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Sovereigns – Europe

Energy ties raise risks, but credit impact
from limited Russia-Ukraine conflict is low
The presence of Russian (Baa3 stable) troops and equipment along Ukraine's (B3 stable)
border induces the risk that tensions may culminate in military conflict1, which would likely
trigger sanctions from Western governments and retaliatory action from Russia, including
potential disruption to energy supplies. Given Europe's2 reliance on Russian hydrocarbon
imports, energy supply is likely to be the dominant channel through which the regions'
sovereigns would be impacted by such a scenario, though some are also vulnerable to trade
disruption and security risks, especially cyberattacks. Countries in the Baltics and Central and
Eastern Europe (CEE) are most exposed via all three of these channels, but such risks are to
a greater extent already accounted for in our assessment of political risk for the Baltics3. Our
baseline view is that Russia-Ukraine tensions will stop short of an outright military conflict,
and the risk of material credit pressures emerging is low unless such a conflict were to carry
on for an extended period or escalate into outright conflict beyond Ukraine.

Exhibit 1

The Baltics and CEE are most exposed to an escalation of tensions with Russia

Energy scores are based on the share of Russian gas in a country's energy supply and electricity generation, our assessment of
economic resilience and adjustments for large gas supplies or ready access to LNG terminals. Trade scores are based on the share
of exports to Russia relative to total exports and GDP. Security scores are based on our qualitative assessment of geopolitical
event risk.
Source: Moody's Investors Service

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1318407
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An escalation of tensions would impact European sovereigns via three main channels
Disruptions to energy supply could have major economic and fiscal implications

Russian imports account for 46% of the Europe's solid fuels (such as coal), 38% of its natural gas and 26% of its crude oil. As a result,
any decision by the Russian authorities to lower energy supplies to gain political leverage or in response to EU (Aaa stable) sanctions
would have major implications for EU energy supplies. Damage to physical infrastructure is another risk because most of the EU's
gas supplies from Russia transit through pipelines running via Ukraine. Disruption to natural gas in particular would significantly but
temporarily weaken the EU economy because it is a critical fuel in Europe's electricity generation and a key heating fuel for households.

Moreover, Russian gas cannot be easily and quickly substituted, not least because the EU's total liquefied natural gas (LNG) terminal
capacity would at best only cover about one quarter of total demand. Even though a complete stop to energy Russian deliveries is
unlikely to occur, even a relatively short reduction in gas supply would likely lead to a further increase in energy prices, which have
already soared in recent months, fuelling a surge in inflation and adding to input costs for industry. An intensification of inflationary
pressures could also increase pressure on the ECB and other central banks to tighten monetary policy if they were starting to de-
anchor inflation expectations. The knock-on effects for tax revenue would also weigh on the public finances. Pressures would intensify if
governments decided to introduce additional support measures like price caps or subsidies.

Exhibit 2

European countries are vulnerable to the disruption of Russian gas supplies

Source: Oxford Institute for Energy Studies, IEA, Eurostat, Bloomberg, European Political Strategy Centre, 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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Financial markets would also react to any disruption by increasing risk premia, which would lead to higher borrowing costs for
some countries and could also worsen our assessment of government liquidity risk. In a more protracted scenario of escalation and
supply disruptions, additional areas of stress could develop with regards to financial stability and could lead to the materialisation of
contingent liability risks, e.g. for publicly owned utilities.

Sanctions and retaliatory action could disrupt trade and financial flows

The ultimate impact of any new sanctions for both the EU and Russia will be determined by the sectors targeted, their scope and the
degree of coordination between Western countries. Russia is the EU's fifth-largest trade partner, accounting for about 4% of total
EU goods exports in 2020 (less than 0.6% of GDP). Russia's importance for EU exports has declined steadily over the past decade in
particular as a result the imposition of sanctions following the annexation of Crimea in 2014 which still remain in place. As a result, new
trade and financial sanctions by the EU and US (Aaa stable) in the event of an invasion are unlikely to have major economic or financial
implications for most EU countries. That said, the risks are greater for the Baltics and Finland (Aa1 stable) given physical proximity and
stronger trade links with Russia.

