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* Denmark: Upswing facing challenges
- Denmark's economy has begun to recover. The economy grew in H2 2009 - and we expect
the pick-up to continue this year and next

* Sweden: Waiting for the world to turn
- Together with a historically mild upturn in global demand and a prolonged weak global
investment cycle Swedish growth is expected to pick up slowly
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* Norway: \Weaker than expected
- The Nlorwegian economy has developed more weakly than we expected in our last quarterly
report. Based on our forecast for oil consumption and production in the coming years,
activity is expected to pick up and we estimate positive growth in this and next year

* Finland: Slow recovery in the bullpen

- After an unprecedented fall in GDP in 2009, we expect the economy to return to modest
growthin 2010, as export markets have continued to recover and the outlook for domestic
consumption has improved
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Denmark

Upswing facing challenges

« Denmark’s economy has begun to recover. The economy grew in H2

2009 — and we expect the pick-up to continue thisyear and next. Changes compared to previous forecast
o That said the recovery looks set to be weak and fragile and thereis T
still some doubt whether it can develop into a full-blown upswing, as (G SUCH RIS

. . . 2009 2010 2011 2010 2011
an actual upswing would include falling unemployment. TR a8 . ng e 2
) . Private consumption -4,6 2,7 2,5 25 20
e In our forecast we assume that the nascent upswing in Europe re- Public consumption 25 12 05 14 09
mains on track. There is, however, a risk of the European economy Gross fixed investment -120 23 13 52 26
disappointing and if this happens the economic recovery in Denmark oo 198 a7 39 48 80
Sapp g app y Imports -13,2 2,6 3,5 25 2,5
would be threatened.

Unemployment (thousands) 98,1 1283 1386 1482 1592
e Thegovernment is set to tighten fiscal policy over the next threeyears Inflation 13 20 18 15 17
and we would endorse the move. While tightening should of course ~ Ffieseciorbebi6of@PR 28 56 45 61 44
Current account, % of GDP 4,0 3,2 2,5 25 2,1

take the state of the economy into account, there is no guarantee that
the economic situation will be more favourable in 2012 or 2013 —
which suggests that the tightening should start soon, so that it is not
too abrupt. Irrespective of when the economy is tightened, thereis a
risk of over-medication.

Source: Statistics Denmark and Danske Research

e The housing market has turned — and we expect pricestorise during
the forecast period — but the turnaround is being driven by unsus-
tainably low interest rates, so the housing market may come under
renewed pressure afew years down theline.

e Unemployment has developed more benignly over recent months
than we previously expected. We therefore now expect that unem-
ployment will remain below 145,000.

Further growth - but risk of a new downturn

Denmark’s economy has begun to recover. The economy grew in both Q3
and Q4 last year — and extremely low interest rates have helped the housing
market turn around. The labour market outlook also looks brighter — and so
there is much to suggest that the Danish economy will both grow and create
jobs in the years ahead. Until we reach that point, however, we will probably
have to resign ourselves to a period of further increases in unemployment.
The rise in unemployment comes, however, on the back of an expected re-
covery in Danish competitiveness — if competitiveness is not restored, the
labour market could stabilise quite quickly, as growth is strong enough for
this to happen, in our view.

There is though arisk that the economic recovery may never realy develop
into a real upswing with growth and job creation. If the budding European
upswing ebbs out as a result of the major budget problems plaguing severa
European nations, the Danish economy will also be dragged down.

On top of this come Denmark’s own budget problems, which will require a
steady fiscal hand at the helm. With the budget deficit running at 5.5%, there
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is clearly a need to tighten fiscal policy. Irrespective of the timing, fiscal
tightening is always politically unpopular, and there is arisk of the measures
being so severe that they undermine the recovery. The need for fiscal tighten-
ing in Denmark is relatively modest, but to avoid the measures being exces-
sively concentrated, we believe it would make good sense to start as early as
2011. However, as 2011 is an election year we doubt that fiscal tightening
will be on next year’s agenda.

We have not made any major changes to our previous forecast for the Danish
economy, although we have become more optimistic about when the labour
market will turn — and our view on the housing market has also brightened.
As aresult, we have revised up our expectations for consumption growth in
the coming years. Exports, on the other hand, have disappointed somewhat,
and we have toned down our expectations here.

Decent consumption potential

Private consumption beat a very hasty retreat during the crisis. According to
the latest national accounts figures, private consumption (fixed prices) fell by
7.1% between Q4 2007 and Q2 2009. And while consumption has risen at a
reasonable pace in Q3 and Q4 2009, the pick-up has been surprisingly weak
considering that real household income has increased substantially over the
period while household weath — despite the pronounced drop during the
crisis—remains at arelatively high level in historical terms. There is thus no
doubt that consumers sharply increased their savings rates during the crisis.

The substantial growth in household disposable income is due to a generaly
high rate of wage growth, tax cuts for those in work in 2009 and 2010, a
sharp fal in interest rates and very low inflation throughout the period. In
addition, the paying out of SP pension savings from mid-2009 also increased
consumption potential.

The considerable uncertainty generated by the crisis has been one of the
reasons why consumers have been unwilling to convert higher real incomes
into higher consumption. The risk of unemployment, for instance, has in-
creased significantly. Moreover, many Danes have seen their wealth severely
eroded by thecrisis.

Finally, consumption was — especidly in the latter half of 2009 — temporarily
dampened by many Danes opting to make additional contributions to their
pension schemes. This was prompted by a new tax reform scheduled to start
in 2010. From 1 January 2010 the tax value of pension contributions would
fall due to the marginal tax rate being cut. In other words, it was financialy
advantageous to bring forward planned pension contributions to 2009 rather
than wait until 2010. In addition, a cap of DKK 100,000 was introduced on
the tax-deductible value of instalment pension payments. While there exists a
very reasonable aternative in the form of life annuity pension payments for
those wanting to save a lot, there is no denying that life annuities are rather
less flexible — for example, it is not possible to have your pension savings
paid out ahead of time. Many therefore opted to bring forward their planned
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Consumption to lift growth during forecast period
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House prices to kickstart consumption
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pension contributions from 2010 to 2009 after the rule change was an-

nounced in March 2009. Pace of unemployment growth historically high...

However, these extraordinary pension contribution options have disappeared 128 Thousands 128

in 2010, which should help sink the savings ratio this year. 140 . el @itk 140
120 120

Moreover, the crisis in the labour market now seems more manageable and 100 - _NgW_inC'- forecast 100

household wealth has risen considerably in the past year on the back of posi- 28 e :8

tive returns from the equity and housing markets. P o o

-Crisis

Finaly, it is important to remember that just as interest rates on adjustable- 28 (230

rate mortgages dampened consumption in 2009 as a result of the high rates at 0 MI10 M20 M30 M40 M50 ME0 M70

the end of 2008, Danish homeowners with adjustable-rate mortgages have

enjoyed significant interest rate savings in 2010 as a result of the major de- Sotgcedliguonalbankey

clinesin ratesin 2009.

Thus there are solid arguments for why consumption should pick up over the

forecast period. However, this would require consumer confidence being

restored — if it is, the potential for a very substantial pick-up in consumption

would bein place. ..but level of unemployment still low

Overall, we estimate that consumption will grow by 2.7% in 2010. Looking 359 1ousands 350

ahead to 2011, some of the stimuli will gradually weaken; hence we expect 309 300

consumption growth of 2.5% in 2011. 250 Unemployment 250
200" 200

Unemployment to turnin 2010 150- 150
100- 100

The latest figures from Statistics Denmark show that unemployment has 0. 50

remained relatively stable at around 115,000-180,000 over the past four . . 0

months. 96 98 00 02 04 06 08 10

The stabilisation comes after 17 months of steeply rising jobless numbers, Source: Statistics Denmark and Danske Research

with 4,300 peoplt_e Io§| ng their jobs, on average, every mf)rlth .between unem- Note: Grey background dentes forecast

ployment bottoming in summer 2008 and the recent stabilisation. One would

have to look all the way back to the two ail crises to see unemployment rising

at such arapid rate.

Hence, while the labour market is exhibiting signs of improvement, we are

not fully convinced that an actual turnaround in unemployment isimminent.

This is first and foremost because we expect GPD growth to be relatively ~ Productivity continues to recover

weak over the forecast period — especially compared to other recovery peri- 110 110

ods in the Danish economy. This means companies will remain reluctant to 105 /_ 105

increase staff numbers, preferring instead to draw on existing employees to 100 100

meet the slowly rising demand. 95 95

i o : 90 90
Moreover, productivity developments indicate that companies have not yet << Productivity (Urban trade) e

fully adjusted employee numbers to the very sharp downturn in sales suffered as
during the crisis. Hence, companies now have an opportunity to increase 80 80
production as their sales prospects improve without having to hire more staff. 91 93 95 97 99 01 03 05 07 09 11

Source: Statistics Denmark and Danske Research

Thus there is much to suggest that the turnaround in unemployment could be
some time in coming despite economic activity beginning to pick up.

Note: Vertical line denotes start of forecast period
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On the other hand, companies now have a chance to restore the very consid-
erable loss of productivity that occurred both before and after the financial
crisis hit the Danish economy.

Productivity (GVA in private urban businesses per employee in such a busi-
ness) fell by aimost 9% between Q2 2006 and Q3 2009. And while it recov-
ered a little in Q3 and Q4 2009, with the overal loss in productivity being
reduced to 4.1%, productivity remains very low.

History shows that productivity normally declines as the economy peaks and
recovers as the upswing takes hold. We therefore expect to see productivity
pick up further during the forecast period.

Given that productivity has falen as far as it has — and that economic growth
looks set to remain relatively weak — the outlook is for productivity to take
quite some time to recover. This means Denmark may face an extended pe-
riod during which production will increase without — initially at least — result-
ing in rising employment and falling unemployment.

That said it is worth bearing in mind the considerable uncertainty associated
with measuring productivity — especialy given the current economic situa-
tion, where fluctuations in both production and employment have been very
marked. It is therefore relevant to estimate how employment and unemploy-
ment are likely to develop assuming a different productivity scenario.

