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Sovereigns — Global

Stable 2022 outlook as economic recovery
eases credit pressures, but long-term costs
of the pandemic weigh on sovereigns

Our outlook for sovereign creditworthiness in 2022 is stable, reflecting our expectations

for the fundamental conditions that will drive sovereign credit over the next 12-18 months,
relative to 2021. The ongoing economic recovery will continue into 2022, improving fiscal
revenues and allowing governments to start unwinding some of the extraordinary stimulus
they have provided in response to the pandemic. Narrower fiscal deficits and solid growth
will stabilise debt burdens for most sovereigns, albeit significantly above pre-pandemic levels.
This will ease immediate credit pressures for governments in most regions.

However, sovereigns will continue to bear the brunt of the longer-term costs of the
pandemic. The far-reaching economic support provided to households and many sectors has
left sovereigns with weaker balance sheets. Once growth rates return to the pre-pandemic
trend, most sovereigns will struggle to maintain sufficiently large primary fiscal surpluses

to recover lost fiscal space before the next major shock. Sovereigns' policy flexibility and
effectiveness will also be tested by social challenges exacerbated by the pandemic, and by
demands for governments to address longer-term challenges like climate change.

Exhibit 1
The interplay of several drivers underpins our stable outlook on global sovereign credit
(Country shading indicates rating outlooks as of 3 November 2021)’
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The stable sector outlook reflects our view of credit fundamentals for global sovereigns over the next 12 to 18 months. Sector outlooks are
distinct from rating outlooks, which, in addition to sector dynamics, also reflect issuers’ specific characteristics and actions. A sector outlook
does not represent a sum of upgrades, downgrades or ratings under review, or an average of rating outlooks.

Ratings overview

The pace of rating actions slowed significantly in 2021 relative to 2020, with mostly neutral or positive actions that reflect a reduction
of credit risks linked to the lifting of lockdowns and resumption of economic activity in many countries. This contrasts sharply with
2020 when we announced more negative sovereign rating actions than usual, most of which were principally driven by the pandemic.

»

»

»

As of 3 November, the majority of the 78 rating actions on sovereigns announced in 2021 was directionally stable or
even positive,? with just 16 downgrades of 14 sovereigns year-to-date compared with 36 downgrades of 29 sovereigns in 2020.

Only around a fifth of rating actions were principally driven by the coronavirus pandemic. Most of these (13) were
directionally negative and affected sovereigns like tourism-reliant Bahamas (Ba3 negative) and Fiji (B1 negative), which both
experienced significant declines in revenues linked to reduced global travel, and Ethiopia (Caa2 negative) and Sri Lanka (Caa2
stable), which face severe liquidity challenges. There were a few other negative rating actions that were not driven by the pandemic
but rather by issuer-specific reasons, such as weakening governance in the case of Tunisia (Caal negative) and a deteriorating fiscal
position in the case of El Salvador (Caal negative). Overall, most directionally negative rating actions affected sovereigns in the
Middle East, Africa, Latin America and the Caribbean, whether driven by the pandemic or other reasons (see Exhibit 2).

The easing of the pandemic's effects and issuers' resilience to the shock contributed to several positive rating actions,
including eight upgrades. As of 3 November, the upgrades included five on European sovereigns: Lithuania (A2 stable), Serbia
(Ba2 stable), Cyprus (Bal stable), Portugal (Baa2 stable), Hungary (Baa2 stable). A further two upgrades were announced for African
sovereigns Benin (B1 stable) and Angola (B3 stable), and one in Asia on Kazakhstan (Baa2 stable). During 2021, we also changed the
rating outlooks of six sovereigns to positive: Taiwan, China (Aa3 positive), Azerbaijan (Ba2 positive), Uzbekistan (B1 positive), Ireland
(A2 positive), Vietnam (Ba3 positive) and Democratic Republic of the Congo (Caal positive).

Exhibit 2
Most directionally negative rating actions on sovereigns affected those in the Middle East, Africa and Latin America3
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This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.

