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A (mild) recession in western economies seems

unavoidable

Key takeaways

e The war in Ukraine is contributing to the biggest commodity price shock in
decades, adding to already significant inflation pressures and need for vigilant
central bank tightening.

e Yet near-term economic growth will continue to be supported by pent-up demand,
savings, and the re-opening of economies, benefiting especially service sector
activity.

o However, substantial monetary policy tightening will increasingly weigh on
economic growth, prompting a mild recession in the US around Q2 23, spilling
over to other western economies and EMs later next year.

o Recovery in the Chinese economy in 23 will mitigate some of the setback, but still
we expect unemployment to rise in the US and later in other western economies.

e The risk is skewed toward an earlier recession given the scale of financial
tightening and erosion of purchasing power from high inflation.

The global economy is facing a series of hegative supply shocks

The global economy is finding itself in a difficult place. The war in Ukraine and the
sanctions against Russia are providing a new hit to the global economy, notably through
higher food and energy prices, just as most western economies are emerging from the
COVID-19 pandemic. At the same time, new COVID-19 outbreaks in China are not only
hitting the Chinese economy, but also creating new challenges to global supply chains, as
well as hitting countries with large export shares in the Chinese markets, such as the euro
area.

While the global economy is facing new headwinds, current growth momentum
remains relatively strong in western economies. Despite waning goods consumption,
service sector activity remains high due to pent-up demand after the re-opening of
economies. Although the high inflation is reducing real purchasing power, causing
significant setbacks in consumer sentiment, consumers are holding up consumption using
accumulated savings during the pandemic and from government transfers. Investment
growth in the US has been strong on the back of the pandemic, but still has some catch-up
to do in the euro area. Overall, manufacturing activity is waning while the service sector is
still seeing solid growth (albeit some countries like UK and US have seen setbacks in the
service PMls).

The average quarterly growth in US, euro area and Japan is estimated to be 0.6% in
Q2. The Chinese economy is however witnessing a significant drop in economic activity
primarily relating to lockdowns to contain the spread of the COVID-19 virus; we estimate
that the Chinese economy will contract by 1.0% in Q2.

Important disclosures and certifications are contained from page 13 of this report.
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We expect to see a mild recession next year
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Parenthesis are the previous Danske Bank projections (from March 2022).

\We see price pressures easing as economic growth slows, but
inflation will still remain above target in the euro area and US

Waning momentum in the global
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Note: Past performance is not a reliable indicator

commodities such as oil/gas, metals and food products, exacerbating supply problems from
years of underinvestment in the oil and gas and mining sectors. With these new supply side
problems in combination with strong demand generated from policy stimulus, and re-
opening of economies, the global economy is now facing the biggest commodity price
shock since the late 1970s (see graph on the right). Given little spare capacity due to

of current or future results
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remaining above 2% alsoin 2023
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would maintain commodity demand.

While inflation initially surged faster in the US, euro area inflation has caught up
lately. In May, inflation in the euro area reached 8.1% and core inflation accelerated to
3.8%. While headline inflation is likely near its peak, underlying inflation pressures remain
strong and broad-based both in the euro area as well as in the US. Importantly, core inflation SEUEEE Wl e | eiIEe, DnEl il
has continued to pick up in seasonally adjusted m/m terms, increasing the pressure to

tighten monetary policy. Market-based long-term inflation expectations have moderated
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recently, although they still remain above pre-war levels. Rising inflation expectations
could have second-round effects in the wage setting dynamics, and early 2022 data points
towards a pick-up in wage growth also in the euro area. China remains an exception in the
global inflation picture, as price pressures still remain moderate.

To reign in inflation pressures, central banks in both emerging and developed
markets have started tightening monetary policies. We expect the Fed to hike interest
rates by an additional cumulative 225 basis points while also embarking on a quick run-
down of its balance sheet at a much faster pace than in 2017. The ECB will in our base-
case raise its policy rates by four times of 25 basis point in 2022 (July, September, October
and December) and twice in 2023 (February and March). On top of the tightening from rate
hikes, the euro area markets will also see tightening from the lack of duration extraction
(no new net asset purchases), TLTROs (LT) and the end of tiering. Bank of Japan is
expected to maintain its yield curve control as inflation pressures are more muted, while
the Chinese central bank will stimulate the economy in 2022 amid weak growth and
inflation pressures. Looking ahead, we think the combination of policy tightening and the
associated economic slowdown will cause inflation to fall back. However, the slowdown
is going to be gradual and inflation will likely remain above central banks’ targets longer
than we previously anticipated. We forecast euro area core inflation falling below 2.5%
only by the end of 2023.

Monetary policy tightening will lead to a significant global
economic slowdown

Near-term we expect economic growth in western economies to hold up relatively well
as the service sector continues to enjoy solid demand re-opening of economies and
significant household savings. Hence, we expect the service sector growth to remain solid
in both the US and euro area over the summer. Meanwhile we expect the manufacturing
sector to slow further as goods demand slows and supply bottlenecks remain an issue.
However, as the service sector accounts for roughly 70% of economic activity, job
prospects will continue to remain good. The solid growth in western economies will
outweigh lingering weakness in the Chinese economy, until policy support and re-opening
begin to have an effect in early H2.