Security threats could disrupt functioning of institutions and the economy

Rather than outright armed conflict, security risks for EU sovereigns are much more likely to take the form of cyberattacks on
key digital infrastructure, or other efforts to disrupt the functioning of society and government institutions, for example through
disinformation campaigns, attempts to stoke civil unrest or political interference. These kinds of risks are factored into our assessment
of political risk for the most affected sovereigns, and the materialisation of such risks could negatively affect our assessment of
institutions and governance strength and economic strength.

In a very unlikely and extreme scenario, an outbreak of armed conflict between Russia and Ukraine could spill over into EU countries
neighbouring them. These kinds of security risks are greater for Baltic states and Poland (A2 stable) because of their geographical
proximity and their history of tense relations with Russia. Although unlikely, in part because of the permanent presence of NATO troops
in the most exposed EU countries, such a scenario could have far-reaching consequences for their credit profiles.

Exhibit 3

A shock could impact a variety of factors in our methodology scorecard

Source: Moody's Investors Service
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The Baltic states are most exposed in Europe, but a number of factors support their resilience

Estonia (A1 stable), Latvia (A3 stable) and Lithuania (A2 stable) are most exposed to an escalation of Russia-Ukraine tensions given
their material exposure through all three channels. That said, the risk of material pressure on their credit profiles in all but the most
unlikely scenarios is low because (1) their economic track record of adapting to sanctions; (2) previous efforts to bolster their energy
security; (3) the permanent presence of NATO troops and (4) the fact that we already account for this exposure in our “baa” score for
political risk.

Latvia and Lithuania are most reliant on Russian energy, but storage capacity and diversification strategy limit risks

Latvia is wholly dependent on Russia for its imports of gas. Lithuania imports 42% of its gas and 69% of its oil from Russia, which
collectively make up 72% of the total energy supply. Nevertheless, both have made significant efforts to bolster their energy security
in the last decade. As a result, Latvia has the highest levels of gas storage in the EU (over six months of consumption), while Lithuania
established a floating LNG terminal at the port of Klaipeda in 2014 to diversify its potential sources of supply and increase resilience in
the event of disruption to Russian energy deliveries. The Baltics have also established fixed power and gas links with Finland, Sweden
(Aaa stable) and Poland in recent years. As an oil shale producer and exporter, Estonia has one of the lowest levels of energy imports in
the EU, which largely insulates it from any disruption in supplies from Russia.

Exhibit 4

Estonia is much less reliant on Russian gas than Latvia or Lithuania
Overall natural gas and Russian gas imports as percent of country's energy
supply

Exhibit 5

But Latvia has much larger gas reserves than its European peers
Reserves coverage, months

Latest available data
Source: Eurostat, International Energy Agency, Moody's Investors Service

Gas reserves as of 8 Feb 2022; Lithuania holds reserves in Latvia
Source: Eurostat, AGSI, Moody's Investors Service

High share of re-exports and track record in adapting to sanctions limit elevated trade exposure

The Baltics also have the greatest trade exposure to Russia in the EU, with goods exports to Russia accounting for between 1.7% and
3.3% of GDP in 2019. However, these figures overstate the actual importance of trade with Russia and their economic exposure to
sanctions because re-exports (which merely transit through and add little to the domestic economy) account for a large share of total
exports, around two-thirds in the case of Lithuania. That said, the transport services sector is likely to be negatively affected, with
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services accounting for around 30% of Lithuania's total exports to Russia. Overall exports and economic activity in all three economies
was also resilient to the imposition of sanctions after Russia invaded Crimea in 2014 (see Exhibit 6). Financial sector links to Russia have
also sharply declined due to the crackdown on money laundering in Estonian and Latvian banks in recent years.

Exhibit 6

Russian sanctions in 2014 had a negligible impact on total exports in the Baltics
Total exports to GDP (LHS) and share of goods exports to Russia (RHS)
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Source: Eurostat, Moody's Investors Service

NATO presence limits risk of armed conflict, but non-military risks are greater than for EU peers

Russia's demands that NATO withdraw its forces from countries that joined the alliance after 1997, the Baltics’ vocal and hard-line
stance on Russia within the EU and NATO, and their small size, physical proximity4 and complicated historical relations with Russia as
former Soviet republics increase the exposure of the Baltic countries to security risks.

