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Headwinds

Once again the global economy is facing headwinds. The
nascent global recovery at the beginning of the year has
become subject to growing uncertainty due to mounting
geopolitical tensions. The Cold War-like duel between
the West and Russia over Ukraine is still escalating, and
the Middle East has once again put itself into the spot-
light with the war-like situation in Gaza and the advance
of Isis in Irag and Syria.

2012 2013 2014E 2015E  2016E

World 3.1 3.1 34 3.8 3.9
G3 1.2 1.2 1.6 2.2 2.2
BRIC 5.8 5.8 5.7 5.8 5.9
Nordics 0.9 1.0 1.3 1.6 2.0
Denmark -0.4 0.4 0.5 1.3 1.7
Finland -1.5 -1.2 -0.5 0.3 1.2
Norway 34 2.0 2.3 1.5 2.2
Sweden 0.9 1.6 1.9 25 2.3

Especially Europe feels the chill from the cold winds in
the East and the economy has shown signs of weakness
since the spring. After growing for several consecutive
quarters, it suddenly faltered in Q2, and much indicates
that economic growth in Europe in Q3 will also be mark-
edly lower than expected earlier in the year.

Against this backdrop and as Q1 economic data for the
US and China surprised on the downside, we have re-
vised down our growth forecast for the global economy
from 3.7% to 3.4% this year. However, we stick to our
forecast of growth of just under 4% next year. In 2016,
which is now also covered by our forecast period, we see
growth at around 4%.

Ukraine conflict hits Europe

The conflict between Russia and the West has so far
culminated in Russia’s sanctions on a string of agricul-
tural products from the US, Canada, Australia, the EU
and Norway. Due to Russia’s geographical proximity and
close trading relationship with many European countries,
the new Cold War-like situation hits Europe hard. Espe-
cially the countries bordering Russia (including the Bal-
tics and Finland) feel the Siberian cold, but also Norway
and Denmark are affected due to their sub-stantial ex-
ports of agricultural products to Russia.

The sanctions have serious consequences for the agricul-
tural sector, but in a macroeconomic perspective the
sanctions themselves will not be enough to derail the
nascent recovery of the European economy. The direct
effect varies from 0.65% of GDP in Lithuania to 0.15%
in Denmark and Finland and as little as 0.01% in Sweden
and the UK. Uncertainties are therefore more related to
the spill-over effects on business and consumer confi-
dence as they could induce for instance businesses and
individuals to postpone investment decisions. In this con-
text, it is especially worrying that the German growth lo-
comotive now seems to be hard hit. This could have ma-
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jor repercussions for other European countries that may
still feel the fallout of the financial crisis or still have not
emerged from recession. Against this backdrop we look
for relatively weak, albeit accelerating, growth over the
forecast period.

Extremely loose monetary policy

The relatively weak outlook for the European economies
coupled with very low inflation is a scenario that goes
straight to the heart of the European Central Bank. The
ECB aims to keep inflation close to but below 2%, and in
its efforts to defeat the deflation ghost the ECB, as so
many other central banks, has pursued an extremely ac-
commodative monetary policy line in recent years. Mon-
etary policy was even eased further in June when the
ECB for the first time brought its deposit rate into nega-
tive territory and at the same time introduced targeted li-
quidity measures to boost bank lending in the Euro area.
It is still doubtful whether the ECB’s programme will
have the desired effect, and consequently as a last resort
the ECB may have to let the printing press run harder and
longer to lift inflation, possibly combined with an asset-
buying programme (eg government and corporate
bonds). The central banks in the US, the UK and Japan
have been in a similar situation.

However, a further rate cut by the ECB does not seem
very likely, so at this juncture we merely postpone the
expected timing of the first ECB rate hike to 2017 — ie
beyond our forecast horizon. This means that European
long yields will remain low for a very long time.

The US close to top form

Meanwhile, the Anglo-Saxon economies, the UK and the
US, are still on track to a robust recovery. Especially the
US economy is gaining muscle and the important US la-
bour market seems to be getting in shape. An improved
labour market situation is essential for both consumption
and investment. Also, it should be noted that the long pe-
riod of private sector deleveraging is over. Consequently,
there is a good chance that the US economy will grow at
a fairly healthy clip over the forecast period, although we
expect growth to peak in 2015.

With the benign outlook for the labour market and infla-
tion, which is already close to the 2% target, we expect
the US Federal Reserve to begin tightening monetary
policy relatively soon. The tapering of the central bank’s
quantitative easing programme will according to plan
take place this year and Fed Chairman Janet Yellen may
finally begin to consider the first rate hike since June
2006. We think the first rate hike will be sanctioned as
early as in Q1 2015. This will also spill over to US long
yields, which are expected to rise over the forecast hori-
zon. As the US Fed tightens monetary policy before the
ECB, the USD should strengthen versus the EUR. And as
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the Bank of England is also likely to tighten monetary
policy before the ECB, the GBP will likely also appreci-
ate versus the EUR in coming years.

China back on the growth track

China also seems to be back on the growth track after a
temporary setback that showed how difficult it is to in-
troduce a new growth model based on consumer spend-
ing rather than exports and investment in a country with
a historically high household savings ratio.

By means of a mini-stimulus package designed to boost
growth and a deliberate weakening of the currency the
authorities have succeeded in lifting growth back to
around 7.5%. But the Chinese economy is still exposed
to risks, especially risks related to the housing market
and overcapacity in many sectors. Moreover, the current
geopolitical risks might also spread to Asia. China is in-
volved in territorial disputes with many of its neighbours.
One is with Japan over the uninhabited Senkaku/Diaoyu
Islands. These disputes might eventually adversely affect
trading in the region and in that way also jeopardise the
nascent recovery of the Japanese economy.

Protectionism through the backdoor

While China is back on the growth track and the outlook
for India has brightened with the more reform-friendly
Narendra Modi government at the helm, prospects for the
other BRICS countries are less favourable near term. The
commodity-producing economies, Brazil, Russia and
South Africa, have been hard hit by declining commodity
prices, capital flight as well as currency de-preciation and
ensuing tightening of monetary policy. The outlook for
these countries therefore appears rather bleak. This poses
a risk of a further deceleration of world trade, partly due
to lower growth and partly because it can lead to in-
creased protectionism and import substitu-tion. Accord-
ing to the WTO, in net terms nearly 950 new trade re-
strictions net have been introduced since October 2008,
covering just over 5% of G20 imports. This is very wor-
rying as free trade between countries is a key source of
global growth and higher productivity.

Norway back in the lead

As the rest of the world, the Nordic countries also follow
different growth patterns. Since the release of our latest
Nordic forecast in June, notably the Norwegian economy
has surprised on the upside, while Sweden has not lived
up to our expectations. The Danish economy is recover-
ing at a moderate pace, while Finland has tested new
lows. We expect overall growth in the Nordic region to
rise from 1.5% this year to 2% in 2016.

As noted, the Norwegian economy has surprised on the
upside, and recent indicators still paint a strong picture of
the economy. Solid consumption growth will help under-
pin overall economic growth in the years ahead, alt-
hough 2015 may prove a soft spot due to a quite substan-
tial decline in oil investment. However, the coming
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years’ expansion will not be strong enough to prevent
unemployment from rising. Wage growth will remain
above 3%, which is lower than in recent years. Against
this backdrop, inflation will slow and remain well below
target. With low inflation, moderate wage growth and
slightly higher unemployment, Norges Bank is not likely
to change its policy rate over the forecast period. As in-
terest rates in the Euro area are also likely to remain
around current levels, the NOK should stay fairly stable
versus the EUR.

The otherwise strong Swedish economy has disappoint-
ed, especially because contrary to expectations exports
have not gained traction in the same way as domestic
demand. GDP growth will thus not accelerate sharply.
Households’ favourable financial conditions are reflected
in growing consumption, rising house prices and higher
residential construction, and employment and labour
supply are rising steadily. Unemployment is seen declin-
ing slowly and we see no risk of major bottlenecks. The
pressure on the export industry will result in continued
low wage growth. And inflation will rise, but not reach
the 2% target over the forecast period. This implies that
the Riksbank will hike interest rates late in the forecast
period and at a cautious pace. The Riksbank’s current
soft monetary policy weighs on the SEK near term, but
the SEK will gain longer out due to the relatively sound
Swedish economy.

At the moment, an erratic recovery is taking shape in the
Danish economy. This recovery is partly driven by con-
sumer spending, which has started to edge higher. We
expect this trend to remain intact in coming years, in step
with rising employment and positive real wage growth
boosting household disposable income. Near term, rising
geopolitical unrest and the weakened momentum of sev-
eral of Denmark’s export markets have heightened the
risk of a new growth setback in the Danish economy.
However, our baseline scenario does not incorporate last-
ing damage to the recovery, so we look for growth of
1.7% in 2016, up from 0.5% this year.

There are also no signs of stronger exports in Finland.
After a promising start this year, the direction of manu-
facturing orders is again unclear. GDP will probably con-
tract in 2014 for the third consecutive year, and due to
sanctions on Russia, a modest pick-up in GDP is not ex-
pected until well into 2015, suggesting that Finland is on-
ly one shock away from a fourth year of contraction. The
weakness of domestic demand is a significant obsta-cle
to growth. Unemployment will increase more and for
longer than previously expected, hitting 9% soon. Do-
mestic price pressures are absent and speculation over
deflation may well start next year. Wages and pensions
will hardly grow at all. A downgrade of Finland’s AAA-
rating may only be a matter of time.

Helge J. Pedersen, Global Chief Economist

helge.pedersen@nordea.com +45 3333 3126
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Growth, %

2012
Worldv 3.1
USA 2.3
Euro area -0.6
China 7.7
Japan 15
Denmark -0.4
Norw ay 3.4
Sw eden 0.9
UK 0.3
Germany 0.9
France 0.4
ltaly -2.4
Spain -1.6
Finland -1.5
Estonia 3.9
Latvia 5.2
Poland 2.1
Russia 34
Lithuania 3.7
India 4.7
Brazil 1.0
Rest of World 2.3

2013
3.1

2.2
-0.4
7.7
15

0.4
2.0
1.6

1.7

0.5
0.4
-1.8
-1.2
-1.2
0.8
4.1

1.6
13
33
4.7
25

2.2

2014E

3.4

21
0.8
7.5
1.2

0.5
2.3
1.9

3.0

1.6
0.4
-0.3
1.3
-0.5
0.7
3.3

3.2
0.5
25
51
1.5

2.7

2015E
3.8

31
11
7.2
12

13
15
25

25

15
0.7
0.5
1.7
0.3
2.7
2.9

3.4
13
2.8
5.8
1.9

3.2

1.7
2.2
23

2.2

15
12
11
1.8
1.2
3.5
4.1

3.5
15
4.3
6.3
21

34

Inflation, %
Worldy

USA

Euro area
China
Japan

Denmark
Norw ay
Sw eden

UK

Germany
France
ltaly
Spain
Finland
Estonia
Latvia

Poland
Russia
Lithuania
India
Brazil

Rest of World

2012
4.1

21
25
2.7
0.0

24
0.7
0.9

2.8

21
22
818
24
2.8
3.9
23

3.7
6.5
31
9.7
54

51

2013
3.7

15
1.4
2.6
0.4

0.8
21
0.0

2.6

1.6
1.0
13
15
15
2.8
0.0

1.2
6.5
1.0
10.1
6.2

4.5

2014E
3.7

20
0.6
25
2.8

0.7
21
0.0

1.8

0.9
0.7
0.3
0.0
1.0
0.4
0.6

0.4
7.2
0.3
7.9
6.5

4.2

2015E
3.7

23
1.2
2.7
25

1.2
1.7
11

21

15
1.2
1.0
0.6
0.5
2.0
1.7

0.8
6.0
15
71
5.9

4.3

1.6
1.6
1.8

23

1.8
13
12
13
0.8
25
2.0

22
5.4

6.2
5.5

5.2

1) Weighted average of 186 countries. Weights for all countries and datafor Rest of World are from the most recent World Economic Outlook, by the IM F. The weights are calculated from PPP-

adjusted GDP-levels

Public finances, % of GDP

2012
USA -6.8
Euro area -3.7
China -2.2
Japan -9.8
Denmark -3.9
Norw ay 13.9
Sw eden -0.7
UK -6.1
Germany 0.1
France -4.9
Italy -2.9
Spain -10.6
Finland -1.8
Estonia -0.2
Latvia -14
Poland -3.9
Russia -0.2
Lithuania -3.3
India -7.4
Brazil -2.8

00 00000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000s0scscsssssssss

2013
-4.1
-3.0
-1.9

-10.1

-0.9
10.9
-1.2

-5.8

0.0
-4.3
-2.8
-7.1
2.1
-0.2
-0.9

-4.3
-0.8
-2.2
-7.3
-3.3

2014E

-2.9
-2.5
-2.0
5

-0.3
11.0
-2.2

-5.0

0.2
-3.9
-2.6
-5.6
-1.8
-0.5
-1.0

-4.0

0.0
-2.2
-7.0
-3.4
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2015E
-2.6
-2.3
-2.0
-9.0