2 3 November 2021 Sovereigns - Global: Stable 2022 outlook as economic recovery eases credit pressures, but long-term costs of the pandemic weigh on sovereigns


https://www.moodys.com/credit-ratings/Bahamas-Government-of-credit-rating-600010326/summary
https://www.moodys.com/credit-ratings/Fiji-Government-of-credit-rating-600047198/summary?emsk=2&isMaturityNotDebt=0&isWithDrawnIncluded=0&emvalue=fiji&keyword=fiji
https://www.moodys.com/credit-ratings/Ethiopia-Government-of-credit-rating-806356915/summary?emsk=2&isMaturityNotDebt=0&isWithDrawnIncluded=0&emvalue=ethiopia&keyword=ethiopia
https://www.moodys.com/credit-ratings/Sri-Lanka-Government-of-credit-rating-600023158/summary?emsk=2&isMaturityNotDebt=0&isWithDrawnIncluded=0&emvalue=sri%20lanka&keyword=sri%20lanka
https://www.moodys.com/credit-ratings/Tunisia-Government-of-credit-rating-600046595/summary
https://www.moodys.com/credit-ratings/El-Salvador-Government-of-credit-rating-600045734/summary
https://www.moodys.com/credit-ratings/Lithuania-Government-of-credit-rating-600018187/summary?emsk=2&isMaturityNotDebt=0&isWithDrawnIncluded=0&emvalue=lithuania&keyword=lithuania
https://www.moodys.com/credit-ratings/Serbia-Government-of-credit-rating-806356953/summary?emsk=2&isMaturityNotDebt=0&isWithDrawnIncluded=0&emvalue=serbia&keyword=serbia
https://www.moodys.com/credit-ratings/Cyprus-Government-of-credit-rating-377200/summary
https://www.moodys.com/credit-ratings/Portugal-Government-of-credit-rating-614650/summary
https://www.moodys.com/credit-ratings/Hungary-Government-of-credit-rating-381030/summary
https://www.moodys.com/credit-ratings/Benin-Government-of-credit-rating-830305413/summary?emsk=2&isMaturityNotDebt=0&isWithDrawnIncluded=0&emvalue=benin&keyword=benin
https://www.moodys.com/credit-ratings/Angola-Government-of-credit-rating-806356845/summary
https://www.moodys.com/credit-ratings/Kazakhstan-Government-of-credit-rating-600021080/summary
https://www.moodys.com/credit-ratings/Taiwan-China-Government-of-credit-rating-732845/summary
https://www.moodys.com/credit-ratings/Azerbaijan-Government-of-credit-rating-806356890/summary
https://www.moodys.com/credit-ratings/Uzbekistan-Government-of-credit-rating-806356881/summary
https://www.moodys.com/credit-ratings/Ireland-Government-of-credit-rating-423933/summary
https://www.moodys.com/credit-ratings/Vietnam-Government-of-credit-rating-600023790/summary
https://www.moodys.com/credit-ratings/Democratic-Republic-of-the-Congo-Govt-of-credit-rating-806356865/summary

MOODY'S INVESTORS SERVICE SOVEREIGN AND SUPRANATIONAL

Global growth has rebounded, easing immediate credit pressures - but unprecedented levels of
government debt will take years to unwind, if at all

The global economic recovery began in late 2020, gained momentum during the course of 2021 and is set to continue in 2022,
although supply constraints are slowing momentum in some regions. Stronger economies that are, for now, growing above the pre-
pandemic trend will support higher government revenues. The recovery will also offer room to unwind the extraordinary stimulus
measures that many governments, especially in advanced economies, have provided in response to the pandemic shock. A further
narrowing of fiscal deficits will in turn help stabilise sovereign debt burdens, albeit at a high level. However, the economic recovery
will remain uneven across regions and vulnerable to risks. For some sovereigns, long-lasting losses in economic output will continue to
weigh on debt dynamics for many years to come. Most sovereigns will struggle to lower their debt burdens to pre-pandemic levels.

» With the recovery underway, economic and fiscal prospects are more upbeat for most sovereigns relative to 2021 and
will support credit fundamentals during 2022. Across most regions, we expect growth to either accelerate or remain close to the
robust 2021 rates, exceeding the longer-term averages recorded in the decade before the pandemic (Exhibit 3). The exceptions are
the United States (Aaa stable) and Canada (Aaa stable), where growth in 2022 will be below the very strong rebound recorded in
2021 but well above pre-pandemic rates. We also expect a deceleration in China (A1 stable) given the Chinese government's efforts
to engineer a more balanced medium-term growth profile and contain the current stresses facing the property sector.

