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Denmark: First signs of spring

e The Danish economy is undergoing the worst economic and financial crisis since the 1930s. GDP fell
at record speed in 2008, and 20089 looks like being even worse. However, we believe that the crisis is

now easing and so expect a return to growth in 2010.

e Record-low short-term interest rates, the release of SP pension savings and a variety of tax cuts are
together expected to help consumption growth return to trend as early as next year.

e Unemployment nevertheless looks set to climb in the coming years, and we do not expect it to peak
until 201 1. We predict the number of jobless to be around 130,000 at the end of 2010.

e The crisis has put public finances under pressure, but a strong starting position has provided the
means to respond, and many years of sensible economic policy mean that financial markets’ confidence

in Denmark isintact.

Hard landing ahead

Both the global economy and the Danish economy
have been awash with bad economic news in
We
significant downward revisions to our expectations

recent months. have therefore made
for the Danish economy and now expect 20089 to
bring the biggest decrease in GDP for 58 years.
We are talking about a very severe downturn. The
slump in economic activity has already sparked a
rapid rise in unemployment, and there is the
prospect of unemployment climbing further in the

coming years.

Our projections for the economy are associated
with much greater uncertainty than usual.

Current forecast

% 2008 2009
GDP -1,1 -24
Private consumption 0,0 -2,5
Public consumption 0,6 1,8
Gross fixed investment -2,5 -8,8
Exports 19 -5,5
Imports 4,1 -6,3
Unemployment (thousands) 50,9 92,3
Inflation 34 1,3
Public sector bal., % of GDP 2,7 -0,6
Current account, % of GDP 2,0 0,9

The ongoing crisis has triggered a drastic de-
crease in short-term interest rates, which, coupled
with a wealth of political initiatives, has the poten-
tial to give private consumption a real shot in the
arm. However, our forecast assumes that the turn-
around in private consumption will be slow. All in
all, we anticipate a 2.5% y/y decrease in private
consumption in 2009. This is due partly to devel-
opments in consumption towards the end of last
year, and partly to the rise in unemployment having
made people much more concerned about their
own job situation. There is therefore the prospect
of a marked increase in the saving ratio. Next year
we expect more normal growth in consumption,
driven by unfunded tax cuts of DKK14.5bn and
very low interest payments on interest-reset mort-

gages.

Previous forecast

2010 2008 2009 2010
0.8 -0,8 -0,7 05
2,3 0,7 -1,1 15
1.6 0,3 1.6 1,6
-5,3 -1,7 -3,5 -14
19 3.5 -0,3 14
1,5 5,8 -0,6 2,3

123,9 49,5 68,0 106,5
19 34 15 2,0
-2,9 3,0 -0,5 -10
0.9 1,7 1.4 1,6
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Relative to our previous forecast, we have revised
down our economic projections markedly across
the board. The economic downturn at the end of
last year was surprisingly sharp, with GDP in Q4
alone falling by 2% relative to the previous quarter.

It is no shock that 20089 is set to be a poor year in
purely economic terms, but the depth and speed of
the crisis have taken us by surprise. We have
therefore revised down our expectations of GDP
growth this year from -0.7% in our previous
forecast to -2.4% in our current forecast. On the
other hand, we now expect higher growth next year,
due not only to the steep fall in interest rates but
also to political measures such as the new ‘Spring
Package 2.0'.

\We now predict twice as big a drop in consumption
this year as in our previous forecast, but the
biggest downward revision is reserved for
investment. We now anticipate a very steep fall in
investment in machinery, commercial buildings
and housing this year. The rapid escalation of the
financial crisis naturally plays an important role
here. The crisis is having an impact on investment
activity through two channels: the crisis has meant
not only that businesses are finding that banks
have markedly tightened credit conditions, but also
that faith in the future has taken a real knock,
which is particularly bad news for investment given
that investment is predicated on confidence in
future sales opportunities.

We expect GDP to decrease in Q1 and Q2 this
year. In H2 we expect a slight improvement in the
global economy, coupled with the release of SP
pension savings, to pull growth back into positive
territory. That is not to say that the crisis is over,
as negative GDP growth is far from normal, even in
deep crises. We expect Denmark to return to
growth earlier than the rest of Europe. This is due
to a combination of the crisis kicking in relatively
early in Denmark and the impact of lower interest
rates and relatively expansionary fiscal palicy in
Denmark. There is naturally a risk that Denmark
does not claim the yellow jersey, but then again
there is also a risk of growth turning out to be
stronger than we predict. Danmarks Nationalbank,
for one, has recently released a forecast where the
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growth expectations in even its most pessimistic
scenario are more positive than outlined in our
present forecast.

Private consumption on a rollercoaster

Private consumption has had real ups and downs
in recent years, with periods of strong growth
alternating with periods of zero or negative growth.

A look at movements in private consumption over
the past 15 years reveals four clear phases. The
period from 1994 to 1998 saw strong growth in
private consumption. Growth during this phase
averaged 3.1% a vyear. However, this strong
consumption growth put pressure on the current
account, prompting the government to introduce
the so-called ‘Whitsun package of economic and
fiscal measures’.

The following five years - the second phase -
featured close to =zero growth in private
consumption. To be more precise, growth averaged
0.5% a year between 1998 and 2003. This is well
below normal, even after taking into account the
impact on the Danish economy of the collapse of
the IT bubble.

No need for households to reverse behaviour

60% 60%
55% 55%
50% 50%
45% 45%
Private consumption % of GDP
40% 40%
1972 1981 1990 1999 2008

Source: MONA

In spring 2004 the government introduced
expansionary fiscal policy measures to get things
moving again. This coincided with a sharp fall in
interest rates, the Jlaunch of interest-only
mortgages and a strong global upswing. Taken
together, this meant that spending climbed sharply
during the third phase from 2003 to 2007. There
was average growth in private consumption of no
less than 3.8%, but the period of really high growth
was short-lived, interrupted last year by a marginal
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decrease, and developments so far this year raise
the prospect of a sharp decrease in 2009. Thus
we have moved into a fourth phase where
consumption is again under severe pressure.

Viewed over the entire period from the early
1990s through to today, growth in private
consumption has averaged 2.2% a year. This is
slightly below the average rate of spending growth
over the past 60 years - despite the past 15 years
having seen a very substantial decrease in both
unemployment and real interest rates.

Danish consumption growth also seems far from
extreme in comparison with other countries. All
the talk of the Danes having lived beyond their
means in recent years is therefore somewhat
misleading. Yes, the Danes have taken on more
debt, but only to a limited extent has this been
translated into increased private consumption.
Instead the growth in debt has gone hand in hand
with higher pension saving, which has meant that
Danish households’ net financial wealth has
actually risen despite the increase in debt.

Private consumption - selected countries

135 dex 2000 = 100 S185
130- 130
Norway
125- - 125
120- 120
115- 115
110- 110
105- - 105
100- = - 100
95, 95

Source: EcoWin

So there is no need for any long-term reversal of
Danish households’ behaviour. We view the
ongoing decrease in private consumption primarily
as a consequence of the drop in house and share
prices and, not least, growing concern about
unemployment. We do not view it as a structural
reversal of Danish households’ saving behaviour. If
we look at the consumer confidence indicator’s
sub-index for unemployment, we can see that this
index has been at record-high levels in recent
months.

APRIL 20089

Consumers highly uncertain and pessimistic
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Source: EcoWin

Looking ahead, there is considerable uncertainty
about private consumption this year. It will come
under pressure from further decreases in house
prices and rapidly rising unemployment, but there
are also opposing forces at play. Short-term
interest rates have fallen drastically in recent
months, and variable rate loans are now close to
being cheaper than ever.

The impact of these lower interest rates is
uncertain, though, as we are also undergoing the
biggest crisis in the financial system since the
1930s. Adding to this uncertainty is the absence
of a corresponding decrease in long-term interest
rates. That said, there is of course no doubt that
lower short-term rates will boost consumption. It is
not only mortgage rates that are coming down -
rates on bank loans have also fallen markedly in
recent months despite the financial crisis.

Interest rates have declined significantly

% %

Average Long-Term Mortgage Rate

Average Short-Term Mortgage Rate

n W M 00 N ©
n W M 0 O N ©

05 06 07 08 09

Source: Nationalbanken

The slide in interest rates is not the only positive
factor. Unfunded tax cuts of close to DKK5bn were
introduced at the end of last year, and the middle of
this year will see an interesting economic
experiment. This summer Danes will be able to
withdraw the money they paid into first the
temporary pension scheme and then the special

DANSKE BANK
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pension (SP) scheme in the period 1998-2003.
There is around DKK43bn sitting in these
schemes, corresponding to around DKK25bn after
tax. If all of this is used to increase private
consumption, this alone could boost spending by
around 3.5% on an annualised basis. However, it is
unrealistic to assume that everyone will spend the
money here and now. It is, after all, only a case of
being given an opportunity to spend our own money
earlier - this is not a government handout.

There will therefore presumably be some who
choose to put this money in another type of
pension in order to benefit from continued higher
rate tax relief, while others will simply leave the
money in the bank as a buffer against the likes of
unemployment. If we assume that around half of
the money is spent, which is the short-term
marginal propensity to consume income in the
Nationalbank’s macroeconomic model MONA, this
will boost private consumption by DKK12.5bn,
which equates to an increase in private
consumption of 1.75%.

2010 is set to bring the biggest unfunded tax cut
in living memory, and this must also be expected to
push up consumption. The main change is the
abolition of the middle tax bracket. The lower
threshold for middle rate tax has been raised in
20089 to coincide with the threshold for higher rate
tax, and next year this source of tax will disappear
altogether. Again it is uncertain how big an impact
this will have on consumption, but it would be
unrealistic to conclude that it will have none.

All this would indicate strong consumption growth
in 2010. However, the economic uncertainty and
continued erosion of asset values mean that we
anticipate relatively moderate growth in private

consumption next year.

Looking at the latest indicators for private
consumption, it would appear that we can see the
beginnings of a turnaround after the drastic drop in
private consumption of just over 2% in Q4 last
year. Car sales have edged up over the past two
months, and Dankort credit card usage data
suggest that the previous decline is being
supplanted by a more stable trend.

DANSKE BANK
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First signs of spring
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Source: EcoWin

All in all, we expect a decrease in private
consumption in the region of 2.5% this year,
followed by positive growth of 2.3% next year.
Looking at developments quarter by quarter,
though, we expect private consumption to stop
falling as early as Q2 this year. But consumption is
low, so we are not talking about a strong upswing.

Historic downturn in housing market

There is no doubt that the housing market is
playing an important role in the current crisis. Over
the past 18 months, house prices have fallen by
almost 10%, and there is much to suggest that
they will fall further. The picture is emerging of a
gridlocked housing market where the sharp
economic downturn (especially in the form of
growing job insecurity] and expectations of further
house price deflation have brought the market to a
standstill.

It is difficult to say with any certainty how far house
prices will fall in the current crisis, but the fact that
house prices were climbing very quickly up until
their peak naturally heightens fears of a major
collapse. Given the high house prices and rise in
interest rates from 2005 to 2007, it was no
surprise that values began to fall. An imbalance
had arisen between income from employment and
the cost of buying property. The housing ratio,
which measures the cost of housing relative to
disposable income, reached very high levels in the
final phase of the upswing in the housing market.
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Housing affordability - single-family homes
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Source: EcoWin and own calculations.
Note: Grey shading denotes forecast period.

