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Sovereigns – Central & Eastern Europe

2022 outlook stable as strong economic
activity and resilient fiscal metrics mitigate
structural challenges
Our outlook for sovereign creditworthiness in Central and Eastern Europe (CEE) 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. Domestic demand and first inflows
of EU recovery money will drive real GDP growth of 4.5% in 2022, which will support a
rebound in fiscal revenue and allow governments to unwind crisis-related spending measures.
As a result, deficits will narrow, which together with growth will stabilise the median debt
burden at around 60% of GDP in 2022. Although the CEE's average public debt burden will
remain around 13 percentage points (pp) higher than it was pre-pandemic by 2024, efforts to
lengthen debt maturities in recent years will shield sovereigns from the gradual tightening in
financial conditions and ensure strong debt affordability. That said, relatively low vaccination
rates expose the region to further restrictions and institutional challenges are likely to limit
the potential economic gains from EU recovery funding. Moreover, the region's adverse
demographics are already starting to weigh on labour supply. Some countries are also
exposed to the carbon transition given their energy reliance on coal and energy-intensive
sectors for their economic development.

Exhibit 1

The interplay of several drivers underpins our stable outlook on CEE sovereign credit
(Country shading indicates rating outlooks as of 22 November 2021)

Source: Moody's Investors Service

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1301582
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The stable sector outlook reflects our view of credit fundamentals for Central and Eastern Europe 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.

2021 overview

The effects of the pandemic on economic and fiscal metrics in the CEE were much more muted than in the euro area. In fact, the only
rating actions we took this year other than affirmations were positive: Hungary's (Baa2 stable) upgrade in September and Romania's
(Baa3 stable) outlook stabilisation in October. As a result, all CEE countries now carry a stable outlook for the first time since 2015.

» High share of affirmations reflects the region's economic resilience. We cited economic resilience as a key driver in all three
affirmations we took this year on the Czech Republic (Aa3 stable) in February, Poland (A2 stable) in April, and Slovakia (A2 stable) in
June. This largely reflects the greater economic importance of industry in the region compared to the euro area.

» Improving growth and fiscal outlook drove Hungary's upgrade. Effective fiscal and monetary policies supported a strong
cyclical rebound in the Hungarian economy in the first half of this year. Moreover, high investment rates underpin our estimates of
its potential growth of around 3-4% over the next five years. As a result, Hungary will be one of the few sovereigns we rate in the
Baa space that will see a decrease in its debt-to-GDP ratio between 2020 and 2023.

» Romania's rating outlook is now stable. Solid economic growth prospects based on a dynamic private sector and the utilisation
of Next Generation EU (NGEU) funds together with the fiscal policy anchor provided by the EU's excessive deficit procedure
underpinned our decision to stabilise Romania's rating outlook, which had been negative since April 2020.

Exhibit 2

Credit conditions in the CE and the rest of Europe have been more stable than they have been elsewhere

Source: Moody's Investors Service

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.
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Strong economic momentum to continue in 2022

Improved consumer sentiment and an increase in both private and public investment against the backdrop of the NGEU programme
will support weighted average real GDP growth of 4.5% in 2022 after 5.4% in 2021. Growth will be dynamic, ranging from 4% in Czech
Republic to 5% in Slovakia. As a result, all countries will have recovered their pre-crisis GDP levels by the end of next year, reflecting the
pandemic's relatively mild impact. We expect inflationary pressures will moderate next year given central bank action and the reversal
of base effects, but supply-chain bottlenecks elevate risks of a steady increase that may prompt further monetary tightening. Beyond
2022, we see growth rates in the CEE moderating but remaining solid at 3.7% in 2023, 3.3% in 2024 and 3.1% in 2025.

» Scarring effects from the pandemic are limited. The importance of industry, a relatively limited reliance on tourism1 together
with significant policy support meant the region's recession in 2020 was relatively mild. Furlough schemes in particular were
effective in limiting the rise in unemployment, especially long-term unemployment. This allowed for a solid rebound in growth in
2021 (5.4%), with six countries having already recovered their pre-crisis GDP levels (Exhibit 3).

» Domestic and external demand will support growth. Consumer confidence is improving and firms are expanding investment
to meet rising demand (Exhibit 4). Structural labour shortages (Exhibit 5) and announced increases in the minimum wage (20% in
Hungary, 10% in Romania, 7.5% in Poland) will also ensure sustained wage growth, driving consumption, though CEE salaries remain
well below European averages (Exhibit 6). A pickup in the euro area's growth forecasts will also support demand for export-oriented
economies like Slovakia, Hungary, Slovenia and Czech Republic. However, growing utilisation capacity will constrain production.

