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Sovereigns – Global

2018 outlook stable as healthy growth
tempers high debt, geopolitical tensions
 

Our outlook for sovereign creditworthiness in 2018 is stable overall, reflecting our
expectations for the fundamental credit conditions that will drive sovereign credit over the
next 12-18 months. The benign global sovereign credit environment is reflected in 74% of
Moody's-rated sovereigns currently holding a stable rating outlook (see Exhibit 1 overleaf).
Our stable outlook overall balances increasingly solid growth momentum in the global
economy against ongoing risks from high debt levels and elevated geopolitical tensions.

» Healthy growth likely to continue into 2018. Global GDP growth will remain roughly
the same as in 2017 at slightly over 3%, and is likely to be more broad-based and
sustained than in previous years. The benign economic backdrop provides some insulation
against shocks. It will also facilitate the continued normalization of monetary policies,
albeit gradually given low inflation levels, which will in turn reduce the risk of financial
instability.

» Prospects for economic and fiscal reform are uneven. The more benign economic
backdrop broadens the window for sovereigns to pursue unpopular or costly economic and
fiscal reforms. The longer-term credit impact of the supportive growth environment will
depend on how far they manage to do so. As suggested by the small number of sovereigns
with positive rating outlooks, we expect that many will focus on addressing short-term
vulnerabilities rather than fundamental weaknesses – leaving those with high debt and
lower growth susceptible to weakening credit profiles in the event of a downturn.

» Public debt levels will remain high. Across all rating categories, government debt
burdens will remain high for years to come. While the corresponding exposure to rising
interest rates will be tempered by the expected slow pace of normalization and the benign
economic conditions that are likely to accompany it, sovereigns with wide deficits and
large short-term refinancing needs are most vulnerable to an unexpected rise in yields.

» Heightened geopolitical risks could undermine the stable outlook for sovereign
credit. The probability of a military conflict in the Korean peninsula has risen, with the
potential for far-reaching implications beyond Korea (Aa2 stable). In addition, heightened
uncertainty around US (Aaa stable) policy, particularly on trade, could be credit negative
for its trading partners. Separately, while political risk has abated in Europe for now, the
tensions between Catalunya (Ba3 negative) and Spain (Baa2 stable) illustrate the ongoing
risk of highly destabilizing political events.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1091261
https://www.moodys.com/credit-ratings/Korea-Government-of-credit-rating-440230
https://www.moodys.com/credit-ratings/United-States-of-America-Government-of-credit-rating-790575
https://www.moodys.com/credit-ratings/Catalunya-Generalitat-de-credit-rating-600008384
https://www.moodys.com/credit-ratings/Spain-Government-of-credit-rating-704550
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Exhibit 1

74% of Moody's-rated sovereigns have a stable outlook, 16% a negative outlook (or are on review for downgrade), 10% a positive outlook
(as of 8 November 2017)

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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Ratings overview
In line with the benign credit environment that we foresee for sovereigns in 2018, 102 (74%) of the 137 Moody's-rated sovereigns have
a stable outlook, and a further 13 (10%) hold a positive outlook (see Exhibit 1). Only 22 (16%) sovereigns have a negative outlook
compared with 35 (26%) a year ago, pointing to the likelihood of fewer downward rating adjustments in 2018 compared with 2017.

» Twice as many sovereign upgrades in 2017 (12) as in 2016 (6). As shown in Exhibit 2, most of the 12 upgrades in 2017 were
concentrated in the euro area (Cyprus (Ba3 positive), Greece (Caa2 positive), Ireland (A2 stable) and Slovenia (Baa1 stable)) and
in Latin America (Belize (B3 stable), Dominican Republic (Ba3 stable) and Honduras (B1 stable)). Slovenia and Belize were the only
sovereigns that received two-notch upgrades each, both mainly driven by improvements in their respective debt profiles.

» Almost half as many sovereign downgrades in 2017 (20) as in 2016 (37). Most 2017 downgrades were concentrated in Sub-
Saharan Africa and the Middle East, as shown in Exhibits 2 and 3. The two regions' most high-profile downgrades included those of
South Africa (Baa3 negative) in response to its weakening institutions, declining growth and rising debt, and Qatar (Aa3 negative)
due to its weakening external position while the negative outlook reflects the risks arising from the dispute with its GCC neighbours
and other countries. Further afield, we downgraded China (A1 stable) to reflect its weakening financial strength and rising debt.