Nevertheless, the permanent presence of around 1,000-1,700 NATO troops in each of the three Baltic states coupled with the presence
of NATO fighter jets reduce the risk of an armed conflict with Russia. The UK (Aa3 stable) and Germany (Aaa stable) have also offered
to reinforce their troop presence in Estonia and Lithuania respectively and further troop deployments may be announced if Russia-
Ukraine tensions escalate further. Russian military aggression against the Baltic states and Poland would in effect set up a direct
military confrontation with NATO, something Russia is unlikely to provoke.

However, the region is vulnerable to non-military security risks like cyberattacks. Awareness of these risks is high and defense
capabilities are strong for the Baltics' small size, with Estonia notably being a world leader in eGovernment services and home to an
internationally competitive ICT sector. Efforts to provoke civil unrest or otherwise destabilise the political system and functioning
of government institutions are another potential source of vulnerability. The ethnic Russian minority makes up around 25% of the
population in Estonia and Latvia, and the need to protect Russian minority populations has notably been a stated purpose of Russian
intervention in Georgia and Ukraine in the past. We see the risk of geopolitical tensions interlinking with domestic political risks as
being particularly elevated in Latvia, where ethnic divisions are most clearly reflected in the political system, and where interethnic
tensions on such issues as an education reform making Latvian the sole language of instruction in schools for minorities have flared
up in recent years. By contrast, such risks are lower in Lithuania, where the ethnic Russian minority only makes up around 6% of the
population.
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Exhibit 7

Security risks are greater for the Baltics and Poland given their geographical proximity and history of tense relations with Russia

Numbers are approximate as of 13 February
Source: Rochan Consulting, NATO, US Army, Moody's Investors Service
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Poland's geographic proximity and tense relationship with Russia increase its exposure

Pipelines for the delivery of Russian gas transit through Poland from both Belarus (B3 negative) and Ukraine, but Poland is less reliant
on gas than many CEE peers (see Exhibit 7). The existence of an LNG terminal at the Baltic port city of Świnoujście is another factor
mitigating the impact of a disruption in Russian gas deliveries. Russia supplies 68% of Poland's oil, one of the highest dependencies on
Russian oil deliveries in Europe, but Poland has access to oil stocks equivalent to around four months of net oil imports.

Exposure through the trade channel is limited: goods exports to Russia account for only 0.7% of GDP (2.0% of total goods exports).
Moreover, Poland’s large domestic economy has proven itself resilient to several external economic shocks in the past.

Poland is the only country in the region to share a border with Russia (the exclave of Kaliningrad), Ukraine and Belarus. Like with the
Baltics, geographical proximity coupled with Russia’s demands that NATO withdraw its troops from countries that joined the alliance
after 1997 and Poland’s hard-line stance on Russia within both the EU and NATO increase the exposure of Poland to security risks.
Although the narrow Poland-Lithuania border strip separating Kaliningrad from Belarus is often seen as a likely target in the event
of a Russian military incursion in Central and Eastern Europe, the permanent presence of 1200 NATO troops with a further almost
6000 American troops (including recent reinforcements) and Poland's relatively large standing army make the prospects of an outright
military conflict highly unlikely.

Nevertheless, the above factors increase Poland's exposure to cyberattacks or other forms of unconventional subversion. For example,
the Belarus government recently encouraged refugees from countries like Iraq and Afghanistan to try and cross into Poland, Lithuania
and Latvia, which the Polish government considered a form of hybrid warfare. Nevertheless, such risks are already factored into our
“baa” score for Poland's vulnerability to political event risk. Poland’s long border with Ukraine and relatively large Ukrainian diaspora
also make it a likely destination for Ukrainian refugees in the event of armed conflict in Ukraine, potentially leading to near-term fiscal
costs and social disruption, but over the longer term potentially supporting the labour supply and economic strength.

Energy exposure elevates risks for other CEE countries

Hungary (Baa2 stable), Slovakia (A2 stable), the Czech Republic (Aa2 stable), and Bulgaria (Baa1 stable) import all or the vast majority
of their gas from Russia (see Exhibit 7). The reliance on Russian gas is particularly high for Hungary and Slovakia, which also import 45%
and 78% of their oil from Russia, making their overall exposure to energy risks the highest in the region.