Exhibit 3

CEE countries will reach pre-crisis output faster than their peers
Real GDP, 2019=100

Exhibit 4

Sentiment is improving, but uncertainties remain
Economic Sentiment Indicator (SA, Long-Term Average = 100)
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Exhibit 5

Rising labour shortages are likely to put pressure on wages...
% of managers reporting labour as a factor limiting their production

Exhibit 6

...but wages remain below the euro area average
Total labour cost, euro per hour
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» Increase in EU funding provides a significant opportunity to ramp up public investment and improve growth potential.
The EU funding envelope for the CEE will grow substantially in 2021-27 compared to the 2014-20 period thanks to the Next
Generation EU initiative. In an earlier report, we estimated this could add 0.4pp to GDP growth per year across the CEE in 2021-27
(assuming full absorption), with Croatia, Bulgaria (Baa1 stable)and Romania seeing the largest gains of 1.0pp, 1.0pp and 0.8pp per
year. The actual impact may be even higher because our estimates do not take into account spillover effects from other countries,
potential reform gains and the long-term effects of digital, green and research and development spending. For example, several
CEE countries have put the emphasis on education and training to support digital skills (Czech Republic, Slovakia and Hungary in
particular), while the green renovation of buildings is an important target in Czech Republic, Croatia and Slovakia. In Poland, the
focus is on developing clean technologies and renewables, as well as the rollout of rapid broadband services.

» Implementation and political challenges will limit the gains. So far, five countries have had their reform and investment plans
for EU recovery grants endorsed by the European Commission and approved by the European Council. The Czech Republic, Croatia
(Ba1 stable), Slovakia and Slovenia (A3 stable) have already received the 13% pre-financing tranche. We expect a positive but
gradual boost to growth in several CEE countries given the relatively narrow window to use large sums of funds and administrative
limitations. In some countries, historical absorption rates of EU funding are low, public procurement is weak, and/or fraudulent
and non-fraudulent irregularities are common. Disbursements are also conditional on the fulfillment of the milestones and targets
outlined in the NRRPs, which are uncertain. Poland and Hungary's long-standing tensions with the European authorities elevate
risks there. In particular, the recent ruling by the Polish constitutional court is likely to delay the endorsement of its plans by the
European Commission and could trigger a mechanism allowing the EU to withhold funding for Poland from its regular budget for
perceived rule-of-law breaches.

Exhibit 7

CEE countries will be some of the largest beneficiaries of NGEU, but progress within the process varies by country

Source: Moody's Investors Service
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» Economic risks from inflation are limited for now. The high share of energy and food prices in the CEE's inflation index
compared to the euro area intensifies the impact of rising energy prices (Exhibit 8). Against this backdrop and the normalisation
of monetary policy in several advanced economies including the United States (Aaa stable), central banks in the Czech Republic,
Hungary and Romania have begun raising interest rates (Exhibit 9). Risks to the economic outlook are limited given that households
and corporates are better equipped to cope with higher interest rates than in previous crises because (1) deleveraging in the pre-
pandemic years strengthened private-sector balance sheets; and (2) the pandemic saw corporate and household savings increase.
However, a more permanent uptick in inflation because of supply-chain bottlenecks would feed through the economy and generate
second-round effects, with higher producer prices and wage growth, which would in turn stimulate further inflation.

» The risk of more rapid monetary tightening remains elevated. Central banks in Poland and Hungary are continuing to purchase
securities, albeit at a much smaller scale than the Fed and ECB. Monetary institutions in Poland, Hungary and Croatia have been the
most active in buying government bonds since the pandemic started, which the IMF has highlighted as having mitigated financial
market disruption triggered by the pandemic. However, a steady increase in inflation would complicate their efforts to phase this
support out gradually. More rapid tightening in monetary policy than we expect would likely weigh on growth.

» Low vaccination levels increase the risk of restrictions being reimposed. Vaccination rates range from 71% in Croatia to
31% in Bulgaria, but are well below the EU-27 average (81%) (Exhibit 10). Although Slovenia, Bulgaria and Romania have already
introduced vaccine passports to boost uptake, vaccine hesitancy, a wider distrust of institutions and a high share of rural areas is
likely to constrain any significant rises. That said, lockdown fatigue reduces the risk of measures on the scale of 2020-21.

Exhibit 8

Large share of energy and food intensifies inflation
HICP weights for energy, food, alcohol and tobacco

Exhibit 9

...and has already led to a gradual tightening of monetary policy
Main refinancing rate
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Exhibit 10

The CEE has some of the lowest vaccination rates in the EU (one dose), adult population
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Solid economic growth and extended maturities mitigate risks from “higher for longer” debt ratios
A rebound in revenue and the unwinding of crisis-related spending measures will see all eight CEE countries narrow their deficits in
2022, which together with solid economic growth will stabilise the median debt/GDP ratio at around 60% in 2022. Although the CEE's
average public debt burden will remain around 13pp higher by 2024 than it was pre-pandemic, efforts to lengthen debt maturities in
recent years to lock-in favourable financing conditions will shield sovereigns from the gradual tightening in financial conditions and
ensure strong debt-affordability metrics.