Given the scale of tightening of monetary policies, we think it is difficult for western
economies to escape a recession. The monetary policy tightening in the US, involving
both upfront large rate hikes and significant reduction in the Fed’s balance sheet, is already
leading to a substantial tightening of financial conditions through falling equity prices,
wider credit spreads and higher mortgage yields, while high energy prices are also sapping
consumer purchasing power. Typically this kind of tightening acts as a “growth tax” (see
figure on the right) with 6-9 months lag and we therefore expect growth to be hit
increasingly during the fall; private consumption will be hit by wealth effects from setbacks
in housing and equity markets while private investments will also feel the pinch from higher
interest rates. As a result, we see the US economy falling into a mild recession in the early
parts of 2023, although the exact timing is difficult to pinpoint due to lingering effects from
high savings and pent-up demand from the COVID crisis. Furthermore, given the amount
of unfilled positions (two for every unemployed), economic growth can be weak for some
quarters without it leading to higher unemployment. However, given the economic
backlash, we expect unemployment to creep higher in the US and later in other western
economies in 2023.
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The tightening of financial conditions
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drag on growth
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An economic setback in the US will have spill over effects on the rest of the global
economy later in 2023; indeed over the past three decades, a US recession has also forced
a recession in the euro area. The euro area will also face growth headwinds from ECB’s
own tightening, although the scale will be less pronounced than in the US. However, we
do expect the euro area to see substantial growth slowdown or even a recession in H2 2023.
Another headwind to growth comes from the significant erosion of real wages, as
households’ excess savings are increasingly depleted. Part of the economic setback
especially in Europe will be offset by a pick-up in economic growth in China in H2 2022
supported by the current policy stimulus. However, this will only partly outweigh the
impact of monetary policy tightening in western economies.

Risks are skewed towards an earlier and deeper recession

The global economy is facing a combination of shocks that are putting it in unchartered
waters. While we are factoring a hit to growth from the financial tightening and erosion of
household purchasing power, the combination of tightening monetary policies and
weakening growth together with the record high debt burden following the COVID-crisis
can easily cause significant fall-outs in credit and sovereign debt markets similar to global
financial and debt crises in 2008-11. This can provide large negative feedback loops to the
economy as it will constrain banks’ ability to provide credit, thereby exacerbating the
economic setback. In a downside risk scenario with financial market backlash and/or faster
tigthening of monetary policies than assumed in our baseline scenario, the western
economies will fall into an earlier recession, likely around the end of this year, and the
setback may also be bigger than in our baseline. We see risks particularly to the
downside in the euro area in H2 2023 as it may be hit earlier than assumed by the US
recession and the ongoing struggle to wean itself of Russian energy supplies.

There may also be upside risks from 1) a stronger than expected recovery in china, 2)
resilient private consumption given excess savings and 3) central banks trying to stabilise
output at the expense of higher inflation.

Euro area: growing external headwinds

With its geographical proximity to Russia and Ukraine, heavy reliance on imported fossil
fuels and high integration in global value chains, the euro area economy finds itself in the
perfect storm. In light of renewed supply chain disruptions and rising consumer headwinds
from accelerating inflation pressures, the growth momentum held up better than feared in
Q1 22 (0.3% g/q). However, it also remains a two-speed economy: While a slowdown in
manufacturing looms during Q2, rebounding service activity after the lifting of
pandemic restrictions is compensating for the weakness. Despite sharp declines in
consumer confidence, we do not think the euro area is headed for recession in the near-
term. We look for a broad growth stagnation during the coming quarters, as government
measures to offset high energy prices (ca. 0.5% of GDP) and pandemic savings (currently
standing at ca. EUR 600bn) support private consumption. The possibility of a sudden
Russian gas supply stop constitutes a significant downside risk (especially for
manufacturing in Germany and Italy), that could shave off 2.5pp of GDP in 2022 and 1pp
in 2023 according to the EU Commission, while further lifting inflation by another 1-3pp.

Going into 2023, the outlook for the euro area becomes more uncertain amid rising
external headwinds. We project a moderate growth rebound with the turn of the year, as
economic activity remains supported by an improving labour market, easing supply chain
disruptions and accelerated investment spending on defence and the green transition.
NGEU funding will boost euro area GDP by around 0.5% in 2023 according to ECB
estimates and under its REPowerEU plan, the Commission has outlined additional
investment needs of EUR 300bn until 2030 (read more below). That said, heightened
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uncertainty around the unfolding of the geopolitical situation and its impact on demand
could weigh on companies’ investment decisions and lingering supply shortages might also
delay the implementation of investment plans.