We expect 2009 and 2010 to bring further falls in
house prices. However, the pressure on house
prices will be eased by the slide in interest rates
and the prospect of healthy growth in income in the
wake of recent and planned tax cuts. Lower
interest rates in particular will help to stabilise the
housing market, but, as mentioned earlier, it is
uncertain how positive an effect the decrease in
interest rates will have in the current situation.

On balance, we expect house prices nationwide to fall
by 9.5% in 2009 and 5% in 2010. If we are right,
20089 will see the sharpest slump in house prices for
more than 50 years. We need to go right back to
the 1987 austerity package (nicknamed ‘the
potato diet’] to find a similar - but smaller - slide in
house prices. That said, we believe that much of
the decrease in prices we anticipate in 2009 is
already behind us: we can see the decline easing
somewhat in early summer. If the impact of lower
interest rates is greater than we are assuming, the
housing market could pick up more quickly - but
then again there is also a risk of a larger drop in
prices.

House prices - single-family homes

25% 25%
20% 20%

—

5%

vy
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10% 10%
11 Ml =
0% |I| " I|l I I I 0%
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0% T T T T T T -10%
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o

Source: MONA, Association of Danish Mortgage Banks and own calculations.
Note: Our forecast is based on the Association of Danish Mortgage Banks’
price statistics, which only date back to Q1 95.
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Housing investment hit hard

We expect a relatively sharp decrease in housing
investment during the forecast period.

This is due mainly to developments in the housing
market. Housing investment will decline when
prices for existing homes fall relative to the cost of
building new ones. With house prices dropping by
almost 10% and apartment prices twice as far,
there is no doubt that the incentive to build new
housing has come under pressure.

There may also be an independent negative effect
from the slide in house prices having reduced
home equity levels. If some households are unable
to obtain credit, this in itself can pull down
investment activity.

Given that we are also in a situation of
considerable economic uncertainty and little
confidence in the future, housing investment is
under immense pressure.

On the other hand, the government has attempted
to boost housing investment with a renovation pool
of DKK1.5bn. However, the size of this pool and the
fact that some of the projects would probably have
been carried out anyway means that we have not
assumed any major impact from this in our
forecast.

Housing investment and real cash prices

170- 170
Index 2000 = 100
150 150
House prices/building costs
130- 130
110- P 110
Housinginvestment
90- 90
70- 70
50; ; ; ; ; ; ) 50
80 85 90 95 00 05 10

Source: MONA and own calculations.

Note: Grey shading denotes forecast period.

All in all, we expect housing investment to fall by
25% during the forecast period. This is a very big
drop - we need to go right back to the period after
the 1987 austerity package to find a similar
decrease. However, it is important to bear in mind
that this is a drop from very high levels.

DANSKE BANK
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Housing investment accounted for 6.4% of GDP in
Q4 08, compared with around 4% in the period
1995-2002. Even with the projected decrease of
25%, housing investment will still make up around
5% of GDP at the end of 2010. So although it is a
sharp drop, levels will still be high at the end of the
forecast period.

Sharp drop - but from high levels

7,0- o -7.0
Housing investment % of GDP
6,5- -85
s 2006:3-20104
6,0- s -6,0

55-
50-

-55
-50

45- -45
1986:3-1995:1

4,0- -4,0

35- -35

30-, . . . . . . . . -3,0

o] 5 10 15 20 25 30 35 40

Source: MONA and own calculations.
Note: Dashed line denotes forecast period.

Rapid rise in unemployment

Unemployment is rising - and rising fast. Since
bottoming out in August last year, the number of
jobless has increased by 22,500 to a total of
69,800 in February. In other words, unemployment
has increased by an average of almost 4,000
people a month since August.

This is a big increase, even in comparison to
previous economic crises in the Danish economy.

Unemployment rising rapidly

120 120
Total 1.000 persons

100 100

2. oilcrisis

80 80

60 60

40 40

20 20

o] 0

Bund M3 M6 M9 Ml2 M15 M18 M21 M24

Source: Statistics Denmark and own calculations.

The rapid rise in unemployment needs to be seen
in the light of the country just having emerged from
a long period of strong economic growth with
considerable pressure on the labour market.
Labour shortages were therefore fresh in the
memories of many businesses when orders began
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to drop off, making them very reluctant to lay off
such hard-won staff.

As the financial crisis escalated in H2 08 and the
economic downturn accelerated, many businesses
came to accept that they were facing a long and
deep downturn. As a result, we are now seeing
unemployment rising rapidly.

However, it is important to remember that we are
coming from a very favourable starting point.
When unemployment bottomed out in August
2008, it was at its lowest levels since the early
1970s.

But unemployment is still low

400 400
Total - 1.000 persons
300 300
Unemployment

200 200
*

100 ' 100

] 0]

1972 1981 1990 1999 2008

Source: MONA and own calculations.

Note: Dashed line denotes forecast period.

Furthermore, a decrease in the labour force due to
an ageing population will offset some of the
increase.

Although we are assuming that unemployment will
rise throughout the forecast period, the rise is
expected to be strongest at the beginning of this
year and then diminish in strength.

Allin all, we expect the number of jobless to climb
to around 110,000 at the end of this year and
130,000 at the end of 2010.

Investment under huge pressure
Confidence in industry is at rock bottom. The
manufacturing, construction and service sectors
have all seen confidence dive to the lowest levels in
the history of the statistics.
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Bleak view of the future
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Source: Statistics Denmark

This very weak confidence is a clear illustration of
the uphill battle facing Danish industry.
Manufacturing has been hit by the global
recession, which, together with the erosion of
competitiveness by wage growth and exchange
rate movements, has caused manufacturing
exports to collapse. The construction sector has
been hit by falling house prices, record numbers of
homes on the market, rising finance costs for
residential construction, and credit tightening by
the banks. The service sector - the dominant
growth engine of recent years - has been hit by
falling consumption and the downturn in
manufacturing and construction.

Growing pessimism and uncertainty are resulting
in large investment projects being postponed or
scrapped altogether. The sudden change in the
economic climate has quite simply prompted a
shift of focus from expansion to cost-cutting, and
that means a decrease in investment. We expect
investment to drop by 11.3% in 2009 and 4% in
2010.

Sharp drop in foreign trade

World trade has slumped dramatically since
October last year due to the global economic crisis.
The extent of the crisis can be illustrated by
Japanese exports in February being no less than
49% down on the same month last year (although
some of this is due to 2008 being a leap year).
Exports from Denmark’s largest trading partner,
Germany, in January were 18% lower than last year.
This sharp fall is due partly to Germany having large
exports to Eastern Europe, which is close to
economic meltdown. Eastern Europe accounts for
almost 20% of Euroland’s exports, but ‘only’ around
8% of Danish exports. Denmark is also being
weighed down by the depreciation of the SEK, NOK

10
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and GBP having put a damper on its export earnings
and eroded its competitiveness in some of its key
export markets. In addition the steep fall in oil prices
since last summer has substantially reduced the
value of Danish oil exports.

Nevertheless Danish exports seem to have fared
slightly better than many other countries’ exports.
They fell sharply in October and November, but
then stabilised in December and January. This is
strange, and Statistics Denmark has stated that the
figures need to be interpreted with a degree of
caution, as the statistics have been affected by late
reporting of VAT. Hence, the numbers are very likely
to be revised.

Exports have plummeted

200" | deks (Jan 2004=100), 3 mdr. gl. gns, sk. 200
180- Svefige - 180
160- - 160
140- - 140
120- - 120
100- - 100

80; ; ; ; ; .- 80
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Source: EcoWin

Provisional foreign trade data from Asia indicate
that world trade stabilised in March. We expect
Danish exports to stabilise slowly during H1 this
year, but this will not stop 2009 as a whole being a
really poor year for exports. We expect a relatively
subdued recovery, but there is a not insignificant
possibility that we will see a very strong rebound in
world trade - and so also Danish exports - once
the worst of the uncertainty relating to the
financial crisis passes. Danish exports will also get
a helping hand from oil prices, which are expected
to rally as the economic outlook brightens.

Imports began 2009 in an even worse state than
exports. The downturn in private consumption and
the sharp slowdown in business investment and
inventory investment in Q4 really put the brakes on
imports. We expect them to continue to fall well
into 2009, but not anywhere near as fast as in
recent months. During the autumn, and especially
next year, the recovery in private consumption and
rise in public investment will pull imports back up
somewhat.

DANSKE BANK
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Denmark’s current account surplus grew from
DKK12bn in 2007 to DKK35bn in 2008, although
this was due primarily to a sharp increase in
interest and dividends, which are based on
estimates, and we can well imagine the figures
being heavily revised in the light of economic
developments during the course of 2008.

Looking ahead, competitiveness will come under
further pressure from continued faster wage
growth in Denmark than abroad. This may,
however, be offset by a drop in the effective
nominal exchange rate if, for example, the SEK
corrects as uncertainty in financial markets
subsides. The economic upswing is expected to be
stronger and arrive earlier in both Asia and the US
than in Denmark, which means that exports will
recover slightly more quickly than imports. We
expect the current account surplus to be in the
region of DKK15bn in both 2009 and 2010.

Public sector well prepared for downturn

The focus on public finances has intensified as the
economic slowdown has taken hold. During a
recession, government finances are adversely
affected by falling output, employment and income
as tax revenue declines and spending on income
transfers - caused in part by rising
unemployment - increases. Therefore, the current
steep downturn in the business cycle will put
public finances under pressure during the forecast
period. So we expect government finances to move
into the red, with an expected deficit of -0.6% of
GDP for 2009 and -2.9% for 2010.

Higher income transfers will support domestic
demand, thus mitigating the ongoing slowdown.
However, the increased pressure on public
finances will narrow the government’s scope for
fiscal manoeuvre going forward. So it is important
that the correct dose of fiscal easing is
administered and that it is implemented at the
right pace.

Low inflation

Due to the steep drop in global commodity prices
since last summer, inflation will be low during the
summer months of 20089, though we will probably
not see the inflation rate dip below zero. We expect
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inflation to bottom out at roughly 0.8% in August-
September and we estimate inflation for the whole
of 2009 to be around 1.3%. Hence, inflation will be
somewhat higher in Denmark than in the eurozone,
due in part to relatively large rent increases pulling
Danish inflation upwards this year. Sliding demand
will help dampen price increases both this year
and next. On the other hand, we estimate that the
excise duty increases adopted by parliament as
part of the tax reform could add 0.5 percentage
point to inflation next year if they are passed fully
on to consumer prices.

Low inflation
50- % . 9% 50
40- Inflation (CPI) 40
3.0- - 30
2.0- ” . et 2.0
I "II | Y U
- [ttt et ittt st - 10
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Source: Statistics Denmark

We expect inflation to be just under 2% in 2010,
although the financial crisis and the large number
of measures introduced to stimulate the economy
make the inflation outlook more uncertain than
usual. Depending on how the crisis ends, we could
either experience a deflationary period or a high-
inflation period, although we tend to believe that
Danish inflation will be roughly consistent with the
ECB’s target, i.e. just below 2%.