» Fiscal deficits to narrow in all eight CEE countries. We forecast the median CEE deficit will fall to 4.5% of GDP in 2022, from
6.5% in 2021 and 7.2% in 2020 as the strong economic rebound lifts revenue and allows governments to unwind pandemic-
related support measures (Exhibit 11). Although the grant component is budget neutral, the first inflows of NGEU grants will free
up fiscal space as domestic investment is financed externally. Governments can run deficits in excess of the 3% of GDP Maastricht
target because the EU's “escape clause” will remain active, but we forecast Poland and Bulgaria will see their deficits fall below this
threshold by 2023.

» Structural deficits will remain above pre-crisis levels. According to European Commission forecasts, structural deficits will
narrow in almost all countries next year. The move towards less supportive fiscal policy will help fiscal balances to recover, with
some like Romania also introducing revenue-raising measures. However, structural deficits will continue to exceed pre-crisis levels
(Exhibit 12). Romania's deficit is particularly high given rigid spending items like public-sector wages and pension payments.

Exhibit 11

Fiscal deficits will continue to narrow in 2022
General government financial balance, % of GDP
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Exhibit 12

But structural deficits will remain above pre-crisis levels
Structural balance, % of potential GDP
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» Debt loads will remain “higher for longer”. As in most other regions, the pandemic will leave the average CEE debt burden well
above the 48% of GDP reported in 2019. Increases triggered by the pandemic will vary by country. For example, between 2019 and
2023, we forecast public debt levels will have risen by 20pp of GDP in Romania and 18pp in Czech Republic. Increases are likely
to be more contained in Slovenia (9pp), Croatia (10 pp) and Bulgaria (11 pp). Given different starting positions, post-pandemic
debt ratios will range from around 30% of GDP in Bulgaria to above 80% in Croatia by 2023. However, contingent-liability risks
are contained because most CEE governments only extended very moderate public guarantee programmes during the pandemic,
ranging from 0% of GDP in Slovakia to around 8% in Hungary.

» Debt-affordability indicators are resilient to rising interest rates. Solid GDP growth and fiscal revenue together with the
relative resilience of balance sheets to rising interest rates given efforts to lengthen debt maturities in 2015-2021 (especially in
Bulgaria, Romania, Czech Republic, Slovenia and Slovakia) (Exhibit 14) mean interest payments relative to GDP and revenue will
remain low for most CEE countries despite still high debt levels and tightening financing conditions in global capital markets.

Exhibit 13

Debt will remain well above pre-crisis levels in most CEE countries
General government debt, % of nominal GDP

Source: Eurostat and National Statistical Offices

Exhibit 14

But debt affordability will actually improve in most sovereigns by
2023
Interest/revenue

Exhibit 15

Some governments have lengthened their debt maturities in recent
years
Average term to maturity, years

Source: Eurostat and National Statistical Offices
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Social and environmental factors are key credit risks
Rapid population ageing and historic net migration outflows mean the CEE region has some of the most adverse demographics
globally, which is already weighing on labour supply and constraining firms' ability to meet external demand (see Exhibit 15). We expect
the effects to intensify over the next decade, which we reflect in our social risk scores. Furthermore, the accelerating pace of the global
carbon transition poses challenges for countries reliant on coal and energy-intensive sectors for their economic development. Finally,
political risks are likely to remain elevated in Hungary, Romania and Bulgaria.

» Electoral calendar to test further appetite for political change. Following losses by established ruling parties in the Czech
Republic and Bulgaria in 2021, Hungary and Slovenia will hold general elections in 2022. Recent polls in Hungary indicate Prime
Minister Orban will face a tight race against the United Opposition, a heterogeneous coalition of seven parties. In Slovenia, the
party of prime minister Janez Janša, who has come under scrutiny from EU institutions for allegedly undermining media freedom in
the country, continues to top the polls ahead of elections due by June next year. That said, Janša’s ability to remain in power and
the shape of the next government remains uncertain as majority backing in parliament generally requires the support of shifting
and fractious political coalitions. Early elections remain a risk in Bulgaria and Romania if current governments are unable to form
a majority behind them. From a credit perspective, we believe that most of the appetite for political change will be focused on
institutional reforms, including control of corruption and the rule of law, whereas economic and fiscal policymaking should see
broad continuity.