» Robust growth in economic activity will support government revenue as consumption levels and business profits continue
to rebound from the near-shutdowns in 2020. Gradual fiscal consolidation, as governments begin to unwind some of their
extraordinary stimulus measures, together with the economic recovery will help to further narrow fiscal deficits during 2022 across
regions. In most cases, fiscal deficits will remain larger than they were before the pandemic (Exhibit 4), but our projections indicate
that most sovereigns' debt burdens, measured as a share of GDP, will likely stabilise over the next two years.

Exhibit 3
Economic recovery will remain robust in 2022...
Real GDP growth, % (regional medians)
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Exhibit 4
...helping to narrow fiscal deficits, although not enough to return them to pre-pandemic levels
Fiscal balances, % of GDP (regional medians)
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» Vaccination rates will partly determine the speed and robustness of the recovery. In advanced economies, the effectiveness
of vaccination campaigns has reduced the likelihood of governments reintroducing strict restrictions to the same extent as they
did in 2020 or early 2021. Isolated upside growth surprises are possible during 2022 — for example, in Europe where disbursements
from the €750 billion Next Generation EU recovery plan will support investment spending, provided that individual governments
implement a range of structural reforms. However, in the rest of the world, the growth outlook faces significant risks. Lower-income
sovereigns with low vaccination rates will be most at risk of disruptions in economic activity if more contagious coronavirus variants
were to gain momentum. Vaccination rates are particularly low in Sub-Saharan Africa, averaging at less than 10% for the region, but
also in a number of countries in the Asia Pacific region, especially in Indonesia (Baa2 stable) and Vietnam,* in parts of the Middle
East, and in Russia (Baa3 stable) and other parts of the Commonwealth of Independent States (CIS) (Exhibit 5). Sovereigns that rely
on international tourism as a key source of government revenue are most exposed to coronavirus-driven disruptions.

» Record government debt burdens will hamper the recuperation of fiscal space. Beyond the tail winds of the post-pandemic
recovery, most governments will continue to be significantly challenged to regain the fiscal flexibility needed to absorb future
shocks. After sizeable increases in government liabilities during 2020, averaging more than 11 percentage points of GDP, sovereign
debt burdens will remain close to historic highs for years to come (Exhibits 6 and 7). In many cases, a significant reduction of debt
burdens to restore the degree of fiscal space to pre-pandemic levels would likely require implausibly effective structural reforms®
to materially lift the GDP growth trend and/or politically unrealistic (and therefore unlikely) fiscal consolidation measures. At this
stage, most fiscal consolidation plans rely on the direct lift to revenue from the economic recovery and expiration of time-bound
expenditure measures. More proactive fiscal consolidation measures do not contribute significantly to the narrowing of deficits.

Exhibit 5
Vaccination rates vary across regions, as of 1 November 2021
% of total population
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Exhibit 6 Exhibit 7
We expect government debt levels to stabilise during 2022-23... ...although above pre-pandemic levels for most
Government debt as % of GDP (regional medians) Government debt as % of GDP (regional medians)
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Only some advanced economies will be able to reduce their debt burdens to pre-pandemic levels. Sovereigns like France
(Aa2 stable), Japan (A1 stable), the United Kingdom (Aa3 stable) and the United States will continue to carry significantly higher
debt burdens than they did pre-pandemic. By contrast, Germany (Aaa stable), Ireland (A2 positive) and Portugal are more likely to
regain their pre-pandemic fiscal standing. In general, sovereigns with robust institutional frameworks, including effective fiscal rules
that limit deficits and debt accumulation, are likely to see the strongest improvements in fiscal metrics.

Emerging market sovereigns that entered the crisis with already high debt burdens will face credit pressures. We expect
debt burdens to continue to rise in EL Salvador (Caal negative), Costa Rica (B2 negative), India, Namibia (Ba3 negative) and South
Africa (Ba2 negative). Credit pressures could intensify for these sovereigns unless they achieve faster fiscal consolidation or more
sustainable growth rates than we currently expect. By contrast, the debt burdens of most oil-producing sovereigns, including Oman
and Angola, will decline in 2021-22, mainly as a result of the rebound in oil demand and prices, which has already boosted their
fiscal revenue, while simultaneously increasing their nominal GDP in a mirror reversal of the 2020 shock.