If we assume, for example, that productivity does not fully recover during the
forecast period, but instead tracks the average rate of increase that applied
during the period 1991-2007 — i.e. before the financial crisis struck Denmark
— then the expected weak, but nevertheless positive, economic growth would
suggest that unemployment should follow a relatively stable path during the
forecast period (figure).

This is aso why we would say our unemployment estimate is not carved in
stone, and indeed we see a real chance that the turnaround in unemployment
may gain afoothold earlier than we assumein our current forecast.

Overall, though, we expect that unemployment will rise to just above 140,000
in autumn 2010, after which it should gradually stabilise and then begin to
fall slowly from Q4 2010 onwards.

71 8April2010

Growth upturn heralds unemployment turnaround
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The jobs mystery

There is an unusually high degree of uncertainty about the true state of the Danish
labour market. Registered unemployment rose by 61,800 between Q4 2008 and
Q4 20089. This represents a major increase, but is nevertheless below what was
seen in the early 1980s, for example. At the same time, the employment statistic
reveals that 163,000 jobs were lost in Denmark over the same period, which is by
far the largest drop in employment in at least 42 years.

An obvious explanation would be that the crisis had pushed considerably more
people into taking early retirement or other forms of government benefits in addi-
tion to unemployment benefit, but as our table shows, this was in fact not the case.
Thus there appear to be just over 107,000 people who apparently lost their jobs
but did not receive any form of benefit, and therefore are not registered as unem-
ployed.

Change Q4 2008 to Q4 2009

Employed -163,000
Registered unemployed 61,800
Under coaching and retraining 8,750
Maternity leave benefit, etc. -9,350
Invalidity pension 2,400
Early retirement -7,200
Other benefit recipients (excl. student grants) -790
Unexplained change in employment -107,400

Source: Statistics Denmark

Many people opted not to pay unemployment benefit contributions during the good
years when the risk of unemployment looked small. Many of these people now have
no right to benefits when they lose their jobs and so they are not registered as
unemployed. The questionnaire-based labour force survey shows a rise in unem-
ployment that is around 40,000 higher for the period, and this can be explained in
this way. Other important factors are probably students delaying completion of
their studies due to the poor prospects of getting a job and foreigners working in
Denmark leaving the country again - something we have no numbers for at present.
Nevertheless, it is difficult to believe that employment has fallen so sharply when
unemployment has risen so little. According to Statistics Denmark there is also
unusually high uncertainty connected with the employment numbers due to
changes in the data bases. On the other hand, nor is there any doubt that the num-

ber of registered unemployed underestimates the true extent of the crisis.

Source: Danske Research

Housing market has turned for now

The latest data from Statistics Denmark show that house prices rose 1% from
Q2 to Q3 2009. Furthermore, statistics from estate agent Home indicate that
prices continued to appreciate in Q4 2009 and the first months of 2010. His-
torically, there has been a good correlation between the data from Home and
Statistics Denmark’ s house price figures (figure). Therefore it looks like the
housing market turned in summer 2009 and that the trend has continued into
2010.

The turnaround in house prices can largely be attributed to the sharp fall in
interest rates seen in 2009. Interest rates are now at exceptionally low levels,
reducing the housing burden — which measures the cost of financing a home

8| 8April2010

Housing burden hits historical low

Affordability index - Total (1995 = 100)

170 170
150. Fixedinterest rate 150
130- 130
110- 110
90- 90
70- 70

Weighted interest rate*
50- 50

92 94 96 98 00 02 04 06 08

Source: EcoWin and Danske Research

*"\Weighted interest rate” is calculated as a weighted average of
the short and the long mortgage interest rate with total gross
lending for short and long mortgage loans, respectively, used as
weights
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purchase relative to disposable income — to the lowest level seen since 1992.
However, this also means there is a chance that house prices may eventualy
come under renewed pressure as Danish interest rates normalise.

That said we expect house prices to continue to appreciate over the forecast
period —i.e. asfar ahead asthe end of 2011. Thisisin part because we expect
to see just a modest increase in interest rates in the coming years and aso
because we have yet to see the full effect of the sharp fallsin interest ratesin
the past year. Moreover, income growth looks set to be reasonable — not least
due to the already enacted tax cuts.

However, while house prices should appreciate, the increase looks set to be
fairly modest. The Danish economy is undergoing a slow and fragile turn-
around and unemployment is expected to continue rising, though the crisisin
the labour market certainly appears more manageable now. Unemployment
will likely continue to dampen demand in the housing market going forward
— the negative stimulus from this quarter will simply be less pronounced and
will ease more quickly than previously expected.

Findly, it is worth remembering that there is still a significant number of
properties on the market — also relative to the rising, though still low, rate of
turnover. The current volume of single-family houses for sale — around
37,000 — equates to amost eleven months' sales at current turnover rates.
Thiswill tend, all else being equal, to dampen price growth going forward.

Our genera view isthat house prices will appreciate by 3% in 2010 and 1.3%
in 2011. However, price growth is expected to slow towards the end of 2011
as Danish interest rates begin to normalise. In the longer term, we see a (sig-
nificant) risk of new fallsin house prices asinterest rates normalise.

Exports growing - but risk of serious setback

Exports have remained flat for the past six months after falling sharply in the
latter half of 2008 and the first half of 2009.

The stabilisation in exports can largely be attributed to the turnaround in
activity seen in Denmark’ s key export markets in the latter half of 2009.

The emerging stabilisation notwithstanding, exports have tumbled almost
11% over the past year — the largest year-on-year fall this side of World War
Two.

Moreover, the stabilisation is largely the result of growing exports of ser-
vices, as goods exports continue to struggle.

This dichotomy is presumably due to arelatively large share of Danish goods
exports comprising agricultural and chemical products (medicine) and energy
technology. These are sectors where demand is generally less sensitive to
fluctuations in the global economy, meaning that Danish goods exports usu-
aly perform relatively well during a global slowdown, but also that the
growth potential here is not as great as that of our neighbours when the econ-
omy beginsto turn up again.

S| 8April2010

House prices to rise during forecast period
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Supply of homes for sale still substantial
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Exports improving
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Service exports have, on the other hand, a greater sensitivity to the economic
cycle and can therefore be expected to react more positively to the economic
recovery in Denmark’s export markets. Marine transport, including shipping, AT bnDKK
is one area in particular that is benefiting from the increase in global trade. o000 - porte-Purchassaandesies byinduetry
Moreover, the Danish shipping industry is well represented in the Asian 75000 -
markets, where activity growth has been most pronounced in the latter half of 70000 -

65000 -
2000.

60000 -

We expect exports will continue to grow during the forecast period, with :;ggg

service exports retaining the driving seat in the short term, although goods AT+
exports are also expected to increase as the nascent global upswing strength-
ens.

Service exports show greater advance

- 50000

- 45000

- 40000

- 35000

Exports - external trade stat.>>
! ! ! ! !

01 02 03 04 05 06 07 08 09

1~ 30000

Source: EcoWin and Danske Research

Unfortunately, however, exports will very probably continue to underperform
for quite some time relative to what growth in Denmark’s export markets
would suggest. This is a result of the significant loss of competitiveness Danish excess wage growth is falling

suffered by Denmark in recent years. Danish competitiveness has been 28 it =
blunted by relatively strong wage growth, very sluggish improvements in

productivity and a substantially firmer Danish krone. =

1,5
Excess wage growth
(manufacturing)

While Denmark has regained some of its competitive edge in recent months, |
history shows, unfortunately, that restoring competitiveness is a long, drawn

out process. Hence competitiveness will be a key theme for the Danish econ- 05
omy for some time yet.

1,0
0,5

Nevertheless, we are reasonably confident about Danish exports and expect B 2005 2006 2007 2008 2009 e

that export growth will pick up as the globa economy shifts into a higher Source: EcoWin and Danske Research
gear. Overall, we expect that total exports of goods and services will rise
2.7% in 2010 and 3.5% in 2011.
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Budget problems in the EU could derail the upswing in Denmark

It is important to underline that there is considerable uncertainty attached to exports
over the forecast period. The economies of Denmark’s key export markets - especially
Euroland - are expected to grow during the forecast period, but we also see a real risk
that the nascent upswing in Euroland could be derailed.

Specifically, we see a risk that the current budget crisis in Greece could stoke more
widespread scepticism about the sustainability of budget deficits across Europe. This
would make the funding of national deficits more expensive and further undermine
faith in the long-term credibility of fiscal policies. As a result, a number of countries
could be forced to tighten fiscal policy ahead of schedule, meaning the fragile upswing
would be replaced by a new economic downturn. The consequence would be that the
current expected growth in Euroland of 1.8% in 2010 and 2.2% in 2011 would in-
stead be zero (see Global Scenarios 9 March 2010 for details).

Modelled effect of negative export scenario

Current forecast: 2010 2011

- GDP (%) 1.8 1.9
- Exports (%) 2.7 3.5
Unemployment (1,000) 128.3 138.6
Employment [1,000) 2729.1] 2733.1

Negative exportscenario:

- GDP (%) 06 -0.1
- Exports (%) -0.8 -0.4
Unemployment [1,000) 146.8 190.6
Employment (1,000) 2706.1] 2669.1

Source: ADAM and Danske Bank

Such a scenario would naturally have grave consequences for a small, open economy
like Denmark, which is very much dependent on economic developments in Euroland.

An economic downturn in the eurozone of the above magnitude would cause the ex-
pected growth in exports of 2.7% in 2010 to become a contraction of 0.8%. The drop
in exports would drag production down and GDP growth would be reduced to around
0.6%in 2010 and -0.1% in 2011 (see table). The prospect of unchanged production
would cause a further loss of workplaces and unemployment numbers would be
18,500 and 52,000 higher in 2010 and 201 1, respectively. The fall in employment
would actually be greater, as the labour force is in fact expected to shrink.

This is of course an extremely gloomy scenario and fully illustrates just how vulner-
able the Danish economy is to developments in Euroland. Moreover, such a scenario
would leave Danish decision-makers little room to manoeuvre, as neither fiscal policy
nor monetary policy would have the potential to steer Denmark clear of yet another

economic crisis.

Source: Danske Research
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Business investment picking up

Business investment plummeted in H2 2008 and H1 2009. However, there
has been some stabilisation in H2 2009 — abeit at a very low level. Business
investment fell 11.5% overall in 2009 — the largest fall recorded since 1991.