The rate of wage increases is declining, but will
remain high throughout the forecast period due to
the substantial pay rises agreed for large parts of
the Danish labour market at the latest bargaining
round. Rising unemployment will put downward
pressure on the part of wages decided by decen-
tralised negotiations and could result in outright
wage reductions. However, as mentioned, overall
wage increases will remain high, putting a floor
under inflation and putting pressure on Denmark’s
international competitiveness.
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Denmark at a glance

Summary Forecast

Demand and output 2005 2006 2007 2008 2009 2010
DKK bn
Private consumption 745,1 4.4 24 -0,1 2,5 2,3
Gross fixed investment 303,9 13,1 3,2 -3,6 -8,8 -5,3
Residential investment 924 11,2 4.8 -9,8 91 -12,8
Business investment 1844 136 4,3 -1,5 -11,3 -4,0
Public consumption 402,5 2,1 1,3 1,1 1,8 16
Public investment 27,1 164 -10,0 1,8 11,7 7.9
= Final domestic demand 1451,6 56 2,3 -0,7 -2,7 0,5
Growth contribution from stockbuilding 179 -0,2 -0,3 0,3 -0,2 0,1
= Domestic demand 1469,5 5,3 19 -0,5 -2,8 0,6
Exports of goods 495,2 4.8 -0,4 -0,3 -8,2 2,5
Exports of services 261,8 17,2 6,8 6,3 -1,2 1,3
Exports, total 757,0 9,1 2,2 2,2 -5,5 19
= Total demand 2226,5 6,6 2,0 0,5 -3,8 1,1
Imports of goods 460,2 119 2,2 1,2 -9,8 1,7
Imports of services 221,0 179 4,1 8,4 0,4 12
Imports, total 681,2 139 2,8 3,7 -6,3 15
Growth contribution from net exports 75,8 2,1 -0,3 -0,8 0,5 0,2
GDP 1545,3 3,3 16 -1,1 -2,4 0,8
Economic indicators 2006 2007 2008 2009 2010
Current account, DKK bn 46,0 114 35,4 15,6 15,8
- % of GDP 2,8 0,7 2,0 09 09
General govt. budget balance, DKK bn 81,5 75,1 53,2 -9,0 -40,0
- % of GDP 5,0 45 2,7 -0,6 -2,9
Gross public debt, DKK bn 500,1 4439 5710 562,0 5220
- % of GDP 30,7 26,3 32,9 404 37,2
Employment (thousands) 27814 2856,9 2876,0 28158 27841
Unemployment (thousands) 109,3 775 50,9 92,3 1239
Unemployment rate, % 3,9 2,8 1,8 3,3 4.4
Oil price - USD/Barrel 66,1 72,7 98,5 51,5 72,0
House prices 22,9 6,5 4,3 -9,5 -5,0
Hourly earnings in industry, % y/y 3,1 4,0 4.2 3,7 3.4
Consumer prices, % y/y 19 1,8 3.4 1,3 19
Financial figures 27.03.2008 +3mths +6mths +12mth
Repo rate, % p.a. 2,25 1,50 1,50 1,40
2-year interest rate, % p.a. 2,74 2,65 2,55 2,90
10-year government bond, % p.a. 3,71 3,65 3,80 4,05
DKK/EUR 744,9 745 745 746
DKK/USD 549,9 601 621 611

12 DANSKE BANK



APRIL 2009 NORDIC OUTLOOK

Sweden: A challenging deep recession

e Swedish growth has deteriorated at an unprecedented pace over the past 3-6 months. GDP growth
in Q4 08 was a shocking -4.9% y/y and outcomes have not improved in the first few months of 20089.
We expect very disappointing growth of -4.5% y/y this year, and a slight rebound in 2010, when
growth should reach a measly 0.5%vy/y.

e With estimated potential growth of between 2.0% y/y and 2.5% y/y, an output gap as deep as the
Mariana Trench has opened up. Even if Sweden were to post very high growth rates in the medium
term, the most optimistic scenario is for the output gap to close in 2013 at the earliest.

e Needless to say, we think the Riksbank should take every opportunity to stave off the massive defla-
tionary impact on the domestic economy from such low levels of resource utilisation. Given that we
expect the nominal interest rate floor to be reached in April, we suspect the Riksbank will be forced to
explore more unconventional measures in the conduct of monetary policy during the course of 20089.

e That said, economic forecasts of any kind are highly uncertain in the current environment and we
can also see some upside potential in addition to the apparent downside risks to future developments.
Not only that, due to the many unconventional measures used by central banks in major trading part-
ners, the outlook for inflation is still more clouded and could in any scenario very well be exceptionally
high as well as exceptionally Tow.

An optimistic view on the impact of eco- Global GDP and investment growth
nomic policy on global growth 55 sy %y 125
5,0 - << World GDP (PPP-weighted) - 10,0
) , 45— o~ 7.5
From a market perspective, Danske Bank's 40- 50
international forecasts probably come across as 35- 25
o . ) . 30- 00
optimistic. In short, our view on international demand o5 o5
is one that incorporates a gradual stabilisation of 20- eridinvestments (PPP-weighted) >~ 5,0
current financial market turmoil on the back of the ig 1;2
extremely expansionary fiscal and monetary policy 98 99 00 01 02 03 04 05 06 07 08 09 10

undertaken in most major currency areas. In addition,
all the normal cyclically stabilising factors - inter alia
Tower inflation and a concurrent improvement of

Source: National Institute of Economic and Social Research
[NIESR]. Own calculations

purchasing power - are having a strong impact on

In such an environment, it is fair to expect a gradual
growth.

recovery of Swedish world market growth, which in
Swedish exportindustry losing market shares turn should leave a positive mark on the export-laden
Swedish economy. This time around, however, the
impact is estimated to be lower than normal - the
Swedish export industry is losing market share - due
to the fact that global resource utilisation is believed
to be low for an extended period of time, which is why
demand for investment goods is likely to be subdued.
Nonetheless, in our forecasts, export is still one of
the sole reasons for a pick-up in consecutive growth
rates over the forecast horizon.

This implies a stabilisation of global growth in the
course of this year and a steady improvement to
around, or even above, global trend growth next year.
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Swedish export market and export growth
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Source: NIESR, Statistics Sweden (SCB) and National Institute
for Economic Research (NIER). Own calculations

Financial crisis and trade collapsing, nowhere to
hide for a small open economy

Real financial conditions tightening

The ongoing deterioration in growth prospects has
been accompanied by dwindling inflation in most
countries, and Sweden is no exception. The upside is
a steady improvement in purchasing power for
households and companies alike. The downside is,
however, that in real terms financial conditions
worsen - i.e. this is an effect of interest rates already
at an all-time low combined with falling inflation,
which actually serves to tighten real financial
conditions.

Real financial conditions

104,0- Index (1997=100) - 1040

103,0- - 1030

1020- [> 100] Expansionary 1020

101,0- -101,0

100,0- /\ - 100,0
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Note: MCl is FX and interest rates. FCI | is MCI plus the stock
market. FCI Il is FCI | plus house prices. ECI is MCI plus the
cyclically adjusted government balance. A number above 100
implies that financial conditions and/or economic policy are
supportive to growth, whereas a number below 100 indicates
that financial conditions and/or economic policy is
contractionary. All measures are adjusted for inflation and are

quoted in volume terms.

Source: Reuters Ecowin, NIESR and NIER. Own calculations

14

APRIL 20089

Tightening financial conditions in the current
deflationary development should act as a wake-up
call to all policymakers and to the central bank in
particular. In our opinion, this is perhaps the most
powerful reason why the Riksbank will need to
react strongly and quickly, albeit unconventionally.
If not, the Riksbank is effectively giving up on its
stabilising tasks when it is needed the most. But,
more on that subject later.

A strong and swift contraction of inventory levels

Despite a never-before-seen reaction by corporations
to adjust inventory levels, we can only conclude when
looking at orders, production and deliveries that
inventory levels will need to adjust further. This will of
course have strong implications in terms of capacity
utilisation and investments going forward.

Animmense rise in spare capacity

The sharp drop in production levels means that spare
capacity is abundant. The need for expanding
capacity, or even replacing obsolete capital, should
thus be very low. According to Statistics Sweden’s
(SCB’s) investment survey, companies foresee a
staggering drop in investments in 2009, in some
sectors even by as much as 50% y/y. The one bright
spot found in investments is public investments,
which is expected to grow quite strongly, due both to
announced and upcoming initiatives on improving
Swedish infrastructure. Nevertheless, overall
investment growth will contract by 13.5% vy/y in
2009 and another 6% y/yin 2010.

Productivity gap and investments
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Source: NIER and SCB. Own calculations

The implications of such developments will be felt in
all parts of the economy, but nowhere as much as on
labour markets. The impact from changes in
investment levels to the labour market has always
been very direct and very strongin Sweden.
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Unemployment rates to surpass 12%

At a glance, we can understand why many people
might be taken aback by our forecasts. And it is not
more than just a few months ago that we too thought
that we had incorporated the worst conceivable
outcomes in our forecasts for the real economy.
However, since then we have received hard data of a
kind not experienced at any time in modern ages.
Labour market data are among these. The rise in the
unemployment rate over the past 2-3 months is
unparalleled, even when comparing it with the
homebrewed financial crisis of the early 1990s.

Employment and the unemployment rate
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Source: NIER and SCB. Own calculations

These developments are unfortunately expected to
continue, with the unemployment rate set to move up
from the 8% recorded in February to above 12% next
year. An even higher unemployment rate should be
avoided due to the fact that productivity is expected
to develop considerably less vigorously than normal
in this phase of the business cycle. Should
productivity instead progress in a historically more
normal fashion, or growth deteriorate more than
currently expected, there are risks for considerably
higher unemployment rates than the 12% envisaged.

Consumption buckling under the weight

In spite of very sombre labour market developments,
our forecasts are built on an assumption of moderate
wage growth, which together with very strong
automatic stabilisers and a broad welfare system
serve to support disposable incomes throughout the
forecast period. Disposable  incomes  are,
nonetheless, expected to be flattish this year, mainly
due to the strong cutback in hours worked this year.
Next year, the adjustment of hours worked should
level off and even start to increase somewhat by the
end of 2010. Disposable incomes are then expected
togrow by c1.5% y/y.

DANSKE BANK
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Disposable incomes and consumption
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Source: NIER and SCB. Own calculations

Unfortunately, other explanatory variables to
consumption are all moving in the same direction.
Many times before, we have seen asset prices,
stocks and housing, start to move in a supportive
direction some time into a business cycle slowdown.
This is due to productivity, and hence the profit/wage
outlook, starting to improve and also because the
discount factor drops and a proportional rise in asset
values. This time around, these so-called wealth
effects are noted mostly through their absence.

In addition, Swedish households have over the past
few years shown the same tendency to increase
leverage, albeit to a lesser extent, in much the same
way as households in the US, UK, etc. The normal
deleveraging that takes place among households
when times are getting increasingly difficult will most
likely therefore be accentuated, dampening
consumption further during the forecast period. Allin
all, we expect consumption to fall - also
unprecedented - by 2% this year, and increase
slightly in 2010 thanks to a more stable outlook for
incomes.

Imports weaken in 2009 and net exports contribute
to GDP growth over the forecast horizon

In the near term, the cutback in imports should soon
start to outpace final demand growth when
companies aim to tie up less capital in inventories.
This implies a further weakening of imports, which
result in a higher contribution to net exports. On a
slightly longer horizon, these forces should start to
wear off and when international demand finally
returns, the Swedish - highly elastic - export industry
will react in the usual fashion and export growth will
finally return. To sum up, we calculate with a no-
contribution from net exports in 2009, but that net
exports will return and contribute more than 0.5pp in
2010.
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Import growth and net export contribution
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The economic policy response will need to be
massive

A daunting output gap will be the Riksbank’s main
concern

We have now gone through all the main elements of
the Swedish business cycle. And the impression of a
very severe recession is lingering. Summing up the
various GDP components only serves to confirm
these impressions. In 2009 GDP will drop by at least
4.5% y/y. In 2010, growth, thankfully, is expected to
return. But only to a fraction of what would be needed
to keep resource utilisation from diminishing further.