The Czech Republic, Hungary and Slovakia maintain gas reserves worth two to three months' coverage and even more substantial oil
reserves, which could help them weather any temporary disruption. That said, neither Bulgaria and Romania (Baa3 stable), nor the
three landlocked countries Slovakia, the Czech Republic and Hungary have direct access to any LNG terminals. Countries like Slovakia
have rater sought to bolster energy security by improving the interconnection of energy systems, including the ability to reverse the
flow of gas through pipelines if needed.

Nevertheless, significant disruption of Russian energy deliveries would be particularly damaging for the heavily industrial economies of
CEE. Industry in Slovakia and Romania consumes the highest share of electricity generated in any EU country, while Hungary and the
Czech Republic are also in the top 10. A disruption in supplies and increase in the price of energy would also add further pressure on
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rates of inflation ranging from 8.5% for euro area member Slovakia year-on-year in January and between 5% and 8% for the other four
countries in December, putting pressure on central banks in the non-euro area countries of the Czech Republic, Hungary, Romania and
Bulgaria to raise interest rates in response.

Exhibit 8

Most CEE sovereigns are reliant on Russian gas supplies
Overall natural gas and Russian gas imports as percent of country's energy supply

Latest available data
Source: Eurostat, International Energy Agency, Moody's Investors Service

The risk of economic disruption through the trade channel is limited, however. In 2019, goods exports to Russia only accounted for
0.4%-1.4% of GDP, or 1.5%-2.3% of total exports of these five countries.

Exhibit 9

Slovakia, Lithuania, Poland and Finland also import most of their oil
from Russia...
Overall oil products and Russian oil imports as percent of country's energy
supply

Exhibit 10

...but Finland and Slovakia also have large oil stocks
Oil stocks: days of net imports, October 2021

Latest available data; *Estonia is a net oil exporter
Source: Eurostat, International Energy Agency, Moody's Investors Service

Estonia is a net oil exporter; Bulgaria, Romania, Latvia and Lithuania are not IEA members
Source: International Energy Agency, Moody's Investors Service

8          15 February 2022 Sovereigns – Europe: Energy ties raise risks, but credit impact from limited Russia-Ukraine conflict is low



MOODY'S INVESTORS SERVICE SOVEREIGN AND SUPRANATIONAL

All five countries are NATO members, having previously formed part of the Soviet sphere of influence in Eastern Europe. Romania
is also affected by Russian demands of the removal of NATO troops in Eastern Europe, as it is the base of NATO's Tailored Forward
Presence in South-Eastern Europe, as well as US troops and missile defense systems. While NATO membership is ultimately a
guarantor of their security, these factors could also put these countries at more elevated risks of for instances cyber attacks.

Nevertheless, security risks are lower than for the Baltic states and Poland, in part because Hungary, Slovakia, the Czech Republic,
Romania and Bulgaria are at a greater geographical distance from Russia. Hungary notably also maintains good relations with Russia.
While, Slovakia, Hungary and Romania all share a land border with Western Ukraine, any conflict is unlikely to centre on this part of
the country. That said, Romania's Black Sea coastline and proximity to Crimea could expose it to greater risks. In the event of an armed
conflict, all three could potentially see an influx of refugees in the event of armed conflict in eastern Ukraine, potentially leading to
near-term fiscal costs and social disruption, but over the longer term potentially supporting the labour supply and economic strength.

Security and energy risks are low for non-NATO members Sweden and Finland, but Finland's trade
exposure is moderate

While Russia supplies a large share of Finland's gas, it only accounts for 5% of Finland's total energy supply (see Exhibit 10).
Dependence on Russian oil imports is among the highest in Europe, but Finland also maintains oil reserves amounting to more than
six months' of net oil imports. Gas plays a limited role in Sweden's total energy supply, and Sweden imports only 13% of both its gas
and its oil from Russia, while goods exports to Russia account for a mere 0.4% of GDP. Goods exports to Russia accounted for 5.4% of
Finland's total goods exports in 2019, the second highest figure in the EU, although this is only equivalent to 1.4% of GDP, the fourth
highest in the EU. Services exports are limited.