The decline in business investment is due to the sharp fall in demand experi-
enced by many companies for their products, which in turn seriously cut
capacity utilisation and thus reduced the need for further investment.

The drop in business investment was probably further reinforced by the rela-
tive difficulty of obtaining funding in the wake of the financial crisis.

Looking ahead, we expect both the Danish and the global economy to pick up
further. Naturally this will benefit companies sales prospects. Moreover,
interest rates have falen to very low levels and are expected to remain low
throughout the forecast period. Taken together these factors should tend to
increase investment.

It is important to keep in mind, however, that companies still have consider-
able spare capacity. This is why we expect just modest growth in business
investment in 2010. The pick-up should become more apparent in 2011 as
sales prospects improve and the delayed effects of the decline in interest rates
over the past year become more visible.

Turning to housing investment, we expect further falls in the coming quar-
ters, but a turnaround should begin to gain traction in early 2011. Housing
investment is very dependent on house price developments, i.e. housing
investment normally rises when the price of existing homes increases relative
to the cost of building new homes. While house prices have turned and are
expected to increase further during the forecast period, we estimate that
house price growth will only lift housing investment marginally.

We base this on our view that housing investment needs to undergo a struc-
tural adjustment to alower level following a period when it constituted a very
large share of total economic activity. We believe that housing investment
has for some time been at a higher level than is needed to meet the long-term
demand for housing in Denmark. This would tend to delay the turnaround in
housing investment that should follow the pick-up in the housing market.

Nevertheless, the very low level of interest rates and the turnaround in house
prices should tend to stabilise housing investment.

The government’s renovation fund has also helped support housing invest-
ment, though the main effect was felt in Q3 and Q4 2009. Moreover, the
renovation fund very much contributed to bringing forward already planned
investments. Therefore we expect that the renovation fund will affect housing
investments negatively in 2010. Nevertheless, the renovation fund did gener-
aly boost activity in the construction sector — the effect was simply confined
to 20009.

Overall, we expect housing investment to decline by 8.0% in 2010 and then
rise by aweak 1.2% in 2011. This will reduce housing investment’s share of
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GDP to around 4.3%, which is the same asin the late 1990s and the early part
of this decade.

Fiscal tightening ahead

The economic crisis caused government balances to severely deteriorate over
a very short period of time. The outlook is for a budget deficit of amost
DKK100bn this year in Denmark — equivalent to 5.5% of GDP.

Hence the deficit will be greater than the 3% allowed for members of the EU.
Denmark is therefore duty bound to improve the balance of its public fi-
nances. However, it is not only compliance with EU rules that makes trying
to reduce the hefty deficit a sensible move. Denmark should redly have a
budget surplus at the moment. North Sea tax revenues remain substantial and
demographic shifts are not yet weighing particularly heavily on public budg-
ets. However, oil revenues will fal in the coming years, while the cost of
providing for the elderly will rise. In other words, balancing the budget will
not get any easier going forward.

Irrespective of when one tightens fiscal policy, it will aways be a challenge
politically. There will aso, irrespective of the timing, be a risk of slowing
economic activity excessively. There is aready much debate on whether
fiscal tightening in 2011 might be premature and if it would undermine the
economic recovery before it had time to become self-perpetuating — but wait-
ing until 2012 is no guarantee that a policy error can be avoided.

This is, first of all, because the tightening of fiscal policy would have to be
more severe if one waits until 2012. Furthermore, the impact of rising interest
rates would presumably be greater in 2012 than 2011. This would naturally
make it more difficult to substantially tighten fiscal policy without the overall
economic tightening being excessive.

Aswell as fiscal and monetary policy, Danish economic growth in the com-
ing years will be affected by legidative initiatives that came as a natural
conseguence of the financia crisis. New regulations for the financia sector
will have a negative effect on the economy in the short term. The changes are
unlikely to have much impact in 2011 but could well have an effect in 2012.

Hence, delaying fiscal tightening until 2012 would definitely not be without
its problems either — especialy if the tightening were severe. There is no
denying the necessity of fiscal tightening and getting started as soon as possi-
blein order to avoid too dramatic an impact would seem the best approach.

There are of course other options than tightening fiscal policy. Certain re-
forms could reduce the need for fiscal tightening considerably. However, the
political will for reform is limited and, moreover, phasing-in periods often
mean that reforms take years to work. Thus reform would not necessarily
bring the budget deficit down below 3% by 2013.

Instead the government has planned for zero growth in real public expenses.
On the face of it this sounds perfectly feasible. The industrial sector has, for
example, cut back by more than 20% during the crisis — while the public
sector only has to aim for keeping expenses unchanged. Politically speaking,
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thisis adifficult task, however. There are basically two reasons for this: first,
control of public spending has been demonstrably lacking, which is why
actual spending growth has been greater than planned. It is a serious problem
for an economy with a large public sector if spending cannot be precisely
controlled. Basically the problem is that no solutions have been found to
control demand for the services the public sector delivers. This means the
politicians having to face enormous pressure from voters. Direct payment for
services could be one way of avoiding excessive demand. However, there is
also alack of political will to introduce this.

Basically the government has said nothing in its so-called convergence pro-
gramme about the profile of public spending over the coming three years —
simply that it should be the same in 2013 as in 2010. We estimate that the
outlook is for some growth in public spending in 2011. Next year is an elec-
tion year, which tends to suggest there will be little in the way of unpopular
cutbacks. Our forecast therefore assumes public spending growth of 0.5% in
2011. Naturally, this implies the prospect of an actual cut in public spending
in 2012 and/or 2013. Hence thereis arisk of the economy suffering a setback
at that point.

Inflation outlook stable

Inflation has risen somewhat over the past six months. Since bottoming in
September 2009 at 0.8%, inflation has climbed to just below 2% at present.
The increase has been largely due to energy prices and a number of new taxes
on beverages and tobacco plus energy introduced this year.

We expect that inflation will remain relatively stable at around 2% for the
rest of the year. In 2011, we expect inflation to fall slightly to around 1.8%.
The decline will come on the back of, among other things, the slowing pace
of wage growth during the forecast period.

Wage growth is expected to slow further over the forecast period due to the
negotiating strength of wage earners being severely dented as rapidly rising
unemployment made it easier for companies to find aternative labour —while
aternative job opportunities for wage earners at the same time shrank. Given
this, we expect the rate of wage growth to be 1.75% in 2010 and 2% in 2011.

The forecast developments in inflation and wage growth also mean that the
outlook for real wagesin the private sector is dight fallsin 2010 and 2011.
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Denmark: Forecast at a glance

National account 2005 2007 2008 2009 2010 2011
DKK bn (current prices) Vol growthin %
Private consumption 745.1 24 -0.2 -4.6 2.7 2.5
Gross fixed investment 303.9 3.1 -4.6 -12.0 2.3 1.3
Residential investment 924 4.1 -14.2 -16.8 -8.0 1.2
Business investment 1844 3.8 -0.3 -11.5 -16 3.9
Public consumption 402.5 1.3 1.6 2.5 1.2 0.5
Public investment 27.1 -3.1 2.8 21.3 148 -11.7
= Final domestic demand 14516 2.3 -0.8 -4.4 12 1.7
Growth contribution from stockbuilding 179 -0.3 0.3 -1.7 0.8 0.2
= Domestic demand 1469.5 2.0 -0.5 6.0 2.1 19
Exports of goods 495.2 -0.3 -0.7 -10.5 3.0 3.2
Exports of services 261.8 6.7 7.4 -100 2.3 3.8
Exports, total 757.0 2.2 24 -10.3 2.7 &5
= Total demand 2226.5 2.1 0.5 -7.6 2.3 24
Imports of goods 460.2 1.8 0.7 -14.9 2.7 3.5
Imports of services 2210 45 84 -9.8 2.6 3.5
Imports, total 681.2 2.7 3.3 -13.2 2.6 3.5
Growth contribution from net exports 75.8 -0.2 -0.5 1.6 0.1 0.0
GDP 15453 1.7 -09 -4.9 1.8 19
Economicindicators 2007 2008 2009 2010 2011
Current account, DKK bn 25 38 66 52.8 45.3
- % of GDP 0.7 2.2 pal 3.2 2.5
General govt. budget balance, DKK bn 80.6 59.8 -46.7 -97.1 -80.0
- % of GDP 4.8 34 -2.8 -5.6 -4.5
Gross public debt, DKK bn 453.2 580.3 643.2 723.0 8300
- % of GDP 26.8 334 38.8 42.0 46.5
Employment (thousands) 2897.5 2922.5 2829.8 27715 2756.0
Unemployment (thousands) 78 516 98.1 128.3 1386
Unemployment rate, % 2.8 1.8 3.5 46 5.0
Qil price - USD/Barrel 72.5 97.2 616 82.0 87.0
House prices 6.5 4.3 -10.2 3.0 1.3
Hourly earnings in industry, % y/y 4 4.2 2.9 1.8 2.0
Consumer prices, % y/y 1.8 34 13 2.0 18

Financialfigures 07.04.10 +3mths +6mths +12mths
Repo rate, % p.a. 1.05 1.05 1.05 1.30
2-yr swap vield, % p.a. 1.97 2.50 2.55 2.75
10-yr swap vyield, % p.a. 3.56 3.80 3.95 4.05
DKK/EUR 744.3 744 745 746
DKK/USD 5575 543 536 525

Source: Danske Markets
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Sweden

Waiting for the world to turn

16|

The first few phases of the stabilisation process are nearing a close.
Thanksto a never -before-witnessed stimuli from economic policy, the
proverbial small open economy of Sweden, has managed to weather
the global storm unexpectedly well.

But stabilisation policy can only help for so long. The Swedish econ-
omy isin dire need of a decisive upturn on our main export markets.
A global cyclical upswing isindeed our main scenario, but from a his-
torical perspective the improvement is muted.

And this also raises the question of economic structures. To what
extent is the downshift in demand structural? Can and will the Riks-
bank identify such a shift and adjust its policy decisions accordingly?
These questions are all near impossible to give a precise answer to,
but we nonetheless have to attempt this in order to take the correct
investment and allocation decisions.