-2.9
11.2
-1.4

-4.0

0.3
=85
-2.2
-6.0
-1.9
-0.9
-1.5

5.0
-0.5
-2.0
-6.5
-3.0

2016E
-3.0
-2.0
-2.0
-9.0

-2.2
10.8
-0.6

-3.1

0.2
-3.0
-2.0
-4.0
-1.6
-0.5
-1.0

-2.5
-0.7
-1.0
-6.0
-2.8

Current account, % of GDP

USA

Euro area
China
Japan

Denmark
Norw ay
Sw eden

UK

Germany
France
ltaly
Spain
Finland
Estonia
Latvia

Poland
Russia
Lithuania
India
Brazil

2012
-2.9
1.8
2.3
1.0

6.0
143
6.5

-3.8

7.0
-2.1
-0.4
-1.2
-1.9
-1.8
-2.5

-3.7

3.6
-0.2
-4.7
-2.4

2013
-2.4
2.6
21
0.7

7.1
11.1
6.8

-4.5

7.4
-1.9
0.9
0.8
-2.0
-1.1
-0.8

-1.4
15
15

-2.0

-3.6

2014E
-2.5
29
2.0
1.0

5.9
10.7
6.0

-3.9

7.3
-1.8
15
1.4
-1.9
-1.2
-2.0

-15

2.3
-1.8
-0.5
-3.3

2015E
-2.5
2.9
2.0
1.2

5.3
11.0
5.6

-3.2

7.0
-2.0
15
15
-1.6
-1.6
-2.5

-2.0

21
-3.0
-1.0
-2.9

2016E
-2.5
2.2
15
15

4.4
10.5

=217

6.0
-1.8
1.2
17
-1.4
-1.8
-3.0

-2.5

2.0
-2.0
-1.5
-2.6
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Monetary policy rates

29.14 3M
us 0,25 0,25
Japan 0,10 0,10
Euro area 0,15 0,15
Denmark 0,20 0,20
Sweden 0,25 0,25
Norw ay 1,50 1,50
UK 0,50 0,50
Sw itzerland 0,00 0,00
Poland 2,50 2,00
Russia 8,00 8,25
China 6,00 6,00
India 8,00 8,00
Brazil 11,00 11,00
3-month rates

29.14 3M
us 0,23 0,25
Euro area 0,17 0,20
Denmark 0,36 0,35
Sw eden 0,50 0,50
Norw ay 1,76 1,75
UK 0,56 0,60
Poland 2,60 2,75
Russia 10,21 10,10
Lithuania 0,32 0,30

30.6.15 31.12.15 31.12.16

0,75 1,25 2,50
0,10 0,10 0,10
0,15 0,15 0,15
0,20 0,30 0,40
0,25 0,25 1,00
1,50 1,50 1,50
0,75 1,25 2,25
0,00 0,00 0,00
2,00 2,50 3,00
8,00 7,50 7,00
6,00 6,25 6,25
7,75 7,50 7,00
12,00 12,00 12,00
30.6.15 31.12.15 31.12.16
0,80 1,40 2,75
0,20 0,25 0,30
0,35 0,45 0,55
0,50 0,50 1,30
1,75 1,75 1,75
0,85 1,40 2,50
2,75 3,00 3,50
9,40 9,00 8,50
0,20 0,20 0,40

10-year government benchmark yields

m Overview

Monetary policy rate spreads vs Euro area

29.14 3M
us 0,10 0,10
Japant -0,15 -0,15
Euro area - -
Denmark 0,05 0,05
Sweden 0,10 0,10
Norw ay 1,35 1,35
UK 0,35 0,35
Sw itzerland -0,15 -0,15
Poland 2,35 1,85
Russia 7,85 8,10
China 5,85 5,85
India 7,85 7,85
Brazil 10,85 10,85

1) Spread vs USA
3-month spreads vs Euro area

29.14 3M
us 0,07 0,05
Euro area - -
Denmark 0,19 0,15
Sw eden 0,33 0,30
Norw ay 1,59 1,55
UK 0,39 0,40
Poland 2,43 2,55
Russia 10,04 9,90
Lithuania 0,15 0,10

30.6.15 31.12.15 31.12.16

0,60 1,10 2,35
-0,65 -1,15 -2,40
0,05 0,15 0,25
0,10 0,10 0,85
1,35 1,35 1,35
0,60 1,10 2,10
-0,15 -0,15 -0,15
1,85 2,35 2,85
7,85 7,35 6,85
5,85 6,10 6,10
7,60 7,35 6,85
11,85 11,85 11,85
30.6.15 31.12.15 31.12.16
0,60 1,15 2,45
0,15 0,20 0,25
0,30 0,25 1,00
1,55 1,50 1,45
0,65 1,15 2,20
2,55 2,75 3,20
9,20 8,75 8,20
0,00 -0,05 0,10

10-year yield spreads vs Euro area

2.9.14 3M 30.6.15 31.12.15 31.12.16 2.9.14 3M 30.6.15 31.12.15 31.12.16
us 2,34 2,70 2,90 3,25 4,10 us 1,45 1,50 1,50 1,70 2,20
Euro area 0,89 1,20 1,40 1,55 1,90 Euro area - - - - -
Denmark 1,20 1,35 1,60 1,75 2,05 Denmark 0,31 0,15 0,20 0,20 0,15
Sw eden 1,41 1,70 2,00 2,30 2,70 Sw eden 0,52 0,50 0,60 0,75 0,80
Norw ay 2,24 2,65 2,88 3,00 3,20 Norw ay 1,35 1,45 1,48 1,45 1,30
UK 2,38 2,80 3,00 3,30 3,70 UK 1,49 1,60 1,60 1,75 1,80
Poland 3,07 3,50 3,50 4,50 5,00 Poland 2,19 2,30 2,10 2,95 3,10
Exchange rates vs EUR Exchange rates vs USD

2.9.14 3M 30.6.15 31.12.15 31.12.16 2.9.14 3M 30.6.15 31.12.15 31.12.16
EUR/USD 1,32 1,32 1,28 1,25 1,22 -
EUR/JPY 136,7 136,0 137,0 137,5 140,3 USD/JPY 103,8 103,0 107,0 110,0 115,0
EUR/DKK 7,45 7,46 7,46 7,46 7,46 USD/IDKK 5,66 5,65 5,83 5,97 6,11
EUR/SEK 9,19 9,30 9,10 8,90 8,70 USD/SEK 6,97 7,05 7,11 7,12 7,13
EUR/NOK 8,14 8,10 8,00 8,00 8,00 USD/NOK 6,18 6,14 6,25 6,40 6,56
EUR/GBP 0,79 0,79 0,78 0,76 0,75 GBP/USD 1,66 1,67 1,64 1,64 1,63
EUR/CHF 1,21 1,22 1,22 1,28 1,30 USD/CHF 0,92 0,92 0,95 1,02 1,07
EUR/PLN 4,22 4,20 4,30 4,20 4,00 USD/PLN 3,21 3,2 3,4 3,4 33
EUR/RUB 48,6 47,9 45,2 435 42,1 USD/RUB 36,9 36,3 35,3 34,8 34,5
EUR/LTL 3,45 3,45 3,45 3,45 3,45 USDILTL 2,62 2,62 2,70 2,76 2,83
EUR/CNY 8,09 8,05 7,71 7,44 7,20 USD/ICNY 6,14 6,10 6,02 5,95 5,90
EUR/INR 79,8 79,2 75,5 71,3 63,4 USD/INR 60,6 60,0 59,0 57,0 52,0
EUR/BRL 2,95 3,04 3,07 2,94 2,81 USD/BRL 2,24 2,30 2,40 2,35 2,30

00 00000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000s0scscsssssssss
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Moving forward in headwind

e Continued subdued exports slow GDP growth
o Inflation is rising but will not hit 2% target
e Rate hike some way off

e SEK under pressure near term; set to gain longer out

Economy still divided

The Swedish economy has shown mixed trends in recent
years. The domestic economy has put in a strong perfor-
mance, whereas exports have stagnated. This pattern is
expected to remain largely intact as we look for only a
modest pick-up in exports. GDP growth will thus not ac-
celerate sharply. And inflation will not hit the 2% target
during the forecast period, which suggests that Riksbank
rate hikes are a long way off.

Subdued demand in export markets

Sweden’s export markets will expand by only 2.5% this
year, rising to 4% in 2016. These are low growth rates in
a historical perspective. In the past 20 years, market
growth has been an average 6% y/y per year.

The Euro area, which absorbs nearly 40% of Swedish
exports, is the key brake. Total imports in the Euro area
stagnated in both 2012 and 2013 and the recovery will be
slow in coming years. The US and Norway are bright
spots, though; almost 20% of Swedish exports go to
these markets. The depreciation of the SEK provides
welcome relief as it makes room for improved profitabil-
ity. But the weaker currency is not likely to contribute
much to higher export volumes and will thus not change
the subdued export outlook.

= Sweden

Households spending and borrowing

Households’ already favourable financial conditions have
improved further thanks to the continued decline in
mortgage rates. The expansionary climate is reflected in
rapidly growing consumption, rising house prices and
higher residential construction activity. The high activity
in the housing market shows through in households’ de-
mand for credits. At the moment household indebtedness
is rising by SEK 13bn or 0.4% of GDP per month.

At the same time as indebtedness is growing, household
savings have also risen to a historically high level. Sav-
ings are high also compared with many other countries.
The increase is probably partially structural as social se-
curity benefit levels have been reduced.

Measures introduced to curb the increase in household
indebtedness may also have lifted household savings.
Further measures will probably be launched after the turn
of the year. Judging from the signals from the authorities,
the first move will likely be reforms to increase amortisa-
tion. We believe that these measures will initially have
some dampening effect, but still leave scope for signifi-
cant credit growth and a continued increase in house
prices and consumer spending.

In future, the fiscal policy line will give households less
tailwind. There is a political consensus to reverse this
year’s budget deficit of some 2% of GDP to a surplus.

The economy is also showing mixed trends in terms of
investment activity. Construction investment, which is
mainly driven by domestic conditions, is rising. But ma-
chinery investment, which is largely reliant on the export

Sweden: Macroeconomic indicators (% annual real changes unless otherwise stated)

Private consumption
Government consumption
Fixed investment

- industrial investment
- residential investment
Stockbuilding*

Exports

Imports

GDP

GDP, calendar adjusted
Nominal GDP (SEKbn)

Unemployment rate, %
Employment, % yly

Consumer prices, % yly
Underlying prices (CPIF), % yly
Hourly earnings, % yly

Current account balance (SEKbn)
- % of GDP

Trade balance, % of GDP

General government budget balance (SEKbn)
- % of GDP

2011 (SEKbn) 2012 2013 2014E 2015E 2016E
1,671 16 2.0 2.8 2.6 21
924 0.3 2.0 0.9 14 0.8
651 3.3 =l 1, 3.7 4.0 3.5
85 8.3 -4.4 -4.0 3.9 5.2
125 -11.2 6.3 19.6 7.0 3.0
40 -1.2 0.2 0.2 0.0 0.0
1,735 0.7 -0.4 2.7 4.4 4.6
1,541 -0.6 -0.8 4.5 4.8 4.1
0.9 1.6 1.9 215} 2.3

13 1.6 2.0 2.3 21

3,481 3,550 3,641 3,755 3,900 4,053
8.0 8.0 7.9 7.6 7.4

0.6 11 1.2 0.9 0.6

0.9 0.0 0.0 11 18

1.0 0.9 0.6 1.4 15

2.8 22 2.7 3.0 813

229.1 245.8 226.0 249.0 258.0

6.5 6.8 6.0 5.6 6.0

24 22 22 21 2.4

-26.4 -44.5 -82.0 -54.8 -24.0

-0.7 -1.2 -2.2 -1.4 -0.6

38.3 40.5 42.4 41.7 41.3

General government gross debt, % of GDP

* Contribution to GDP growth, percentage points.
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= Sweden

industry, is showing a weak trend. Slow global recovery weighs on Swedish exports
130 {index (2005=100) SEKbn
Employment rises but few inflation triggers 1201 [340
The labour market continues to improve; employment as 110 |  World trade, A, 310
well as labour supply is rising steadily. However, unem- 100 ] industrialized countries \ frns 1280
ployment is sticky and will likely decline only slowly 00 f’, 250
during the forecast period. v 220
2 Swedish export 190
Although the available labour market resources should 701 o ¢ ;o;fis,esxap,orhz F160
not be overestimated, we see no risk of major bottlenecks 607 F130
in the next few years. Given the pressure on the export 501 - 100
industry, which is the benchmark for wage agreements, 4 1 }70
coming pay talks are likely to result in relatively low 92 94 96 98 00 02 04 06 08 10 12 14 16

Source: Nordea Markets and Macrobond

wage growth as far ahead as 2016.