Output gap analysis
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Sources: NIER and SCB. Own calculations

And resource utilisation will by any standard become
extremely low. According to our own calculations this
admittedly abstract measure will approach a
shocking 10% of potential GDP.

From a policymaking perspective, an output gap of
that size is cause for concern, since it risks pushing
wage and inflation expectations too low, maybe even
to deflationary levels.
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Risks for wage deflation tips the scale in favour of
‘unconventional’ measures

Productivity growth is the percentage change of a
quotient with GDP in the numerator and hours
worked in the denominator, and is thus a measure of
the change in output per hour worked, ie. how
efficiency is improved. The productivity gain is then
distributed between wage earners and capital
owners in the form of wage and profitincreases.

GDP, hours worked and productivity
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98 99 00 01 02 03 04 05 06 07 08 09 10
Sources: NIER and SCB. Own calculations

Productivity has been surprisingly weak for more
than a year, and we have continuously been too
optimistic on this measure. This has also been the
main reason for our simultaneous overestimating of
the unemployment rate. However, over the past
quarter, companies have begun to scale down not
only production but also hours worked. And from
what we can gather so far it has been a dramatic shift
indeed. For the first two months of 20089, the drop in
hours worked is significantly larger than 5% y/y in
national accounts equivalent terms.

And a rise in productivity should be sorely missed by
companies who saw their costs rise dramatically
throughout 2008. Unit labour costs (ULC), which
adjusts for the wage earners share of productivity
gains, probably rose somewhere between 5% y/y and
7% y/y in 2008 (we do not have access to the full
data needed to estimate ULC vyet), and the profit
share in non-financial companies has probably
diminished even more since financial companies
(creditors) are demanding a noticeably larger share
of corporate cash flows. Stationary, or even rising,
costs together with a never-before-seen drop in
corporate incomes will dramatically increase the
pressures on companies, and we suspect that cost
control will be relentless.
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Against this background, with low demand, continuing
high cost pressures, deteriorating profit shares, and
a foreseen high unemployment rate, representatives
from employers and trade unions will convene to
start the wage negotiations for the period 2010 and
a few years onwards. Suffice to say that the
prospects for wage increases have seldom been as
weak as now. Should wage settlements end in slight
increases, or even no wage raise in some sectors, the
threat of deflation will become imminent.

Inflation returns towards year-end, but core inflation
is in a downward spiral

We have never faced as multifaceted inflation
prospects as now. To briefly touch upon upward
risks: our global main scenario, where financial
markets regain their vitality, could quite rapidly turn
into one extreme with both growth and inflation taking
off with a bang due, inter alia, to the tremendous
economic-political stimuli that is in the pipeline. In the
other extreme, there are of course downward risks
that could most easily be described as a depression,
a deflationary spiral combined with a dysfunctional
financial sector unable to transfer any economic
policy stimuli.

Inflation outlook
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But, in our main scenario, risks remain rather
contained, and credibility for economic policy
continues to be high. Growth as well as inflation
returns in the medium to long term, but in a more
controlled fashion. Therefore, prices on
internationally traded goods, and Swedish import
prices gradually normalise.

Domestic inflation and so-called ‘core inflation’ (CPI
inflation minus food, energy, interest rates) are both
derivatives of principally wage developments. And as
stated above, wage pressures are expected to be low,
but positive, for a number of years. Unfortunately, and
despite rather benign developments of international
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demand, resource utilisation is already too low to
begin with to generate any wage or inflation pressure
for a long period of time. Core inflation measures are
therefore expected to trend lower for the remainder
of the forecast horizon. Hopefully, confidence for
economic policy is sufficiently strong to keep
expectations from following suit.

Monetary policy outlook

Resource utilisation is extremely low, and will
continue to be so for an extended period of time. In
addition, there are a number of near-term risks for
deflation - inter alia the upcoming wage negotiations.

Repo rate reaches the nominal interest rate floor
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Source: Riksbank. Own calculations

Hence, the Riksbank will need to react swiftly and
forcefully. The first step will be to bring down the repo
rate as much as possible. However, for technical
reasons, the Riksbank is unable to lower the repo
rate to 0% flat, and we think it will decide to lower
rates to 0.25%. This should take place at the
monetary policy meeting in April. In conjunction to
this, the central bank will commit to holding rates
down for a long time so that economic agents can
make their consumption and investment decisions
based on low interest rates.

The ensuing steps are not all that easy to dissect. We
have mentioned ‘unconventional measures’ on quite a
few occasions above. This denotes the measures
undertaken in a situation when monetary policy has
already reached the nominal interest rate floor of 0%.
In such a situation, there are actually a number of
possible instruments that the Riksbank can make use
of. We will, however, sketch out a possible course of
action and a tentative time line for the respective
measure.

After lowering rates to virtually zero, and committing
to holding rates down, we believe that the Riksbank
will embark on a path of credit easing (CE) and

17



NORDIC OUTLOOK

quantitative easing (QE) rather than the unorthodox -
and politically sensitive - measures proposed by
monetary policy academic extraordinaire, and
executive board member, Lars E O Svensson.

Credit easing is the process by which the central
bank basically buys credit instruments of some sorts
from the secondary markets, whereas quantitative
easing is the process by which the central bank
purchases government bonds from the secondary
market.

The outlook for actually succeeding with credit easing
is probably quite bright in Sweden. In comparison
with the other economies (US, UK, Switzerland, etc])
that have already tried CE, the Swedish banking
sector is actually in quite good shape. The Riksbank
tending - for instance - to the borrowing needs of
large Swedish industrial companies now using up
credit facilities with domestic banks, would ease
some of the pressure on banks’ balance sheets. This
would in turn improve the prospects of obtaining
financing for small- and medium-sized companies
that depend on banks as their only source of capital.

The next phase in the Riksbank’s CE will probably be
to try to push mortgage interest rates down. This
could rather easily be done through purchases of
mortgage bonds from the various housing
institutions.
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If none of the above works, the Riksbank could
eventually try outright quantitative easing, where the
central bank buys government debt from the
secondary markets. But for this, QE, to actually
happen, we believe that the economic situation will
need to take another drastic turn for the worse.

And if all else fails, in a situation where Sweden and
many of our main trading partners are already in a
liquidity trap with a deflationary spiral, there might be
scope for the Riksbank to try Lars E O Svensson’s
‘foolproof way’ via a depreciating exchange rate. But it
is important to stress that for a deliberate weakening
of the exchange rate to work, it will probably need to
be a co-ordinated effort between Sweden and its
main trading partners. And as such, it will be part of a
global scheme to reflate the world economy in the
longer term.

These are exciting times indeed.
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Sweden - forecast at a glance

National account 2007 2007 2008 2009 2010
SEK bn Vol growth in %

Private consumption 1434 3,0 -0,2 -1,9 0,7
Government consumption 797 0,4 1,3 1,9 3,8
Fixed gross cap formation 582 7,5 3,5 -13,7 -55
Stocks* 24 0,8 -0,7 -14 -0,3
Domestic demand 2812 3,2 10 -3,3 0,5
Exports 1609 5,8 1,7 -17,4 0,5
Aggregate demand 4446 4.6 0,8 -9,4 0,3
Imports 1375 9.4 3,0 -19,9 -1,1
Net exports* -367 -1,3 -0,4 -0,1 0,6
GDP 3071 2,6 -0,2 -4,6 0,8

- GDP, Calendar adjusted 2,7 -0,5 -45 0,5

* contribution to GDP growth

Other posts 2007 2008 2009 2010
Trade balance, SEK bn 140 136 142,1 161,7
in % of GDP 4.6 4,3 4,9 5,6
Current Account, SEK bn 257 228 191,3 208,7
in % of GDP 84 7.2 6,7 7,2
Public sector savings, SEK bn 110 68 -179,7 -173,9
in % of GDP 3,6 2,2 -6,3 -6,0
Public debt ratio, % of GDP 41,6 37,4 39,7 42,7
Unemployment, % of labour force 4,6 6,2 10,0 12,0
Hourly wages, % vy/y 3,5 3,5 3,0 1,7
Consumer prices, % y/y 2,2 3.4 -0,3 0,9
Financial forecasts 01.0409 +3mths +B6mths +12mths
Repo-rate 1,00 0,25 0,25 0,25
2-yr swap vield 1,40 2,00 1,60 2,20
10-yr swap vield 3,40 3,25 3,05 3,50
SEK/EUR 1080 1100 1060 980
SEK/USD 822 887 883 803
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Norway: Monetary policy 1s working

e The Norwegian economy has also been hit by the global economic downturn. Export demand has
dropped sharply and export prices are plummeting. Tighter credit conditions seem to aggravate the slow-

down.

e The aggressive rate cuts from Norges Bank appear to have done a lot to cushion the downturn. The
housing market is showing clear signs of stabilisation, and household disposable income should grow by

close to 5% this year.

e \We do not yet know how much of income growth will be spent on consumption and how much will be
saved. Rising unemployment should stimulate saving, but a gradual housing market recovery could work

in the opposite direction.

e The construction industry is still slowing, but we believe it could bottom out in Q2 as housing prices
level off, construction costs decline and the fiscal stimulus packages begin to have an effect.

e Norges Bank has indicated that it will cut rates to 1% by the end of the year, but a faster recovery in
consumer spending should prevent policy rates from falling that much.

On course for better times

The Norwegian economy is beginning to improve as
lower inflation and large interest rate cuts seem to
stimulate both consumer spending and the housing
market.

However, the export sector has been hit hard by
the global downturn, so unemployment is rising
fast and corporate investment plans are being
shelved. That is why we are seeing signs of a more
pronounced dichotomy in the Norwegian economy,
just as in other economies, although economic in-
dicators suggest the downturn in Norway is far
more moderate than in most other western
economies.

The road ahead is indeed uncertain. Tentative
signs of a turnaround in the Chinese economy,
which could pave the way for a recovery in com-
modity demand, are good news for the Norwegian
economy. These trends should be supported by the
expected turnaround in the US economy. As such,
the Norwegian export industry could possibly begin
to show signs of a rebound in the coming months.

The fiscal stimulus package approved by the Nor-
wegian parliament in February is now being phased
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in. We expect the fiscal package and stabilising
house prices to help the construction industry bot-
tom outin Q2 200893.

As commodity prices have increased, so have oil
prices. This could help reduce the major downside
risk to the Norwegian economy - a sharp drop in oil
investment. Oil companies have indeed become
more selective about new and existing investment
projects, but we are unsure of the extent to which
this reflects manoeuvring aimed at pushing down
costs.

The financial crisis has first of all hit Norway
through the increased capital adequacy require-
ments that banks have to meet. This has pushed
interest rates upwards and led to tighter credit
conditions. However, the exposure of Norwegian
banks to risky credit derivatives is very modest,
and the total assets and liabilities of banks in Nor-
way amount to only just over one-and-a-half times
Norwegian GDP, which is very little by international
standards.

Inflation has surprised on the upside over the past
couple of months. We believe this is due to a com-
bination of the Norwegian krone’s weakening in the
autumn of 2008 and the effects of last year’s wage
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bargaining round in the farming industry. As the
krone is appreciating and global food prices are
falling fast, the increase in inflation will probably
only be a temporary phenomenon. Lower capacity
utilisation, lower food prices and lower wage in-
creases are pushing the underlying inflation rate
downwards.

