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trade impact from lower commodity prices is not
symmetrical. Obviously it is negative for commodity
producing countries in Latin America, CIS and Middle
East. On the other hand lower commodity prices
represent major terms of trade gain for CEE and
Asia. In Asia and CEE significant lower inflation is now
supporting real income growth and giving most
central banks the freedom to ease monetary policy
aggressively. Our short term outlook for commodity
prices is stabilization with gradual recovery later in
20089. For crude oil prices supply constraints could
become a concern laterin 2010.

Finally, there is the impact from the global credit
crunch. The credit crunch has reduced capital flows
to emerging markets and countries with a substantial
finance requirement (current account deficit] and
dependence on short term bank funding are most
vulnerable. CEE and some CIS countries are most
vulnerable (see below). Ultimately this vulnerability
might limit emerging markets central banks freedom
to ease monetary policy. While we believe the current
credit crunch will gradually ease, deleveraging will be
an ongoing process. In the countries hurt most by the
global credit crunch financial sector reconstruction
and consolidation will remain on the agenda and
increasing private saving will continue to weigh on
domestic demand longer term. This has two
important consequences for emerging markets. The
recovery in developed market will most likely not be
fast and emerging markets hurt by the credit crunch
will underperform.

Signs of stabilisation in manufacturing PMl’s
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China; Last in, first out

Policy response has been effective

Currently China is clearly the best recovery case in
Asia. In fact China was one of the last economies to
be hit severely by the impact from the global financial
crisis and at the moment it looks like it might be one
of the first major economies to recover. In recent
months the PMIindicators for industrial activity have
rebounded strongly, lending growth has accelerated
sharply and car sales have improved. This suggests
that the Chinese economy has bottomed outin Q1 09
or Q2 09. There are several reasons for the Chinese
economy’s comparatively strong performance.

First, China’'s policy response has been among the
strongest in Asia. Fiscal policy has been eased
aggressively and we reckon that higher public
investments and tax cuts might add as much as 3pp
to GDP growth in 2008. In addition monetary policy
has been eased aggressively by cutting interest rates
and more importantly lending quotas have been
eliminated. In addition with very liquid balance sheets
and external capital controls remaining in place, the
health of the financial sector is less an issue in China
and hence the monetary transmission at the moment
seems to be working.

Second, real incomes in China have been boosted by
he terms of trade gains from lower commodity prices
and the gradual normalisation of food prices following
the spike in food prices last year. This is reflected in
the sharp decline in inflation. In February headline
inflation in fact turned negative for the first time since
2002. This raises the question if we should be
concerned about deflation in China. In our opinion not
yet. Wage growth remains robust and the recent
sharp acceleration in M2 money supply growth
(usually a reliable indicator for inflation one year ahead)
suggests inflation will start to pick up next year.

Chinese economy is bottoming out
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Finally, while China’s exports have not been immune
to the global financial crisis, China's export
nonetheless has performed much better than some
of its main competitors, particularly some of the
more developed Asian countries like Japan, South
Korea and Taiwan. Apparently China continues to
gain market shares and at the moment China’s
competitiveness does not seem to be a major issue
despite the continued appreciation of the effective
CNY exchange rate since.

Danske Bank forecast
Danske Bank China

2008 2009 2010
GDP 9.1 7.2 9.2
Private consumption 15.7 15.0 160
Investment 128 103 143
Export 144 -65 112
Import 204 -40 138
Industrial production 13.1 78 121
Inflation excl. food and energy - - -
Inflation 5.9 -04 1.4

At the moment it looks like China’s stimulus
measures are working. Domestic demand is
improving but because of the weak global
environment there remains considerable downside
risk for the Chinese economy. For the Chinese
leadership policy it will be “wait and see” in the short
run. If the economy continues to improve the leading
interest rate will probably not be cut further. China
will outperform in 2009, where our forecast for GDP
growth has only been adjusted slightly downwards
and overall the decline in GDP growth is modest
compared to other emerging markets. The exchange
rate policy will be status quo in the short run meaning
broadly unchanged against USD and a slight
appreciation in the effective exchange rate. We still
believe that CNY’s appreciation trend against USD
will be resumed when the Chinese leadership feel
more confident about the recovery.

Central & Eastern European crisis
intensifies

In recent weeks the worries over the situation in the
Central and Eastern European (CEE) economies have
increased significantly. This has been very visible in
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the CEE markets  that have significant
underperformed most other Emerging Markets.

The concerns about the situation in the region
should hardly be a surprise to investors familiar with
the region. In late 2006 and early 2007 we warned
that the large imbalances that most CEE economies
have seen in recent years could be a danger to
economic and financial stability in the region.
International institutions like the IMF and the \World
Bank and the major rating agencies have raised
similar concerns for some time. However, it was not
until recently that we have seen the situation develop
into what could be termed a currency crisis. Four
factors have in our view been keys to the sharply
rising concerns in the markets over the CEE
economies in recent weeks.