Our Swedish GDP-forecast reflects the undoubtedly negative forces
that the above questions pose. Together with a historically mild up-
turn in global demand and a prolonged weak global investment cycle
Swedish growth is estimated to be a meagre 1.5% yl/y thisyear and a
dlightly more positive 2% y/y in 2011.

Still on a high level, the rise in the unemployment rate has been sur-
prisingly mild given the shortfall in production and demand levels.
This is nonetheless expected to imply a longer period of weak labour
market developments. Weighing the different for ces affecting the em-
ployment and labour supply situation, we estimate that the unem-
ployment rate will rise to 10.3% this year and remain at that level in
2011 aswell.

Despite difficulties when estimating the potential of the economy,
resour ce utilisation cannot be said to be anything but low at the cur-
rent juncture, implying domestic, core, inflation measures will remain
subdued for a long period. In addition, imported prices have been
muted and inter alia our forecasts for the Swedish krona imply that
import priceswill continue on a low note. All in all, inflationary pres-
sures are thus expected to recede over the forecast horizon.

For the Riksbank, this should eventually add up to a less disturbing
inflation picture than it recently painted. Nonetheless, it has moved
from a “crisis’ policy stance to a more normal cyclical policy stance,
which provides the Riksbank with quite a few degrees of freedom in
setting rates up near-term.

However, this means that should developments continue to come in
according to our forecasts, the Riksbank will have no choice but to
reviseitsinterest rate path dramatically down.

We expect the Riksbank to start hiking in September and to hike at
each meeting going into 2011. Thereafter, the hikes will come at a
consider ably lower pace and by the end of 2012 reach a peak of 3%.
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\World market growth

As mentioned in the Global section, we continue to be cautiously optimistic
on the world economy and expect a road of sustained global recovery. It will,
however, be moderate by historical standards. Global growth momentum is
likely to peak in Q1 10 as strong cyclica tailwinds from stimuli and invento-
ries taper off.

Despite the optimistic growth forecasts for global demand and even though
Swedish companies are more present in growing markets than generally
perceived, the strategy applied has been somewhat different than that of their
competitors. Whereas companies in countries such as Germany and France
seem to have relied more on domestic production and traditional exports,
Swedish companies have chosen to invest directly —i.e. setting up production
facilities, in growing economies. This means that the effect of strong growth
in developing nations will be less visible in the domesticaly limited GDP
aggregate and will only turn up viathe current account as some type of return
on investments. But it will not be as much of a help for domestic production.

The above is a more detailed way of describing that the import demand for
Swedish export products (world market growth) is still heavily dependent on
developments in advanced economies in western Europe and North America.
The fact is that the EU and US together account for amost 70% of Swedish
export markets. It is necessary for growth to pick up in these regions for
Swedish export to pick up steam.

According to Danske Bank’s demand forecasts even Swedish world market
growth will pick up, abeit to alesser extent than global demand suggests.

Another obstacle facing the Swedish export industry is the composition of
demand. In Swedish export markets capacity utilisation has plummeted and is
only slowly returning on the back of only moderate production growth.
Global demand for consumption goods has on the other hand fared better,
with strong help from economic policy initiatives. The Swedish export indus-
try is heavily skewed toward input and investment goods, which we suspect
will produce weak overall export growth for quite some time. This is differ-
ent from previous upturns, where demand for input and investment goods
normally pick up early onin the business cycle.

Taken together this means that the Swedish exports industry is set to lose
market share, on a market that is growing rather slowly. In our forecasts,
exports are set to grow by a moderate 3.1% y/y in 2010 and a dightly better
4.4%yly in 2011.

Financial conditions tighten as inflation recedes

The dramatic fall in demand has been accompanied by dwindling inflation in
amost al countries, and Sweden is not one exception. On a more positive
note, this implies increasing purchasing power for households and companies
alike. However, it is troublesome from a stabilisation policy perspective,
since it actually serves to tighten real financial conditions and in a situation
where nominal interest rates are at, or close to, the zero interest rate bound
the monetary authority needs to tread with extreme caution.
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Nonetheless, the Riksbank is poised to hike interest rates in the second half of
this year, and the combined effect is that real financial conditions will trend
lower toward and into contractionary territory.

Inventories to decide short-term growth dynamics

After a strong negative contribution to growth from inventories in the begin-
ning of the crisis we have begun to expect the reverse — a strongly positive
contribution from inventories. Remember that the contribution from invento-
riesis not decided by changes in the inventory level, but rather by the pace of
inventory build up or cutbacks — the second derivative if you want to be more
formal.

Somewhat surprisingly, the receding pace of inventory liquidation has not
materialised up until recently — and not in a very convincing manner. But
somewhere inventory levels must reach a trough and production start to pick
up. Browsing survey data and other indicators we get impression that thisis
finally about to happen. For 2010 we foresee a contribution to growth
amounting to 0.5% percentage points (pp) and in 2011 a zero-contribution.

Investments held back by low capacity utilisation

The stabilisation of inventory levels and mild upturn in exports are expected
to push production in a more positive direction. Capacity utilisation is there-
fore expected to increase, especially since corporate are currently not even
replacing obsolete or worn down capacity. At some point this process has run
up capacity utilisation to alevel where investments will again start rising. But
we do not see this happening any time soon and the recent investment survey
from Statistics Sweden indeed underlines the very weak prospects for in-
vestments going forward. One of the few sectors where growth is expected to
rise throughout the forecast horizon is the public sector. Taken together, we
foresee zero-growth this year and a mere 2.2% y/y rise in gross fixed capital
formation for 2011.
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The enigmatic behaviour of Swedish labour markets

Throughout the crisis, which we have captured quite well in terms of GDP
and inflation, we have at the same time failed utterly when it comes to labour
market developments. We have continuously been forced to revise labour
market developments stronger

A dramatic rise in unemployment rates has indeed taken place over the last
year. And the deterioration is expected to continue well into 2010. However,
and especialy considering the unrivalled drop in GDP, the rise in unem-
ployment rates have actually been rather muted. We can of course see that
domestic sectors have held up well due to the “Tidal wave of liquidity” and
other forceful economic policy measures implemented over the past year.
But, even the industries hardest hit by the crisis, construction and manufac-
turing, have not shed nearly as many people as was expected by us and oth-
ers. All in all, we believe that the unemployment rate will average 10.3% in
both 2010 and 2011. These seemingly stable numbers, however, mask both
additional weakness near term, as well as alonger term improvement toward
the end of 2011.

The overall more positive developments on the labour markets nonetheless
come at a high cost — weak productivity. In 2007, the once admired strong
productivity gains turned in a more negative direction. And ever since, pro-
ductivity growth has posted negative readings. Low productivity is worri-
some since it pertains to growth in value added. Value added is basicaly
what is divided between the production factors labour and capital (i.e. wages
and earnings) when other input costs are paid for. Since wage growth — espe-
cialy in the regulated Swedish labour market — seldom enters negative terri-
tory the profit share bears the brunt of the loss of productivity. Indeed, when
adjusting the productivity for labour costs, we aso find that developmentsin
so caled unit labour costs have been even more negative from a corporate
perspective. We have continuously questioned these devel opments and stated
that this will sooner or later transform into an increased focus on profits from
companies and therefore additional lay-offs. Admittedly, this has not materi-
aised. Instead it seems as if shareholders are prepared to keep the cost base
high, probably in order to take advantage of a perceived upturn in demand.

Nonetheless, an unemployment rate of above 10% is under any circum-
stances an unusually high number and, if anything, risks are that companies
will demonstrate a renewed focus on profit shares should the expected upturn
in demand disappoint. In short, despite a considerably less pessimistic view
on the labour market outlook, there is no evidence of an improving labour
market any time soon. If the above arguments for hoarding labour are valid,
we should also expect opposite developments — i.e. a Slower improvement
phase, once demand picks up steam again. Thisis also visible in our forecast
where the improvement in employment is rather mild despite the rather opti-
mistic consecutive growth rates.
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Consumption craves a new driving factor

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. Dispos-
able incomes are therefore expected to rise by 2.3% yly this year. Next year
wage growth become even more subdued, which resultsin a still strong 1.7%
yly growth in disposable incomes for 2011.

The very benign developments of disposable incomes, especialy in compari-
son to the overall drop in national incomes are measures of the success of
stabilisation policies. The fact is that for the typical household — homeowners
with two children and one car — a back of the envelope calculation suggests
that purchasing power increased by net some SEK6,000-7,000 a month be-
tween September 2008 and now.

However, it is also important to notice that the increased interest rate sensi-
tivity of Swedish households — due to increased leverage and the shorter
duration of debt — will mean that once the Riksbank start hiking rates a larger
part of disposable incomes will be subtracted. This is why we believe that
household consumption should hold up well over the forecast horizon, but
will probably not show the same vigorous response to the improving labour
market as in previous upturns. All in all, Danske Bank expects consumption
growth to increase by 2.1% y/y in 2010. In 2011, due to the Riksbank hiking
rates, consumption growth dlips back to 1.8% y/y despite ameliorating labour
markets.

Imports still strong, hence net exports less vigorous

The cutback in imports was indeed dramatic in 2008/09 and to some extent
even outpaced the very weak developments in exports. Nevertheless, strong
household consumption growth and an inventory cycle drawing to an end has
meant that imports have kept up during the last few quarters, keeping the
contribution from net exports to growth at bay. Nonetheless, when interna-
tional demand eventually returns, the Swedish export industry will react and
net exports are indeed expected to contribute positively over the forecast
horizon. To sum up, we calculate with a negative contribution of 1.2pp to
GDP-growth from net exports in 2010 and — once exports are on a sustain-
able upward trgjectory again, slight positive contribution of circa 0.3pp in
2011.

Dauntingly low resource utilisation will keep the Riks-
bank from hiking swiftly

We have now gone through all the main elements of the Swedish business
cycle. And the impression of a severe but aleviating recession is lingering.
Summing up the various GDP components only serves to confirm these im-
pressions. In 2009 GDP posted a preliminary drop of some 4.7% yly. In
2010, growth, thankfully, is expected to return. But only to a fraction (1.5%
yly) of what would be needed to increase resource utilisation more swiftly. In
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2011 the Swedish economy is again, with growth at 2% yl/y, taking more
decisive steps toward a balanced resource utilisation.