The SEK depreciation so far this year will slow the pre- Household credit growth accelerates

vious sharp decline in import prices, but it will not mark- 24 15EKbn SEKbr 24
edly change the inflation outlook, particularly as the cur- ii zé
rency weakening is believed to be temporary. 181 Households' credit, 18
16 monthly change, sa 16
A shift is also occurring in terms of taxation — from sev- 141 -14
eral years of cuts to certain hikes next year. The govern- 121 ri2
ment has announced plans to raise duties on cars, alcohol 10: :10
and tobacco. The Riksdag election on 14 September may 27 | 2
result in a new government, which could lead to more tax 44 4
hikes and a consequent effect on inflation. However, the 21 -2
parliamentary situation is unclear and it is not known 9879900 01 0203 04 0506 07 08 05 10 11 12 1314 °
how much clout a new government will have. Source: Nordea Markets and Macrobond
SEK under pressure with soft Riksbank Improved labour market
Inflation will move higher, but it is not believed to reach 5000 {Thousand persons %% of the labour TG 14
the 2% target during the forecast period. The Riksbank is 4900 1 13
struggling to maintain its inflation targeting credibility, 4800 | Unemployment, ths ﬁ
which explains the aggressive rate cut to a historically 4700 1 L 10
low level of 0.25% in July this year. Given the Riks- 4600 | -9
bank’s strong emphasis on inflation, our inflation fore- 4500 1 /\/ i 3
cast and the ECB’s expansionary monetary policy, we 4400 L6
believe that the Riksbank will hike interest rates late in 4300 P 5
the forecast period and at a cautious pace. w00l L3
4100 1 T—Employment L >
The conditions are in place for a stronger SEK, as the 40004 Tt
relatively sound Swedish economy speaks in favour of a 80 82 54 86 83 90 92 94 96 98 00 02 04 06 08 10 12 14 16
less expansionary monetary policy than in many other Source: Nordea Markets and Macrobond
countries. However, the Riksbank’s current soft mone-
tary policy line will weigh on the SEK near term. More- Core inflation will not hit the target
over, if the process to form a new government after the 6 1% y/y % yly| 6
election draws out, uncertainties could weaken the SEK. 5 L 5
However, the Riksbank looks set to gradually hike its N CPI .
policy rate ahead of for instance the ECB, which will /
make the SEK gain terrain again longer out. But it will 3 CPIF I3
gradually weaken against the USD as early rate hikes 2 ' / F2
from the Fed will support the dollar. 1] \f\ ,/J“/ /\/— Ly
0 \\ ANV 0
Torbjorn Isaksson \J VN
torbjorn.isaksson@nordea.com +46 614 8859 1 [
-2 -2

08 09 10 11 12 13 14 15 16

Source: Nordea Markets and Macrobond
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Oil investment a drag

e Growth to slow in 2015
e Moderate inflation and wage growth

e Rates on hold for a long time

Better now, but slowdown more likely in 2015

Over the summer we have seen mixed signals from the
Norwegian economy. The first survey of oil companies’
investment plans for 2015 confirmed our belief that oil
investment has peaked and will decline next year. Lower
oil investment will act as a drag on growth far beyond the
oil services industry. Consequently, we still expect
growth to slow next year to around 1%2% and unemploy-
ment to edge slightly higher. In 2016 GDP growth should
rise to around 2%. Developments so far this year have,
however, been stronger than we had expected. There are
signs of declining unemployment and recent consump-
tion readings have been benign. Fairly decent consump-
tion growth should also curb the downtrend in GDP
growth going forward.

Declining oil investment

The June survey of oil companies’ investment plans for
2015 is preliminary and more investment projects are in
the pipeline. We expect fairly large upward revisions to
the readings. For instance the Johan Sverdrup field,
which will lead to some activity as early as 2015, was not
included in the survey. But even including this, the sur-
vey points to a real drop in oil investment of 15% from
2014 to 2015, which is slightly more than our previous
estimate. We look for zero investment growth in 2016.

The shift from years of strong growth in oil investment to
declining growth will have a relatively strong impact on
the Norwegian economy. Not only producers of drilling
equipment etc will be hit; services such as engineering

and traditional business services will also be affected.
Many areas may move from skill shortage to skill sur-
plus, which would dampen wage growth in these areas
and, eventually, wage growth in general. Lower profita-
bility in some sectors and a need to adapt to new markets
should also put a lid on wage growth.

Consumers appear more optimistic

The pace of house price increases has accelerated driven
by banks’ increased willingness to lend. But we think
that the pace will decelerate again during the remainder
of the year and that prices will stay largely unchanged in
2015. House prices are already high, and with slightly
rising unemployment and moderate wage growth, the
probability of much higher prices is low. With an im-
proved market for existing homes, residential construc-
tion will likely increase going forward, but not become a
major growth engine due to the moderate price growth.

The outlook for consumer spending is more uncertain.
Consumption growth this year has been surprisingly
strong, but to some extent we see this as a temporary
phenomenon. Modest real wage growth and slightly
higher unemployment suggest moderate consumption
growth going forward. On the other hand, interest rates
are low and the savings rate high, which point to relative-
ly good consumption growth. We see consumer spending
rising just over 2% in 2015 and 2016, which means that
consumption growth to some extent will offset the nega-
tive effect of declining oil investment on GDP growth.

Exports and government spending drive growth

Net exports from the mainland economy will likely also
contribute positively to GDP growth. Improved condi-
tions internationally and last year’s NOK weakening
point to an increase in mainland exports. And with im-

Norway: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (NOKbn) 2012 2013 2014E 2015E 2016E
Private consumption 1,130 3.0 2.1 2.2 2.2 2.3
Government consumption 592 1.8 1.8 2.2 25 25
Fixed investment 539 8.3 8.4 -0.5 -2.8 14
- gross investment, mainland 375 4.5 4.4 -0.1 2.8 2.0
- gross investment, oil 144 17.4 15.1 1.0 -15.0 0.0
Stockbuilding* 114 -0.1 -0.2 0.0 0.0 0.0
Exports 1,154 11 -3.3 -0.7 1.3 1.5
- crude oil and natural gas 568 0.7 -7.7 -35 0.0 0.0
- other goods 316 1.7 0.4 2.4 3.0 3.0
Imports 779 2.3 29 0.4 0.9 2.3
GDP 2,751 2.9 0.6 1.4 1.1 1.7
GDP, mainland 2,075 34 2.0 2.3 15 2.2
Unemployment rate, % 3.2 35 3.4 3.7 3.9
Consumer prices, % yly 0.7 2.1 2.1 1.7 1.6
Core prices, % yly 1.2 1.6 25 1.7 1.6
Annual w ages, % yly 4.5 3.9 3.5 33 3.3
Current account balance (NOKbn) 417.2 333.6 3324 3514 346.4
- % of GDP 14.3 111 10.7 11.0 10.5
Trade balance (NOKbn) 427.7 378.6 301.5 317.7 303.7
- % of GDP 14.7 12.6 9.7 9.9 9.2
General government budget balance (NOKbn) 404.5 327.1 343.0 358.9 357.5
- % of GDP 13.9 10.9 11.0 11.2 10.8

* Contribution to GDP growth (% points)
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ports growth, net exports from the mainland economy
should grow at a healthy clip next year. Growth in gov-
ernment consumption and perhaps especially investment
should also be quite high, underpinning GDP growth.
But mainland business investment is expected to be hit
by the lower activity in the oil services industries. Still,
relatively strong growth in consumer-oriented sectors and
an initially low investment level will prevent a drop in
mainland investment.

Low wage and price growth

Core inflation in HI 2014 was on target and 1%2% points
higher than during the same period in 2013. The increase
is attributable to higher import prices in the wake of
NOK weakening and more sharply rising prices of Nor-
wegian goods and services, notably food. The effect of
the NOK weakening will gradually fade, and we think
that lower wage growth will dampen the rate of increase
in the prices of Norwegian goods and services. In 2015
we see inflation dropping below 2% and subsequently
remain in the 1%5-2% range.

Interest rates to remain low for a long time

Weak growth at least in 2015, slightly rising unemploy-
ment, moderate wage growth and inflation well below
target suggest that interest rates will stay low for a long
time. But for the sake of financial stability, a rate cut is
not likely. The fact that the NOK would start to weaken
the minute a rate cut becomes a theme makes it even
more unlikely. In 2016 growth should accelerate, but in-
flation pressures will remain low, and we therefore ex-
pect Norges Bank to stay on hold also in 2016. And un-
changed rates in the Euro area further underpin un-
changed rates in Norway.

With a flat trend in interest rates in Norway and the Euro
area, EUR/NOK should remain fairly stable. But with
overall EUR weakness and slightly higher growth in
Norway in 2016, the NOK may strengthen versus the
EUR over the forecast period.

Consumers the wild card

Consumer spending has surprised on the upside, which
could be a sign of a sharper, more permanent turnaround.
Also the pace of house price increases is currently high.
Consumption accounts for a much larger share of de-
mand in the mainland economy than oil investment, so in
the event of higher-than-expected consumption growth,
overall growth may be higher than we expect. If house
price growth also triggers renewed fears of financial im-
balances, a rate hike could come earlier than expected.
However, should Norges Bank signal an imminent rate
hike, the NOK will likely strengthen, and possibly so
much so that Norges Bank will be forced to back off.

Erik Bruce

erik.bruce@nordea.com +47 2248 4449

Joachim Bernhardsen

joachim.bernhardsen@nordea.com +47 2248 7913

Manufacturing hit by oil investment
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Unemployment heading south
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Homes for sale herald better times ahead
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Erratic recovery taking shape

e Growth slowly returning to the Danish economy
e Income growth outpaces production growth
e Dark and bright sides of the labour market

o Distorted housing market

An economic upswing is seldom linear. Sometimes,
growth is very strong, other times it is more subdued — or
even negative. At the moment, this kind of erratic recov-
ery is taking shape in the Danish economy. Near term,
rising geopolitical unrest and the weakened momentum
of several of Denmark’s export markets have heightened
the risk of a new growth setback in the Danish economy.
However, our baseline scenario does not incorporate last-
ing damage to the recovery, which is expected to result in
a growth rate of 1.7% in 2016.

Consumer spending - pick-up but no spending spree
After a long spell of stagnation, consumer spending has
started to edge higher. And although growth is well be-
low the historical average, it is testimony of reviving
demand in the Danish economy. In recent years, mainly
household consumption of goods has been under pres-
sure, while demand for services has fared much better.
This is also clearly reflected in Danish retail sales, which
in volume terms are still 13% below the level in 2007.
But over the past year, retail sales have slowly started to
rise. We expect this trend to remain intact in coming
years, in step with rising employment and positive real
wage growth boosting household disposable income.
This view is also supported by households’ optimistic
view on their future financial situation, their substantial
wealth and the gradual housing market improvement.

Despite all these factors, which all point to increased
household consumption, we are unlikely to see an actual

= Denmark

spending spree. This is because households are still re-
ducing their debts relative to their disposable income.
This is happening although the latest lending survey by
the Danish central bank shows that banks and mortgage
lenders have generally eased credit standards slightly
over the past six months while households’ demand for
new loans has gone up. In our view, the ongoing debt
deleveraging is not yet over, which will limit the upside
potential of consumer spending in the years ahead.

Temporary lull in exports

Over the summer geopolitical unrest and lower growth
momentum in the Euro area have put downward pressure
on production expectations in the manufacturing indus-
try. The weaker export outlook increases the risk of the
upswing in the Danish economy becoming weaker than
anticipated so far. However, our baseline scenario as-
sumes a relatively brief lull before growing demand in
key export markets again drives exports higher. The trade
balance surplus is nonetheless expected to shrink, as the
projected pick-up in consumer spending and investment
activity will lift imports. Against this backdrop, the sub-
stantial current account surplus also looks set to decline
during the forecast period.

Income growth outpacing production growth

The value of overall production in Denmark is still more
than 4% below the level in 2008. But if we focus on
overall income growth instead of production, the tradi-
tional picture of the Danish economy changes. Now we
see that the Danish welfare level is back at the pre-crisis
level, with significant progress notably since the begin-
ning of 2013. The gap between income growth and pro-
duction growth is due to Danish companies increasingly
relocating production to other countries and the result of
Denmark’s net wealth relative to other countries yielding
significant returns. The increasing income from foreign

Denmark: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (DKKbn) 2012 2013 2014E 2015E 2016E
Private consumption 872 -0.1 0.1 1.1 1.6 21
Government consumption 508 0.4 0.7 0.8 1.0 0.6
Fixed investment 314 0.8 0.5 2.6 22 3.2
- government investment 40 7.7 -0.7 8IS -4.6 -4.0
- residential investment 82 -8.0 -5.0 4.0 2.0 4.8
- business investment 192 2.8 2.6 2.0 3.6 4.1
Stockbuilding* 4 -0.3 0.2 0.0 0.0 0.0
Exports 962 0.4 1.0 25 Bk 4.2
Imports 868 0.9 1.4 5.0 4.5 4.7
GDP -0.4 0.4 0.5 13 1.7
Nominal GDP (DKKbn) 1,792 1,826 1,857 1,873 1,893 1,925
Unemployment rate, % 6.1 5.8 5.1 5.1 4.9
Gross unemployment level, ‘000 persons 162 153 136 135 130
Consumer prices, % yly 2.4 0.8 0.7 1.2 1.6
Hourly earnings, % yly 15 1.2 1.2 1.4 1.8
Nominal house prices, one-family, % yly @3 2.7 2.8 3.1 35
Current account balance (DKKbn) 109.2 131.6 110.0 100.0 85.0
- % of GDP 6.0 7.1 5.9 5.3 4.4
General government budget balance (DKKbn) 71.9 15.8 -5.0 54.0 43.0
- % of GDP 3.9 0.9 -0.3 2.9 2.2
General government gross debt, % of GDP 45.3 44.4 44.4 452 45.7

* Contribution to GDP growth (% points)
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= Denmark

investment and wages is an integrated part of the buffer Higher growth in sight
that during the crisis ensured Denmark’s safe-haven sta- 2.0{% q/q % q/qf 2.0
tus in the financial markets. 1.5 F 15
1.04 r 1.0
Dark and bright sides of the labour market 0.51 ro.5
Labour market trends have surprised on the upside. Over 0.0 0.0
the past year, employment has risen and jobless figures -0.51 0.5
have steadily declined — although much of this decline is -1.07 [-1.0
due to more people leaving the labour market. And pre- 151 -1
cisely the rising number of people who left the labour ~2.01 [-2:0
-2.54 r-2.5

market during the crisis could prove very costly in the
long run. According to the latest labour market survey,
the portion of working-age people in active employment
has dropped to a low since the statistics were first com-
piled in 1996. If the decline in the labour market partici-
pation rate becomes permanent, it will reduce the long-

01 02 03 04 05 06 07 08 09 10 11 12 13 14
=GDP growth, 1Y mov.avg. =Indicator

Source: Nordea Markets and Macrobond

Income growth outstripping production growth
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We expect house prices to continue to rise during the
forecast period — supported by growing employment and 100 1 L 100
very low interest rates. But geographical differences will
be significant, with price increases concentrated around
the large cities where demographic trends will create 90 1 - 90
higher demand. On the other hand, homes far away from

95 r 95

these epicentres will be more exposed to downward price 81 85
pressure given the imbalance between supply and de- of . |
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How low can you go?

e Sanctions destroy economic recovery
e Slower rise in wages, prices and pensions
e Economy up in H2 2015, driven by exports

o Continued weakness in consumption and investment

Sanctions destroy economic recovery

Global growth has accelerated, led by the industrialised
countries, but there is no sign of a long-awaited pick-up
in exports in Finland. Even though the first six months of
this year offered a glimmer of hope with rising manufac-
turing orders, June was a huge setback and now the di-
rection of orders is once again unclear. In addition, tax
hikes have cancelled out the rise in household purchasing
power. Against this backdrop, it is not surprising that the
situation in trade and other domestic service industries is
difficult and they have a weak employment outlook. An-
other disadvantage is that investment continues to de-
cline.