In response to the global economic weakness and
its consequences for Norwegian exporters, the
Norwegian central bank, Norges Bank, has an-
nounced that it might cut its benchmark policy rate
to 1% by the end of 20089.

We believe, though, that policy rates will bottom
out at a slightly higher rate of about 1.5% over the
summer of 2009, given our cautious optimism
about the Norwegian and global economies. None-
theless, this illustrates the willingness of policy-
makers to use the entire range of instruments
available to dampen the effects of the financial cri-
sis, which bodes well for the Norwegian domestic
economy.

Increasing risk appetite, focus on government fi-
nances and relative business cycle developments
have supported the Norwegian krone recently, and
we believe they will widely continue to do so
throughout 20093. Moreover, we know that non-
Norwegian market participants sold around
NOK120bn worth of currency during the autumn
and that the increased spending of oil money will
reduce the need for Norges Bank to buy currency
on behalf of the Petroleum Fund. Therefore, we ex-
pect EUR/NOK to move closer to 820 this year.

Domestic consumption to pick up

Structural factors have helped mitigate the decline
in Norwegian economic activity, especially relative
to many other countries. Firstly, Norway has a
large public sector, which, due to the healthy condi-
tion of central government finances, is not hit by
negative shocks in times of crisis. On the contrary,
fiscal policy is being used very actively to cushion
the effects of the global recession and the financial
crisis. Until now, policymakers have decided to in-
troduce fiscal stimuli equal to 2.3 % of mainland
GDP in 20089 through increased public demand
and, to a lesser extent, tax cuts.
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Secondly, Norwegian manufacturing industry is in
rather good shape. A relatively large share of in-
dustrial production is directly or indirectly related
to the oil industry, and only the aluminium industry
is exposed to the ailing global auto industry.

Also, high capacity utilisation in the Norwegian
economy has left Norway with an exceptionally
high import share. Therefore, the economic down-
turn has hit imports harder than exports, so the
growth contribution from net exports has, in fact,
increased. This trend is being reinforced by the
exceptionally high import content of investment.

Slowdown - not a disaster
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Moreover, consumer spending in Norway - as in
many other countries - is now showing early signs
of stabilisation and could even be set to pick up
somewhat. This is mainly due to a combination of a
sharp drop in lending rates and a significant de-
cline in headline inflation.

Hence, in spite of growing unemployment and a
generally weak labour market, real wage growth
looks likely to come out at around 2.5% this year,
up about 0.5 percentage point on 2008.

The most important stimulus, though, comes from
falling interest rates. The large rate cuts by Norges
Bank late last year and this year should help to
halve the average mortgage rate paid by home-
owners from 6.2% to less than 3%.

As shown in the figure below, this should cut the
interest burden (share of disposable income spent
on servicing home loans] to its lowest level in the
22 years for which data has been available.
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Interest burden drops to record low
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Due to the high level of net interest-bearing debt in
Norway, a one percentage point fall in mortgage
rates equals almost a one percentage point in-
crease in wage growth. In other words, real pur-
chasing power adjusted for inflation and interest
should grow by about 5.5% in 20089, which should
make room for both an increase in the savings rate
and a moderate rebound in consumer spending
growth.

Until now, the sharp decline in interest rates
seems to have had a positive effect on the housing
market. Housing prices began edging down as early
as in summer 2007, and the market ground to a
complete standstill last autumn. A large jump in
interest rates, combined with tighter bank credit,
hit a housing market dominated by large excess
supply and unrealistic expectations at the worst
possible time.

So far this year (January-February), house prices
have increased by 3.5%, much to the surprise of all
the pessimists. However, the very low housing
market turnover at the end of 2008 could have
sparked a sudden jump in prices early this year, so
we do not expect prices to increase much in 2009
from their current levels.

A simple calculation shows that mortgage costs on
an ordinary single-family home will be down by
30% in March compared with November. So we
believe that the rate cuts have helped significantly
reduce the downside risk to house prices. The ex-
ception is perhaps small flats at the centre of large
cities, which are troubled by oversupply and high
building costs. Here, prices may have to be slashed
even further for the market to stabilise.
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As mentioned, the fiscal stimulus package is now
being phased in. The building and construction in-
dustry estimates that the package could save
15,000-20,000 jobs. Add to this the tentative
signs of stabilisation in the housing market, and we
believe the building and construction industry will
bottom out in Q2.

Meanwhile, it looks as if overcapacity in the build-
ing and construction industry is being reduced
faster than usual, as foreign labour is widely exiting
the industry. Moreover, construction costs now
seem to be falling with a vengeance, pulled down by
lower raw material prices on global markets.

The drop in oil prices has added to the uncertainty
surrounding oil industry investment. A number of
companies have said that many projects were not
profitable at the prices applicable around the New
Year. And, in fact, the oil industry investment sur-
vey (covering North Sea oil investment) showed a
fall of NOK8bn in oil investment from Q4 last year
to Q1 this year. Recent data points towards
roughly unchanged oil investment this year from
last year, which would remove an important de-
mand impulse from the Norwegian economy.

The slowdown in oil investment is also reflected in
overall industrial indicators. While Norwegian in-
dustry seemed to do quite well in relative terms
during the difficult autumn period, leading indica-
tors now suggest that the decline in investment is
accelerating.

The Purchasing Managers Index (PMI] showed
signs of stabilisation in the final quarter of 2008,
but declined again in the first two months of this
year. A closer look at the data reveals, though, that
both the inventory and employment indices are
now falling faster than the order and production
indices. This suggests that inventories are being
cut sharply and that productivity growth could
soon begin to pick up.
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Contraction in industry
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This is good news, as it probably means measures
are being taken to head off a serious downturn in
earnings - a development that may have been in-
tensified by the current extreme capital market
focus on cash flow and debt servicing capability.

Labour market weakening fast

The labour market is now weakening fast. Each
month the number of unemployed people increases
by 5,000, which, if viewed in isolation, points to-
wards a doubling of unemployment this year. Job-
less numbers are still increasing at the fastest
pace in the manufacturing and building and con-
struction industries. The extension of temporary
lay-off regulations could mean that unemployment
numbers underestimate the actual level of unem-
ployment, as businesses seem to be making
greater use of temporary lay-offs. We have, in fact,
seen an exceptional increase in the number of peo-
ple that are temporarily laid off.

Unemployment rising fast
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Leading indicators now present a more mixed pic-
ture than earlier. While all surveys point towards a
continued increase in unemployment, the pace of
the increase in jobless nhumbers has become more
uncertain. The PMI employment index, which
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shows developments in manufacturing industry,
plummeted in February. On the other hand, both
Norges Bank’s regional network and its expecta-
tions survey indicate that employment expecta-
tions are beginning to stabilise.

At the same time, data from the Norwegian Labour
and Welfare Administration (NAV) shows - some-
what surprisingly - that the number of job vacan-
cies (seasonally adjusted] is increasing. These
numbers reflect registered vacancies, which
should reduce the uncertainty attached to the data.
The statistics indicate that, although the labour
force is being reduced in many Norwegian indus-
tries, the demand for labour has remained rela-
tively high. One reason could be that the economic
boom led to an unsatisfied demand for labour in
sectors shielded from foreign competition, includ-
ing the public sector. If so, the challenge will be to
match the supply of - and the demand for - qualifi-
cations.

Combined with a significant weakening of corpo-
rate profitability, higher unemployment will cause a
pronounced slowdown in Norwegian wage growth.
While wages grew by close to 6% last year, we be-
lieve wage growth will slow to just under 4% as
early as in 2009. One reason for the sharp drop in
the rate of wage increases is that the composition
of wages has changed in recent years, when the
surge in wage growth was partly driven by per-
formance-related schemes such as bonuses and
various stock-related programmes.

However, the wage “carry-over” into 2009 is esti-
mated at 2.25%, and, assuming a certain extent of
wage drift in the form of local wage supplements
and already-agreed supplements in the public sec-
tor, even a moderate wage compromise at this
year’s bargaining round would lead to annual wage
increases of around 4% this year.

Interest rates set to bottom out

In response to the weak outlook for the Norwegian
and global economies, Norges Bank has cut its
rates sharply from 5.75% to 2% over the past few
months, and the latest Monetary Policy Report in-
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dicates that rates could be slashed even further to
1% by the end of the year.

However, our expectation of a turnaround in the
global economy and a faster recovery in Norwegian
consumer spending and housing markets makes
us somewhat more pessimistic about future inter-
est rate developments. We believe that Norwegian
policy rates will bottom out as early as the summer
of 2009 at roughly 1.5%, although the first rate
hikes are probably some way off.

Norwegian krone on course for normalisation
After weakening sharply last autumn, the Norwe-
gian krone is now heading towards more normal
levels, and it has appreciated by 5% against the
euro in only three weeks.

We expect the krone to strengthen even further
going forward. Firstly, risk appetite seems to have
increased among investors all over the world, and
the signs of an economic turnaround have sent oil
prices upwards. Secondly, we believe that the ten-
dency towards widening rate spreads between
Norway and other countries will continue. Thirdly,
the large bank rescue packages adopted by gov-
ernments on a global scale have greatly intensified
the focus on government finances. All this puts the
Norwegian krone in a special position.

We also expect underlying capital flows to support
the Norwegian krone. During the autumn, foreign
market participants sold Norwegian krone for a net
amount of NOK120bn, while Norges Bank sold
roughly NOK50bn (net) on behalf of the Govern-
ment Pension Fund of Norway (Petroleum Fund).
Foreign exchange statistics published by Norges
Bank show that foreign banks’ net NOK position is
now lower than at any time since the statistics
were launched in 2005.
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Moreover, we know that the Norwegian govern-
ment intends to spend almost NOK100bn of its oil
revenue this year against less than NOK10bn last
year and roughly nil in 2007. To put it simply, any
increase in oil money spending at home will be
matched by a similar reduction in Norges Bank's
currency purchase needs.

All things considered, we therefore expect the
Norwegian krone to strengthen further this year,
moving down towards 820 against the euro. The
major downside risk to this estimate probably
comes from the possibility of another round of
global risk aversion.