» Adverse demographics to increasingly weigh on labour's contribution to potential growth. According to the 2021 European
Commission's Ageing report, the total population in the CEE-8 is expected to decline by almost 20% between 2019 and 2070,
compared to 5% in the EU. The associated drop in the working-age population is likely to be the most pronounced in Slovakia
and Poland, who will see double-digit changes (-12.9 pps and -11.8 pps, respectively). Except for Czech Republic, all countries will
fare worse than the EU average. From a credit perspective, this means a negative contribution from labour to growth and higher
public spending. According to the Commission's forecast, the projected increase in ageing-related fiscal costs will be higher in all
CEE countries (except Croatia) compared to the EU average. We reflect this in our ESG framework: social issuer profile score is
3 (“moderately negative”) in the CEE 8, except for Czech Republic. The score is driven by adverse demographics, with 4 (“Highly
negative”) being the most frequent score (see Exhibit 18).

» Recent improvement in migration trends is unlikely to offset demographic pressures. Almost all countries in the CEE
and the Baltics recorded improving net migration trends in the years leading up to the pandemic, driven by reduced outflows
and increased inflows of workers from eastern neighbouring countries (Ukraine (B2 stable), Bosnia and Herzegovina (B3 stable),
Serbia (Ba2 stable)). However, for most CEE countries, improved net migration figures will not prevent working-age populations
from shrinking given the scale of natural population decline expected as discussed in our recent report. As a result, we expect
demographics will remain a constraint on the economic and fiscal strength of most CEE sovereigns for at least the coming decade.

Exhibit 16

The CEE is facing a sharper decline in its working-age population than the rest of the EU
pp decline in working-age population 2019 and 2070
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» Green transition will challenge existing economic models. While currently less prominent than social considerations,
environmental risks are also elevated in the region (see Exhibit 18). Poland, Bulgaria and Romania's high reliance on coal makes
them particularly vulnerable to the carbon transition both from an industrial perspective but also from a human capital angle, as
almost three quarters of EU jobs in the coal sector are concentrated in the region (half are in Poland). Poland hopes to gradually
reduce its use of coal from 70% to 56% by 2030, increase its share of renewables to at least 23% and close its last coal mine in
2049. The Romanian government has pledged to phase out coal and lignite power production by 2032, which it will replace with
natural gas, renewables and alternative energy sources like green hydrogen. A component of the NGEU funding envelopes, the
European Just Transition Fund will allow some of the region's sovereigns to mitigate the financial cost of this transition, however.

Exhibit 17

Some countries in the region will face significant challenges
transforming their energy production to renewable sources
Energy production by source, % of total

Exhibit 18

The region mainly consumes energy from non-renewable sources
Energy consumption by source, % of total

0

10

20

30

40

50

60

70

80

90

100

Croatia Euro area Slovakia Slovenia Hungary Romania Bulgaria Czechia Poland

Oil and petroleum Coal Natural gas

Nuclear heat Renewables and biofuels Other

Sources: Eurostat and Moody's Investors Service

0

10

20

30

40

50

60

70

80

90

100

Croatia Romania Bulgaria Czechia Slovenia Slovakia Hungary Euro area Poland

Oil and petroleum Coal Natural gas

Electricity Heat Renewables and biofuels

Other

Sources: Eurostat and Moody's Investors Service

Exhibit 19

Social and environmental risks are present in most CEE countries
ESG credit impact scores and issuer profile scores
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pressures from ageing, 15 November 2021

» Global Macro Outlook 2022-23: Global economy will gain steadier footing although supply troubles, inflation pose risk, 4
November 2021

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

» Sovereigns – Central and Eastern Europe & Baltics: Rising COVID-19 cases and low vaccination rates risk disrupting the recovery, 28
October 2021

» Sovereigns – Global: FAQ on post-pandemic sovereign debt dynamics, 29 September 2021

» Macroeconomics – Global: Decline in new COVID-19 cases in several major economies bodes well for global economic revival, 16
September 2021

» Environmental Risks – Global: Credit impact of carbon pricing to depend on degree and speed of implementation, and use of
proceeds, 6 September 2021

» Macroeconomics - Emerging Markets: Central banks' varied inflation responses reflect pandemic and recovery differences, 23
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» Sovereigns – Global: Scarring from COVID-19 pandemic will increase fiscal risks and social pressures, 22 July 2021

» Sovereigns – Central & Eastern Europe EU funding will boost economic growth, but institutional challenges will delay or even curb
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Rating methodology

» Sovereign Ratings Methodology, 25 November 2019

Endnotes
1 Croatia is the exception given that its reliance on tourism (25% of GDP) triggered an 8% year-on-year drop in real GDP.
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