As if these problems were not enough, it did not stop
there. The sanctions against Russia and Russian counter-
sanctions hit the Finnish economy both directly and indi-
rectly. We do not know how long the situation will con-
tinue like this or even worse. Uncertainty makes compa-
nies and households cautious, so investments and larger
acquisitions are considered carefully. The sanctions will
also curb growth in the rest of Europe both directly and
indirectly through weakening confidence. This will dete-
riorate Finland's economic outlook even further.

Economists are criticised — justly — for too often seeing
an upward turn as being six months away. We believe
that due to the sanctions a pick-up should not be expected
until well into 2015 at the earliest. We estimate that Fin-
land's GDP will contract this year for the third consecu-

m Finland

tive year and grow very modestly in the next few years.
We have reduced our growth forecast for 2015 by 0.7
percentage points to 0.3% and expect only a meagre rise
of 1.2% for 2016. The forecast for this year remains in-
tact (-0,5%). We estimate that the level seen in total pro-
duction in 2007 will not be reached until 2017.

The expected growth of below 0.5% for 2015 means that
in practice Finland is only one shock away from a fourth
consecutive year of its economy contracting. This did not
happen even during the depression in the 1990s.

Slower rise in wages, prices and pensions

Economic growth in Finland continues to be, as in the
past few years, significantly slower than in the euro area
and in the most important peer countries. This indicates
an exceptional underachievement.

The prolonged crawl essentially changes the operating
environment and forces us to ask questions we are not
used to: how low can some key indicators fall and what
problems will that cause?

Due to the lagging performance, employment will weak-
en more and longer than expected. We forecast the un-
employment rate to rise to 9% on average in 2015 and
2016. This would mean that there will be 20,000 unem-
ployed more next year than we previously estimated. For
2016 the change in the unemployment estimate is even
greater.

The rise in consumer prices has decelerated quickly in
the past few months and will continue to do so. The weak
labour market will continue to keep producer and
wholesale prices in check. There is no significant
domestic price pressure. There should not be any

Finland: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (EURbn) 2012 2013 2014E 2015E 2016E
Private consumption 105 0.1 -0.7 0.2 0.5 0.7
Government consumption 46 0.7 15 0.4 0.3 0.3
Fixed investment 37 -2.5 -4.9 -4.9 -0.1 34
Stockbuilding* 2 -11 -0.4 0.5 -0.2 0.0
Exports 77 1.2 -1.7 -0.2 2.1 4.1
Imports 79 13 -25 0.3 1.4 3.6
GDP -15 -1.2 -0.5 0.3 1.2
Nominal GDP (EURbn) 189 199 201 202 205 210
Unemployment rate, % 7.7 8.5 8.7 9.0 9.0
Industrial production, % yly 8.4 2.0 -2.0 2.0 3.0
Consumer prices, % yly 2.8 15 1.0 0.4 0.8
Hourly earnings, % yly 3.2 2.2 1.3 1.0 0.8
Current account balance (EURbn) 3.8 4.1 3.9 34 2.8
- % of GDP 1.9 2.0 1.9 1.6 1.4
Trade balance (EURbn) 0.7 0.4 -0.6 0.3 0.2
- % of GDP 0.4 0.2 -0.3 0.1 0.1
General government budget balance (EURbn) 3.5 4.1 -3.7 3.9 34
- % of GDP 1.8 2.1 -1.8 1.9 1.6
General government gross debt (EURbn) 103.2 110.2 116.9 123.9 130.4
- % of GDP 53.6 57.0 57.9 60.4 62.2

* Contribution to GDP growth (% points)
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pressure from import prices either, as energy prices are
expected to decline somewhat. Interest rates will also
remain low. Based on these factors, we expect the rise in
consumer prices to decelerate to under 0.5% in 2015 and
to remain below 1% going forward. If this happens,
speculation over deflation will start next year.

Lack of economic growth, weaker employment and
lower inflation point towards very moderate wage
increases during the entire forecast period. Households'
aggregate wages and salaries will hardly grow at all. Low
inflation and low wage increases will in turn mean quite
modest raises to pensions.

The slow trudge of the economy makes it even more
difficult to stop the increase in public debt. Without
major spending cuts the financing deficit of the state and
the municipalities will unavoidably remain large. As a
result, losing the highest credit rating will only be a
matter of time. Moreover, we are in a weak position to
receive the next blow striking the world economy.

Economy up in H2 2015, driven by exports

Our forecast assumes that the economy will start to rise
driven by exports. However, exports are not likely to
start recovering until much later than previously
anticipated: in H2 2015. Improved exports require that
investment will gradually gather momentum around the
world and that the imports of the most important trading
partners will start to grow. A pick-up in export is
unlikely to take place soon, as the uncertainty caused by
the Russian situation and sanctions holds back
investment and there are no signs of a major recovery in
the imports of the trading partners either.

Weakness continues in consumption and investment
The weakness of domestic demand is a significant
obstacle to growth, and it will take quite a while before
domestic demand turns into a growth driver. Weaker
employment will weigh on household purchasing power
and confidence as well as on private consumption. The
outlook of residential construction will not improve
gradually until next year, but the output will remain low.
Prospects for a pick-up in machinery and equipment
investment are for the time being poor.

Pasi Sorjonen

pasi.sorjonen@nordea.com +358 9 165 59942

m Finland

GDP contracts for the third consecutive year in 2014
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Exports to Russia are falling
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Economic sentiment is unusually low
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Construction outlook is weak
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Finally kicking into higher gear

e Stronger growth despite risks
o Inflation pressures are building
e QE to end in October — first rate hike in March 2015

e Fed is behind the curve — may have to play catch-up

Although real GDP growth stalled during the first half of
2014, we have little doubt that the US economy is on a
self-sustaining growth path that will allow the Fed to
start raising interest rates in 2015.

In our view, mid-2013 will mark the transition from three
years of US economic growth of close to 2% to three
years of around 3% growth. According to recently re-
vised GDP data, the economy expanded at an average
pace of 4% in H2 2013. This strength and the 4.2%
growth rate currently reported for Q2 make us more con-
fident that the weakness in Q1 largely reflects payback
for exaggerated strength in H2 2013 combined with a hit
from the weather and strangely weak healthcare spend-
ing, rather than a more worrying slowdown in the under-
lying trend. Current consumer and business confidence
indicators support this view.

With the continued fading of several drags, including fis-
cal tightening, private-sector deleveraging and the credit
crunch, the pieces are in place for sustained above-trend
growth of around 3% in H2 2014 and 2015.

In 2016, however, a gradual slowdown in activity is ex-
pected, towards an estimated 2% potential growth pace
as full employment is reached and monetary policy is
tightened further.

Heading for full employment
The economy’s strength is increasingly showing through

in the job market. Employment rose to a new high in
May as the US finally replaced all of the 8.8 million jobs
lost during the recession, and job growth has accelerated
above 200,000 per month since the start of the year, al-
most double that needed to reduce unemployment given
current labour force growth. Most encouraging is the re-
cent strength in construction, manufacturing and state
and local government jobs, most of which are in the mid-
dle of the income spectrum.

The pace of job growth seems likely to accelerate further.
Employers are posting job openings at pre-recession rates
and small business confidence has largely recovered
from the recession.

Against this background, we expect unemployment to
reach 6% by end-2014, 5%% by end-2015 and 5% by
end-2016, assuming a modest increase in the labour force
participation rate. According to the Fed, an unemploy-
ment rate around 5%% is consistent with full employ-
ment. In our view, the full employment rate (NAIRU) is
likely closer to 6%.

Wage inflation has been stuck near 2% in recent years.
However, with continued diminishing slack in the labour
market we expect to see stronger wage growth over the
next 3-6 months and a gradual drift higher over the next
several years, bolstering real income growth. Small firms
are reporting broader gains in compensation plans as well
as shortages of qualified applicants, and in the past those
trends have tended to lead to a pick-up in wage increases.
Also the fact that short-term unemployment has fallen
back almost to pre-recession levels suggests that wage
pressures are slowly building.

Labour shortages have already emerged in some parts of

USA: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (USDbn) 2012 2013 2014E 2015E 2016E
Private consumption 10.689 1,8 2,4 2,3 2,8 2,3
Government consumption and investment 3.169 -1,4 -2,0 -0,5 0,9 1,0
Private fixed investment 2.198 8,3 4,7 52 6,5 58
- residential 386 13,5 11,9 2,2 7,6 75
- equipment and softw are 838 6,8 4,6 6,3 7,2 6,3
- non-residential structures 382 13,1 -0,5 8,4 6,6 53
- intellectual property products 592 3,9 3,4 3,6 4,0 4,0
Stockbuilding* 42 -1,9 2,2 0,0 -0,4 0,0
Exports 2.106 &3 3,0 &3 6,2 6,0
Imports 2.686 2,3 1,1 4,2 52 4,4
GDP 2,3 2,2 2,1 3,1 2,8
Nominal GDP (USDbn) 15.518 16.163 16.768 17.408 18.322 19.255
Unemployment rate, % 8,1 7.4 6,2 5,6 52
Industrial production, % y/y 3,8 2,9 4,0 3,6 34
Consumer prices, % yly 2,1 1,5 2,0 2,3 2,4
Consumer prices, ex. energy and food, % yly 2,1 1,8 1,9 2,3 25
Hourly earnings, % yly 1,9 2,1 2,1 2,4 3,1
Current account balance (USDbn) -460,8 -400,3 -439,8 -458,1 -481,4
- % of GDP -2,9 -2,4 -2,5 -25 -2,5
Federal government budget balance (USDbn) -1089,2 -680,3 -500,0 -475,0 -550,0
- % of GDP -6,8 -4,1 -2,9 -2,6 -3,0
General government gross debt, % of GDP 70,1 72,0 74,4 74,0 73,6

* Contribution to GDP growth (% points)
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the energy, high-tech, manufacturing and transportation
industries. The fact that job openings have far outpaced
the number of people being hired suggests that US work-
ers might not have the right skills.

Headline and core inflation have increased this year and
both (CPI) rates are currently close to the Fed’s 2% tar-
get. Going forward, we expect core inflation to slowly
move higher as evidence of a tighter labour market points
to stronger wage increases. At the same time, low rental
vacancy rates suggest rents (40% of core CPI) should ac- -——

05 06 07 08 09 10 11 12 13 14 15
celerate further.

=GDP, y/y "GDP, g/q annualised

Source: Nordea Markets and Macrobond

Evidence of higher wage increases are expected to cause
markets to price in more tightening by the Fed. The result

will likely be increases in bond yields and a generally The consumer is back - deleveraging has stopped

stronger USD over the forecast horizon. Fortunately, US 141% of disp. income % of disp. income| 150

households, businesses and the banking system seem to 131 140

be prepared for higher rates. 7 iz
121

. . . r110

Home prices have rebounded strongly since hitting bot- | 100

tom more than two years ago. Given the better job mar- 114

ket and falling rental vacancy rates, home prices are like- | :2

ly to continue rising, at a 3-5% annual pace. 10 L 2o
9 -*) Required debt payments (principal and interest) r 60

Fed behind the curve 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08 10 12 14

The Fed has already signalled that it is likely to end its —Household debt-service* —Household debt, rhs

bond purchases in October, nearly six years after the first Source: Nordea Markets and Macrobond

quantitative easing programme (QE) started in late 2008.

Continued labour market improvement

With labour market slack diminishing, we believe the 150 Mn B 11
first rate hike by the Fed is likely to occur in March 145 1 10
2015. Initially the Fed is expected to tighten slowly, but 140 1 0
because the Fed seems to be underestimating inflation 135 1
risks, we see risks of more aggressive tightening later in 1301 8
the cycle. Rather than outright bond sales, the fed funds 1254 7
rate and the interest rate paid on excess reserves held by 1201 6
banks at the central bank are likely to be the Fed’s key 115 5
tools when it comes to tightening policy. 110 4

105*‘ : : : : : : : : : : : : T 3
Currently we expect the fed funds rate to reach 1.25% by 90 92 94 96 98 00 02 04 06 08 10 12 14 16
end-2015 and 2.50% by end-2016. =Nonfarm payrolls, level =Unemployment rate, rhs

Source: Nordea Markets and Macrobond

Risks to the outlook
In addition to global downside risks to the US outlook, a Inflation is creeping up on the Fed
disorderly response from financial markets to the Fed’s 61% y/y % y/y| 6
QE exit and subsequent rate hikes remains a concern. 51 rS
Another key domestic risk is that US political/regulatory 41 P4
uncertainty continues to hold back business investment. 37 M3
However, there are also upside risks to the US outlook. 27 M2
Thus, we could see a stronger-than-expected rebound in e Mt
US business investment as pent-up demand is released. 0 V o

-1+ r-1
Overall, risks to the US outlook are viewed as roughly 27 -2
balanced. =31 -3

"00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16
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Johnny Bo Jakobsen
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No great expectations

o Frustratingly slow recovery
e Domestic demand to firm somewhat
e Weaker euro and slightly higher inflation

o Low ECB rates for years to come

The slow and uneven recovery of the Euro-area economy
has come to a critical point. One could actually ask
whether this still is a recovery because after four consec-
utive quarters of growth, GDP stagnated in Q2 and
clouds are hanging over Q3. The German engine sputters,
France and Italy are held back by structural weakness.
Ongoing improvement in countries like the Netherlands,
Ireland and Spain cannot compensate for that.