» Shifts in fiscal strength and event risk drove most rating and outlook adjustments in 2017, both positive and negative, as
shown in Exhibit 4. For example, improvements in fiscal strength drove the upgrade of Slovenia and the change in outlook to positive
for Panama (Baa2 positive) in September 2017. To differing degrees, political event risk contributed to our decisions to change the
rating outlook to negative for Turkey (Ba1 negative) in March and Brazil (Ba2 negative) in May, downgrade the United Kingdom (Aa2
stable) in September, and maintain the negative outlook on Italy (Baa2 negative) in October.

Exhibit 2

Overall, sovereign downgrades (dark red) still exceeded upgrades (dark green) in 20171

(1 January - 8 November 2017)
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Exhibit 3

Twice as many upgrades, half as many downgrades in 2017 as in
2016

Exhibit 4

Most 2017 rating and outlook changes reflected shifts in fiscal
strength and event risk
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https://www.moodys.com/credit-ratings/Cyprus-Government-of-credit-rating-377200
https://www.moodys.com/credit-ratings/Greece-Government-of-credit-rating-348330
https://www.moodys.com/credit-ratings/Ireland-Government-of-credit-rating-423933
https://www.moodys.com/credit-ratings/Slovenia-Government-of-credit-rating-600019535
https://www.moodys.com/credit-ratings/Belize-Government-of-credit-rating-600046797
https://www.moodys.com/credit-ratings/Dominican-Republic-Government-of-credit-rating-600045733
https://www.moodys.com/credit-ratings/Honduras-Government-of-credit-rating-600045239
https://www.moodys.com/credit-ratings/South-Africa-Government-of-credit-rating-686830
https://www.moodys.com/credit-ratings/Qatar-Government-of-credit-rating-600048045
https://www.moodys.com/credit-ratings/China-Government-of-credit-rating-599085
https://www.moodys.com/credit-ratings/Panama-Government-of-credit-rating-591640
https://www.moodys.com/credit-ratings/Turkey-Government-of-credit-rating-768337
https://www.moodys.com/credit-ratings/Brazil-Government-of-credit-rating-114650
https://www.moodys.com/credit-ratings/United-Kingdom-Government-of-credit-rating-788250
https://www.moodys.com/credit-ratings/United-Kingdom-Government-of-credit-rating-788250
https://www.moodys.com/credit-ratings/Italy-Government-of-credit-rating-423690
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Healthy growth likely to continue in 2018
The macroeconomic environment for sovereigns is more benign than it was a year ago: while we expect global GDP growth in 2018 to
remain roughly the same as in 2017 at slightly over 3%, it is likely to be more broad-based and sustained than in previous years. Last
year's concerns about reduced cross-border trade did not materialize, allowing 2017 global growth to be stronger than expected, and
we expect momentum to be sustained into 2018.

» Synchronized global economic expansion to continue in 2018, with a few exceptions. Domestic demand will support
above-potential growth in the US, Germany (Aaa stable), and Japan (A1 stable) (see Exhibit 5). Private consumption and business
investment are likely to continue underperforming in the UK due to Brexit-related uncertainties, in contrast to the ongoing
economic recovery elsewhere in Europe. We also expect GDP growth in China to remain steady as the government prioritizes
maintaining employment and financial stability while trying to contain economy-wide leverage. The more favourable backdrop
for global trade will continue to benefit very open economies such as Singapore (Aaa stable) and Korea, although the associated
recovery in commodity prices is not strong enough to restore robust growth in Saudi Arabia (A1 stable), Russia (Ba1 stable) and other
energy exporters. In Africa, growth will accelerate modestly but remain uneven and below recent historical norms.

» Increasingly benign economic backdrop will drive continued normalization of monetary policies, albeit gradually given
low inflation. Monetary authorities in advanced economies, with the exception of Japan, will start or continue the withdrawal
of monetary accommodation – i.e., the increase in policy rates and the unwinding of central banks’ balance sheets – after several
years of extraordinary easing prompted by the global financial crisis. The unusually low inflation levels across both advanced
economies and many emerging markets will keep the pace of the normalization gradual. In particular, we expect continued policy
accommodation in 2018 in Brazil and Russia.