No one is selling NOK any more
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Norway - forecast at a glance

Demand and output 2004 2006 2007 2008 2009 2010
NOK bn

Private consumption 760,9 4,8 6,0 1,3 0,3 3,2
Public consumption 370,8 19 3.4 3,7 4.8 4,9
Gross fixed investment 309,8 11,7 8,5 3,3 -6,6 1,3

Petroleum activities 65,3 4,3 5,9 7.4 -3,6 0,2

Mainland Norway 227,44 11,9 9,4 1,8 -7.8 1,7

Dwellings 62,7 4,1 55 -9,2 -13,5 1,0

Enterprises 1164 17,1 9,8 1,0 -12,8 0,8

General government 48,3 1,9 8,2 50 11,9 4,3
Mainland demand 1359,1 53 7.9 3,5 -0,7 3,3
Total domestic demand 1441,5 5.2 51 3,4 -0,9 3,1
Growth contribution from stockbuilding 16,6 0,0 -0,6 0,9 -0,5 0,0
Exports 736,8 0,0 2,4 0,8 -3,3 10

Crude oil and natural gas 337,3 -86,5 -2,7 -2,5 -0,8 0,4

Traditional goods 322,9 6,2 -2,7 -2,5 -0,8 0,4
Total demand 2195,0 4,0 4,1 2,5 -1,8 2,4
Imports 489,6 8,4 7.5 4,3 4,1 2,1

Traditional goods 322,9 11,5 6,7 3,2 -3,9 2,2
Growth contribution from net exports 247,2 -1,8 -1,0 -0,9 -0,3 -0,2
GDP 1743,0 2,3 3,2 2,0 -1,0 24

GDP Mainland Norway 1355,31 49 6,2 2,4 -0,5 2,6
Economicindicators 2006 2007 2008 2009 2010
Current account surplus, NOK bn 372 362 424 677 707
- % of GDP 16,2 16,2 19,0 24,9 24,8
Employment, % y/y 3,6 4,1 Gl -1,0 -0,2
Labour force, % y/y 2,4 3,1 3,1 0,3 0,4
Unemployment (LFS), % 3.4 2.5 2.6 3,9 4.4
Annual wages, % y/y 4,8 56 6,0 4,1 3,9
Consumer prices, % y/y 2,3 0,8 3,8 1,9 2,2
Core inflation 0,8 1.4 2.6 2.6 2,3
Financial figures 3.4.09 3mths. 6mths. 12 mths.
Deposit rate 2,00 1,50 1,50 1,50
2y swap rate. % 2,78 2,70 2,70 3,20
10y swap rate, % 4,46 4,00 4,10 4,50
EUR/NOK 883,0 860 830 820
USD/NOK 658,0 694 692 672
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Finland: Economy in deep freeze

e With the global economic crisis hitting Finland at full force during Q4, GDP grew a mere 1% y/y in
2008. Total output fell more than 2% y/y in Q4, with exports in particular weakening at an alarming rate.

e GDP will fall much more in 2009 than previously expected by consensus: we currently forecast GDP to
fall 3.5% y/y. Given expectations of a slowly improving global economy and fairly healthy domestic condi-
tions, we forecast GDP to rise by a sluggish 1% in 2010.

e The unemployment rate has slowly trended up since spring 2008, and is likely to rise more than one

percentage point to 7.6% this year.

e According to our forecast, inflation will decelerate to about 1% in 2009 and remain lTow in 2010. Infla-

tion peaked at nearly 5% last summer.

e The housing market has faced strong headwinds, sales volumes have shrunk and price falls accelerated
at year end. However, we believe a collapse in prices is unlikely.

e State and municipal finances have deteriorated fast and large deficits will develop during 2009 and
2010. The public finances are fortunately in a good position to carry the extra burden. External balances
are likely to remain positive, since both exports and imports have fallen rapidly.

Carnage in foreign trade

Trade volumes of exports of goods and services
were down 1% y/y in 2008. Robust growth during
the first half transformed into a drastic fall, with
export volumes falling 14% vy/y during Q4. The
change from Q3 was -13%, which is the largest fall
during the history of quarterly national accounts
since 1975. The weakest industry in terms of
change in export value was timber and sawn wood,
down 25% y/y in 2008. The value of exports fell
about 10% in the paper and pulp industry and in
basic metals. Electrotechnical industry exports fell
only 2% and the value of chemical exports grew,
with the high oil price contributing to refining ex-
ports. The value of metal engineering exports rose
by 10%.

A bleak outlook in all important export markets in
20089 is likely to drag exports further down. Some
alleviation may emerge after the global inventory
adjustment has largely run its course. Cuts in for-
est-related industrial overcapacity and a strong
euro worsen the outlook. We expect export vol-
umes to fall 12% in 20089, implying a larger set-
back than during the recession in the early 1990s.
Assuming that the global outlook improves, we
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forecast a 4% y/y rise in exports in 2010. The out-
look is weak, nevertheless, and Finland is lacking a
Nokia-type rise of a new and powerful industry,
which gave it a major boost during the 13990s.

CAPEX beginning to slow down

Investment volumes rose 1% last year, but de-
creased during Q4. Building construction fell in
2008, due to housing construction contracting
nearly 10% vy/y. Machinery investment and infra-
structure construction rose 4-6%. Public invest-
ment slipped back 1%.

We expect investments to fall 11% y/y in 2009
and a further 2% in 2010. Housing construction
keeps falling and other investments will follow,
even if public initiatives bring some relief especially
to renovation and infrastructure spending. A weak
economic outlook in the short to medium term,
growing output gap and difficulties in raising fi-
nancing at a reasonable cost are weighing on in-
vestment plans. The forestry industry is shifting
production from Finland closer to growing markets,
and lowering costs
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Private consumption growth freezing up

The volume of private consumption decreased 1%
y/y during Q4 2008. The previous fall was re-
corded during the recession 15 years ago. The full
year change was still up 2%. Durable goods vol-
umes rose 9%, partly because tax and technologi-
cal requirement changes drove a surge in car and
digital technology sales. The volume of daily goods
consumed was flat.

The purchasing power of both salaried persons
and pensioners should rise moderately this year.
Pensions were raised by about 5% at the beginning
of the year and base salaries are expected to rise
about 3% this year. Unemployment will rise mod-
estly, but the negative impact on earnings is miti-
gated by unemployment benefits least during this
year. Inflation is decelerating and the income tax
rate has been eased, which should boost dispos-
able income. Motivated by uncertainty, a major
share of higher income will be funnelled to debt
deleveraging and savings. \We expect private con-
sumption to shrink nearly 1% in 2009, driven
mainly by a fall in durable goods purchases. Public
consumption is expected to rise by 1-2%, giving
much needed support to the economy.

Hard landing will hurt employment

With the global economic crisis hitting the Finnish
economy hard during the second half of last year,
GDP growth decelerated to 0.9% in 2008. Manu-
facturing and construction have a very difficult
year ahead. We expect GDP to shrink 3.5% this
year, but note that a bigger fall is possible. Both the
Bank of Finland and the Ministry of Finance expect
GDP to contract by 5%. Assuming a slowly improv-
ing global economy and given domestic measures
to stimulate the economy, there is a strong likeli-
hood in our view that GDP will begin to grow in
2010. Investments are likely to fall further, but
exports could pick up after the inventory adjust-
ment process, and consumption has potential for
growth in 2010. The risks of a longer and deeper
recession are significant and it will take a long time
to catch up with trend growth. Finland had a deep
recession lasting four years less than 20 years
ago and memories are still fresh of this protracted
downturn.
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The number of employed rose by 1.6% or 39,000
persons in 2008 compared to 2007. Hours
worked increased 2.4%, implying a decline in pro-
ductivity. Employment began to shrink in manufac-
turing in 2008 and housing construction will lay off
a significant portion of labour this year. The unem-
ployment rate was 6.4% in 2008 and the number
of unemployed decreased by 11,200 to 172,000
persons. The supply of labour continued to grow,
but we expect the supply to have peaked and move
downwards as the population ages and others
leave the labour force for cyclical reasons. In our
baseline scenario, unemployment rises to 7.6%
this year and 8.5% in 2010. Without a decrease in
labour supply, the unemployment rate could ex-
ceed 10%.

Inflation is yesteryear’s news

Inflation peaked in August-September 2008, when
the headline reached 4.7%. The annual average
rose to 4.1%, which is the highest headline figure
in 17 years. Inflation began to fall as oil prices
plunged, house prices fell and interest rates were
cut. Consumer prices were 2% higher than year
ago in January-February and most upward pres-
sures have disappeared. Rents are still on the rise
and alcohol taxation will be raised, but many more
items will become cheaper. Inflation could dip be-
low zero during the second half of 2009, when food
VAT will be lowered. Annual average is likely to be
around 1% in 2009 and not much more in 2010.

Earnings rose 5.2% last year, which is also the
highest figure in 17 years. Lack of skilled labour
and several growth years in a row contributed to
high wage agreements and pay rises, which ex-
ceeded productivity improvements. Earnings will
continue to rise this year, but the figure is likely to
fall closer to 3% and a further fall is expected in
2010. Cuts in the income tax rate will give a fur-
ther boost to real disposable income. At the same
time, Finnish industries are struggling to retain
their competitiveness in the face of rising costs
and strong euro.

Housing prices have been falling for two quarters,
and at the national level they were over 2% lower
y/y in Q4 2008. A rise in rents, disposable income,
significantly lower interest rates and limitations in
new supply will limit the downward pressure, at
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least as long as the number of forced sales re-
mains minimal. We do not expect the annual aver-
age for housing prices to fall more than 5-10% in
2008.

GDP and unemployment rate
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Public balances move from black to red
The general government has maintained a budget

surplus for 11 years in a row. In 2008 the central
government had a small surplus and municipalities
were almost balanced, but social security funds
continued to have a significant surplus and the
general government balance was 4.2% of GDP. The
public debt was EUR 62bn or 33% of GDP at year
end.

The fairly Tow level of debt and high creditworthi-
ness of the Finnish State has helped the govern-
ment to raise new debt to finance stimulus pack-
ages and fill the central government’'s growing
deficit. Stimulus packages account for less than
2% of the GDP, but automatic stabilizers in the
form of unemployment benefits will increase the
deficit and income tax reductions. Local govern-
ment will need more help from the State. The gen-
eral government balance is deteriorating fast and
could reach 3% of GDP in 2010. We estimate that
public debt will rise above 40% of GDP in 2010,
which is still low by international comparison.

The trade balance and current account have been
positive for many years and will probably remain so
during the forecast period, although exports are
shrinking fast. A decline in raw material prices re-
duces the value of imports and terms of trade are
un likely to move against the trade balance.
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Finland - forecast at a glance

National accounts 2007 2008 2009 2010
Vol growth in %

GDP 4,2 0,9 -3,5 1,0
Imports 6,5 -1,3 -9,5 2,5
Exports 8,1 -1,1 -12,0 4,0
Consumption 2,6 1,9 -0,2 1,1

Private 3,3 2,0 -0,8 1,0

Public 0,8 1,7 1,5 1,5
Investments 8,7 10 -11,0 -2,0

Private 9.0 1,3 -13,0 -2,8

Public 6,8 -1,3 4,0 3,0
Other posts 2007 2008 2009 2010
Unemployment rate, % 6,9 6.4 7.6 8,5
Earnings, % 3.4 5,2 3,2 2,0
Inflation, % 2,5 4,1 1,0 1,3
Current account, Bn euro 7.3 4,7 3,0 4,0
Curren account / GDP, % 4,1 2.5 1,6 2,1
Public deficit / GDP, % 5,2 4.2 0,0 -3,0
Public debt / GDP, % 35,1 334 38,0 43,0

Sampo Bank economists

Repo rate, % 1,00 1,00 1,00 1,00
2 year swap rate 1,78 2,00 2,05 2,50
10 year swap rate 3,39 3,45 3,60 3,85
EUR/USD 132 124 120 122
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Global: Moving away from the abyss

Global GDP has collapsed over the past quarter with no regions escaping the downturn. Most recently,
the crisis has increasingly moved to Europe and Central and Eastern Europe (CEE), where substantial fi-
nancial and political tensions are visible. Not everything is doom and gloom, though. Tentative signs of an
earlier-than-expected recovery in Asia have been a positive surprise, and leading indicators of global
manufacturing production are also bottoming.

e The global economy and financial markets will take a long time to heal, and the sense of crisis should
persist in the coming quarters. However, within this environment the massive stimulus from economic
policy and Tower commodity prices should succeed in stabilising global demand from Q2 2009 and on-
wards in our view. With the global business destocking process completing in the next few months, global
manufacturing surveys should recover over the spring and summer quarters. We expect the contours of a
global recovery to be in place entering H2 2009.

e The main risk to our global forecast is an even bigger negative impact from the financial crisis. Event
risk remains high and renewed turmoil - not least in CEE - could postpone the recovery. Compared to
market consensus we are slightly optimistic on the US and Asia, while we are pessimistic on Euroland and
CEE. Consensus is rapidly moving down in the latter regions, though.

e We expect the US to move out of recession by mid-year 2009. Even though the recession dynamics are
strong at the moment, the stimulus kicking in from Q2 is massive. We expect this to provide a sufficient
boost for a moderate economic recovery in H2 2009. Deleveraging will continue to be a strong headwind,
though.

e China has the deepest pockets in the world economy and is one of the few regions where lending stan-
dards are actually being eased rather than tightened. China looks to be “last in - first out” of the crisis and
is expected to become a stabilising force in the global economy in 2009.

e In Europe the crisis is likely to draw out for a long time. Trend growth will not return until the end of
2010 on our estimates. CEE is in a very severe downturn, and with little ammunition to battle the crisis,
the downturn should be long and deep. Substantial event risk for financial markets persists in this region.

e While headline inflation in most countries is expected to fall below zero during spring, this is mainly due
to the decline in commodity prices. A huge output gap will put downward pressure on core inflation
worldwide, but we believe the risk of deflation in core prices is limited.

e With most central banks at or approaching the zero interest rate boundary, the focus is turning to more
non-standard measures such as quantitative easing. The Fed will continue its quantitative easing pro-
gramme and the ECB could start an asset purchase programme during summer. In Emerging Markets we
expect further policy easing where possible, but some countries will be forced to tighten fiscal policy in
order to receive help from the IMF - especially in CEE.