After no growth in Q2, slow growth ahead

Going forward, we still consider slow growth as more
likely than stagnation or recession. First, although some
sentiment indicators have recently fallen, most are still at
a healthy level. We assume that geopolitical conflicts
will not escalate further. Headwinds for sentiment from
that side should therefore abate. Second, domestic de-
mand should benefit from a less restrictive fiscal policy.
However, we do not expect France and Italy to succeed
against Brussels and Berlin in their efforts to loosen the
Stability Pact significantly. Third, recent indications
from the bank lending survey point towards less restric-
tive lending standards and rising loan demand. Once the
ECB’s bank stress tests and the Asset Quality Review are
over in Q4, banks should become more willing to lend
with the support of cheap ECB funding (see below).

Progress in growth-enhancing structural reforms is
spread unevenly and will probably continue to be so.
France still seems to rely more on help from the ECB and
attempts to change fiscal rules than on its own efforts to
improve competitiveness. Italy is moving in the right di-
rection, judging from the prime minister’s ambitious
plans. Implementation is the key, and given decades of
standstill there is a long way to go. The pace of reform in
Spain seems to be slowing ahead of the big election year
2015, but a lot has been achieved already.

m Euro area

Supportive global environment, despite Russia

For an economy plagued by structural deficiencies and
banks still reluctant or unable to lend, export perfor-
mance is particularly important. In recent years, Euro-
area exports have developed broadly in line with global
trade. Most recently, exports to Russia were down 17%
y/y; they could easily fall by 25% for this year as a
whole. That is painful for some companies. However, the
Russian economy has been quite weak for a while and
many European companies relying on exports to Russia
have had time to re-orientate their activities.

In 2013 Russia accounted for 4.7% of Euro-area exports.
That is less than exports to Sweden and Denmark com-
bined (5%). The UK, the US and Asia are far more im-
portant export destinations. Given our growth outlook for
these regions, the overall export environment looks
slightly worse than it looked half a year ago, but it is still
supportive.

Sentiment effects on growth can be much larger than the
direct and indirect impact of the Russian-Ukrainian crisis
on trade. But, as mentioned above, we don’t expect an
escalation.

Growth forecast revised down

With no growth in Q2 and expected slow growth for the
rest of this year, we revise down our 2014 forecast for
GDP growth to 0.8%. This could roughly be the potential
growth rate of the Euro-area economy. We also lower our
forecast for 2015 to 1.1% (from 1.5%). That reflects less
carry-over from 2014 to 2015, a reassessment of the out-
look for the French and the Italian economies and less
growth for Germany due to headwinds from abroad. Pro-
gress in bringing unemployment down will probably be
incremental.

Our first look into 2016 sees growth of 1.4%. Very low
interest rates and slightly higher employment should
support domestic demand. As monetary policies in the
US and the Euro area are moving in different directions,
we expect the euro to weaken further. That should help
exports. However, the global environment (US, China)

Euro area: Macroeconomic indicators (% annual real changes unless otherwise noted)

Private consumption
Government consumption
Fixed investment

Exports

Imports

Net exports*

GDP

Nominal GDP (EURbn)

Unemployment rate, %

Consumer prices, % yly

Current account balance, % of GDP

General government budget balance, % of GDP

2011 (EURbn) 2012 2013 2014E 2015E 2016E
5,427 -1.4 -0.6 0.8 0.9 1.0
2,033 -0.6 0.2 0.9 0.9 L%
1,797 -3.8 -2.8 1.0 24 3.9
4,187 2.7 15 3.1 4.0 3.8
4,058 -0.8 0.4 BI5] 4.3 4.5

129 0.9 0.3 0.0 0.1 -0.2
-0.6 -0.4 0.8 11 14

9,444 9,483 9,579 9,699 9,906 10,176
11.3 12.0 11.6 11.4 111

25 14 0.6 12 16

1.8 2.6 2.9 29 2.2

3.7 3.0 -25 23 2.0

92.7 95.0 96.0 95.4 95.0

General government gross debt, % of GDP
* Contribution to GDP growth (% points)
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could be less supportive by then.

Moderate rise in inflation ahead

It is our long-held view, that the Euro area is one major
shock away from deflation. We don’t consider the impact
from the various geopolitical crises to be such a major
shock. Although headline inflation fell to 0.4% y/y in Ju-
ly and could fall again in the short term, there have re-
cently been signs of disinflationary forces not gaining
strength, for example a core rate stable around 0.8% y/y
and smaller declines in import and producer prices.

We expect base effects from energy prices to lift the
headline rate to %% in Q4. A weaker euro and slowly
decreasing slack in the economy should lead to inflation
picking up over time. The inflation rates we expect for
2015/16 (1.2% and 1.6%) justify and require an extreme-
ly lenient ECB policy also going forward.

ECB still has an easing bias

Monetary policy rates are at rock bottom, with the depos-
it rate even being negative since early June. In September
and December, the ECB will launch the first two targeted
long-term refinancing operations (TLTROs). Though no
magic bullet, extremely cheap bank funding should con-
tribute to a better credit environment, keep short rates an-
chored very close to zero and continue to support spread
narrowing in EUR government bond markets. We also
expect the ECB to buy asset-backed securities, once
preparations are finished.

Asset purchases on a larger scale (quantitative easing,
QE) including government bonds are not part of our main
scenario. However, if the TLTROs fail and inflation ex-
pectations get “de-anchored”, QE could become a reality
next year. After all, the ECB has done many things over
recent months that seemed out of the question before. As
bond yields are already so low, the positive impact of
such a programme would probably be limited.

The ECB has achieved a lot to rein in the crisis. Since
Mario Draghi’s “whatever it takes” speech in July 2012,
spreads of peripheral bond yields over German bunds
have narrowed to multi-year lows. Some countries’ bond
yields are at all-time lows. And yet, the ECB cannot
solve the Euro-area’s structural problems. It can, howev-
er, continue to buy time for structural reforms to happen,
without having the power to enforce the reforms. The
fragile recovery will need monetary policy support for a
long time. We now expect no rate hikes until end-2016
and only a moderate rise of longer-term bond yields in
the wake of higher US Treasury yields.

Holger Sandte

holger.sandte@nordea.com +45 3333 1191

Suvi Kosonen

suvi.kosonen@nordea.com +358 9 165 59002
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m Euro area

Not back to strong growth
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Improved consumer sentiment, except for France
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= Germany

Europe’s locomotive faces headwinds from abroad

The German economy is in good shape. We expect it to
grow by around 1.5% pa from 2014 to 2016, driven by
domestic demand This would be above the potential
growth rate of around 1%%. We reduced our growth
forecasts for 2014 and 2015 due to external factors: the
recovery in France and Italy seems to proceed at an even
slower pace than we expected earlier. Moreover, as a
global supplier of capital goods, the German export sec-
tor and its suppliers feel the impact of geopolitical uncer-
tainty. This comes on top of exports to Russia steeply
falling.

The recent fall in manufacturing orders and Ifo expecta-
tions give rise to a cautious short-term outlook. However,
the decline in GDP in Q2 by -0.2% g/q should not be
seen as a new trend as it was partly driven by temporary
factors such as weather conditions and extra time off af-
ter public holidays. Housing construction is likely to pick
up again, driven by record-low interest rates and optimis-
tic consumers. Public spending supports growth, too.

Consumer spending will continue to be the main growth
driver on the back of a robust labour market. We expect
some further increase of wage growth. With inflation re-
maining low, private households will see real wage in-
creases supporting consumption.

There is a widespread feeling among companies (and be-
yond) that the euro crisis is still cooking under a calm
surface. Moreover, the grand coalition government so far
favours social policy over supply side reforms. Against

Onging but not very strong growth
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Private consumption in good shape
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this backdrop, we do not expect a very strong increase in
machinery and equipment investment, despite low rates. 109 104
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Despite stronger domestic demand, the German economy 51 - DL J/'\"
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remains dependent on external developments, for better \/
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Germany: Macroeconomic indicators (% annual real changes unless otherwise noted)
2011 (EURbn) 2012 2013 2014E 2015E 2016E
Private consumption 1,498 0.7 1.0 1.1 1.2 1.4
Government consumption 500 1.0 0.4 0.7 0.8 1.0
Fixed investment 473 -1.3 -0.7 4.3 3.7 4.3
Exports 1,321 3.8 11 35 41 4.4
Imports 1,186 1.8 1.6 5.6 4.6 5.1
Net exports* 136 0.9 -0.2 -0.7 0.0 -0.1
GDP 0.9 0.5 1.6 15 15
Nominal GDP (EURbn) 2,610 2,751 2,814 2,886 2,966 3,054
Unemployment rate, % 6.8 6.9 6.7 6.6 6.5
Consumer prices, % yly 21 1.6 0.9 15 1.8
Current account balance, % of GDP 7.0 7.4 7.3 7.0 6.0
General government budget balance, % of GDP 0.1 0.0 0.2 0.3 0.2
General government gross debt, % of GDP 81.0 78.4 76.0 73.6 72.0

* Contribution to GDP growth (% points)
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m United Kingdom

Bank of Exit

The UK economy is experiencing a strong domestic re- Strong growth momentum...

covery. On a quarterly basis growth has been running at 420 {GBPbn

0.7-0.8% for five consecutive quarters, supporting a sta- 410 -

ble recovery going forward. GDP is above its pre-crisis 4001

level and household consumption is showing strong mo- 3901

mentum. GDP growth slows in 2015 and 2016 as both 3801 ||I|IIII||‘ ‘l“l

monetary and fiscal policy turn less expansionary. z:g:

The labour market has improved remarkably. Employ- zzg,

ment is at historical highs and the employment rate 3301 GDP, annualisgd i
stands at 73%. Upemployment has fallen rap'idly and is 3201 Quarterly GDP, sa L6
down to 6.4% in June, the lowest rate since 2008. so4 T
Productivity growth is still weak but will increase gradu- 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16

Source: Nordea Markets and Macrobond

ally. We expect unemployment to fall at a slower pace

going forward.
...and unemployment has fallen sharply

Real wages have been falling sharply following the fi- 31.01{Mio. persons %yly[8:s
nancial crisis. When the labour market tightens and skill 30.51 8.0
shortage appears, wage growth will pick up gradually. In- 30.0 7.5
flation has .falljcn over the past year, partly.reﬂecti.ng 20.5 | Employment -
lower contribution from food and energy prices. With
muted wage growth and GBP appreciation, CPI inflation 29-01 (6>
will rise slowly, approaching 2% in the end of this year. 28.51 6.0
28.01 5.5
House prices have risen by 22% from the bottom in 275 lso
2009, but there are signs of stabilisation, partly as a result _ Unemployment rate, rhs i

of more restrictive lending standards. But it is still rather L S S DR

L . . 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14
uncertain if macro prudential tools will cool down the Source: Nordea Markets and Macrobond
housing market effectively.

Muted wage growth and slow pick-up in inflation

The Bank of England clearly contemplates i.ts exit strate- 10.0 4% y/y % y/y} 10.0
gy from the current very loose monetary policy. As mani-
fested in recent speeches by Governor Carney, the exit is 7:37 et 75

approaching. The subdued inflation outlook and tighter 5.0 L 5.0
macro-prudential policy, however, suggest that the BoE
will not sanction a first rate hike until the second quarter
of 2015. Due to differences in the expected monetary 0.0 Y v’ 0.0
stance, the GBP is expected to strengthen against the

2.5+ r 2.5

-2.51 F-2.5
EUR but weaken somewhat against the USD.
>0 \Average weekly earnings, >0
Lena Sellgren 7.5 total pay, sa | 75
lena.sellgren@nordea.com +46 8 614 8862 ‘ 05 06 07 08 09 10 ‘ 11 ‘ 12 ‘ 13 ‘ 14
Source: Nordea Markets and Macrobond
United Kingdom: Macroeconomic indicators (% annual real changes unless otherwise noted)
2011 (GBPbn) 2012 2013 2014E 2015E 2016E
Private consumption 992 14 2.2 25 25 2.0
Government consumption and investment 337 16 0.7 0.8 0.0 0.0
Fixed investment 221 0.8 -0.8 7.0 45 29
Stockbuilding* 10 -0.2 0.4 -0.2 0.0 0.0
Exports 493 1.7 0.5 2.7 4.7 55
Imports 516 3.4 0.2 1.2 3.9 4.1
GDP 0.3 1.7 3.0 25 2.2
Nominal GDP (GBPbn) 1,537 1,558 1,613 1,698 1,776 1,856
Unemployment rate, % 8.0 7.6 6.5 6.0 5.7
Consumer prices, % yly 2.8 2.6 1.8 21 2.3
Current account balance, % of GDP -3.8 -4.5 -3.9 -3.2 -2.7
General government budget balance, % of GDP -6.1 -5.8 -5.0 -4.0 -3.1
General government gross debt, % of GDP 89.1 90.6 91.9 92.8 93.7

* Contribution to GDP growth (% points)
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The jury is still out