Resource utilisation will by any standard be extremely low. According to our
own calculations this admittedly abstract measure is calculated to a nadir of a
shocking 7% — even worse than back in the days of Sweden's own home-
brewed financial crisis.

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.

Productivity (output per hours worked) has been surprisingly weak for avery
long period and we have continuously been too optimistic on this measure.
This has aso been the main reason for our simultaneous overestimating of
the unemployment rate. However, over the past quarters, companies have
begun to scale down not only production but also hours worked. But as men-
tioned above, it so far has not sufficed to balance the drop in demand, and has
therefore resulted in a continued negative productivity growth. But arise in
productivity should be close, if nothing else because demand is expected to
start posting positive consecutive growth rates in the near term. All in all,
Danske Bank expects productivity to rise by about 2% y/y, in both 2010E and
2011E.

And arise in productivity should be sorely missed by companies who saw
their costs rise dramatically throughout 2008 and 2009. Unit labour costs
(ULC), which adjusts for the wage earners share of productivity gains, rose
above 6% y/y in both 2008 and 2009 diminishing the profit share in non-
financial companies has 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 arduous cost control measures will continue to bein place.

Against this background, with low demand, continuing high cost pressures,
deteriorating profit shares, and a foreseen high unemployment rate, represen-
tatives from employers and trade unions have convened in wage negotiations
for the period 2010 and a few years on. Suffice to say that the prospects for
wage increases have seldom been as weak as they are now and with conflict
measures already announced from the union side the centralised wage nego-
tiation round risk becoming one of the most uneasy since the current set up
was launched in the mid-1990s. However, when the dust settles we expect the
centralised wage agreement will result in agreements somewhere between
1% and 1.5%yly.

The inflation and monetary policy outlook

We have never faced inflation prospects as multifaceted as we do 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 aia, to the tre-
mendous economic-political stimuli that has been, and is being, implemented.
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On 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.

But, in our main scenario, risks remain rather contained, and credibility for
economic policy continues to be high. Growth as well as inflation returnsin
the medium- to long-term, but in a more controlled fashion. Therefore, prices
on internationally traded goods, and Swedish import prices gradually normal-
ise. Domestic inflation and so-called ‘core inflation” (CPI inflation minus
food, energy and interest rates) are both derivatives of principally wage de-
velopments. 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 demand, resource utilisation could be too low
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 suffi-
ciently strong to keep expectations from following suit.

The Riksbank plans to move away from a crisis policy stance to a more nor-
mal monetary policy stance and hence hike rates in September and gradually
onwards up to 4%. In addition, the three SEK100bn fixed rate repo facilities
will mature in July, September and October, which can be expected to add to
the upward pressures on interest rates and interest rate spreads.

This fits very well with our long-held view of the Riksbank hiking the repo
rate in September and only gradually thereafter. In fact, given our view of
inflation, labour markets, domestic growth and the household's interest rate
elasticity, our view differs from the Riksbank’s from 2011 onward, since we
believe that hiking to around 3% will suffice to dampen any inflationary
pressure.

Nonetheless, and with an increasing focus on economic fundamentals, the
Swedish krona could very well continue to strengthen over the coming quar-
ters. On a 12-month horizon we believe that the EUR/SEK strengthens to
around 9.40, and we currently see no reason to why it should underperform
the euro on an even longer perspective.
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Sweden: Forecast at a glance

2008

SEK bn

Private consumption 1466.9
Government consumption 833.3
Fixed gross cap formation 6145
Stocks* 5.2
Domestic demand 23920.0
Exports 17115
Aggregate demand 46314
Imports 1476.8
Net exports* 234.7
GDP 31546

- GDP, Calendar adjusted
* contribution to GDP growth

Trade balance, SEK bn

in % of GDP

Current Account, SEK bn
in % of GDP

Public sector savings, SEK bn
in % of GDP
Public debt ratio, % of GDP*

Unemployment, % of labour force
Hourly wages, % vy/y

Consumer prices, % y/y

* Maastricht definition

Repo-rate

2-yr swap yield
10-yr swap vield
SEK/EUR
SEK/USD

2008 2009 2010 2011

Vol growth in %

0.2 -0.8 2.2 1.8
14 2.1 4.6 15
26 -15.3 04 2.2

-0.6 -1.5 0.5 0.0
0.1 -4.7 3.2 1.8
19 -12.5 G5 4.4
0.8 -7.6 BB 2.7
3.0 -134 6.8 4.2
04 0.5 -1.1 04
-0.2 -4.9 1.8 2.0
-0.5 -4.7 1.5 2.0

2008 2009 2010 2011

1269 109.1 73.7 899
40 3.6 2.3 2.8
303.6 231.2 186.1 2204
96 7.6 5.8 6.8
78.3 -38.2 -86.2 324
2.5 -1.3 2.8 10
37.5 395 43.1 440
6.1 8.4 10.3 10.3
34 3.7 1.3 2.0
2.2 0.3 14 2.4

07.04.10 +3mths +6mths + 12mths

025 0.25 0.50 125
1.60 2.10 2.30 3.30
3.30 3.60 3.90 440

967.0 960.0 950.0 940.0
722.2 700.7 683.5 662.0

Source: Danske Markets
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Norway

Weaker than expected

o Despite an extremely stimulative economic policy, developments in
the Norwegian economy have been weaker than expected since our
previous quarterly report. Low interest rates and low unemployment
have meant a significant increase in household disposable income.
However, a sharp increase in the savings rate has helped keep con-
sumption growth at sensible levels.

o Developments in the industrial sector have been a particular disap-
pointment. Stronger global growth and higher oil prices caused usto
expect an upswing in industrial activity in Q1. A quite high level of
activity to begin with could explain the delay — and we still believe
that the order situation will improve as early asthe current quarter.

e Unemployment looks set to be lower than forecast. This is due to
productivity growth being lower than normal and the supply of la-
bour slowing more than expected. Thisindicatesthat capacity utilisa-
tion in Norway is relatively high, which means economic policy mak-
ers will have limited room to manoeuvre in the next couple of years.
Wage growth, on the other hand, looks set to be lower than forecast
this year, and signals from the employee side suggest a pronounced
willingness for moderation in order to save threatened jobs. This
spring’s wage adjustment will be modest but improved profitability
will increase therisk of higher wage drift.

o Norges Bank revised down its interest rate projection by 0.3-0.6 per-
centage pointsin its March Monetary Policy Report. The downward
revision was almost entirely due to NOK exchange rate considera-
tions given the low interest rate expectations among Norway’'s
neighbours. While we appreciate the good intentions, we are very
sceptical about whether rates in Norway can be kept as low as in
other Western countries.

Weaker than expected
The Norwegian economy has developed more weakly than we expected in 50, 50
our last quarterly report. We were particularly surprised by the weak contri- ' %a/q P
bution to growth from traditional exports. Given the strong global upswing, 10 << Mainland-GDP 10
zero growth here seems something of a mystery, especially as the short-term 05- I I 05
indicators had seen decent gains. 0,0- - . 0,0
Deep cuts in interest rates and low levels of unemployment have significantly (132 7 I I ?:g
boosted household incomes. However, high energy prices due to the cold 15 15
weather have pushed inflation higher, which meant lower growth in real 07
disposable incomes than expected. Furthermore, the savings rate rose to 10%
in Q4, which has helped keep private consumption growth under control. Source: SSB
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Given lower unemployment, higher asset prices and low interest rates, it is
uncertain how long this trend in savings will last. In our opinion, the savings
rate is close to peaking, and a decline could cause private consumption to
pick up as the summer approaches.

House prices continue to rise. Following the fall in construction costs, we are
approaching the point where building new homes will be cheaper than the
prices on the secondary market, especialy if improvements in quality are
taken into account. This suggests that construction in Norway is beginning to
bottom out — something also visible in the order statistics for the construction
sector, as orders for both housing and commercial property are now growing

again.

Signs that the globa economy is beginning to enter a phase of self-
perpetuating growth have reduced the downside risk connected with the
global economy. Together with the associated higher oil prices, this removes
much of the downside risk for the Norwegian economy via the effect on oil
investments. Activity levels have been high in recent years and this has af-
fected both growth momentum and costs. Based on our forecast for oil con-
sumption and production in the coming years, we are nevertheless in no
doubt that the world will need more production capacity going forward,
which will in turn generate higher activity throughout the supply industry in
Norway.

Unemployment appears to have peaked. Indeed, the revised figures for NAV
(Norwegian Labour and Welfare service) unemployment indicate that unem-
ployment is beginning to fall. This reduces much of the downside risk for the
housing market, private consumption and the market for commercial property
— information from the commercial property market suggests that rents are
bottoming out and are expected to increase going forward.

The trend of declining core inflation continues. A stronger NOK and slowing
wage growth will help core inflation to keep falling well into 2010. More-
over, both the regular wage statistics and signals from the wage negotiations
suggest that total wage growth will be somewhat lower than previously
thought. On the other hand, productivity growth appears set to be lower than
normal during an economic turnaround. Furthermore, the very cold weather
during the winter has helped increase electricity prices sharply, meaning
headline inflation is now rising steeply.

Norges Bank elected to keep interest rates unchanged at its March meeting.
Moreover, the centra bank’s interest rate projection was revised down by
0.3-0.6 percentage points over the forecast period. The downward revision
was entirely due to the stronger NOK and lower interest rate expectations in
other countries than envisaged in the Monetary Policy Report from October.
Put simply, Norges Bank wishes to avoid further NOK' strengthening, both
out of consideration for inflation and out of consideration for Norwegian
industry, which is operating in avery competitive market.
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While we very much applaud Norges Bank’s intentions, we seriously doubt
whether it can pull it off — particularly considering that the need for fiscal
tightening is very limited compared to other countries.

After strengthening significantly during the autumn, the NOK exchange rate
has been largely stable since October. Major fluctuations in international
exchange rates have, however, meant large movements in NOK against indi-
vidual currencies such as the US dollar, euro and GB pound. As mentioned,
we believe rate spreads to other countries will increase more than the market
currently expects, which would support a stronger NOK. On the other hand, a
lower oil-corrected deficit (higher tax revenues and lower spending growth)
and a higher net cash flow from the oil industry mean that Norges Bank will
soon have to restart buying foreign currency on behalf of the Government
Pension Fund (Petroleum Fund). This could pull in the opposite direction.