When growth slows to pre-pandemic trends, only a third of sovereigns will have sufficiently large primary surpluses
to stabilise their debt burdens. Two thirds of rated sovereigns will record strong enough nominal growth rates in 2022-23 to
stabilise or even reduce debt-to-GDP ratios, while only a third of them will have large enough primary fiscal surpluses to achieve
this (Exhibit 8). This means that, when real and nominal growth normalise towards longer-term averages, most sovereigns will

be challenged to contain their debt levels without additional significant fiscal consolidation measures relative to what we already
expect in the next couple of years. Moreover, this challenge will be compounded once global interest rates begin to normalise and
push up the size of primary surpluses required to stabilise and eventually reverse government debt dynamics.

Stabilising and reversing high debt levels will be especially challenging for economies with a high degree of pandemic-
driven scarring. Some sovereigns will experience a degree of “scarring”, which we measure by comparing the loss in economic
output by 2023 with pre-pandemic GDP trajectories. The exceptions are some mostly advanced economies like the US and most
of western Europe, where effective vaccine roll-outs and ample policy support have cushioned the pandemic's impact on the labour
market; and some Asian sovereigns where the initial response to the health crisis was highly effective. However, scarring will be
deepest for economies that are narrowly focused on industries like tourism, such as Barbados (Caa1 stable), Bahamas and Mauritius
(Baa2 negative). More than 40% of Asia's economies will incur deep scarring, such as tourism-exposed Maldives (Caal stable)

and Macao SAR China (Aa3 stable), as well as India (Baa3 stable) given the constraints that high debt pose to the government's
ability to provide support to the economy and population. Overall, the credit implications will be most significant for sovereigns
characterised by already high government debt burdens and weak institutional capacity that hamper the implementation of
structural economic reforms, such as in Sri Lanka, Tunisia and, at different rating levels, Bahrain (B2 negative) and Peru (BaaT stable).

Exhibit 8
Most sovereigns will grow fast enough to stabilise debt/GDP ratios, but many will not have sufficiently large primary surpluses to do so
Gaps between debt-stabilising nominal growth rates and primary balances vs our projections*
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A favourable monetary policy backdrop is likely to persist throughout most of 2022, but a sudden
tightening in financing conditions remains a risk for emerging markets

The cost of the pandemic-driven surge in debt has so far been largely hidden and mitigated by historically very low global interest rates.
As a result, higher debt burdens were more manageable across the rating spectrum, especially for those economies that already had
large debt burdens pre-pandemic (Exhibit 9). For many emerging markets, especially those with higher credit risk, some of the benefit
of the low global interest rate environment was offset by the sharp widening of their credit spreads during the early months of the
pandemic. For many of these sovereigns, credit spreads are still above pre-pandemic levels (Exhibit 10).

» Advanced economies will continue to benefit from strong debt affordability, offsetting the effect of higher debt burdens on
fiscal strength for some time, with the interest-payments-to-GDP ratio remaining close to its 20-year low, at least for the next two
years (Exhibit 11). In western Europe, this ratio will average 1.3% in 2022-23 compared to 1.5% in 2019 and 2.4% in the previous
10 years. In the US, the ratio will be broadly in line with the rate of 2.4% in 2019 and only slightly higher than 2.1% in the previous
10 years, despite a nearly 30 percentage-point rise in government debt due to the pandemic. As the recovery progresses, we expect
most central banks in advanced economies to begin reducing policy accommodation in 2022-23. The currently elevated inflationary
pressures (Exhibit 12), resulting from rising commodity prices and supply-side disruptions, should also subside in 2022, although the
risk of higher-than-expected inflation remains, especially in the US, and could lead to faster monetary policy tightening.