Finland and Sweden are geographically exposed to Russia via a long land border and coast line, respectively. Both also lack NATO's
formal security guarantees. That said, it is highly unlikely that Russia would seek military conflict with either country in the current
context, although threats in the form of cyber attacks remain a potential source of risk. Russia's demands for a halt to NATO expansion
and the tensions between Russia and Ukraine have brought the question of NATO membership back onto the political agenda
in Sweden and Finland, although the policy of formal neutrality is deeply entrenched in both countries and we do not believe an
application to join NATO is likely for the foreseeable future.

Germany is highly reliant on Russian gas deliveries

Germany is one of the world's largest importer of natural gas, importing around 90% of its annual consumption. Natural gas accounts
for more than 25% of total primary energy consumption, is the most important heating fuel for German households and covered about
15% of all electricity produced in 2021. Moreover, Russia is by far Germany's largest energy supplier: in 2020, about 65% of Germany's
natural gas came from Russia, and around 30% of its total oil supply. Germany is thus highly exposed to a disruption in Russian gas
deliveries, further reinforced by the fact that it is the only large EU economy without its own LNG import terminal, which will make
substituting Russian gas quickly very difficult.

Germany's exposure through the trade channel is low: Russia only accounted for about 2% of total German exports in 2021 (less than
1% of GDP), and as with most EU countries exports to Russia have declined significantly over the past decade. The risk of Germany
facing security threats with a materially negative credit impact is very low, but in a scenario of escalating tensions Germany could
become the target of cyberattacks including on critical infrastructure.
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Exhibit 11

Germany and Austria are the most reliant on Russian gas in Western Europe
Overall natural gas and Russian gas imports as percent of country's energy supply

Latest available data; Austria does not publish data on source of gas imports, based on Moody's estimate here
Source: Eurostat, International Energy Agency, Moody's Investors Service

Austria, Italy and Greece are also exposed to energy-related risks

Like Germany, Austria (Aa1 stable), Italy (Baa3 stable) and Greece (Ba3 stable) are highly exposed to a disruption in the supply of
Russian energy, mainly of natural gas. While Austria has stopped publishing information on its gas imports by source country for
confidentiality reasons, numbers available from Eurostat up until 2013 suggest that about 60% of total Austrian gas imports come
from Russia. However, Austria's lower reliance shares of oil and gas and much higher contribution from renewables limit the associated
risks.

By contrast, oil and gas account for more than 75% of total energy supply in Italy and Greece. Both countries also import most of their
energy (73% and 82% of total gross inland energy consumption, respectively). For Greece, Russia accounts for 26% of its oil and 39%
of its gas imports. Almost half of Italy's gas imports are from Russia, but the share of Russian oil is much lower. LNG terminals and
easier access to other suppliers in North Africa mitigate the risks somewhat.

Trade exposures are limited for all three countries. We also see the risk that Italy, Greece or Austria would face security threats with a
material negative credit impact as being highly limited, mainly because of their geographical location in southern and central Europe.
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» Sector in-Depth: Sovereign - Russia & Ukraine: FAQ on heightened tensions and an outright conflict between Russia & Ukraine, 8
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» Credit Opinion: Government of Russia – Baa3 stable: Regular Update, 8 February 2022

» Sector in-Depth: Sovereigns – Global: State of Nations: High debt loads and spending demands will require delicate policy balance,
1 December 2021

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

» Outlook: Sovereigns – Euro area: 2022 outlook is stable given favourable economic and monetary conditions, but debt levels will
remain elevated for many, 17 November 2021

» Outlook: Global Macro Outlook 2022-2023: Global economy will gain steadier footing although supply troubles, inflation pose
risk, 4 November 2021

Contributor

» Matt Bridle – AVP Research Writer

Endnotes
1 See FAQ on heightened tensions and an outright conflict between Russia & Ukraine, 8 February 2022

2 For the sake of this analysis, we have excluded the other 12 members of the EU-27 where we deem exposure to be limited for all three of the energy,
security and trade channels.

3 Political risk, including geopolitical risk, is one of the four components of our assessment of a sovereign's susceptibility to event risk, one of the four factors
of our assessment of a sovereign's creditworthiness

4 Together with Finland, Estonia and Latvia are the only EU sovereigns to share a border with mainland Russia, though Lithuania borders the Russian exclave
of Kaliningrad as well as Belarus, a key Russian ally.
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