Savings and inflation to slow growth

Mainland GDP grew 0.3% in Q4, after growing at the same rate in the previ-
ous quarter. Hence growth was considerably weaker than expected. Growth
was pulled higher by private and public spending. Considerable fiscal lee-
way, low interest rates, declining inflation and strengthening housing and
equity markets were the main reasons behind the economic expansion. In

contrast, the growth impulses from traditional exports were much weaker SELEESNE I e e e

than expected, while inventory investments fell more than forecast. 125 4 o 125
The latest national accounts numbers show, moreover, that household savings 100 - 1op
have increased more than expected over the past year. The savings rate is 7.5 © 75
now 10%, which is higher than the historical average. Given the higher val- 50 - 50
ues of homes and equities and stable unemployment, the savings rate will 25 << Savingratio - 25
very probably ease somewhat in the coming couple of years. 0,0 - 00

2,5, ‘ ‘ ‘ ‘ ‘ ‘ ‘ - 25

Thus much of the financia consolidation that was absolutely necessary in the
household sector has already been completed. This is also reflected in debt
levels, which have been falling continuously since the end of 2008 and are Source: SSB
now at their lowest since Q1 2007.

02 03 04 05 06 07 08 09

After rising for 13 months in a row, house prices fell unexpectedly in Febru-
ary. However prices rose by 1% m/m in March, meaning house prices appear
to be approximately unchanged in Q1. It is natural that price growth should
ease somewhat after prices rose so strongly in 2009, especially as price levels
were aready high. We therefore do not expect that price growth will continue 26000 Nok pr.m2 - 26000

Housing prices all-time-high

at the same pace as last year, but that prices in 2010 will, nevertheless, grow 24000- - 24000
by around 10%. 22000- - 22000
: 20000- <<Housingprices . popo0

We can also see that the number of unsold homes has remained more or less
stable while turnover has increased sharply. The stock of unsold homes rela- 18000 - 18000
16000 - 16000

tive to turnover is the lowest since summer 2007. Given that new housing
starts remain modest, that interest rates will only rise gradualy in 2010 and ~ '40%0: . . . . ., -14000
that unemployment is again peaking, there is reason to believe that house 05 04 05 08 07 08 09

prices have alimited downside. Source: NEF
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It is now being reported that construction costs have fallen sufficiently for
new home pricesto be lower than prices on the secondary market. New home
orders rose steadily in 2009 to reach their highest level (in Q4) since the start
of 2008 — and there are signs that this is now beginning to result in more new
housing starts. Together with the renovation of public buildings and the ma-
jor civil engineering investments linked to the crisis package from last Febru-
ary, we believe this will be sufficient for the construction industry to bottom
out for now.

We have on several occasions emphasised that the greatest downside risk for
the Norwegian economy is a potential fall in oil investments. Last summer
saw the flow of orders for new ships and platforms dry up completely.
Thanks to thick order books, production remained high, but the outlook was
for a levelling off and downturn. Investment figures for the ail industry in
February 2010 showed that oil companies now expect to invest less this year
than last year. This has led to, for example, Norges Bank revising down its
estimate for oil investment growth from zero to -4.5% — or the equivaent of
around NOK6bn.

This trend can also be seen in Norges Bank’s regiona network. However,
after a sharp decline in the outlook for the oil supply industry in November
2009, the February numbers showed that the industry now has a dlightly less
gloomy view of the future. This trend was also visible in the PMI, which
despite a dlight recovery remains around 50, indicating largely unchanged
activity levels in Norwegian industry. The Norwegian PMI is, moreover,
strengthening much more slowly than equivalent indices in other countries,
which can hardly be due to anything other than the oil supply industry’s
significant share of Norwegian industria activity.

We are rather uncertain about the reason for the weak development in oil
investment. However, based on the estimates in this report, we are in no
doubt that oil demand will exceed oil production going forward. Everything
therefore indicates that global oil production will have to increase in one way
or another, which should support a new upswing in large parts of the Norwe-
gian oil supply industry. The signals we have seen in recent months have
increased the likelihood of the global upswing becoming self-perpetuating,
which would clearly reduce the downside risk for the Norwegian economy.

Labour market stabilising

Unemployment appears to have peaked in Norway. The various labour mar-
ket sources differ dlightly — however, the genera impression is that unem-
ployment was increasing towards the end of last year but has been falling
steadily in Q1. Employment appears to have been rising slowly since as far
back as September, athough the January numbers (December-February)
showed a fall of 3000. The cold weather in February may have been the
reason for this. The declining participation rate in the labour market among
the oldest and youngest workers has to be viewed against the exceptionally
good labour market in recent years that led to record-high participation rates.
The just modest rise in unemployment is also due to much of the labour
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needs in the shipbuilding and construction sectors being met by labour im-
ported from abroad in recent years.

While the labour market will tighten more than expected, we believe that this
will as such have less significance for wage growth than one might think. The
quarterly wage statistics show somewhat weaker wage growth in 2009 than
we had expected. This gave a lower wage overhang into 2010 than we had
previously counted on. At the same time, the employee side appears to be
signalling a pronounced willingness for moderation in connection with this
spring’s collective wage bargaining.

So far we have refrained from revising down our wage growth estimate of
3.7% for 2010, but as the employers' |obbyists advance their arguments of a

N . Interest rate forecast

cost-competition problem for Norwegian exporters, wage growth may end up

being lower. Pulling in the other direction is a somewhat greater increase in 8.0 o o B0

profitability than expected. 50- .50

Interest rate hikes postponed et <kPoticy rate ~40

Norges Bank elected to keep interest rates unchanged at it March meeting. 30- ’- 30
. . . . L4

Moreover, the centra bank’s interest rate projection was revised down by 20- - -20

0.3-0.6 percentage points over the forecast period. The downward revision 10, 10

was entirely due to the stronger NOK and lower interest rate expectations in 07 08 09 10

other countries than envisaged in the Monetary Policy Report from October.

Put simply, Norges Bank wishes to avoid further NOK strengthening, both Sotice:Retleres colincnabonee oD
for the sake of inflation and for the sake of Norwegian industry, which is

operating in avery competitive market.

While we very much applaud Norges Bank’s intentions, we seriously doubt
whether it can pull it off. The combination of floating mortgage interest rates
and the swap facility for mortgages at the central bank has meant a far greater
fall in mortgage rates in Norway than in other Western countries. As aresult,
house prices have appreciated by 10-15%, private consumption has increased
by almost 4%, while the savings rate at the same time has aready reached
10%. Given that unemployment appears to be peaking at less than 3.5% and
that the impulses from global growth on traditional exports and the oil busi-
ness will probably increase, keeping interest rates at the same level as other NOK: more than carry
countries will be a huge challenge. Making the situation even more problem-

atic is that the need for fiscal tightening is very limited in Norway compared 720" EURNQK finv)  +=} PPreacys Europe =g, - 2,50
with other countries. 8,00, 2,00
8,50- 1,50
NOK: Bulk of firming over and done 9,00- - 1,00
The import-weighted NOK exchange rate (1-44) strengthened almost 14 % in 950- e . 0,50
2009. Greater risk appetite, higher oil prices and widening yield spreads to 560- 56D
other countries were the key drivers behind this. In addition, an estimated oil- " 97 @ o3 1o
corrected deficit of more than NOK150bn meant that Norges Bank has not
sold NOK in the market since last August. Source: Norges Bank

NOK is now back at alevel that in our opinion better reflects fundamentals.
We therefore are of the view that the potential for further strengthening is
considerably more limited than was the case last year. Nevertheless, given
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the increasingly solid outlook for a sustainable global upswing, conditions
should be right for NOK to remain firm. Both risk appetite and commodity
prices should support NOK, while the focus on government finances in many
countries could make Norwegian securities look attractive. And finaly, as
mentioned, it would seem difficult for the rate spread to other countries to go
any lower.

On the other hand, it appears that the oil-corrected deficit for 2010 could be
lower than previously assumed, as tax revenues have been higher than ex-
pected and public spending has increased less than anticipated due to the
downturn being less severe than the Finance Ministry had forecast. At the
same time, higher oil prices and a stronger dollar mean that the net cash flow
from the oil industry will probably be greater than originally reckoned. Over-
all, this suggests that Norges Bank will have to restart buying foreign cur-
rency on behalf of the Government Pension Fund in a few months' time. In
itself, this would point to a weaker NOK, but we believe that on the contrary
it could give Norges Bank the leeway to increase interest rates in order to
dampen domestic economic growth.
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Norway: Forecast at a glance

Demand and output 2008 2007 2008 2009 2010 2011
NOK bn (2006 prices) Vol growth in %

Private consumption 947.5 53 1.1 0.1 50 4.4
Public consumption 4434 3.0 4.1 5.0 3.1 2.5
Gross fixed investment 477.6 124 1.3 -7.9 -0.5 00

Petroleum activities 1322 4.3 2.7 4.2 -0.2 4.1

Mainland Norway 345.3 155 0.8 -12.1 -0.7 3.2

Dwellings 87.5 3.2 -12.3 -18.7 -3.1 59

Enterprises 187.7 170 0.1 -15.7 -3.1 6.5

General government 70.2 9.7 4.6 2.5 7.5 -6.5
Mainland demand 1920.2 8.1 2.8 34 a7 3.7
Total domestic demand 1868.5 5.1 2.3 2.9 44 4.4
Growth contribution from stockbuilding 51.7 -1.0 04 -1.8 1.0 0.0
Exports 1042.0 2.1 0.9 4.2 2.3 14

Crude oil and natural gas 478.0 2.7 2.1 -1.3 2.7 4.3

Traditional goods 309.2 7.7 4.4 -7.8 9.6 7.2
Total demand 2962.2 40 1.8 34 3.6 2.9
Imports 687.5 8.7 2.2 -9.6 56 7.3

Traditional goods 446.1 8.2 05 -13.0 2.5 7.1
Growth contribution from net exports 354.5 -15 0.3 1.0 -0.6 -15
GDP 2274.7 2.7 1.7 -14 3.1 1.7

