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northernmost leeated mainland lighthouse in the world
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Market overview

Global overview

Business surveys indicate that the acceleration in global economic growth witnessed during 2013 stalled in January, reflecting
weaker industrial activity in the US and China. Moreover, instability in many emerging market currencies (see chart) have
unsettled investors over the past couple of weeks. Overall, these developments contributed to a broad-based market correction
in January: Equity returns were negative, bond yields declined and credit spreads widened.
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As expected, the Federal Reserve decided to continue reducing monthly asset purchases by 10 bn to 65 bn in January. The
decision was unanimous. The statement, which did not comment on the emerging market turmoil, indicated that a further
measured reduction of asset purchases is likely in the months ahead should the economic and inflation outlooks evolve as
projected.

In the euro area, most indicators suggest that the weak economic recovery is improving, presumably reflecting the strengthening
of global demand. Nevertheless, the pace of growth is still not strong enough to reduce the very high unemployment rate.
Against this background, CPI inflation remains low and eased further in January.

Also as expected, in January the ECB decided to keep interest rates unchanged at very low levels. In response to the risk of
tighter short-term money markets and expected subdued inflation over the medium term, the ECB strongly emphasised that it
will maintain an accommodative monetary policy stance and remains determined to take further action if required. As a result,
yields on government bonds in Germany declined in January.

Nordic overview

Following several months of weak growth rates in the Swedish economy, industrial production increased sharply towards the
end of last year and thereby narrowed the gap to the more elevated business survey indices. Business surveys continued to
advance in January and levels are consistent with robust realised growth at the beginning of the year. Yet, retail sales declined
in December and was weaker than expected, but a firm underlying trend for consumption is still intact. Consumer price inflation
was higher than expected in December, but remains low.

In Norway, recent data has challenged our bearish view held on the Norwegian economy. Confidence in the manufacturing
sector unexpectedly increased towards the end of last year according to a survey conducted by Statistics Norway, and the
decline in house prices that got foot-hold after summer last year came to a halt around the turn of the year. Inflation was lower
than expected in December, but at 2% it is close to the Norges Bank’s target of 2.5%.

The general “risk off” sentiment in the wake of weaker global macro data coupled with the unrest in emerging markets had a
direct impact also on Scandinavia. Interest rates declined across the maturity spectrum, while NOK and SEK depreciated
against USD in the latter half of January.



Global markets
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Weaker growth in the US and China, further fuelled by the unrest in emerging markets, supported government bonds in major
markets in January. As a result, prices on long-dated government bonds are now looking quite expensive, see charts above.
German government bonds (chart to the right) look particularly expensive, largely reflecting market expectations of very
accommodative monetary policy by the ECB for an extended period.

Looking ahead, our main scenario is that the dust associated with the emerging market sell-off will settle. We do not think that
the reversal of capital flows will initiate a major crisis for emerging economies due to relatively low external debt burden. This
said, if the emerging market crisis were to involve a sharp economic slowdown in China, the impact on the global economy
would be meaningful. Moreover, regardless if China were to slow or not, a worsening of the emerging market instability could
have significant market impact in the short term.

Elsewhere, we continue to expect growth in the US to strengthen this year underpinned by rising domestic demand. In our view,
the distribution of risk is skewed towards a stronger GDP outcome than expected by consensus. As a result, US bond yields
should continue to move gradually higher over coming months. In addition, the correction in economic surprise indices and
positioning by non-commercial investors in January suggest less resistance for bond yields to move higher in the short-term.

We also expect the euro area economy to gain pace, yet growth will remain relatively muted as tight lending conditions weigh
on economic activity. As such, we expect the low levels of German bond yields to persist for quite some time. Additionally, given
the very low inflation rate, we expect the ECB to go ahead with additional policy easing, perhaps as soon as in the current
quarter.
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Nordic markets

As the outlook for growth in major advanced economies is gradually improving, demand for Swedish exports is likely to increase
going forward. The more optimistic household sector, as witnessed by stronger retail sales and higher consumer confidence,
should also support growth in Sweden this year. As a counterbalance, the unemployment rate is likely to fall only gradually from
current high levels, which in turn should keep inflationary pressures low.
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Reflecting the low inflation rate (see chart to the left) and soft indicators of future inflation, we expect the Riksbank to keep interest
rates unchanged throughout 2014. We anticipate a gradual tightening of monetary policy in 2015, but this view is already reflected
by the relatively steep money market curve (chart to the right).
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Positive data for industrial confidence in Q4 (see chart to the left) and signs of a stabilisation in the housing market around the
turn of the year are challenging our negative view on the Norwegian economy. The decline in house prices in the second half of
2013 appears to have attracted buyers, while stronger global growth and a 10% cheaper NOK exchange rate are benefitting non-
energy exports. Still, we continue to see downside risks for growth ahead in Norway as we anticipate the positive contribution
from oil investments to fade, and we expect subdued wage growth in 2014 (see chart to the right).

Incoming information since the Monetary Policy Report in December suggest the Norges Bank will stick to its plan of keeping
interest rates unchanged at Board meeting in late March. Looking further ahead, we have become less confident in our call for a
rate cut by Norges Bank later this year due to the slightly better macro data in January.