Abenomics is gaining traction and there are cheerful Japan is not out of the woods yet

signs of corporate investment picking up. It has raised 15 f%-points %-points|- 15
hope of putting an end to the economic paralysis that has L 10
haunted Japan for two decades. Before this can material- -
ise, corporate tax needs to be cut and return on invest-

ment boosted, so fewer companies will shift production PO
overseas. These were among the market-friendly P -5
measures unveiled by Abe in late June, when he finally -101 F-10
shot off the third arrow. The move has made us turn more 15 L15
optimistic on Japan’s medium-term outlook. However, T 12 13 14 15 16
implementation is the key so our cautious stance remains —GDP, % q/q, ann Net exports contribution

intact. Private consumption contribution ®"Government spending contribution

= Fixed investment contribution mChanges in inventories contribution

Source: Nordea Markets and Macrobond

The latest household spending indicators have been dis-
torted by the sales tax hike in April. If private consump-
tion is to become a stable source of growth in the longer
term, wages must rise much faster. Current conditions are 86 Mn persons Mn personsy 66
favourable in terms of growing corporate profits and a ] o4

tight labour market. For the first time since the early Zé: / \/\’\/-\N ::i
1990s, there are enough jobs available for everyone in i

Tight labour market should support wage growth

58 - L58
the labour force, though it is propelled by a decline in la- 561 56
bour supply and not a large increase in job creation. Un- 1.041 F1.04
fortunately, this alone is not enough. Any meaningful 1.021 M r1.02
wage increase would require a change to the rigid labour 10017\ | 1.00
market laws that prohibit firing overpaid and unproduc- 0.98 1 Ratio of labour force to available jobs L o.08
tive regular workers. Also, employers need to be con- 86 88 90 92 94 96 98 00 02 04 06 08 10 12 14
vinced that the .gI'OWth ‘reV1va1 18 no.t merely temporary Labour force ==Available jobs (employment + active opening)
and thus be willing to raise base salaries across the board. Source: Nordea Markets and Macrobond
Regarding monetary policy the BoJ remains confident to BoJ confident of achieving 2% inflation
> o/ - . .
achlc?ve the 24).1nﬂ.at10n. target against the backdrop of 4 19% y/y % yiyl 4
continuously rising inflation expectations. Hence, we see |,
no expansion of the quantitative and qualitative easing
(QQE) programme at this point. One factor could affect M2
our view and that is exports, which have been described F1
as weak by the BolJ. Even so, that is expected to improve Lo
in the near term on stronger overseas demand. We main- .,
tain our forecast of a weaker JPY against the USD on a
two-year horizon. -2 1 =Headline inflation -2
3] Inflation less fresh food L3
Inflation less food & energy
Amy Yuan Zhuang _4 | =—BoJ forecast, excl. effect from sales tax hike L4
amy.yuan.zhuang@nordea.com +45 3333 5607 '96'97'98'99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16
Source: Nordea Markets and Macrobond
Japan: Macroeconomic indicators (% annual real changes unless otherwise noted)
2011 (JPYbn) 2012 2013 2014E 2015E 2016E
Private consumption 277,725 21 2.0 -1.0 -0.7 13
Government consumption 96,117 17 2.0 0.9 1.0 0.7
Fixed investment 97,107 3.2 2.7 6.6 4.9 3.8
Stockbuilding* -1,883 0.1 0.3 0.3 0.1 0.0
Exports 71,298 -0.1 1.5 5.9 4.1 3.9
Imports 75,572 5.3 &3 5.7 4.2 5.0
GDP 15 15 1.2 1.2 1.4
Nominal GDP (JPY bn) 471,311 473,916 478,098 492,145 504,653 519,637
Unemployment rate, % 4.3 4.0 3.6 GI5] Bl5]
Consumer prices, % yly 0.0 0.4 2.8 25 2.2
Current account balance, % of GDP 1.0 0.7 1.0 1.2 1.5
General government budget balance, % of GDP -9.8 -10.1 -9.5 -9.0 -9.0

* Contribution to GDP growth (% points)
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Uncertainty weighs

e Economy closer to zero growth
e Geopolitical uncertainty — a major drag

e Government will become the main investor

The Russian economy continues to suffer from numerous
negative trends such as low investment activity, weaken-
ing consumption growth and increased inflation threats.
Geopolitical risks and sanctions imposed by the US and
the EU only increase uncertainty over economic growth
in Russia. However, a weaker RUB and relatively high
oil prices keep the export-oriented economy afloat. We
cut our 2014 and 2015 forecasts to 0.5% and 1.2%, re-
spectively. In 2016 we expect a more healthy investment
environment and forecast 1.5% GDP growth.

Geopolitics and sanctions

Uncertainty over the situation in eastern Ukraine is
weighing on the Russian economy. Sanctions already
imposed on Russia are not a big threat but uncertainty
over further tit-for-tat sanctions negatively impacts busi-
ness sentiment and especially capital investment activity,
which remains the major drag on the Russian economy.

The US imposed new sanctions on Russia in mid-July.
At end-July the EU followed suit, imposing new sanc-
tions on Russia which include an arms embargo and re-
strictions on exports to Russia of oil (but not gas) explo-
ration technologies. Also, EU citizens and firms are not
allowed to buy or sell debt, equity and other financial in-
struments with a maturity of more than 90 days issued by
Russian state-owned banks.

The financial sector will be under more intense pressure.
The sanctions practically seriously impede access to
Western capital markets. But we cannot say that the ex-
ternal markets will be completely closed for sanctioned
Russian companies. Moreover, the government an-
nounced its readiness to ease access to budget money to
compensate for the increased costs of funding, and the
Bank of Russia (CBR) will provide financial institutions
with extra rouble liquidity. There is no doubt that higher
funding rates will spill over to the internal Russian mar-

m Russia

ket, which will only aggravate the situation given the ra-
ther restrictive monetary policy pursued by CBR.

Weakening consumption and weaker investment
What is even more important is that the anticipation of
further sanctions brings a lot of uncertainty, which nega-
tively affects investment activity — a major drag for the
Russian economy.

Investment activity has been low since the beginning of
2014, and the situation has even worsened with investors
being demotivated by geopolitical uncertainty and the
CBR policy. Expectations of low investment coupled
with decreasing consumption growth momentum ad-
versely affect the growth outlook for the Russian econo-
my. Retail sales growth has been gradually decelerating
since the beginning of 2014 and reached 0.5% y/y in
June, which is an exceptionally weak level. The decline
was accompanied by decreasing real wage growth. We
think that by the end of 2014 household consumption
growth will be around 2%, and we see no reason to ex-
pect any acceleration in 2015 and 2016. Thus, expecta-
tions for consumption growth going forward are not so
bright, and it is hard to imagine household consumption
as a future strong driver for the economy. Net exports
may slightly improve in 2014 driven by lower imports,
but in the long run net exports will continue to have a
negative impact on overall GPD growth.

As the result we have lowered our forecast for invest-
ment, consumption and GDP growth. By end-2014 we
expect a 5% y/y decrease of capital investment, 2.7%
growth of household consumption and only 0.5% of GDP
growth.

Potential points of growth

In the long run we expect geopolitical tensions to fade,
which could potentially reduce the level of uncertainty
and lift capital investment in 2015-16. Also Gazprom’s
historical gas deal with China will add its 50 cents. The
deal entails a long chain of positive effects, including
benefits for Russian steelmakers and other companies in-
volved in construction projects. The deal might contrib-

Russia: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (RUBbn)

Private consumption
Government consumption
Fixed investment

Exports

Imports

GDP

Nominal GDP (RUBbn)

Unemployment rate, %

Consumer prices, % yly

Current account balance, % of GDP

General government budget balance, % of GDP
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2012 2013 2014E 2015E 2016E

27,193 7.9 4.7 2.7 22 18
10,103 4.6 0.5 0.3 0.4 0.4
11,950 6.4 -0.1 -5.0 0.5 3.0
16,941 1.4 4.2 0.0 L5 2.0
12,164 8.8 3.7 50 3.0 5.0
34 13 0.5 13 iL5

55,967 62,218 66,755 71,919 77,226 82,617
5.7 5.5 5.7 5.6 5.6

6.5 6.5 7.2 6.0 5.4

3.6 15 2.3 21 2.0

0.2 0.8 0.0 0.5 0.7

................................................................................
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m Russia

ute about 0.2-0.3% to GDP growth in 2015-16. Geopolitical risks affect GDP growth
Turning to the budget, the government may finally 30 9% y/y % y/yF 30
change the Russian ‘budgetary rule’ currently in effect
and start to invest more in the domestic economy, prefer- 207 Capital inyestment 2
ab1y1v1a 1nﬁ;zlis;[1rulct711;e pt{og}elgtli. Th(e1 January-July budglet 101 L 1o
surplus totalled 1.7% o , and reserves are ample. " ““" b
We expect the government and government-owned com- o] """"l lIII'v' B 1 1 T ) 0
panies to become a key driver of investment activity in ||||||||||
the country. 101 ~ 10
GDP growth

-20 r-20
The central bank, rates and the rouble
The CBR continues to pursue its inflation targeting poli- -30 30
cy, with increasing control over the money market and 07 08 09 10 1 12 13 14

Source: Nordea Markets and Macrobond

decreasing intervention on the currency market. Given
the accelerated CPI growth, which in June reached a
post-2011 peak of 7.8% y/y on the back of the weak rou-

Decelerating retail sales

ble, the CBR has raised key rates by 250 bp since the be- 20% vty wylyr 20

ginning of 2014. After Russia banned food imports from 15 |45

countries which imposed sanctions, the risk of higher in- Real wages~_

flationary pressures intensified as the import ban may 101 - 10

add 1-1.5% to CPI growth in the medium term. Hence, W \'\’\

the CBR may continue to maintain a rather hawkish > / AV ON

stance in 2014. We do not expect any key rate changes ol { N -

during the rest of the year, although we cannot rule out \\  retoil <ales turnover

one more hike. In 2015 we expect inflation to decelerate -51 F -5

given the anticipation of a stronger RUB and the end of

the sanctions war, which would allow the CBR to ease w101, : : : : m—
. 08 09 10 11 12 13 14

monetary policy. Source: Nordea Markets and Macrobond

However, currently the rouble still suffers from capital Inflation pressure — a major challenge

outflows given the geopolitical tensions around Ukraine, 70 19 y7y % y/yl 16

which may continue to weigh on the RUB in the medium .

term. In the long run, RUB traders will likely shift their sl Consumer Price Index [

focus away from geopolitics back to fundamentals, which / 12

remain supportive even despite domestic economic 407 /M2 ot lag

growth problems. The current account surplus is widen- 301 10

ing, the commodity market is relatively stable, and capi- 201 o

tal outflows are expected to contract. The RUB may fi- 10 /\ .

nally restore its lost correlation with oil market dynamics 0

— our oil price forecast of USD 103-109/bbl for 2014-15 101 \,\/ P4

is RUB supportive. On the other hand, domestic econom- 201 L,

ic growth problems will cap any RUB gains in the long " o8 09 10 11 12 13 14 15

run. Source: Nordea Markets and Macrobond

While the RUB has long-term potential, it can become Enough reserves for government expenditures

more volatile as the CBR continues to move towards a 600 USDbn USDbn|-600

more flexible rouble. The CBR plans to complete the

transition to a floating exchange rate regime by end- 2001 200

2014. It means that soon the CBR will abandon the corri- 400 | | 400

dor band for the RUB. However, it is highly likely that

the CBR will reserve the right to intervene in the curren- 3001 300

cy market even after the decision. The only difference TT-FX reserves

will lie in the fact that the potential interventions will be 2007 200

more modest and the mechanism of the interventions will 100 100

be unknown.