GDP Mainland Norway 17199 54 20 -14 2.7 3.0
Economicindicators 2007 2008 2009 2010 2011
Employment, % y/y 4.1 3.1 -0.3 04 0.9
Labour force, % y/y 3.1 3.1 0.2 0.7 10
Unemployment (LFS), % 2.5 2.6 3.1 3.3 3.4
Annual wages, % y/y 5.6 5.8 4.0 3.7 4.0
Consumer prices, % vy/y 0.8 3.8 2.2 2.5 19
Core inflation 14 2.6 2.6 1.8 20
Financial figures 7410 3mths. 6 mths..2mths.
Deposit rate 1.25 2.00 225 325
2y swap rate. % 2.76 4.05 450 5.30
10y swap rate, % 461 4.85 500 530
EUR/NOK 898 820 810 800
USD/NOK 637 539 544 556

Source: Danske Markets
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Finland

Slow recovery in the bullpen

o After an unprecedented 7.8% fall in GDP in 2009, we expect the
economy to return to modest growth in 2010, as export markets have
continued to recover and the outlook for domestic consumption has
improved.

e GDPisforecast torise 1.5% in 2010 and 2.5% in 2011. So far signs of
a recovery are tentative, but GDP has been remarkably stable since
the second half of 2009.

e The weak recovery will not create enough jobs and the unemploy-
ment rate is projected to reach 10% in 2010, before moderating in
2011. Inflation is set to rise from zeroin 2009 to over 1% in 2010.

e Thefiscal stimulus policy creates a wide budget deficit, but the trade
balance should remain in surplus. Given theinitially low level of state
debt and the narrow spread compared with the German benchmark,
Finland is expected to manage an orderly exit from its public deficit,
although not in the forecast period 2010-11.

Exports returning to growth

Volume of goods and services exports was a staggering 24% lower in 2009
than a year ago. Exports of goods fell more than services, as al manufactur-
ing industries suffered from weak global demand. Exports only accounted for
36% of GDP, while a year ago the ratio stood at a record-high 47%. Exports
stopped falling during the third quarter compared to the second quarter, but
signs of an actual recovery remain weak. The two-week long stevedore strike
at harbours in March 2010 made a large but temporary dent in exports.

The economic outlook has improved in most of the important export markets
for Finnish goods. Nevertheless, the structure of Finnish exports could cause
a lagged recovery. Most export industries have reported an improving out-
look for the first half of 2010, but a recovery in metal engineering and other
investment goods requires an expansion of CAPEX in the export markets.
Given faster bottoming out in other industries and services, we expect exports
to grow 4% in 2010 and faster in 2011. Yet, given the depth of the fall it
takes some years to reach the 2008 peak figuresin exports.

Despite the huge fall in exports, Finland maintained a current account surplus
in 2009. We forecast a EUR2-3bn surplus to persist in 2010-2011.

Investment activity hibernates to 2011

Investments fell 13% during 2009 from a year earlier. Housing construction
decreased by 12%; other construction and machinery & equipment shrunk
14%. The decline derives entirely from the private sector, because public
investments have been reported to have increased 5% in 2009.
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Supported by the government and rising apartment prices, housing construc-
tion has an improving outlook. Housing starts doubled from the last quarter
of 2008 to the last quarter of 2009, implying noticeable growth figures also
for 2010. Manufacturing has plenty of capacity and the office vacancy rate
has increased in many service industries, spelling quiet times for construction
of business premises. We expect atotal decline of 4% in investmentsin 2010.
CAPEX isforecast to rise again in 2011 on the back of the general recovery
and pent-up investment plans.

Confident consumer but anaemic income growth

After rising for 15 years, private consumption fell 2% in 2008, while real
income rose 1% generating a rise in the savings rate. Purchases of durable
goods plunged by 12%, especially car sales have stalled, but expenditure on
services fell only 1%. Wage earners' regular income and pensions rose 4-5%,
but total earnings fell due to lower employment, overtime and bonuses. Pri-
vate consumption had stabilised by the end of the year and the outlook is
improving. Consumer confidence rose to normal levels, which reflects the
development in other Nordic countries and a more optimistic view than in
most other EU countries.

Higher unemployment and the tough competition in export markets is leading
to a slower rise in hourly earnings. Pensions hardly rose at the beginning of
the year, because of partial inflation indexation. We expect higher oil prices
and rising VAT to push inflation above 1% in 2010. Together with higher
municipal taxes, the outlook of more stringent fiscal policy and still rising
unemployment, we expect the rise in real disposable income to be close to
zero. Despite the limited income growth, the remarkable recovery in con-
sumer confidence leads us to forecast a modest increase in consumer expen-
diture. Public spending has risen moderately in 2009, but especialy tight
budgets in municipalities are likely to stem growth in public spending in
2010. The debate about exit from large budget deficits points to tax increases
and spending cutsin 2011 also in the central government.

Jobless recovery until2011

GDP volume fell nearly 8% in Finland in 2009, making the recession deeper
than in any other euro area country. The shock is aimost fully externa from
exports, while in many other countries excesses in banking and construction
contributed to the crisis. Low interest rates and buffers both in private and
public sector have helped to cushion the impact on the general feeling of
security and welfare. Output fell sharply during the first half of 2009, but
third quarter GDP was marginally higher already. Output has declined in all
industries except agriculture. Leading indicators both in consumer and indus-
trial surveys point to recovery during the first half of 2010. Given limited
scope for domestic demand and exit from fiscal stimulus, the recovery is
likely to be export-led. We forecast a 1.5% rise in output in 2010 and 2.5% in
2011.

Employment was 2.9% or 74,000 persons lower in 2009 than a year ago.
While the number of employed has shrunk in al industries, manufacturing
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jobs were hardest hit by afall of 9%. The fall isless than our and consensus
expectation earlier in 2009. Temporary lay-offs, reduced overtime and labour
hoarding have al helped to limit the rise in officia unemployment figures.
All hours worked dropped 6%, which is more in line with the fall in GDP. At
the same time, supply of labour was reduced only by 1% forcing a rise in
unemployment. The unemployment rate rose by nearly 2 percentage points to
8.2% in 2009, which is 221,000 unemployed persons.

Given aslow recovery and a decline in weekly hours, a significant number of
new jobs are likely to be created only when the recovery gains speed and
retirement of large generations continues in 2011. We expect the full-year
average unemployment rate to reach 10% in 2010 before falling in 2011.
Without immigration, the Finnish workforce is starting to decline due to
demographic factors. The decline limits future growth speed of potential
output to roughly 2%.

Modest rise in inflation not a major problem

Inflation fell to negative territory temporarily in 2009, but as an annual aver-
age there was no change from a year earlier. Consumer prices have started to
rise again and the national CPI inflation rose back to positive territory in
February 2010, mainly on the back of housing, oil and other raw materials.
We expect full-year average inflation to be 1.4% in 2010 and to rise to about
2% in 2011. The VAT increase from 22 to 23% in late 2010 will shift the
price level upwards. Low cost pressure from the labour market and ex-cess
capacity in some industries imply low cost inflation pressure up to 2011, but
raw material prices can create larger changes.

Employee earnings rose 3.9% in 2009, while the carryover from 2010 shrank
towards the end of the year. State salaries rose more than average, 5.8%,
fuelled by previous labour agreements. We expect the earnings growth to fall
towards 2% in 2010 and 2011. New wage agreements have been more mod-
erate and the current outlook does not favour pay rises much over productiv-
ity.

Apartment prices fell marginally in the first quarter of 2009, but lower inter-
est rates and improving consumer confidence surprisingly turned the market
and prices regained the fall by third quarter. In the fourth quarter, apartment
prices were 8% higher than ayear ago. Trade volumes have continued to rise,
but limited supply is creating a bottleneck and pushing prices higher. Prices
might still rise marginaly, before new construction adds to supply at the end
of 2010 and the expected rise in interest rates cools demand. Overal, we
expect fairly stable pricesin 2010-2011.

Talk about exit

General government balance fell to a deficit for the first timein 12 yearsin
2009. The central government deficit was over EUR8bn and the local gov-
ernment deficit was almost EUR1bn. Social security funds surplus exceeded
EURSbnN, reducing the general government deficit to EURS3.7bn or 2.2% of
GDP. Our forecast produces a deficit in excess of 3% both in 2010 and in
2011. State debt was EUR65bn and the total public debt EUR75bn at year-
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end, which was 44% of GDP. We expect the public debt-GDP ratio to rise to
over 50% in 2011. Despite the rise, Finland remains one of the least indebted
countries in the euro area. The public sector still faces falling tax income and
rising unemployment costs. Especialy the municipal sector is facing tight
fiscal conditions. Soon after the recession ends, taxation is likely to be raised
in order to close the deficit and keep the pension systems adequately funded.
Despite the very large fall in GDP and weak growth outlook, the government
aready talks about exit and plans to build new buffers against future shocks.
Parliamentary elections in 2011 are unlikely to change the drive towards
fiscal sustainability.
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Finland: Forecast at a glance

National accounts 2007 2008 2009 2010 2011

GDP 4.9 1.2 -7.8 15 2.5
Imports 6.0 6.6 -22.3 20 55
Exports 7.9 6.5 -24.3 4.0 9.0
Consumption 2.7 2.0 -1.3 0.1 1.2
- Private 3.4 1.7 -2.1 o)2) 1.5
- Public 1.1 2.7 0.7 0.0 0.5
Investments 10.6 -0.2 -13.4 4.0 35

Other indicators 2007 2008 2009 2010 2011

Unemployment rate, % 6.9 6.4 8.2 100 9P
Earnings, % 3.4 55 4.0 26 25
Inflation, % 25 4.1 0.0 1.4 20
Current account, Bn euro 7.6 5.6 2.4 25 4.0
Current account / GDP, % 4.2 3.0 1.4 14 202
Public deficit / GDP, % 5.2 4.2 -2.2 38 33
Public debt / GDP, % 35.2 34.2 44.0 490 520
Financial figures 07.04.10 +3month +6month +12month
Repo rate, % 1.00 1.00 1.00 1.25
2 year swap rate 1.48 1.75 1.95 2.30
10 year sw ap rate 3.28 3.50 3.70 3.90
EUR/USD 133 137 139 142

Source: Danske Markets




Nordic Outlook

Global

Strong lift-off but gravity still heavy

e 2010 will be the moment of truth for the global economy: it will be-
come apparent whether the recovery is sustainable or whether a dou-
ble-dip scenario will materialise. Since 2010 is effectively a ‘make or
break’ year, the markets are expected to be more volatile than in
20009.