Exhibit 9 Exhibit 10
Government borrowing costs for AEs are at all-time lows EM credit spreads returned to pre-pandemic levels, except Africa
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Exhibit 11 Exhibit 12
Interest burdens and affordability in advanced economies Currently high inflation levels are likely to decrease in 2022
Medians Consumer price index (year-over-year % change)
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However, most emerging market sovereigns will face higher debt-servicing costs than in 2019, and these costs will remain
high over the next two years (Exhibit 13). For example, Indonesia, Sri Lanka, Peru and South Africa already had high debt burdens
pre-pandemic and are at risk of a further deterioration in debt affordability. In fact, financing conditions have already started to
tighten for emerging markets (Exhibit 14) despite the continued very weak domestic demand in the largest among these economies,
especially those that face price pressures largely as a result of negative supply shocks. Several emerging market central banks,
including in Brazil, Russia and Mexico (Baal negative), are already raising policy rates, in many cases from levels that were negative
in real terms. Others may follow in the coming months (including in India, South Africa and Indonesia) and move to a more neutral
policy stance in the face of inflationary pressures. One exception is Turkey (B2 negative), where the central bank has started
lowering its policy rate following a tightening cycle that began in August 2020. But even there the longevity of the nascent easing
cycle and its impact on domestic borrowing costs will depend on a supportive external financing environment.

Although not our baseline, there is a risk of sudden and sustained tightening, in particular if major global central banks fall
behind the curve and need to tighten faster and more aggressively than expected. Emerging market sovereigns with large gross
financing needs and/or those that are reliant on external funding, are most exposed to rising government liquidity and external
vulnerability risks if global monetary policy normalisation were to accelerate (Exhibit 15). The sovereigns that will be most exposed
include Sri Lanka, South Africa, Indonesia, Brazil, Turkey, Egypt (B2 stable) and Bahrain — with Maldives, Fiji, Mongolia (B3 stable)
and Tunisia likely to record the largest current account deficits, reflecting high external funding needs. Unlike during 2020 and 2021,
the emerging market sovereigns that will face growing fiscal and external imbalances will not have the same access to unconditional
official assistance in the form of the IMF's rapid credit facilities, rapid financing instruments and Special Drawing Rights.

Exhibit 13 Exhibit 14
Interest burdens and affordability in emerging markets Financial conditions have started tightening for emerging markets
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Sovereigns will bear the social and institutional costs of the pandemic, and also face increasing
demands to address climate and energy transition risks

The coronavirus shock has increased social pressures due to the widespread loss of jobs (Exhibit 16) and incomes, exacerbating
pre-existing income disparities based on skills and educational and, in some cases, racial, ethnic and gender differences. A gradual
withdrawal of extraordinary fiscal support measures, which we expect to continue over the coming years, combined with pandemic-
related economic scarring (for some), will further exacerbate these challenges and increase social risks. The growing social pressure
will, in turn, raise the prospect of greater political instability, while also contributing to rising geopolitical tensions. Political risks have
also increased in a number of countries due to popular dissatisfaction with governments' handling of the pandemic and control of
infection levels. While this applies to sovereigns globally, across regions and various income levels, we expect this political risk to be
most pronounced in Latin America, Emerging Asia, Africa and the Middle East.

» In emerging markets, scheduled elections in 2022 will bring social and political risks to the fore. In Latin America the main
examples of increased social and political risks are Peru, Chile (A1 negative) and Paraguay (Ba1 stable), but also Cuatemala (Bal
negative), Brazil and Colombia (Baa2 stable) given the upcoming 2022 elections there. In emerging Asia Pacific, we expect income
inequality and structural unemployment to play an important role in elections scheduled for 2022 in the Philippines (Baa2 stable),
some states in India, and Korea (Aa2 stable), while frustrations over low vaccination rates and lingering pandemic restrictions risk
fueling social unrest in other parts of the region. In the Middle East, heightened social challenges and governments' perceived
mishandling of the coronavirus pandemic have already sparked a constitutional crisis and a sharp increase of government liquidity
risks in Tunisia,® and will significantly delay the recovery in Lebanon (C) and Iraq (Caal stable), where pre-existing political and
policy paralysis has deepened during the pandemic. Meanwhile, economic disruptions due to the pandemic have also exacerbated
the long-standing volatile security situation in the Sahel region of Sub-Saharan Africa,” exacerbating violent conflicts and political
instability in Mali (Caa1 stable), Niger (B3 stable) and Nigeria (B2 negative).