0 T T T T T T T T T T T T T T
00 01 02 03 04 05 06 07 08 09 10 11 12 13 14
Source: Nordea Markets and Macrobond

Dmitry Savchenko
dmitry.savchenko@nordea.ru +7 495 777 34 77 4194
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m Estonia

Recovery loses steam amid new headwinds

Following a -1.4% y/y contraction in QI, which was af-

Exports face headwinds, slow investment recovery

fected by one-off factors such as low energy demand and 60 {% of GDP % of GDP} 100
prices, Estonia’s economy was confronted with sluggish 551 _N\/\/\/\/\/\j\/\ A/ 95
import demand and a loss of momentum in key export 501 n _\«/\AV\*\ T 90
. . . . 4 yaun
markets (incl. Russia and the Euro area). With the inten- :z [ARGLEA AN ! :2
. . . .. . ] 7.1 - [
sification of Russian-related geopolitical risks, exports to N A f\;\ o
. . . - \ A B
the Baltic and selected Euro-area countries will be affect- 301 VA \/’\/\"’ L 50
ed. 251 L 65
20 - r 60
The share of goods exports that go to Russia has fallen S S —
by a percentage point from the end of last year to 9.6% of 03 04 05 06 07 08 09 10 11 12 13
exports in June. Agricultural and food products constitute = =Goods and services imports , rhs —Fixed Investments
17% Of GXpOI‘tS to Russia Of Wthh only 5% iS subject to Estonia, Goods and services exports, rhs ==Private consumption
bl
. . . Source: Nordea Market: d Macrobond
the 6 August import ban imposed by Russia. ures Horden Tariets end aenen
Due to the temporary demand shock felt in other export- Russia and sanctioned goods - share of exports
ing countries, not only the sanctioned goods exported to 123’ “—Russia 12
Russia (0.5% of total goods exports), but possibly the a0 I l . . I I\II__I?I:\LIJI:I’:a 1.1
whole category of such goods (some 5% of exports) will 704 L 1.0
experience price pressures. Lower food prices together 601 Others | 0.9
with still falling import prices will result in a subdued re- 501
finflation from the end of th oo -os
covery of inflation from the end of the year. 40 m - - - - .
30 -o0.
Apart from the drag on exports and depressed prices, we 201 S}Z‘I’ﬁl‘lir:f -0.6
expect investment to fall y-o-y in 2014. Overall, the eco- 104 Los
nomic recovery will decelerate in H2 after stronger-than- 007 "8 09 10 11 12 13 14 15 16
expected 2.2% y/y GDP growth in Q2. The current 5% —Sanctioned goods, rhs
real wage growth is expected to moderate gradually into Source: Nordea Markets and Macrobond
next year, hence supporting consumption which will re-
main the key gr.owth engine. Consumer and retail confi- Labour market continues to support consumption
dence has remained resilient so far. With the global and 25 1% %l 25
Euro-area recovery proceeding, there is no reason to ex- 201 L 50
pect a major shift in unemployment unless the East-West 151 A L 15
crisis escalates. Also public finances have remained 101 L 10
stronger than expected due to improving tax collection. 51 2 L5
0+ r 0
Overall, the economy is expected to re-accelerate only -5 -5
gradually next year as export demand and investment ap- -10 H-10
petite remain constrained by a subtle geopolitical situa- -151 H-15
tion. 2016 will see a rise in the share of EU co-financed 204 ‘ ‘ ‘ ‘ ‘ ‘ _}-20
state investment. With only a gradual recovery in sight 06 07 08 09 10 11 12 13 14
for the Euro area, any pick-up in growth momentum in Unemployment —Retail sales y/y =HCIP
Estonia Wlll 1ikely remain muted. Source: Nordea Markets and Macrobond
Tonu Palm
tonu.palm@nordea.com + 372 628 3345
Estonia: Macroeconomic indicators (% annual real changes unless otherwise noted)
2011 (EURbN) 2012 2013 2014E 2015E 2016E
Private consumption 8.2 4.9 4.2 B1) 34 34
Government consumption 3.1 3.8 1.3 1.0 1.0 2.0
Fixed investment 3.8 10.8 1.0 -1.8 4.7 5.2
Exports 147 5.6 18 -0.6 19 4.6
Imports 14.1 8.8 26 -0.2 2.0 4.7
GDP 3.9 08 07 27 35
Nominal GDP (EURbn) 16.2 17 18 19 20 21
Unemployment rate, % 10.0 8.6 8.1 8.2 7.6
Consumer prices, % yly 3.9 2.8 0.4 2.0 25
Current account balance, % of GDP -1.8 -1.1 -1.2 -1.6 -1.8
General government budget balance, % of GDP -0.2 -0.2 -0.5 -0.9 -0.5
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m Latvia

Post-euro optimism boosts consumer confidence

Latvia may not repeat the Estonian post-euro adoption Latvian consumers are highly optimistic
growth miracle, but with consumer confidence at post- 10 {Balance Balance| -60
crisis record highs, Latvian consumers are obviously en- 0] - -65
joying the benefits of the euro. Indeed, with average an- 104 R\ 70
nual inflation at just 0.2%, fears of euro-triggered infla- 204 L -75
tion evidently did not materialise. Instead, low inflation - -80
and accelerating nominal wage growth resulted in a sig- =307 - -85
nificant increase in households’ real purchasing power. 407 L -90
-50 4 L -95
Domestically-oriented retail trade and construction sec- -60 1 _ }-100
tors will remain the key economic growth drivers, 6 07 08 09 10 11 12 13 14
whereas activity in export-oriented manufacturing and Purchase/biuld a house withing next 12 monts, rhs

: e fidence indicat
transport sectors remains subdued. The number of ensumer contidence fndicator

households planning to buy or build a house over the
next 12 months has reached an all-time record-high, sug-
gesting that activity in the housing market, which was

Source: Nordea Markets and Macrobond

Real wage growth is accelerating

relatively weak during the whole post-crisis period, may 3yl ey 3
ultimately pick up. The Achilles” heel of the Latvian zg i zg
economy remains capital investments, especially in man- 201 L 50
ufacturing sector, which may undermine the long-term 151 II' - 15
sustainability of economic growth. 101 I||||II l o1 10

. o ara 1111111 el |
The greatest threat to economic development is growing 0 [ B ‘li'l 0
geopolitical tensions in Russia and Ukraine. Russia is 12 ll" 12
Latvia’s largest export partner (16% of exports) followed 154 |15
by Lithuania and Estonia, which themselves have signifi- "04 05 06 07 08 09 10 11 12 13 14
cant €Xposures to Russia. Hence, a Worsening situation Nominal wage growth ==Consumer Price Index ®Real wage growth
may trigger negative economic repercussions in the Source: Nordea Markets and Macrobond
whole Baltic region.

Retail trade will drive economic growth

The direct effect of the Russian ban on food product im- 50 1% y/y % y/yk 50

ports is estimated to be quite limited (0.4% of GDP).
However, with the Lithuanian, Estonian, Finnish and

. . . o 30 a - 30
Polish economies being affected, the indirect longer-term 201 ,»/-/V\ \/\\/w\/\_\/\ L 20

40

effects may be more significant. On a positive note, the

existence of the Incukalns underground gas storage fa- 101 1\’ 10
cility (which has a capacity to supply up to 140% of an- 07 S o
nual gas consumption) ensures that Latvia has virtually -10 r-10
no risk of imminent energy supply shocks from Russia. -20+ F-20
-30 ’/}Iote: 3ﬁ7 mov. avg. : : : : : : : : -30
Zygimantas Mauricas 04 05 06 07 08 09 10 11 12 13 14
Zydimantas.mauricas@nordea.com +370 612 66291 Retail trade =Exports
Source: Nordea Markets and Macrobond
Latvia: Macroeconomic indicators (% annual real changes unless otherwise noted)
2011 (EURbn) 2012 2013 2014E 2015E 2016E
Private consumption 12.6 5.8 5.4 4.1 GI5] 3.7
Government consumption 3.6 -0.2 3.6 2.5 2.0 2.0
Fixed investment 4.3 8.7 -4.3 0.4 3.4 7.4
Exports 11.9 9.4 1.0 1.0 2.0 4.0
Imports 12.9 45 -1.7 0.6 23 4.2
GDP 5.2 41 3.3 29 4.1
Nominal GDP (EURbn) 20.3 22.1 23.3 24.2 25.3 26.9
Unemployment rate, % 14.9 11.9 10.6 9.5 8.4
Consumer prices, % yly 2.3 0.0 0.6 1.7 2.0
Current account balance, % of GDP -2.5 -0.8 -2.0 -2.5 -3.0
General government budget balance, % of GDP -1.4 -0.9 -1.0 -15 -1.0
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m Lithuania

Cold winds blowing from the East

Lithuania remained among the fastest growing econo- Productivity is driving GDP growth
mies in the EU with robust 3.0% and 3.1% y/y GDP 160 {index (2004 = 100) Index (2004 = 100)f 160
growth in Q1 2014 and Q2 2014, respectively. Rapid 150 | | 150
productivity growth is the major growth driver, which
. . 140 L 140
more than offsets negative effects from the shrinking la-
bour force and weak capital investment. Lithuania is to 1301 130
become the first Baltic state to reach the pre-crisis GDP 120 F120
level and to surpass Greece and Portugal (EU old-timers) 110 | | 110
in terms of GDP per capita (PPS) in 2014. 1001 e | 100
90 1 - 90

Rising geopolitical tensions between Russia and the West ————————————— ‘ ;
pose a substantial risk to Lithuania’s economic develop- 04 05 06 07 08 09 0 AL 12 13 4
ment. The negative effect of recently imposed Russian
economic sanctions is estimated to be somewhat limited
(-0.8% of GDP). So, all else equal, GDP growth should
remain in positive territory both in 2014 and 2015. The
Lithuanian food industry has already experienced tempo-
rary export bans to Russia (the “milk war” in October- 751
December 2013 and the “sausage war” since January

2014), which apparently did not have substantial long- >0 [
lasting negative effects. 251 \\/JV\_\ L 25
,\\ ,
/4

Real Labour Productivity per Person Employed ==Real GDP

Source: Nordea Markets and Macrobond

Russia was important export growth driver
100 % y/y % y/yf 100

However, with as much as 19.8% of export (85% of °]

which, however, are re-exports of goods from the EU to -251 F-25
Russia) and close to 30% of transport sector revenues

. . . . . -50 -Vote: 3M mov. avg. t -50
coming from Russia, Lithuania has a lot to lose if EU- T8 05 10 1 12 13 1

Russian economic relations continue to cool. Total exports (excl. Russia) =Exports to Russia

Source: Nordea Markets and Macrobond

Lithuania will become the 19th member of the Euro zone

in 2.015 — one year behind Latvia (2014).and four years Consumers fear “euro-driven” inflation
b.ehm.d Estonia (2011). As a result of t.he improved ﬁscal 70 dBalance % yly- 6
situation and the upcoming euro adoption, S&P and Fitch 65 Consumer survey:
upgraded sovereign credit ratings to A-, which eventually 60 1 p Inflation past 12M i
pushed long-term borrowing costs to record lows. But 55 ’ L4
consumers are fearful of inflation; more than 30% ex- 504 s
pects substantial price increases over the next 12-month 45 \/\
period. However, similar “euro-driven inflation” fears 40 F2
were observed in Latvia, but expectations largely failed 35 / -
. g Consumer survey:
to materialize. 30 | Inflation next 12M
Lo
251 >
~ . ) Consumer Price Index, rhs
Zygimantas Mauricas 201 : ‘ ‘ ‘ ‘ 1
zydimantas.mauricas@nordea.com +370 612 66291 10 11 12 13 14 15
Source: Nordea Markets and Macrobond
Lithuania: Macroeconomic indicators (% annual real changes unlss otherwise noted)
2011 (LTLbn) 2012 2013 2014E 2015E 2016E
Private consumption 66.9 3.9 4.7 4.6 3.7 4.0
Government consumption 19.9 0.6 1.9 1.6 15 2.0
Fixed investment 19.3 -3.6 12.8 7.0 33 6.3
Exports 82.5 11.8 10.3 -3.2 -0.4 4.7
Imports 85.5 6.1 10.3 -0.4 0.1 4.2
GDP 3.7 3.3 25 2.8 4.3
Nominal GDP (LTLbn) 106.9 113.7 119.6 1235 129.0 137.0
Unemployment rate, % 13.4 11.8 10.8 10.0 9.3
Consumer prices, % yly 3.1 1.0 0.3 15 2.3
Current account balance, % of GDP -0.2 15 -1.8 -3.0 -2.0
General government budget balance, % of GDP -3.3 -2.2 -2.2 -2.0 -1.0
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Walk the line

e Beijing seeks to balance growth and reform
e Steady growth means stable employment
e Reforms are vital to sustain long-term potential

e CNY is back to appreciating path

A targeted soft landing

The Chinese economy can be compared to a fast-driving
car. In order to make a safe turn, speed must be reduced
gradually. That explains why growth deceleration will
continue for years to come. Beijing’s aim is to push for
structural reforms while maintaining steady growth and
employment. GDP growth for the coming three years
will likely be kept above 7%.

The economy has so far this year followed the same pat-
tern as the previous two years. Emphasis on reform was
highlighted in Q1, when investment was held back, pro-
duction dropped and growth disappointed. In Q2 the
growth concern triumphed so the government advanced
railway investment and reconstruction of shanty towns
that were planned to start later. Thanks to the fiscal stim-
uli, as well as stronger overseas demand and a broad-
based CNY weakening, the economy recovered modestly
over the summer.

Short-term momentum will improve

The stronger sentiment in the export sector could last
some time. While demand from the US is expected to
stay solid, more orders could tick in from China’s emerg-
ing trading partners. Food exports to Russia is expected
to be lifted by the Russian government’s 1-year ban on
importing agricultural products from the EU, the US,
Canada, Australia and Norway. Already a week after the
ban was announced, Russia has agreed to buy more fruit,
vegetables and pork from China. In addition, the new
governments in India and Indonesia have both identified
the industrial sector as key to reviving growth and may
increase their purchases of Chinese machinery.

The housing market cooled down during H1 and sparked
nervousness about the bubble bursting. We see the slow-
down as a reaction to the government’s prolonged re-

m China

strictions, including the purchase ban, which have been
relaxed lately. This should stabilise prices and transaction
volumes shortly. Overall, as long as the urbanisation pro-
cess continues and Chinese households still lack invest-
ment alternatives, we stick to our long-held stance of no
nationwide housing market collapse.

Credit risk the largest threat to growth

Excess capacity, in which demand for products is less
than the potential supply, remains one of our largest con-
cerns about the Chinese economy. This is most evident in
the heavy industrial sectors, including chemicals, ferrous
and non-ferrous metals. The root of the problem can be
traced back to the early stage of China’s industrialisation
process. At that time demand for fuel, metals and chemi-
cals skyrocketed, making steel and coal mining among
the most profitable industries. Not surprisingly, it attract-
ed enormous investment from the well-capitalised state-
owned enterprises (SOEs) with support from local gov-
ernments. Eventually it led to overinvestment and over-
capacity. According to the IMF, capacity utilisation
across all industries barely tops 70%, 15% points lower
than what is perceived as healthy.

The evil twin to overcapacity is deflationary pressure,
which is reflected by persistently falling producer prices.
As wage costs continue to rise rapidly (by an average of
10%), producers in the heavy industries are squeezed
hard on their profit margins. 30% of the large steelmak-
ers have reported losses in H1 this year. Rising losses
lower their debt service ability and threaten overall fi-
nancial stability. Of China’s total non-financial corporate
debt, about 150% of GDP at the end of 2013, 70% is as-
sumed to be from the SOEs and semi-public companies,
which dominate the heavy industries.