« We continue to be cautiously optimistic and expect a road of sus-
tained recovery. It will, however, be moderate by historical stan-
dards. Global growth momentum islikely to peak in Q1 as strong cy-
clical tailwinds from stimuli and inventoriestaper off.

e We leave our growth forecasts for the US and Asia broadly un-
changed. We have revised down our projections for Euroland dlightly
in 2010 based on the growth disappointment in late 2009. Our projec-
tionsare still slightly above consensusin all regions.

o Key for sustainability will be a return of US job growth. We expect
the strong US economic growth in the second half of 2009 to trandate
into decent gainsin employment of around 200-250k per month. This
should lead to sustained growth in US final demand of 2.5-3.0% in
the coming years.

e« We expect the Euroland recovery to continue in 2010 mainly driven
by exports. The Asian upswing is one step ahead and we already see
strong growth in final demand. Focus is changing to policy tightening
to avoid inflation and bubblesin asset markets.

e Monetary exit strategiesin the US and Euroland are likely to be slow
as inflation is not yet an issue and the recovery is moderate. We look
for afirst hike from the Fed in November while the ECB is expected
to hikein early 2011. In China we expect a resumption of the gradual
CNY appreciation in Q2.

Recovery broadly on track

The global recovery has continued broadly on track over the past three to six
months. The US delivered a positive surprise in Q4 with growth close to 6%
g/q annualised and growth in H2 09 has been in line with our expectations of
4.0-4.5% growth. Although the inventory cycle has provided some of the
boost, it is encouraging that final demand has also picked up (see chart). In
particular, investment in equipment and software grew strongly in Q4.

While the US recovery is on track, Euroland disappointed in late 2009. GDP
only grew 0.5% annualised in Q4. In particular Germany posted a negative
surprise with GDP stagnating in late 2009. However, factory orders for Janu-
ary suggest that activity has picked up again in early 2010. Thisis also sig-
nalled by continued increases in the German ifo expectations index and PMI
new orders which tend to give good signals on Euroland growth.
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Growth forecasts: Still slightly above consensus

2010 2011
o Danske Consen Danske Consen
%V/y Bank sus IMF OECD | Bank sus IMF OECD

USA 3.2 3.0 2.7 25 30 3.0 24 30
Euroland 18 12 10 12 22 15 16 20
Japan 27 1.8 1.7 14 21 18 22 22
China 9.5 96 100 102 95 89 97 93
Global 4.2 &8 a4 4.3
Asia [exJapan

and C.‘[hina]ma ES =

CEEand.CIS 0.8 35
| Chongefrom previousfes |
USA 0.0 0.0

Euroland -04 +0.1

Japan -0.2 -02

China -0.1 +0.3

Source: Danske Markets, Bloomberg, OECD, IMF

G3 growth profiles
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US final demand picking up
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In Asia, economic data have continued at a strong pace into 2010. Asia con-
tinues to be ahead in the cycle and has aready reached the phase of self-
sustained recovery with declines in unemployment rates throughout the re-
gion. Exports are performing again and private domestic demand has aso
picked up nicely.

The next phase is critical

While the global recovery has been broadly on track so far, it is too soon to
break open the champagne. The next six months will prove critical for the
global economy as the baton in the Western economies has to be delivered
from massive stimulus and inventory correction to job growth and sustained
recovery in final demand.

In Global Scenarios in December, we compared the global recovery to a
space ship. In order to fight gravity and get lift-off, we need a massive
amount of fuel. At some point though, the fuel will taper off, and the rocket
should by then have escaped gravity in order to continue the path upwards. If
not, it will crash.

We are now at the stage in the global economy where the fuel will taper off.
It will therefore become increasingly obvious whether the global economy
will manage to escape the gravity pull. The task is quite big since gravity is
particularly strong this time due to the damage to the banking sector, high
debt levels and massive wealth losses that are till lingering.

Another reason why this phase is so critical is that we do not have much fuel
left to use should it be needed again if the economy falters. Fiscal policy is
more or less maxed out everywhere and there is also a limit as to how much
more can be done through monetary policy — athough more money can be
printed. Indeed, 2010 is likely to proveto be a‘make or break’ year.

Encouraging signs of real lift-off...

Fortunately, we see increasing signs that labour markets are improving glob-
aly which is the main precondition for a real lift-off. Unemployment rates
have either fallen or stabilised in most Western economies and in Asia unem-
ployment is already on a clear downward path. A short-term model for US
non-farm payrolls suggests decent job gains over the next three to six months
and our expectation is monthly job growth of around 200-250k over this
horizon.

All evidence suggests that once unemployment starts to go down it normally
continues to decline for a considerable period: it becomes a sustainable re-
covery that feeds on itself. The process works through a variety of channels.
First, employment gains increase disposable income growth for households
and support consumption growth. Second, the decline in unemployment gives
rise to higher job security and therefore reduces the need for precautionary
savings. Third, the improvement in consumer demand triggers companies to
scale up investment plans as the uncertainty over demand fades and focus
shifts from crisis management to strategic management. Finally, as this is a
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Mixed signals in Germany: Hard data weaker while

soft data point to strengthening recovery
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Strong signs of US job recovery coming soon
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Note: US payrolls is modelled on temporary help workers, weekly
jobless claims, hours worked, ISM new orders, NFIB small bus.

Optimism and “jobs plentiful minus jobs hard to get”

Looks like global unemployment is peaking earlier

than expected
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process taking place in most of the world economy, it will improve external
demand as well and give alift to export growth and world trade will benefit.

It is still too early to conclude that we have entered this positive spiral. The
global economy is still fragile during this transition phase and in the past we
have seen double-dip recoveries because new shocks have hit the economy
during this critical period when sentiment is vulnerable. It is therefore impor-
tant that we don’t get hit by new shocks over the next 6-12 months. By defi-
nition, shocks are difficult to forecast but there are a number of candidates to
watch out for: an acceleration of the public debt crisis, renewed significant
bank losses damaging market confidence, a spike in oil prices or arise in
protectionism.

.. but going from acceleration to cruising speed creates
jittersin the markets

Although growth is probably becoming more sustainable, we expect the
global economy to lose some speed after reaching a growth peak in the first
half of 2010. The global economy currently has maximum fuel from stimulus
and the inventory cycle and this effect is about to taper off. We already see
signs of the growth peak in some leading indicators. For example, global PMI
new orders fell in January and momentum in OECD’s leading indicator has
been on adownward path for some months now.

The transition from acceleration to cruising speed is likely to create more
(realised) volatility in financial markets in 2010. Indeed, we have already
witnessed thisin early 2010 where equity markets saw the biggest correction
since early 2009 when equity markets bottomed. Markets will be caught
between (a) slowing speed which tends to spur fears that growth will slow
too much and cause a double-dip scenario, and (b) rising signs of sustainabil-
ity from improving labour markets which should work as comfort that a
double-dip scenario will not materialise. At the same time, expectations for
earnings growth are quite high, leaving scope for disappointments.

A moderate recovery with strong regional differences

Seen in a historical context, the recovery in the western world is expected to
be quite moderate (see chart on the US). There are severa reasons for this.
First, there will be a need for significant tightening of fiscal policy already in
2011 and 2012 as countries need to reduce unsustainably high budget defi-
cits. Plans for this have already been outlined. Second, considerable financial
regulation is expected, which will dampen banks' ability to increase lending.
Finaly, private consumption growth in the western world will probably be
more moderate as high unemployment rates put downward pressure on wage
gains and there may be further need to repair household balance sheets.

On the other hand, the Asian recovery has aready proven quite strong and a
recovery in final demand is starting to take hold. In particular China and
India have proven very strong and this has significant positive spill-over to
the whole region. The Asian recovery aso has significant positive effects on
commodity exporters such as Russia and Latin America. Asia has proven to
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When unemployment starts falling it normally con-
tinues for a longer period

US unemplovment
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be a considerable stabilising force in the global economy, providing an im-
portant engine of demand for other regions including the Western countries.

Monetary exit will be slow

Although the global economy is recovering, central banks are likely to move
slowly in their exit strategies. Inflation is expected to stay at moderate levels
in the Western economies as wage pressures are low and pricing power poor.
In the US, unemployment has risen to very high levels and there will be
plenty of slack in the economy for a long time. Non-standard measures will
be scaled out gradualy during 2010 but we don’'t expect the Fed to hike
before late 2010 (see Research US: A roadmap for the Fed’ s exit).

In Euroland, the jitters around fiscal sustainability have postponed the ECB’s
exit and we do not foresee the first hike until early 2011 (see Flash Comment
Euroland: ECB will not hike before early 2011).

In Asiathe situation is a bit different. Here focus has shifted rapidly to fight-
ing inflation and new bubbles and some tightening has already started in
China. In Q2 we expect most Asian central banks to raise their leading inter-
est rates and Chinais expected to resume its gradual appreciation of the CNY
versus the USD.
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Inflation to stay at moderate levels
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Road map for sustainability

Our expectations for key drivers to judge sustainability:

1.Labour market: US payrolls to show job gains of 200-250k
in mid 2010. Unemployment to decline in most economies
during Q2.

2.Confidence: Business confidence should stay high and
moderate only slightly during spring/summer. Consumer
confidence to climb gradually.

3.0il prices: Should rise only slowly. If it spikes higher on ris-
ing demand, we could face new downturn.

4 Fiscal sustainability: Although fiscal issues will probably
stay high on the agenda, an escalation of the confidence cri-
sis involving the US and the UK should be avoided.

5.Equity markets: Should hang on to gains although no strong
performance is expected. If sentiment falters and equities
drop strongly, we could see hit to confidence affecting con-
sumption and investment.

6.Asian growth: Should continue at robust pace as it is impor-
tant demand engine for the world economy - not least Euro-
land and commodity exporters

www.danskeresearch.com
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Macroeconomic forecast

Macro forecast, Scandinavia
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Financial forecast

Bond and money markets
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