Lookinginto the abyss

Dreadful past quarter

The downturn in the aftermath of the bankruptcy of
Lehman Brothers turned out to be much more se-
vere than envisaged in late 2008. The last quarter
of 2008 was the worst seen in decades, with a
collapse in both demand and production as the
world economy was left in shell-shock from the
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escalating financial crisis (see box next page). The
worst hit was seen in Japan where industrial pro-
duction has fallen to levels not seen since 1987!
Even the massive boost from a lower oil price has
failed to lift consumption growth - as the money
has mostly been saved instead of spent. And in
global housing the decline in activity and prices has
continued unabated.
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Box I: The shell-shock from the financial crisis
When the bankruptcy of Lehman Brothers oc-
curred in autumn 2008 the world economy was
already slowing down - partly in response to the
strong rise in the oil price during H1 2008. The
dramatic escalation of the financial crisis left the
world economy in shell-shock and both production
and demand came to a halt.

Industrial production collapses in Q4 08
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In private consumption the shock is most visible in
car sales. Banks tightened lending standards
markedly and the asset-backed security market
used for car financing in the US broke down. Con-
sumers also voluntarily raised their savings as un-
certainty and unemployment rose fast.

Car sales plummeting
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The breakdown in financial intermediation also
hurt global investments as the access to and cost
of funding worsened dramatically. And - as with
consumers - companies raised savings by post-
poning investment plans.

Investments have collapsed

140- | dex Index ~ 140
150, Germany domestic cap orders 1%E
120 US durable goods orders \ 120
110- -110
100- - 100
90- - 90
80- - 80
70, - 70
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Source all charts: Reuters Ecowin

GDP & CPI forecasts

USA Euroland Japan China
--- GDP -~
2008 1.1 0.7 -0.7 9.1
2009 2.7 2.7 -50 7.2
2010 2.5 0.8 2.8 9.2
---CPI -
2008 3.8 3.3 15 5.9
2009 0.8 0.5 -0.9 -04
2010 2.5 1.3 -0.1 14

Source: Danske Bank

The economic crisis is putting extra fuel onto the
financial crisis fire as it contributes to loan losses
and greater uncertainty. After a small
improvement early in 2009, the financial crisis
took a turn for the worse again in February as
equities fell further and credit spreads widened
again. The financial crisis has also moved to new
places - most recently to CEE where highly
leveraged economies are starting to suffer badly
from the economic downturn and obstructed
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access to capital markets. In Euroland, speculation
about a break-up in the EMU has triggered a
massive widening in spreads between peripheral
countries and Germany.

All this has happened with only very few supportive
factors apart from the decline in commodity prices.
Economic policy has been eased significantly, but
with the usual policy lag this will not start to have
any material effect before Q2 this year.

Not all has been doom and gloom

It has not all been doom and gloom, though. We are
starting to see small signs of improvement in sev-
eral areas:

L China is showing signs of improvement with
the PMI survey for manufacturing picking up
quite strongly for three months now. This is
earlier than expected and is probably a sign
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that the fiscal stimulus and easing of lending
standards is starting to have an effect. Also
the strong rise in exports in both South Korea
and Taiwan recently suggest that Asia may be
over the worst point.

° Global leading indicators are tentatively form-
ing a bottom. The indicators still point to fal-
ling production, but at a slowing pace (See
Global: Business Cycle Monitar)

L There are more anecdotal reports of busi-
nesses having run down inventories to “ac-
ceptable” levels. Japanese car makers for ex-
ample have reported they will start to raise
production again soon after cutting back pro-
duction since September.

° Retail sales showed improvement in January
and February in several countries. Particu-
larly the UK and France have surprised on the
upside recently but also US personal spending
has flattened out after falling rapidly (see
chart below)

° Car sales have improved recently in Asia and
in February we also saw monthly increases in
both German and UK car sales. New incen-
tives to buy cars may start to have an effect

now.
Chinese PMl is rising...
70" |ndex . . Index ~ 223
Industrial production >>
65- /\ - 20.0
60- A / \ 175
55- 150
50- 125
45- 100
40- 7.5
<< New orders, Chinese NBS PMI
35 \ 7 5.0
30, : : 2.5
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Source: Reuters Ecowin
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..and US consumption has stabilised
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Index 08=100 Index 08=100
100- - 100
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US personal consumption,
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98- 98
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08 09

Source: Reuters Ecowin

The world recovers - but slowly

The tentative signs of improvement run well in line
with our forecast that Q4 and Q1 will mark the
worst in the current recession in terms of negative
growth. The world economy is progressing in ab-
sorbing the massive shock after the Lehman bank-
ruptcy, and once the massive stimulus starts to
kick in and inventories have been run down further,
the base for a recovery will be in place.

Fiscal policy packages

% of GDP 2009 2010
us 19 29
Euroland 0.9 0.8
Japan 14 04
AsiaexJapan 1.5 1.3
Total 14 13

As announced per 17 Jan, 2008. Source: IMF

The stimulus given to the world economy is of a
magnitude not seen previously in history. In the US
the government is the biggest spender with outlays
of close to 2% of GDP in 2008 and 2.9% in 2010.
Euroland will provide a smaller boost of just below
1% of GDP in both 2009 and 2010. This is part of
the reason why Euroland will lag getting out of this
recession. On top of the fiscal stimulus, monetary
policy is being eased substantially globally.
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G3 private demand to recoverin 2009
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Source: Ecowin and Danske Bank calculations

We expect the financial crisis to continue for a
long time but we believe the impact on growth
rates will peak in Q4 08/Q1 09. Although the crisis
will continue to dampen activity, this does not
mean that production will continue in free fall. In-
stead it means the recovery from the current
“shell-shock” levels will likely be slow. We don't
expect global growth to be back at trend growth
until the first quarter of 2010 (measuredin % q/q).
The global output gap will therefore continue to
widen and reach very low levels. Unemployment
should rise strongly for the rest of 20089.

G3 output gap will get very big

155. Index85=100 Index95=100 ;55
Note: Thin lines show estimated potential GDP usAa
145- - 145
135- - 135
125- - 125
115 - 115
105- - 105
95- ‘ ‘ ‘ ‘ ‘ ‘ 95
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Source: Reuters Ecowin

The key risk to our scenario is new negative events
in the financial crisis that could initiate more global
shocks. Developments in CEE are of particular
concern at the moment and a further slump could
lead to material losses for European banks (see
Research Euro area: Exposure to the crisis in Cen-

tral and Eastern Europe)

US and Asia to recover first, Euroland and CEE lag
We expect the US and Asia to be the first to pull
out of recession, whereas Euroland and CEE will
lag.
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In the US we expect the recession to continue until
mid-year, but the pace of decline to get smaller
from going forward. In the middle quarters of the
year a range of stabilising factors will kick in. A
slower rate of credit tightening, an income boost
from stimulus rebates, lower commodity prices
and lower mortgage rates will act to stabilise de-
mand. In combination with a slower pace of busi-
ness destocking, we estimate this will facilitate a
recovery in the ISM index to the 45-50 range by
June or July. The economy should return to trend
growth by year-end.

China will likely be “last in - first out” of the crisis.
As shown above there are already signs of im-
provement in PMI. Lending growth has also picked
up recently pointing to a rise in investment spend-
ing. China is one of the few places in the world
where credit standards are being eased instead of
tightened as authorities have removed all quota
restrictions on commercial banks. The fiscal
stimulus is also massive and the improvement in
production is a sign that this is already kicking in.
We expect growth to bottom out below 7% in H1
2009 and to recover sharply in H2 as the aggres-
sive easing measures start to pay off. Japan has
seen the sharpest decline in GDP in 2008 but will
benefit from the projected recovery in China in H2
2009 and 2010. Hence we see the Japanese
economy returning to trend by end-2008.

Euroland and CEE are expected to be the laggards
in the cycle. In Euroland the policy response has
come later - and is smaller compared to US and
China. Several countries are struggling with ailing
housing markets and Germany is suffering from a
strong exposure to CEE. Trend growth in Euroland
is not expected to be reached until the end of
2010. CEE is in a very severe downturn, paying the
price for highly leveraged growth in the past five
years. At the same time the policy response is re-
stricted as fiscal deficits are being punished by the
financial markets through a flight of capital.

Deflation risks rising, but still limited

The ingredients for a deflationary spiral are
present keeping central banks busy

With the output gap becoming very negative, the
deflationary forces will continue over the coming
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year. Second round effects from lower commodity
prices will also pull down core inflation. Although
strong, we don’'t expect the forces to be strong
enough to push any of the major countries (except
Japan) into outright deflation. Our models suggest
that it would take an even stronger recession to
push us into this territory. Sustained deflation in
core prices historically requires a period of falling
wages - as was seen during the Great Depression
and in Japan in the past decades. Wage growth is
still above 3% in both US and Euroland, and al-
though it is expected to come down, we don't fore-
cast negative wage growth at a macro level (how-
ever certain sectors will likely see lower wages).
Moreover surveys of long-term consumer inflation
expectations remain stable and close to the long
term average.

We expect headline inflation in G3 to fall below
zero during the coming quarter, but this is primar-
ily due to the decline in commodity prices and it will
be temporary as base effects will push up headline
inflation again in H2 20089.
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Inflation implosion - but not in the core
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Source: Ecowin and Danske Bank calculations

However, the imminent threat of a negative
deflation spiral is keeping monetary authorities on
alert. With most central banks at or approaching
the zero bound for rates, the focus is turning to
further non-standard measures such as
quantitative easing. The Fed will continue its
quantitative easing programme and the ECB could
start on an asset purchase programme during
summer.
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2]

3)

Box: Where and when to look for signs of a turnaround?

We expect indicators to look weak in the short term but at some point during 2009 we expect to see some turning
signals. As we believe US will turn first this is where we will look for the signals. Below is a small overview of what
macro and financial indicators to watch.

Macro signals:

Weekly retail sales: The positive effect of lower gasoline prices should show up in consumption. The earli-
est sign of this will likely be in the ICSC weekly retail statistics. Look for improvement in March/April.