The seriousness of excess capacity has not gone unno-
ticed by the government. Li Keqiang has vowed to ad-
dress the issue by closing down unused production facili-
ties and cutting new investment in these sectors. A recent
report revealed that investment in steel in H1 this year
fell by 8.4% compared to the same period last year. 2000
small coal mines will be shut down by 2015.

China: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (CNYbn) 2012 2013E 2014E 2015E 2016E
Private consumption 16,896 8.3 7.6 7.8 8.1 8.3
Government consumption 6,316 8.6 8.1 8.1 8.0 8.0
Fixed investment 21,568 9.1 9.2 9.0 9.0 8.5
Stockbuilding* 1,266 -0.4 0.0 0.3 0.1 -0.3
Exports 13,477 5.2 8.6 7.5 7.0 7.0
Imports 12,261 6.2 10.6 10.5 11.0 10.5
GDP 7.7 7.7 7.5 7.2 7.0
Nominal GDP (CNY bn) 47,310 51,947 56,885 62,600 68,795 76,046
Unemployment rate, % 4.1 4.1 4.1 4.1 4.1
Consumer prices, % yly 2.7 2.6 25 2.7 35
Current account balance, % of GDP 2.3 21 2.0 2.0 15
General government budget balance, % of GDP 22 1.9 2.0 2.0 2.0

* Contribution to GDP growth (% points)
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Another visible government effort to deal with the credit
risk is to change moral hazard thinking among corporates
and hence their borrowing behaviour. Beijing’s attitude
towards default has changed dramatically since early this
year and it is no longer willing to bail out every troubled
company. As a result, borrowers of numerous bank loans,
bonds and trust products have failed to meet obligations
lately. As the defaults have been small in size, the impli-
cations have been manageable. We expect the govern-
ment to continue deflating the credit bubble in a careful
manner. Of course, the “too big to fail” players can still
count on state support, so a full-blown financial crisis
seems implausible at this stage.

We identify several risk factors that each has the ability
to jeopardise economic stability, including excess capaci-
ty in the heavy industrial sector, debt overload among
corporates, the real estate bubble and geopolitical con-
flicts with the other Asian countries. Nevertheless, the
economy will not likely face a hard landing, that is, GDP
growth at 4% or lower. This is because the economy re-
mains heavily managed by the central government, which
has many tools at its disposal, including public infra-
structure investment and monetary easing measures.

CNY strength is here to stay

After a period of government-engineered depreciation,
the CNY has returned to the appreciation path, gaining
1.7% versus the dollar since early June. Beijing no longer
has a reason to extend the currency weakness as the goal
of discouraging speculative inflows was achieved. In
fact, there are plenty of arguments for a stronger CNY.
First, appreciation will adjust for China’s current account
surplus. Secondly, domestic purchasing power will be
boosted for the hundreds of millions of Chinese who
travel and shop abroad. Thirdly, senior officials have re-
peatedly warned about the potentially large costs of per-
sistent dollar accumulation and urged a pause in FX in-
tervention, which will push the CNY higher. Fourthly,
Chinese equity markets are scheduled to be fully accessi-
ble for Hong Kong investors by October, creating more
demand for yuan assets. Lastly, resumed CNY strength
would end the abnormally high demand for foreign cur-
rency deposits (from both household and corporate) in
the country and reduce risk of a run on yuan deposits.

The CNY will not only become stronger, it is going
global as well. Over the past few months, China has been
active in expanding offshore yuan centres and making
currency cooperation deals with a number of countries.
The newly established New Development Bank between
the BRICS countries is another sign of China’s ambition
to gain more international influence.

Amy Yuan Zhuang

amy.yuan.zhuang@nordea.com +45 3333 5607
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GDP growth will keep trending down
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Export recovery thanks to the “new” friends
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Overcapacity puts pressure on producer prices
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CNY back on track
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A way out for India

Narendra Modi, the new prime minister, may be just the
medicine that India’s economy needs. Since being elect-
ed in May, he has promised to cut red tape, fight corrup-
tion and ease entry barriers for foreign companies. India
has a large pool of cheap labour, enabling it to follow
China’s example of economic success. But the great
growth potential can only be exploited through deep
structural reforms. Given Modi’s strong personality and
his majority in Parliament, his growth strategies are like-
ly to be more than just empty talk. Therefore, the medi-
um-term outlook for India is no longer dark and murky.

Due to supply-side bottlenecks, the industrial sector has
contributed nearly nothing to growth since 2012. Thus,
one high-priority structural initiative is investment in in-
frastructure and manufacturing. Today, fixed investment
in India accounts for 30% of GDP, about the same as in
China in the early 1990s. More investment in machinery
and equipment could help India become the next world
factory and boost its export diversity. Higher goods ex-
ports are regarded as a sustainable and preferred ap-
proach to adjust the current account balance than simply
curbing gold imports. Industrial investment will boost the
long-term growth potential as well because of its recog-
nised impact in terms of raising labour productivity.
Lastly, India certainly needs more spending on infra-
structure, such as transportation and sanitation.

The brighter growth prospects, more transparent govern-
ance and easier business conditions are likely to attract
more foreign capital, in terms of both direct and portfolio
investment. These factors speak for a stronger INR in the
medium term. More foreign investment in India could al-
so translate into higher tax revenue to the government
and a smaller fiscal deficit. Though still too early to say,
the new Finance Minister Jaitley seems keen to demon-
strate fiscal discipline, which would be welcoming news
for investors. Lastly, the well-liked RBI governor, Mr
Rajan, who has been in office for a year, has successfully
reestablished the central bank’s credibility by committing
himself to reduce the sky-high inflation.

Amy Yuan Zhuang

amy.yuan.zhuang@nordea.com +45 3333 5607
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India cannot live without industries
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It is not too late to copy the China miracle
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Improved c/a balance is INR supportive
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India: Macroeconomic indicators (% annual real changes unless otherwise noted)

2011 (INRbn)

Private consumption
Government consumption
Fixed investment

Exports

Imports

GDP (production approach)
Nominal GDP (INRbn)

Wholesale prices, % yly
Current account balance, % of GDP
General government budget balance, % of GDP

2012 2013 2014E 2015E 2016E

51,419 6.0 4.8 5.2 6.8 7.8
10,259 7.8 4.2 3.0 2.6 2.0
27,737 &Ll -11 0.5 4.9 6.4
21,503 9.0 5.8 6.0 7.9 10.7
27,219 11.8 -1.0 3.9 6.1 111
4.7 4.7 5.1l 5.8 6.3
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Stuck in a growth rut

Not even the cheers from the FIFA World Cup have
managed to spur the fragile economy that seems to be
stuck in a growth rut. Recent months have seen dismal
production figures, shrinking employment and a fall in
confidence indicators that does not bode well for invest-
ment and spending in the near term. The economic out-
look has indeed turned gloomier. We expect growth
around 1.5% in 2014 and forecast growth to pick up only
gradually during 2015 and 2016. The recovery is ex-
pected to be driven by stronger demand from abroad and
a weaker BRL. Downside risks mainly stem from the
high inflation environment and the decreasing primary
fiscal surplus that could erode further this year.

Incumbent President Rousseff is still favoured to win the
October election, but the race has re-opened with the
death of candidate Eduardo Campos, whose likely re-
placement Marina Silva is polled neck-to-neck with Dil-
ma Rousseff in a potential second round. The incum-
bent’s popularity has been falling during the past year as
a result of the slowing economy and the high inflation,
but she is still widely seen as the favourite to win. Who-
ever wins will face pressure to revive growth, through
confidence-boosting policy realignment and/or structural
reforms, and tighten fiscal policy to reduce risks of fur-
ther sovereign credit rating downgrades.

We expect the BRL to weaken slightly over the forecast
horizon due to the weak economy, persistent high infla-
tion and rising interest rates in the US. The central bank
(BCB) has taken a breather in its efforts to raise domestic
policy rates, leaving the Selic target rate at 11% since
April. We expect the policy rate to be kept on hold for
the rest of this year, as the BCB is more concerned about
the economy than inflation. We expect monetary policy
to remain tight throughout the forecast horizon as we ex-
pect inflation to remain uncomfortably close to the upper
end of the inflation target of 4.5% + 2% during the entire
period.

Lisa Alexandersson

lisa.alexandersson@nordea.com +46 7 0624 1186
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Domestic concerns weighing on growth
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Further erosion of the fiscal surplus this year
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Pressures over regulated prices are rising

Brazil: Macroeconomic indicators (% annual real changes unless otherwise noted)
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2011 (BRLbn) 2012 2013 2014E 2015E 2016E
2,499 3.2 2.6 0.6 1.1 1.2
857 3.3 2.0 3.7 2.2 1.6
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Transport the last stronghold

Oil prices are expected to be somewhat weaker in the Oil price forecasts Brent - baseline (USD/barrel)
first part of the forecast period as some of the politically- Q Q @3 Q4 Year
related locked in volumes will return to the market. At 2012 118 109 109 110 112
the end of the period, investment cuts will weigh on oil 2013 113 103 110 109 109
supply growth and the market will become gradually 2014E 108 110 107 107 108
tighter. There is a considerable upside risk to our oil 2015E 107 104 106 105 106
price forecast as the oil price outlook for 2015-16 will be 2016E 105 103 105 107 105
clouded by geopolitical unrest in major oil-producing

countries.

Saudi Arabia produces at record levels
The North American oil boom mainly driven by the 14 {Mn barrels/day Mn barrels/day - 14
shale/tight production in the US is expected to grow at a
healthy rate. The resurgence of North American oil pro-
duction and a flexible output by OPEC’s de facto leader
Saudi Arabia will continue to be vital to balance the mar-
ket and offset the substantial supply disruption we have 11 -11
seen in the MENA region. Thus, the oil market looks

134 -13

12+ -12

well balanced from the outset of the forecast period. But 107 1o
the tide can easily turn. The nuclear talks between Iran o] L o
and the West are slowly progressing, but it is still too

early to say when we will see more Iranian barrels in the N —————.
market. The risk of political supply disturbances has ris- 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14

Source: Nordea Markets, IEA and Macrobond

en sharply this year due to growing unrest and risk of a
division of Iraq and instability in Libya. The US and EU

sanctions on Russia are not expected to have any signifi- Ol investments slowing

cant short-term impact on oil supplies, but may put the 1200USD bn USD bn 1200
start-up of much-needed new capacity expansion projects 1;22: :1;22
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but we expect it will pick up again with economic Source: Nordea Markets, Rystad Energy and Macrobond
growth. China will continue to be the main driver, but at @i} demand split by sector
a slower pace than before. The oil demand growth out- 60 do% ol 60
look for both the Euro area and Russia looks more sub- 50 5o
dued as sanctions will weigh on the growth potential. Ja-
pan is expected to reduce its demand for oil as some nu- 401 40
clear power stations will restart. The focus on pollution 301 30
and green energy is expected to increase before the UN 201 20
climate summit in Paris next year. Fuel efficiency stand- 104 10
ards and fuel switching will have a growing impact on ol L
the oil market in future. How fast the new environmental ’%% % % % 2, %
policies will impact the oil market depends on when %, S > %g% @’% %
technological breakthroughs lead to a big shift in the “ /)"/%/ %’3 O%ﬁ
transportation sector. The transport sector currently ac- i %,
counts for about 60% of global oil consumption, and the Source: Nordea Markets, 1EA and Macrobond

use of energy in this sector has so far been more or less
shielded from competition.

Thina M. Saltvedt
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Risk scenarios

Our baseline scenario is based on the assumption that the global economy continues its gradual shift from crisis to re-
covery mode, supported by a generally ultra-easy monetary policy stance and less restrictive fiscal policy. In addition,
current headwinds from geopolitical concerns including those related to the Russia-Ukraine conflict are assumed to turn
to tailwind for global growth as tensions gradually fade.

However, several risks to our baseline could affect the global growth outlook in both a positive and negative direction.

On balance, at this juncture we see the greatest risks on the downside.

Upside risks:
e Stronger-than-expected boost to economic sentiment
as geopolitical concerns fade.

Stronger-than-expected US recovery as pent-up
demand is released.

e Less-than-expected tightening of Fed monetary
policy.

e Large-scale asset purchase programme (Quantitative
Easing, QE) by the ECB, leading to higher growth
via wealth effects and a weaker euro.

e An easier fiscal policy line is accepted in the Euro
area, increasing aggregate demand.

e Lower oil prices, maybe as a result of increasingly
larger shale gas production.

e Structural reforms in key Emerging Markets
including India and Brazil.

Baseline and risk scenarios for global GDP growth
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Downside risks:

Further escalation of geopolitical tensions (Russia-
Ukraine, Syria, Iraq, Gaza, Libya), with negative
feedback on confidence and potentially higher oil
prices.

Higher interest rates curb demand more than
anticipated (potentially as a result of bursting asset
price bubbles). Could potentially lead to increased
protectionism.

(Financial) spill-over from emerging-market crisis,
potentially triggered by tighter monetary conditions
as the Fed normalises policy.

Chinese housing market collapse.

US political/regulatory uncertainty continues to hold
back business investment.

Euro-area crisis flares up, potentially stemming from
the financial sector (as the Asset Quality Review and
stress test might bring worse result than expected; or
the ECB gets restricted by a court decision to act as a
“lender of last resort™).

Baseline and risk scenarios for global GDP growth

Probability,% 2014 2015 2016
Downside 25 3.2 3.3 3.1
Baseline 60 3.3 3.8 3.9
Upside 15 3.4 4.3 4.7
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