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QUARTERLY INSIGHTS

HOLD ASSET MANAGEMENT — THE CENTRAL-EUROPEAN VALUE-BASED EQUITY SPECIALIST

SWIFT POST-COVID RECOVERY IN EMERGING EUROPE

with bright future growth prospects

CEE RECOVERED QUICKLY FROM THE COVID-CRISIS DUE TO ITS SOLID FUNDAMENTALS
AND EU-MEMBERSHIP STATUS

The COVID-19 pandemic was a huge and unprecedented shock that hit the global economy.
Economic policymakers panicked and answered with very aggressive policy actions. The
monetary toolkit was already mostly known and used in the past decade but the magnitude this
time exceeded previous stimuli. Moreover, not only some developed market (DM) central banks
but also most Emerging Market (EM) monetary authorities loosened financial conditions.
Additionally, this time fiscal policies also became very aggressive in general but in DM and Anglo-
Saxon countries in particular. EM countries are usually constrained during downturns to stimulate
anti cyclically but COVID-19 was an exemption. Most EM countries could also loosen fiscally.

Central-Eastern Europe (CEE), our focus region, which includes core countries of Poland, Czech
Republic, Hungary and Romania was in a way the DM region within EMs. CEE was in much better
position compared to other EM regions for many reasons and thus could recover much faster
from the crisis. First of all, these countries are members of the European Union and thus had
better and earlier access to vaccines. Secondly, external position of CEE countries is balanced,
debt levels are low therefore these countries had much larger space to stimulate both monetarily
and fiscally. Central banks cut rates and provided ample liquidity to the system through QEs and
other programs and borrowers received help via favorable credit moratoria. Budget deficits
widened to 6-9% of GDP last year partly due to some fiscal programs but mostly thanks to
automatic stabilizers.
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Figure 1

Real GDP (level, seasonally adjusted, 2018 Q2 = 100%)
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GDP levels in most CEE countries by June 2021 exceeded pre-COVID (2019 Q4) levels and thus
this region is an outperformer compared to both Europe and the US (Figure 1). COVID-19 caused
an atypical crisis. Although real GDP was hit heavily one could hardly see the impact in some
very important sectors of the economy. Unemployment hardly rose, wage growth slowed only
modestly, credit demand remained healthy, non-performing loans rose much less than expected
and asset prices (real estate and equities) wiped off their losses quickly. The major trends in CEE
remained intact meanwhile fiscal and monetary policy became more supportive.

Figure 2
Inflation since end of 2019 (annualized)
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NOMINAL GDP GROWTH COULD EXCEED 7% PER ANNUM IN CEE IN THE NEXT COUPLE OF
YEARS

We expect further fast recovery and economic growth in this region. Deflation is non-existent
here (Figure 2) and as a result, monetary policy already turned less stimulative. In spite of this, we
think CEE countries’ nominal GDP growth could remain in the 5-10% range per annum in the
next couple of years lifting CEE into one of fastest growing regions globally. The reasons are the
following:

CEE had solid economic momentum (i.e. low unemployment, growing wages, rising house
prices, high - i.e. 20-25% investment per GDP ratios) with balanced current account
positions (with the exception of Romania) before the pandemic and seemingly COVID-19
did not break this trend.

The credit cycle (Figure 3) is improving from relatively low private debt/GDP levels
meanwhile the banking sector is healthy and credit demand is rising.

Figure 3

Private sector credit growth (annualized)
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CEE will receive substantial amounts of transfers from the European Union, partly from the
new EU 7-year budget and partly from the RRF (Figure 4). Grants on average could reach
30% of these countries’ current GDP in the next seven years and these will be supplemented
with low interest loans from the Recovery Fund. Moreover, RRF grants are front-loaded and
the majority will be disbursed in the next two and a half years.
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Figure 4
Gross EU transfers in 2021-2027 (as % of 2019 GDP)
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CEE, as a manufacturing hub in Europe is the beneficiary of changing geopolitical landscape
and supply chain considerations that came to the forefront during the pandemic. Safety,
reliability, geographical proximity and supplier diversification will probably overwrite cost-
efficiency in many cases. CEE countries within the EU custom union with good infrastructure
and relatively modest labor costs compared to Western-Europe (WEU) (Figure 5) could
integrate even more into the supply chains. Besides reshoring, CEE could also gain from
non-EU companies’ plans to get closer to their customers.

Figure 5

Estimated hourly labour costs in the EU (EUR, 2020)
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A potential additional growth factor could be an improving WEU conjuncture after a lost
decade there. After a slow and painful process of some structural reforms eventually
integration is moving forward in WEU, banks became healthy, monetary policy is very
stimulative and there is a chance for a structurally looser fiscal outlook after the German
elections.

