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IT: Fitch downgrades public debt

The corona crisis is particularly distressing for Italy, which had significant
competitiveness deficits combined with a high public debt ratio even before
the crisis erupted. For the rating agency Fitch, Italian government bonds are
now only one notch away from junk since the unscheduled downgrade this
week.

From the point of view of the financial markets, which have remained stable
in the current crisis thanks to the substantial expansion of the ECB purchase
programs, the credit rating of the four major rating agencies (Moodys, S&P,
Fitch and DBRS) is of particular importance. If Italy were to fall out of the
investment grade rating range with all four rating agencies, the ECB would
no longer be allowed to buy Italian government bonds in accordance with
the current rules. However, the rating agency S&P confirmed Italy's rating
only last week, leaving it at the second-lowest level of investment grade.
Moody's announced in a press release on the same day that Italy's rating
should remain unchanged due to the crisis. However, the official
announcement of the rating update will not be made until May 8.

It is therefore highly unlikely that Italian government bonds will not be able to
be bought by the ECB in the future. Even if Italy's credit rating were to
deteriorate drastically as a result of the corona crisis, an exception would
probably be granted temporarily - as is currently the case for Greece. After
the end of the corona crisis, however, the question would then arise whether
and how the ECB could return to its original set of rules. Based on these
rules, the ECB would only be able to continue purchases of sovereign bonds
after the loss of an investment grade rating if the country in question had
previously accepted an ESM adjustment program under strict conditions.
However, an ESM adjustment program with strict conditions attached would
be unthinkable from Italy's domestic policy perspective.

After the crisis is over, it will be more important than ever for the Italian
government to cooperate with the financial markets and the European
partners to prevent the loss of the investment grade rating by all four rating
agencies. However, for historical reasons, a change of government in Italy
can occur quickly with potentially fatal consequences, as the government
under Salvini and DiMaio has already proven in 2018/19. The
confrontational course of this government with the EU caused Italy's yield
premiums to rise sharply at the time.

EZ: how strongly will public debt ratios rise?

Next week (May 7), the European Commission will publish updated
forecasts for the public debt ratios of all member states as part of its spring
forecast. In view of the economic slump and the comprehensive aid
packages, the public debt ratio of all Eurozone countries is expected to rise
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substantially by 10-15% of GDP in 2020. However, assuming an economic
recovery, the government debt ratio should fall sharply in 2021. In the
medium term, we expect the public debt ratio in many Eurozone countries to
increase by 5-7% of GDP compared with pre-crisis levels.

US deficit could reach 17.9% of GDP this year

The Congressional Budget Office (CBO) has released the first estimate for
the development of public debt since the outbreak of the crisis. The public
authority. expects a deficit of USD 3.7tn for the current fiscal year 2020 (end
of September 2020) and USD 2.1tn for 2021. Relative to GDP, the deficits
thus amount to 17.9% and 9.8%, respectively. This corresponds to an
increase of 13pp and 5pp, respectively, compared to pre-crisis expectations.

To calculate these figures, the CBO makes the following assumptions: GDP
in 2Q should contract by 11.8% from the first quarter. The following quarters
will then show growth rates (in each case g/q) of 5.4% and 2.4%. The
recovery should continue in 2021, but the US economy will not be able to
close the gap left by the crisis by the end of the year. Real GDP at the end
of 2021 will still be 6.7% lower than expected in January 2020. This is also
reflected in the expectations for the unemployment rate. It should peak at
16% in the third quarter of this year and then fall to 9.5% at the end of 2021,
which would still be well above the pre-crisis level of 3.5%. The CBO
expects financing costs, i.e. government bond yields, to remain essentially
unchanged over the period under review.

The CBO itself says that the uncertainty for the forecast is enormous. In our
view, the assumptions are based on the expectation of a very tough battle
against the spread of the virus. Thus, it is assumed that the average level of
social distancing will remain unchanged until the end of June. The CBO also
takes into account the risk of further waves of spread. In the second half of
2020, social distancing will not disappear, but only decrease by 75% on
average. For the first half of 2021, the CBO still assumes restrictions.