First, since the collapse of Lehman Brothers in the
autumn we have seen global risk aversion rise
sharply and with credit condition tightening globally
the CEE economies - which for most parts have large
external funding needs due to large current account
deficits - has suffered a (near) sudden stop to the
funding of these external imbalances. The graph
below clearly illustrates that the sell-off in the CEE
currencies more or less coincide with the collapse of
Lehmann Brothers on September 20, 2008

CEE currencies under pressure
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Second, there is no doubt that the sharp drop in
economic activity in the region has made investors
nervous (see below).

Third, worries over the state of the banking sector in
region - that is mostly Western owned - has risen
somewhat. Especially since the rating agency
Moody’'s in February published a report warning of
the risks to Western European banks with exposure
to CEE. See more on the Western European banking
sector’s exposure to CEE on.

27



GLOBAL SCENARIOS

Four, market participants have clearly increased the
attention to the fact that many households and
corporation across the region in recent years have
become significantly exposed to foreign currency
loans. There are clear differences across the region,
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supplies in Slovakia and Bulgaria. These shocks have
sent industrial production plummeting in most
countries in the region.

Industrial production slowing sharply in CEE

but only the Czech Republic has only modest a5
exposure to foreign currency loans. The largest - 15
currency mismatch in funding is in the Baltic States, 5
Hungary, Ukraine, Bulgaria and Romania

Poland =

. . . Slovakia

Looking forward we still see clear risks that the CzechRep >
situation in the region could continue in a negative -25. : ‘ ‘ ‘ ‘ ‘ ‘ ‘ .25

direction and the “event risk” seems to be
extraordinaire high across the region. The largest
event risks are to be found in the Baltic States,
Bulgaria, Romania, Hungary and Ukraine. These are
the countries in the region that is struggling with the
largest imbalances. Risks are smaller in the Czech
Republic, Poland, Slovenia and Slovakia. That said,
even the more “healthy” countries can be hit by
contagion from problems other places in the region
due to the significant financial links through the
banking sector in the region

Significant macro economic shock

There is no doubt that the “sudden stop” to the
funding of the current account deficits that we have
seen across the region is Tlikely to have an
significantly negative impact on growth in most
countries in the region. In fact we have already seen a
very sharp drop in industrial production across the
strongly export oriented economies in the region.
Especially the car industry in countries like the Czech
Republic and Slovakia has been hard hit.
Furthermore, the so-called “gas dispute” between
Russia and Ukraine have disrupted energy supplies to
a number of countries in the region. Besides Ukraine
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Until now private consumption have however been
holding up quite well - with the exception of the
Ukraine, Baltic States, Hungary and the Czech
Republic. That said, we expect private consumption to
slow dramatically across region on the back of
weaker local currencies (and hence rising cost of
debt servicing on FX loans], tighter credit condition
and a sharp deterioration of labour market
conditions. Therefore we would expect most
countries in region to see GDP contract in 2009 -
and for the hardest hit countries we expect a double
digit drop in GDP. The hardest hit countries are the
Baltic States, Romania, Bulgaria and Ukraine.

Given the large imbalances in most economies in the
region we only expect a gradually recovery in growth
during 2010. We expect the countries with the
smallest imbalances and the highest degree of
currency flexibility - that is Poland and the Czech
Republic - to recover the fastest. Much will however
for these economies dependent on how the euro zone

economy recovers.
there have been serious disruptions of energy
Danske Bank USA Euroland Japan China
2008 2009 2010 2008 2009 2010 2008 2009 2010 2008 2009 2010
GDP 11 -2.7 25 0.7 -27 o8 -0.7 -50 28 9.1 7.2 9.2
Private consumption 0.2 -08 1.8 05 -05 04 0.7 -0.2 14 157 150 16.0
Investment -39 -13.0 7.2 06 60 06 -4.8 64 21 128 10.3 14.3
Export 6.2 -14.1 05 1.7 -10.1 24 19 -27.2 182 144 -6.5 11.2
Import 34 95 54 1.7 73 28 1.1 -126 11 204 -4.0 13.8
Industrial production -18 -75 20 21 -44 28 -34 -26.5 102 131 7.8 121
Inflation excl. food and energy 23 1.3 1.2 18 15 1.3 0.0 -03 -03 - - -
Inflation 3.8 -0.8 2.5 3.3 0.5 1.3 1.5 -0.9 -0.1 5.9 -0.4 14
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Financial models and/or methodology used in this report

Risk warning

Major risks connected with recommendations or opinions in this report, including as sensitivity analysis of relevant

assumptions, are stated throughout the text.

Expected updates
Global Scenarios is a quarterly forecast, but new statistical data may give rise to changes in our views on individual

economies. The next edition of Global Scenarios is due to be released in June 20089.

First date of publication
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