» Normalization is unlikely to pose a broad threat to sovereign credit. Current ratings incorporate expectations of rate rises.
The gradual pace of monetary tightening will dampen the risk of financial instability in economies like Australia (Aaa stable),
Canada (Aaa stable), Korea, New Zealand (Aaa stable) and Sweden (Aaa stable), which experienced a large build-up in private-sector
indebtedness linked to house price increases amid low interest rates. Across Europe, sovereigns will continue to replace high-cost
debt issued during the crisis with lower-yielding debt as monetary policy tightens. In the US, rising rates will harm debt affordability
but not to levels inconsistent with the current rating, other things being equal. With the notable exception of China, the increase
in private sector indebtedness in emerging Asia has, for the most part, been less marked than prior to the Asian Financial Crisis. It
is also denominated, to a much greater extent, in local currency, providing some protection from interest-rate-driven exchange
rate adjustments. Moreover, greater exchange rate flexibility than was available during past recoveries will allow some emerging
market central banks to tailor monetary policy to their specific needs, instead of moving their policy rates in lockstep with those of
advanced economies.

Exhibit 5

We expect above-trend growth in a number of countries in 2018
2018F real GDP growth vs. long-term average, 2008-2017F
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https://www.moodys.com/credit-ratings/Germany-Government-of-credit-rating-333700
https://www.moodys.com/credit-ratings/Japan-Government-of-credit-rating-423746
https://www.moodys.com/credit-ratings/Singapore-Government-of-credit-rating-680430
https://www.moodys.com/credit-ratings/Saudi-Arabia-Government-of-credit-rating-660260
https://www.moodys.com/credit-ratings/Russia-Government-of-credit-rating-600018921
https://www.moodys.com/credit-ratings/Australia-Government-of-credit-rating-75300
https://www.moodys.com/credit-ratings/Canada-Government-of-credit-rating-137160
https://www.moodys.com/credit-ratings/New-Zealand-Government-of-credit-rating-553700
https://www.moodys.com/credit-ratings/Sweden-Government-of-credit-rating-730900
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Prospects for reform are uneven, with only modest fiscal consolidation likely
The longer-run credit implications of the supportive growth environment will depend on how far it bolsters sovereigns’ efforts to pursue
reforms that address long-run vulnerabilities by raising growth or cutting debt. Measures include fiscal reforms to address the costs of
ageing populations; labour and product market reforms to enhance and spur growth beyond the current cyclical upturn; and banking
sector reforms to alleviate contingent risks and support growth. Progress to date has been patchy (see Exhibit 6). Slow progress leaves
many sovereigns more susceptible to a deterioration in their credit profiles in the event of a shock.

» The healthier macro environment provides some sovereigns additional space to address long-standing structural
problems. Slightly improved growth prospects for China afford the authorities greater latitude to pursue measures to contain
system-wide leverage and risks posed by fast growth in the less transparent and regulated shadow banking sector. In Argentina,
the ongoing recovery from the recession in 2016, coupled with a strong mandate from the recently concluded mid-term legislative
elections, supports our expectation that the government will take steps to more aggressively reduce the fiscal deficit. We also
expect ongoing IMF programs for lower-rated sovereigns, including Egypt (B3 stable), Ghana (B3 stable), Sri Lanka (B1 negative) and
Mongolia (Caa1 stable), to help improve fiscal consolidation and external liquidity.

» Ongoing, though slow-moving, labour market reforms will bolster job creation. In 2018, Belgium (Aa3 stable) is set to
implement the next phase of a multi-year tax reform aimed at further reducing the tax burden on labour, financed in part by
increases in other types of revenue, such as taxes on consumption and capital gains. After introducing revisions to its labour code in
September 2017 to make the labour market more flexible, the government of France (Aa2 stable) will likely pursue further measures
to improve competitiveness, including lower corporate tax rates and lower social contributions from companies and individuals,
while simultaneously cutting overall government spending. The focus of Japan's structural reform agenda will shift towards “work
style reforms” that would address the gaps between regular and non-regular workers (“equal pay for equal work”), increase minimum
wages, curtail overtime, and promote productivity.