Having seen the inflationary environment one can rightfully ask whether overheating is a risk in
CEE. Due to high inflation rates the Hungarian and the Czech central banks are already on a
tightening path, having raised the effective monetary policy rate by 1.05% and 1.25% respectively.
Thus, CEE is among the first regions where interest rate normalization already started. We expect
additional 75-100 bps of tightening in the next twelve months in these countries and Poland and
Romania will soon follow (Figure 6).

Figure 6
3 month interbank rates (future values implied by FRAS)
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More importantly Poland, Czechia and Hungary currently are missing the typical symptom of
overheating, namely a large external imbalance. Current accounts are practically in balance now
despite the cyclically lower EU funds and a pandemic-related turbulence this and last year (Figure
7). An exception being Romania, which is struggling to reduce its current account deficit, but EU
funds will help to finance it in the next couple of years. Net external debt in the CEE region is
much lower now due to the strong and painful deleveraging after the Great Financial Crisis (GFC)
(Figure 8).
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Figure 7

Current account balances (as a % of GDP)
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Figure 8
Net external debt (as a % of GDP)
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SOLID GROWTH AND GRADUAL MONETARY TIGHTENING PROVIDE HEADWINDS FOR CEE
EQUITIES

We do not think that monetary tightening will negatively impact regional economic growth in
the next couple of years. Our main arguments are that: i.) nominal growth is solid with a good
momentum and is much higher than interest rates; ii.) debt levels are low (both compared to DM
and many other EM countries) (Figure 9) and iii.) external environment is improving meanwhile
CEE countries are very open economies (export/GDP ranges between 40-80%).
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Figure 9

Private and public sector debt (as a % of GDP)
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Rising rate environment is a rare phenomenon nowadays in a world of ZIRP. Solid growth justifies
higher rates and that can result in appreciating real exchange rates of CEE countries. Labor cost
in this region is still 30-40% of the EU average. With the exception of the Czech koruna real
exchange rates, which depreciated 5-10-20% since 2008 (Figure 10), so there is now space for
a convergence in labor costs without hurting competitiveness of these countries. Our
expectation is that convergence will rather occur through faster wage growth and stable — in the
case of CZK - or slowly depreciating (RON, HUF, PLN) currencies over time but the growing carry
will counterbalance that.

Figure 10

Real effective exchange rates (06/30/2008 = 100%)
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Rising interest rates also create a very fertile environment for the banking sector of CEE countries.
Banks have ample capacity to lend due to their low (usually between 60 and 80%) loan-to-
deposit ratios and as we mentioned above, the private sector is not indebted at all. We detailed
the attractiveness of the CEE banking sector in our previous, 2020 Q2 Quarterly Insights report.)
Market leading banks’ share prices have already recouped the majority of their losses they
suffered during the pandemic (Figure 11), but we expect further stock price gains. Unlike in
Western Europe, interest rates in CEE are already increasing or will start to increase very soon
thereby helping bank profitability. Credit growth is healthy and improvements in fee incomes are
promising.

Figure 11
Market leading CEE banks’ stock performance since COVID-19 outbreak

(EUR terms, total return, 12/31/2019 = 100%)
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CEE EQUITIES ARE A BET ON THE OUTPERFORMANCE OF CYCLICAL AND VALUE STOCKS

Allin all, we think that high nominal growth amidst rising rates environment is very beneficial for
cyclical and value stocks that were suffering during the past decade. We think that the '20s will
bring a different environment compared to the "10s and the underperformance of value stocks
will turn around. (For more details see our 2020 Q3 Quarterly Insights report.) If we are right, the
CEE region and its stock market could be one of the winners of this new environment. CEE equity
markets have the highest exposure to value and cyclical stocks not only compered to DMs but
also to other EM regions (Figure 12). This is probably one of the most important reasons CEE
stock indices were lagging other EMs in the past decade because the latter had more high-
growth companies as constituents in the indices (Figure 13).
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Figure 12
Composition of various regional stock indices

MSCI EFM CEEC ex- LatAm Europe MSCI All-Country World EM Asia us
Russia
mother cyclicals ®financials mcommodities mdefensives

A year ago, we wrote a detailed research paper arguing that the value versus growth global
underperformance is about to turn at least cyclically but potentially structurally as well. The
former happened quite soon starting in November. The spread of the coronavirus and more
virulent variants like Delta halted the value outperformance, but we think — based on the
developments last year such as additional fiscal loosening, more geopolitical tensions and further
supply shocks — it has only been delayed. We remain of the view that the investment theme of
value outperformance is still intact and at least as well-founded as it was last year, hence
exposures to equity markets of Emerging Europe is warranted.

Figure 13

Stock index performance in the past 10 years (USD terms, price index, 09/30/2011 =
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