Based on these assumptions, the additional financing requirements of the
central government will amount to just under USD 4tn, a total of USD 6tn by
September 2021 (end of the fiscal year). Without a doubt, this is an
enormous sum for an economy even such as the US, and needs to be
financed. The deficit in the current fiscal year will be almost as high relative
to GDP as it was in the first two years after the financial crisis began in 2008
taken together. We assume, however, that this amount can be financed
without any rise in yields for this reason — the Fed will make its contribution.
Since the beginning of March alone, the central bank’s balance sheet ftotal
has expanded by about USD 2.5tn.
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Forex and government bond markets
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orecasts
GDP 2018 2019 2020 2021
Eurozone 1.9 1.2 -4.7 3.9
us 2.9 2.3 -1.7 4.1
Inflation 2018 2019 2020 2021
Eurozone 1.7 1.2 0.7 1.7
us 2.4 1.8 1.9 2.2
Interest rates current Jun.20 Sep.20 Dec.20 Mar.21
ECB MRR 0.00 0.00 0.00 0.00 0.00
3M Euribor -0.26 -0.50 -0.50 -0.50 -0.50
Germany Govt. 10Y -0.50 -0.50 -0.40 -0.20 -0.10
Swap 10Y -0.09 -0.20 -0.10 0.10 0.20
Interest rates current Jun.20 Sep.20 Dec.20 Mar.21
Fed Funds Target Rate* 0.04 0.13 0.13 0.13 0.13
3M Libor 0.76 0.40 0.40 0.40 0.40
US Govt. 10Y 0.61 0.70 1.00 1.20 1.40
EURUSD 1.09 1.08 110 | 110 | 112 L

*Mid of target range

In case of changes to our forecasts compared to the previous issue, arrows show the direction of the change.

Source: Market Data Provider, Erste Group Research

1 Note: In accordance with regulations, we are obliged to issue the following statement:
Forecasts are not a reliable indicator of future performance.
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Disclaimer

This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") independently and objectively as general information pursuant. This publication serves interested
investors as additional source of information and provides general information, information about product features or
macroeconomic information without emphasizing product selling marketing statements. This publication does not constitute a
marketing communication pursuant to Art. 36 (2) delegated Regulation (EU) 2017/565 as no direct buying incentives were
included in this publication, which is of information character. This publication does not constitute investment research pursuant
to Art. 36 (1) delegated Regulation (EU) 2017/565. It has not been prepared in accordance with legal requirements designed to
promote the independence of investment research and it is not subject to the prohibition on dealing ahead of the dissemination
of investment research. The information only serves as non-binding and additional information and is based on the level of
knowledge of the person in charge of drawing up the information on the respective date of its preparation. The content of the
publication can be changed at any time without notice. This publication does not constitute or form part of, and should not be
construed as, an offer, recommendation or invitation to subscribe for or purchase any securities, and neither this publication nor
anything contained herein shall form the basis of or be relied on in connection with or act as an inducement to enter into any
contract or inclusion of a security or financial product in a trading strategy. Information provided in this publication are based on
publicly available sources which Erste Group considers as reliable, however, without verifying any such information by
independent third persons. While all reasonable care has been taken to ensure that the facts stated herein are accurate and that
the forecasts, opinions and expectations contained herein are fair and reasonable, Erste Group (including its representatives
and employees) neither expressly nor tacitly makes any guarantee as to or assumes any liability for the up-to-dateness,
completeness and correctness of the content of this publication. Erste Group may provide hyperlinks to websites of entities
mentioned in this document, however the inclusion of a link does not imply that Erste Group endorses, recommends or approves
any material on the linked page or accessible from it. Neither a company of Erste Group nor any of its respective managing
directors, supervisory board members, executive board members, directors, officers of other employees shall be in any way
liable for any costs, losses or damages (including subsequent damages, indirect damages and loss of profit) howsoever arising
from the use of or reliance on this publication. Any opinion, estimate or projection expressed in this publication reflects the
current judgment of the author(s) on the date of publication of this document and do not necessarily reflect the opinions of Erste
Group. They are subject to change without prior notice. Erste Group has no obligation to update, modify or amend this
publication or to otherwise notify a reader thereof in the event that any matter stated herein, or any opinion, projection, forecast
or estimate set forth herein, changes or subsequently becomes inaccurate. The past performance of securities or financial
instruments is not indicative for future results. No assurance can be given that any financial instrument or issuer described
herein would yield favorable investment results or that particular price levels may be reached. Forecasts in this publication are
based on assumptions which are supported by objective data. However, the used forecasts are not indicative for future
performance of securities or financial instrument. Erste Group, its affiliates, principals or employees may have a long or short
position or may transact in the financial instrument(s) referred to herein or may trade in such financial instruments with other
customers on a principal basis. Erste Group may act as a market maker in the financial instruments or companies discussed
herein and may also perform or seek to perform investment services for those companies. Erste Group may act upon or use the
information or conclusion contained in this publication before it is distributed to other persons. This publication is subject to the
copyright of Erste Group and may not be copied, distributed or partially or in total provided or transmitted to unauthorized
recipients. By accepting this publication, a recipient hereof agrees to be bound by the foregoing limitations.

Erste Group is not registered or certified as a credit agency in accordance with Regulation (EC) No 1060/2009 of the European
Parliament and of the Council of 16 September 2009 on credit rating agencies (the Credit Rating Agencies Regulation). Any
assessment of the issuers creditworthiness does not represent a credit rating pursuant to the Credit Rating Angencies
Regulation. Interpretations and analysis of the current or future development of credit ratings are based upon existing credit
rating documents only and shall not be considered as a credit rating itself.
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