» Efforts to create fiscal space or strengthen fiscal discipline will continue. The benign environment offers sovereigns the
opportunity to reap benefits from tax-broadening measures. In 2018, Saudi Arabia and the UAE (Aa2 stable) intend to introduce a
value added tax to help offset the fall of petroleum-related receipts. In the Philippines (Baa2 stable), a tax reform package that the
legislature is currently deliberating could enhance funding for the government's infrastructure development program. The recent
implementation of a goods and services tax in India (Baa3 positive) could support the adoption of a revised medium-term fiscal
consolidation framework in late 2017 or 2018. Brazil's privatization program aims to support compliance with a fiscal rule that
prohibits debt financing of current spending, and the government is persisting in its efforts to implement pension reforms that will
support the long-run sustainability of government finances.

Exhibit 6

Progress on structural reform has slowed for many large economies in recent years
Responsiveness rate towards OECD Going for Growth recommendations
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https://www.moodys.com/credit-ratings/Egypt-Government-of-credit-rating-258330
https://www.moodys.com/credit-ratings/Ghana-Government-of-credit-rating-806356876
https://www.moodys.com/credit-ratings/India-Government-of-credit-rating-401565
https://www.moodys.com/credit-ratings/Mongolia-Government-of-credit-rating-806356900
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1051635
https://www.moodys.com/credit-ratings/France-Government-of-credit-rating-639500
https://www.moodys.com/credit-ratings/United-Arab-Emirates-Government-of-credit-rating-600018601
https://www.moodys.com/credit-ratings/Philippines-Government-of-credit-rating-607410
https://www.moodys.com/credit-ratings/India-Government-of-credit-rating-401565


MOODY'S INVESTORS SERVICE SOVEREIGN AND SUPRANATIONAL

» But progress is patchy; political uncertainty and social tensions can weaken the commitment to reform. The negative
rating outlooks for Brazil, South Africa and Turkey reflect in part how electoral trends and corruption scandals have, to different
degrees, weakened institutional strength and undermined the reform effort. Even in politically more stable countries, social tensions
generated by the uneven distribution of gains from the recovery limit room for manoeuvre on economic, financial and fiscal reforms.
In Europe, a number of sovereigns are experiencing a worsening of structural fiscal positions in the face of rising electoral challenges.
In the US, the tax reform proposal put forward by the House of Representatives is in line with our previous expectation that tax
cuts are unlikely to be offset by equivalent cuts to spending, putting upward pressure on the federal budget deficit. In Chile (Aa3
negative), a permanent increase in spending due to higher demand for better public goods (e.g. education, health, pensions) by
the growing middle class has only been partly offset by tax reform, thus contributing to the erosion in the government's debt
position. And while our assessment of the credit implications of the Korean government's shift in policy emphasis is neutral, the new
administration is also attempting to respond to demands for more inclusive growth through measures such as an increase in the
minimum wage and creation of jobs in the public sector.

» Demographic decline remains largely unaddressed. Ageing populations are increasingly dampening potential growth, and
posing a fiscal challenge given the rising cost of health care and pension entitlements, particularly in developed economies (see
Exhibit 7). The rejection of pension reforms in Switzerland (Aaa stable) in mid-2017 and the unresolved debate over healthcare in
the US illustrate the difficulty of pursuing reforms in these areas. Meanwhile, in Poland (A2 stable), the lowering of the statutory
retirement age in 2017 effectively reverses the previous government's 2013 pension reform, undermining the sustainability of
Poland's social security system. In general, while a number of European governments have implemented reforms of pension systems
to postpone retirement ages, reduce benefits and/or raise contributions, much less has been done to address the forthcoming sharp
increase in healthcare costs. Relatedly, more restrictive immigration policies in the wake of Brexit could undermine already low
productivity growth in the UK, while removing an important mitigant to rising old-age dependency ratios.