Car sales have been hit recently by the credit crunch (on top of all the other headwinds) and have fallen to
the lowest levels in 25 years. A stabilisation in car sales would be a sign that the credit crunch is easing
on back of the Fed initiative to support the ABS market.

Consumer confidence: The boost from lower gasoline prices should show up in consumer confidence.
Hence look for a rise in consumer confidence as indication of whether the lower gas prices start to take ef-
fect. We expect consumer confidence to be flat in the short term but rebound around February/March.

ISM: In the short term we expect ISM to go slightly lower as past headwinds are still dragging down the in-
dustry. We expect ISM to stabilise in early 2009 and then rise around March/April

Building permits: So far the activity in the housing sector has continued to plummet despite early signs of
stabilisation in home sales. \We expect a weaker pace of decline in building permits to materialise around
February/March

NAHB: The NAHB housing index has fallen to new lows recently. As with building permits we expect a
slight improvement in the NAHB index in February/March

Jobless claims: Jobless claims posted new cycle highs recently. Over next few months claims data is likely
to worsen a bit further. Look for a turnaround by March/April.

Financial signals:

Credit spreads: A decline in credit spreads - including mortgage spreads - would help ease the pressures
oninvestments and the housing market and support a faster turnaround. \We see some signs that mort-
gage spreads are narrowing but corporate credit spreads are still very wide. \We only expect a very grad-
val improvement here during the first half of 20089.

Money market spreads: Lower libor-ois spreads on 3 month maturities and longer would signal an easing
of money market tensions and easier financial conditions.

Equity markets: A turn in equity markets would improve consumer sentiment adding to the boost from
lower gasoline prices. Equity markets are also often a leading indicator for the overall economy.
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Denmark

Sweden

Norway

Year

2008
2009
2010

2008
2009
2010

2008
2009
2010

Economic forecast

APRIL 2009

Macro forecast, Scandinavia

Private  Public Fixed Stock Ex- Im- Infla- Unem- Public Public Current
GDP’ cons.’ cons.} inv.t build.? pc)r'ts1 pc:l-ts1 tion® p1c:ym.3 budget4 debt? acc.?
-1,1 -0,1 1,1 -3,6 0,3 2,2 3,7 34 1,8 2,7 32,9 2,0
24 -2,5 1,8 -8,8 -0,2 -5,5 -6,3 1,3 33 -2,3 40,4 0,9
0,8 2,3 1,6 -5,3 0,1 1,9 1,5 1,9 4.4 -2,8 37,2 0,9
-0,2 -0,2 1,3 3,5 -0,7 1,7 3,0 34 6,2 3,0 374 7.2
-4,6 -1,9 1,9 -13,7 -1.4 -17.4 -19,9 -0,3 10,0 -5,0 39,7 6,7
0,8 0,7 3,8 -5,5 -0,3 0,5 -1,1 0,8 12,0 -2,0 42,7 7.2
2,4 1,3 3,7 1,8 0,9 0,8 4,3 38 2,6 8,0 26,0 19,0
-0,5 0,3 4,8 -7.8 -0,5 -3.3 -4,1 1,9 39 12,0 26,0 24,9
2,6 3.2 4,9 1,7 0,0 1,0 2,1 2,2 4.4 139 26,0 24,8

Euroland

Germany

France

Italy

Spain

Holland

Finland

Year

2008
2009
2010

2008

2010

2008
2009
2010

2008
2009
2010

Macro forecast, Euroland

Private  Public Fixed Stock Ex- Im- Infla- Unem- Public Public Current
GDP* cons.’ cons.” A build.? por‘ts1 ports1 tion® p'Iczym.3 budget4 debt? acc?
0,7 0,5 2,0 0,6 -0,1 1,7 1,7 33 7.7 -1,8 67,0 -04
2,7 -0,5 2,3 -6,0 0,0 -10,1 -7.3 0,5 8,9 -3,0 68,0 -0,1
0,8 0.4 2,5 0,6 0,1 2,4 2,8 1,3 9,5 -3,1 68,0 0,0
1,3 -0,6 19 2,6 0,1 35 55 2,9 7.4 -0,5 63,0 7,1
-2,8 0,2 1,9 -4,0 -04 0,2 2,5 0,5 8,1 -2,9 63,0 52
0,8 1,2 19 1,5 0,2 4,0 4,5 1,3 8,7 -4,1 63,0 54
0,8 0,8 1.4 0,5 0,0 2,0 1,8 33 7.8 -2,9 66,0 -1,6
24 -0,4 1,6 -3,8 -0,3 -0,3 -04 0,7 8,2 -4,2 69,0 -1,4
1,1 1,6 1.4 2,1 0,2 2,9 2,9 16 8,7 -4,1 69,0 -16
-0,3 -0,6 1,2 -1,5 0,0 0,3 -1,5 3,6 7,0 -2,6 103,0 -2,6
-2,6 0,2 1.2 -4,8 -0,3 -0,6 -0,9 1,0 8,2 -3,6 105,0 -2,1
0,2 0,3 1,0 2,0 0,2 2,0 24 1,9 8,5 -3,7 103,0 -2,5
0,9 1,1 4,0 -2,5 0,0 32 0,7 4.4 11,0 -1,6 38,0 -10,0
-2,9 -0.4 4,5 -9,0 -04 35 -2,0 1,7 14,4 -2,9 41,0 -7.0
04 0,2 35 -3,0 0,2 55 2,5 1,5 15,0 -5,5 45,0 -6,0
23 1,8 1,0 6,0 0,1 4,0 5,0 2,3 3,0 -2,9 45,0 7.2
2,2 0,0 2,0 -2,0 -04 1,0 1,0 0,8 3.8 -3.3 47,0 7,0
0,5 0,5 1,7 2,0 0,2 35 32 1,7 4,2 -3,0 45,0 6,5
0,9 2,0 1,7 1,0 -0,6 -1,1 -1,3 4,1 6,4 4,2 334 2,5
-3,5 -0,8 1,5 -11,0 0,0 -12,0 -9,5 1,0 7.6 0,0 38,0 1,6
1,0 1,0 1,5 -2,0 0,0 4,0 2,5 1,3 8,5 -3,0 43,0 2,1

Japan

Switzer-
land

Year

2008
2009
2010

2008
2009
2010

GDP*

1.1
-2,7
2,5
-0,7
-5,0
2,8
0,7
-2,7
1.0

1.6
-0,8
0,9

Private
cons.!

0,2
-0,8
1.8

0,7
0.2
14

1,7
-0,3
1.6

1,7
-0,5
0,7

Public

CC.)I"IS.1

2,9
3,0
6.4

0,8
1,7
1.8

33
1.5
2,0

0,0
0,9
1.4

Fixed
inv.!
-39

-13,0

-1,7
-3,7
1,7

Stock
build.?

-0,2
2,3
3.3

-0,1
-0,3
0,1

0,0
0,0
0,0

-0,6
1,2
0,0

Ex-
ports®

6,2
-14,1
0,5

1.9
-27,7
18,5

0,5
-3,6
4,6

2,4
-1,9
3,2

Im-
ports!

3,4
9,5
54
1,1

-12,6
1,1

1.2
0,0
4,9

1.5
1,1
2,3

Infla-
tion®

3,8
-0,8
2,5

1.6
-0,9
-0,1
3,7

2,3
1.5

24
0,9
1,0

Unem-
p1c|ym.3

5,8
8,8
9,1

4,1
4,5
55

2,8
50
64

2,6
3,6
3,8

Public
budget4

-3,2
-12,0
-6,0

-1.4
-3,8
-3,9

-2,5
-8,8
-9,6

1,3
0,6
-1,5

Public
debt?

619
77,0
79,0

182,0
183,0
183,0

50,1
60,0
68,0

40,4
40,5
a4,1

Macro forecast, Global

Current

acc.4

-4,0
3,0
3,8
3,2
22
29

Source: OECD and Danske Bank. 1) % y/y. 2) % contribution to GDP growth. 3) % of labour force. 4) % of GDP.
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Financial forecast

Bond and money markets

Keyint. . 10-yr swa Currenc Currenc! Currenc!
rate 2y SRER Yk \\/jield P SEUR 8 USD. 8 DKK.
usb 03-apr 0,13 1,45 2,95 134,22 - 554,9
+3m 0,13 1,60 3,45 124 - 601
+Bm 0,13 1,65 3,75 120 - 621
+12m 0,13 2,15 4,30 122 - 611
EUR 03-apr 1,25 1,95 Eis)l - 1342 744.,8
+3m 1,00 2,00 3,45 - 124 745,0
+6m 1,00 2,05 3,60 - 120 745,0
+12m 1,00 2,50 3,85 - 122 746,0
JPY 03-apr 0,10 0,78 1,40 133,7 99,6 557
+3m 0,10 0,70 1,40 122 98 6,11
+Bm 0,10 0,75 1,70 120 100 6,21
+12m 0,10 1,05 1,95 128 105 5,83
GBP 03-apr 0,50 2,13 3,72 91,3 147,0 815,9
+3m 0,50 1,50 3,40 94,0 132 793
+Bm 0,50 1,50 3,50 90,0 133 828
+12m 0,50 2,25 4,00 80,0 153 933
CHF 03-apr 0,38 0,83 2,57 152,5 1136 488,3
+3m 0,25 0,85 2,40 152 123 4390
+Bm 0,25 0,90 2,40 154 128 484
+12m 0,25 1,30 2,65 158 130 a72
DKK 03-apr 2,00 2,74 3,79 744.,8 554,9 -
+3m 1,50 2,65 3,65 745,0 601 -
+Bm 1,50 2,55 3,80 745,0 621 -
+12m 1,40 2,90 4,05 746,0 611 -
SEK 03-apr 1,00 1,41 3,32 1081,1 805,9 68,9
+3m 0,25 1,25 2,90 1100 887 67,7
+6m 0,25 1,45 3,20 1060 883 70,3
+12m 0,25 1,70 3,70 980 803 76,1
NOK 03-apr 2,00 2,79 4,44 883,3 658,1 84,3
+3m 1,50 2,70 4,00 860 694 86,6
+6m 1,50 2,70 4,10 830 692 89,8
+12m 1,50 3,20 4,50 820 672 91,0
PLN 03-apr 875 4,37 521 440,7 328,3 169,0
+3m 3,50 4,70 5,45 480 387 155
+Bm 3,25 4,75 5,65 4390 408 152
+12m 3,25 5,00 6,00 495 406 151
. Price trend Price trend REGEmED
Risk recommen-
Regional & i 13 i dations
UsA Low -5%to +5%  More than +10% Overweight
Japan High -5%to +5%  More than +10% Neutral
Emerging markets (USD) High -5%to +5%  More than +10% Underweight
Pan-Europe (EUR) Low -5%to +5%  More than +10% Overweight
Nordics
Sweden Average -5%to +5%  More than +10% Neutral
Norway High -5%to +5%  More than +10% Neutral
Denmark High -5%to +5%  More than +10% Neutral
2009 Average
03-apr a1l a2 Qa3 Qa3 2008 2009
ICE Brent 52 a2 a8 54 62 99 52
Aluminium 1.430 1.300 1.400 1.400 1.600 2.624 1.425
Copper 4.150 3.300 3.500 3.500 3.800 6.897 3.525
Nickel 1.105 1.150 1.200 1.300 1.500 1.770 1.288
Gold 6] 6] 6] 6] 6] 6] 6]
CBOT Wheat* 6] 6] 6] 0 0 0 0
CBOT Corn* 550 580 620 660 700 804 640
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