not be relied on and is not a substitute for the skill, judgment
and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. S&P does
not act as a fiduciary or an investment advisor except where registered as such. While S&P has obtained information from sources it believes to be
reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives. Rating-
related publications may be published for a variety of reasons that are not necessarily dependent on action by rating committees, including, but not
limited to, the publication of a periodic update on a credit rating and related analyses.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain
regulatory purposes, S&P reserves the right to assign, withdraw, or suspend such acknowledgement at any time and in its sole discretion. S&P
Parties disclaim any duty whatsoever arising out of the assignment, withdrawal, or suspension of an acknowledgment as well as any liability for any
damage alleged to have been suffered on account thereof.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective
activities. As a result, certain business units of S&P may have information that is not available to other S&P business units. S&P has established
policies and procedures to maintain the confidentiality of certain nonpublic information received in connection with each analytical process.

S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P
reserves the right to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites,
www.spglobal.com/ratings (free of charge) and www.ratingsdirect.com (subscription) and may be distributed through other means, including via S&P
publications and third-party redistributors. Additional information about our ratings fees is available at www.spglobal.com/ratings/usratingsfees.

STANDARD & POOR’S, S&P and RATINGSDIRECT are registered trademarks of Standard & Poor’s Financial Services LLC.

spglobal.com/ratings Oct. 20,2023 10


http://www.spglobal.com/ratings
http://www.spglobal.com/ratings
http://www.ratingsdirect.com/
http://www.spglobal.com/ratings/usratingsfees