» Advanced economies will also have to grapple with social challenges although these are unlikely to translate into higher
political risk. Social pressures are emerging in countries such as Australia (Aaa stable) and France, mainly in the form of waves of
anti-lockdown and anti-vaccination protests, although we expect political risk there to likely remain modest. In western Europe,
social pressures will continue to emanate from adverse pre-pandemic demographic trends that manifest in the form of labour
shortages and migration pressures. In the US, strong household balance sheets at an aggregate level have supported a quicker
economic recovery. However, the country has recorded an increase in income and wealth inequality, disproportionately affecting
the Black and other minority communities. This trend represents a long-standing vulnerability for the US economy, which will weigh
on its fiscal, economic and institutional strength in years to come.?

Exhibit 16
Unemployment remains above the pre-pandemic level
Unemployment rate, %, national definition
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»

The coronavirus shock has also reinforced societal expectations for governments to continue playing a large role in the
economy, mainly by building or maintaining stronger social safety nets and addressing income inequality which has increased

in the majority of advanced economies over the past 25 years (Exhibit 17). This will not only make it difficult for governments

to reduce the size of fiscal support, but also further constrain policy flexibility and leave most sovereigns with complex policy
challenges. According to the IMF, on-budget stimulus measures implemented during the pandemic have amounted to 13% of GDP
on average in the G20 advanced economies. While some of these measures have in-built sunset clauses, governments will need

to decide which measures are best retained to respond to their populations' and electorates' demands. China's government is now
targeting common prosperity, an objective that will be challenging to achieve while managing a potentially destabilising transition.®

Society's broadening demands on governments also include longer-term challenges such as climate change and energy
transition, and, in some cases, popular demands for a stronger standing for their nation on the global geopolitical scene. In the US,
growing popular demands to address climate change and increase government spending on healthcare, education and childcare are
increasing political divisions and have delayed passage of the pending $1 trillion bipartisan Infrastructure Investment and Jobs Act.

—  The accelerating pace of global energy transition poses a long-term risk for oil and gas-reliant sovereigns, especially in
Latin America and Africa, where extraction costs are higher and global energy transition is not being prioritised given
higher oil prices in 2021 and most likely also in 2022. Among the Gulf Cooperation Council states, Saudi Arabia (A1
negative) and the United Arab Emirates (Aa2 stable) are slowly progressing their ambitious plans to reduce their high
reliance on hydrocarbons while also focusing on renewables and alternative fuels like blue and green hydrogen. However,
a materially higher diversification of their economies will likely take many years to achieve and will require supportive
oil prices to underpin necessary public investment without undermining the stability of their public finances. Meanwhile,
higher oil prices also reduce the immediate pressure to advance reforms, making hydrocarbon-reliant sovereigns
vulnerable to future declines in oil demand and prices.

—  The world's largest economies, including the US, EU and China, have all announced ambitious net zero greenhouse gas
emissions targets that will require significant shifts in consumer preferences, regulation, technology and investment flows.
However, there has been only modest progress in developing emissions reduction plans in line with these policy pledges.

Domestic social pressures, exacerbated by the lasting effects of the pandemic, also have the potential to spill over into
geopolitical tensions along well-established pre-pandemic fault lines. These include the tensions between the US and Iran, and
the US and North Korea, over the latter countries' nuclear programs and ambitions, as well as the unresolved territorial conflict
between Russia and Ukraine (B3 stable). A further fault line is the competition between the US and China in a number of areas, as
well as military tensions over the long-standing territorial dispute between China and other neighbouring countries in the South
China Sea in the context of China's more assertive foreign policy stance. This tension was heightened in September 2021 by the
security pact agreed between the US, UK and Australia in the Asia-Pacific region, widely seen as an effort to counter China. In

this context, the US recently passed the Innovation and Competition Act, which provides subsidies in key areas of competition
(principally artificial intelligence, biotech, and telecoms), with the aim of curbing China's influence and economic power.

Exhibit 17
Over the past three decades, inequality diminished in most poor countries, but increased in most rich countries
Change in Gini index over 1990-2019 and 2019 GDP per capita
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