» While some banking systems have improved, weaknesses in others will continue to pose contingent liability risks and
weigh on economic growth. Banking systems that were under pressure during the global financial crisis, such as those of Ireland,
Spain and Portugal (Ba1 positive), have since strengthened their capital buffers and asset quality. In Italy, the government has
stabilized the banking sector, reducing the tail risk of a deeper banking crisis. There and elsewhere, however, challenges remain.
In Azerbaijan (Ba2 stable), the high rate of dollarization means that the country's banking system continues to face adjustment
difficulties nearly two years after it adopted a flexible exchange rate regime. A legacy of problem loans still burdens banking systems
in India and Kazakhstan (Baa3 stable) despite the implementation of reforms in recent years. In late 2017, the Indian government
approved a plan to further recapitalize its state banks over the next two years, to be followed by other reforms. Similarly, reforms
that strengthen regulation and supervision of the Kazakh banking system are still forthcoming.

Exhibit 7

Many advanced economies face looming costs due to demographic decline
Cumulative long-term spending on pensions and health care
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https://www.moodys.com/credit-ratings/Chile-Government-of-credit-rating-171693
https://www.moodys.com/credit-ratings/Chile-Government-of-credit-rating-171693
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https://www.moodys.com/credit-ratings/Kazakhstan-Government-of-credit-rating-600021080
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Public debt levels will remain high
Overall, important vulnerabilities remain. Economic and fiscal reforms are unlikely to be calibrated so as to enhance growth and reduce
debt sufficiently quickly to achieve meaningful reductions of government debt burdens (see Exhibit 8). As growth inevitably wanes
over the course of the cycle, the most prominent manifestation of weakness in sovereign credit profiles – high public and private
indebtedness – will assume an ever-greater prominence.

» Globally, aggregate government indebtedness will amount to around 75% of world GDP in 2018, which is largely the
same level as in 2017, and still far above the 57% recorded in 2008. While that overall profile represents a profound vulnerability to
future recessions or other shocks, the picture is at least a broadly stable one. We expect nearly half of all sovereigns' debt burdens to
remain within one percentage point of their 2017 position. And while a slight majority will record higher debt ratios in 2018, there
are far fewer sovereigns that are subject to increases of four percentage points of GDP or more.

» Fiscal balances are broadly correlated to rating categories, with the Aaa median projected to run a small surplus in 2018
(Exhibit 9). That said, we also expect a quite rapid narrowing of deficits and corresponding falls in debt across the lowest-rated
countries, many of which saw a deterioration due to the impact of falling commodity prices on government revenue. Each of the
four sovereigns projected to have the largest declines in debt to GDP is rated in the B or Caa categories.

Exhibit 8

Government debt burdens will remain largely stable in 2018
Expected change in general government debt/GDP, percentage points
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Exhibit 9

Fiscal balances set to improve across rating categories
Median general government fiscal balances by rating category

Exhibit 10

Investment-grade sovereigns to continue benefiting from low
interest rates
Median debt affordability ratios
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» Lower debt affordability will be offset by benign economic conditions, but will limit fiscal space to respond to shocks.
In an environment of rising interest rates, the absence of balance sheet repair and debt reduction will lead to an erosion of debt
affordability. Assuming monetary policy normalization is gradual and accompanied by firmer growth and revenues, the deterioration
will be slow. We expect investment-grade sovereigns to continue to benefit from the low interest rate environment in 2018,
although the peer medians in the Ba, B, and Caa rating categories reveal credit negative pressures on their debt affordability ratios
(see Exhibit 10). But most sovereigns will continue to have very little fiscal space to respond to potential shocks.

» A shock to interest rates could weaken sovereign credit profiles. A shock to confidence and to yields resulting, for example,
from a geopolitical event crystallizing unexpectedly would heighten pressures, particularly on those sovereigns with high deficits and
debt loads, higher near-term maturities and high economy-wide reliance on external borrowing.

» Sovereigns with both wide deficits and debt with short average terms to maturity are most vulnerable. In such cases,
higher interest rates will apply both to the refinancing of maturing debts and to new debt issued to finance current shortfalls.
Sovereigns with negative outlooks based in part on expectations of further balance sheet deterioration include Bahrain (B1 negative),
Brazil, Oman (Baa2 negative) and Kenya (B1 on review for downgrade). By contrast, a sustained fall in indebtedness has led to
improved fiscal strength for Iceland (A3 stable) and Ireland (see Exhibit 11).

Exhibit 11

Higher interest rates will pose challenges to debt affordability for some countries in 2018
Five-year change in debt ratio, 2013 to 2018F vs. 2018F interest payments/revenue
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Geopolitical risks could undermine the stable outlook for sovereign credit
Geopolitical risks – representing low-probability but high-impact events – have a higher profile than in recent years. In 2017, we
adjusted our assessment of political risks for a number of sovereigns (see Exhibit 12 and 13). Although sovereigns with relatively low
geopolitical risk outnumber those facing greater risks, the crystallization of the latter could have implications beyond a particular
country's economic and fiscal fundamentals, and affect cross-border capital flows and thus funding conditions for a range of sovereigns.

» The probability of a conflict in the Korean peninsula has risen, with consequences extending well beyond Korea. While the
credit implications would reflect the intensity of a military escalation, any conflict would damage Korea's sovereign credit profile.2

Elsewhere, disruptions to trade flows would particularly affect Vietnam (B1 positive), but also other trade-reliant economies given
Korea’s role as both a source of demand and a node in global supply chains, especially for electronics. For Japan, lower growth as a
result of the regional and global impact of a conflict would jeopardize fiscal consolidation efforts. Heightened risk aversion in global
financial markets would challenge countries reliant on external sources of financing.

» Uncertainties around US policy have altered the geopolitical landscape. In addition to the uncertainty around the prospects
for the Korean peninsula, the desire of the US administration to reduce or eliminate bilateral trade deficits could have negative credit
implications for its trading partners, including Mexico (A3 negative) and, to a lesser extent, China, Japan and Korea. The US's doubts
about the accord that is designed to contain the development of Iran's nuclear weapons could have ramifications within and beyond
the Middle East, including for the efforts to prevent conflict with North Korea.

» The dispute between Qatar and GCC neighbours highlights the elevated susceptibility to event risks in the Middle East.
The stand-off has led GCC neighbours and other countries to impose travel and trade restrictions on Qatar, thereby dampening the
country's economic growth, increasing inflation, and leading to capital outflows. Looking ahead, Qatar's decision to file a complaint
with the WTO, and the potential for Qatar to realign itself with either Iran and/or Turkey could exacerbate the risk of trade-related
or military conflict in the region.

Exhibit 12

Most sovereigns face low domestic political risk...
(Number of Low, Medium and High scores for this sub-factor)

Exhibit 13

...while many scores for geopolitical risk are in the medium range
(Number of Low, Medium and High scores for this sub-factor)
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» Anti-consensus political movements have not gained electoral traction in western Europe, but the potential for shocks
remains. While negotiations over the UK's plan to exit the European Union continue to be a source of political friction, political
developments in Europe in 2017 have been comparatively benign, with elections in France, the Netherlands (Aaa stable) and
Germany ceding little ground to anti-establishment, anti-EU parties. Overall, the probability of material financial market dislocation
arising from 'exit' fears has diminished somewhat compared to last year. However, the influence granted to anti-establishment
parties following elections in Austria (Aa1 stable) and the Czech Republic (A1 stable), and the tensions between Catalunya and
Spain over the Catalan government's secessionist aspirations, illustrate the ongoing potential for political events which can distract
national reform efforts and at worst threaten economic and financial market dislocation.

» Prospect of a conflict stemming from Russia's activities near the Baltic region is low but not negligible. Russia’s
militarization of its Kaliningrad enclave and its military exercises in the Baltic region have added to the ongoing tensions surrounding
Ukraine (Caa2 positive). While the risk of a related military confrontation between Russia and NATO forces remains very low, it has
had a fiscal impact via stepped-up military expenditure in Estonia (A1 stable), Latvia (A3 stable) and Lithuania (A3 stable).
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Endnotes
1 Exhibit 2 takes account of all downgrades, upgrades, reviews for up- or downgrade, and changes in outlook to negative or positive. In addition, for the

purposes of counting all directionally positive and negative rating actions, we have counted those actions that moved a negative outlook to stable as a
'positive' outlook change, and those that moved a positive outlook to a stable one as a 'negative' outlook change. Confirmations or affirmations that were
not also accompanied by an outlook change were not counted.

2 A country's sovereign credit profile is determined by economic strength, institutional strength, fiscal strength, and susceptibility to event risks
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