Labour demand remains high and we expect employment growth to continue over the
forecast horizon, although at a slowing pace. While real wages will see a sharp decline
this year, we look for a moderate increase in 2023 that should keep a hand under consumer
spending (read more about the outlook for wages in Euro inflation notes - The wage
conundrum, 1 April). With the stabilization in commodity prices, headline inflation should
peak in mid-2022 amid slowing energy inflation. However, underlying inflation will
remain uncomfortably high for ECB and we revise our core inflation outlook up to
3.5% on average in 2022 and 2.9% in 2023. Rising input costs are still working their way
through the pricing chain, keeping goods price inflation elevated well into 2023 in our view.
Service price inflation also remains supported by pent-up demand for travel and
recreational services and the outlook for stronger wage growth in 2023. Overall, we project
HICP inflation to remain above the ECB’s target, averaging 7.3% in 2022 and 2.8% in
2023.

With ECB becoming increasingly concerned about the risk of de-anchoring inflation
expectations, we look for a first 25bp hike in July, followed by consecutive hikes in
September, October, December, February and a last hike in March 2023, taking the
policy rate back to 1.0%. Despite QE reinvestments continuing at least until 2024,
liquidity tightening (up to EUR 1.5tr could be withdrawn by end-2023 through TLTRO
repayments) will further reduce monetary accommodation. The implied rise in borrowing
costs for households and firms seems manageable (see chart), but in combination with less
supportive fiscal policies will weigh on domestic demand in our view.

As we look for aggressive Fed tightening to push the US economy into recession in Q2
23, we also expect weaker foreign demand to weigh significantly on the euro area
growth momentum and see an elevated recession risk for H2 23. Consequently,
following an expansion of 2.5% in 2022, we revise euro area GDP growth down to 1.8%
in 2023 (2.8% previously).

EU green transition: Ending reliance on Russian energy will not
come without short-term pain

The war in Ukraine is speeding up the European green transition. Russia supplies
approximately 40% of the EU's gas and 27% of its imported oil. Massive investments in
green transition were already in the pipeline before Russia started its war on Ukraine, and
in late May, the EU commission announced a REPowerEU plan where it intends to
mobilize up to EUR300 billion by 2030 for the EU to become independent of Russian
energy imports. The measures will focus on 1) energy efficiency, 2) diversification of
energy supplies, and 3) accelerated roll-out of renewable energy to replace fossil fuels in
homes, industry and power generation.

The EU plan consists of approximately EUR72 bn in grants and EUR225 bn in loans
targeting up to EUR10 bn investments into gas infrastructure, up to EUR2 bn investments
into oil infrastructure with a view to stopping the shipment of Russian oil. According to
Commission President von der Leyen, all the rest of the financing will go into speeding and
scaling up clean energy.

A complete transformation of an energy system can typically take decades, as there is
a multi-year lag between an investment decision and having new capacity in use.
Hence, energy savings are the fastest and most affordable way to tackle the current
energy crisis. In the new EU plan, the bloc’s energy efficiency target for 2030 will be

S|

Inflation remains uncomfortably high

-%yv/y Euroarea %y/y
- HICP inflation

IS I VI e N )

1) 20 21 22 28]

Market pricing — ECB forecast ® Energy ® Food B Core

Source: ECB, Eurostat, Macrobond, Financial,
Danske Bank

Note: Past performance is not a reliable indicator
of current or future results.

Fiscal headwinds are growing

f g % of GOP

s [
14
12

]
04
{i—
0.0

Expansionary/Relaxation

-02
.04 | Contractionary/ Consolidation '
-06

2020 2021 2022 2023
' Expenditure financed by RRF grants and EU funds
Other capital expenditure
m Nationally financed primary current expenditure
Mationally financed investrment
=Fiscal stance

Note: Corrected for emergency temporary measures

Source: EU Commission

The new EU plan to reduce reliance on
Russian energy

o EUR 300bn invested in energy
efficiency, diversification of energy
supplies and renewable energy by
2030.

o Energy system transformations
take time, and during transition
period, the easiest and most low-
cost way to tackle the ongoing
energy crisis is by improving
energy efficiency.

e Russia has already cut off gas
deliveries to some EU countries
and more disruptions are
expected. The EU is looking for
alternative sources but, towards
next winter, gas prices are likely to
remain elevated and volatile.

e Supportive policies will ensure a
favourable environment for green
investments going forward.
Businesses enabling the transition
and providing the right solutions
are likely to benefit from sustained
capital inflows.
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increased from 9% to 13%, and the 2030 target for EU renewable energy from 40% to 45%.
In this context, the Commission also recommends behavioural changes for citizens in
member states and encourages fiscal measures such as reduced VAT rates to promote the
deployment of energy efficient solutions. Reducing heating temperatures at home, driving
more economically and shifting to more public transport, using household appliances and
air-conditioning more efficiently and switching off the lights can deliver substantial, short-
term savings. According to IEA, such measures could cut oil and gas demand by 5% over
a year.

The second part of the new EU plan focuses on diversifying energy supplies. There is
a plan to cut demand for Russian gas by two-thirds by the end of 2022. Russia has
already cut off gas supplies to some EU member states, such as Poland, Bulgaria and
Finland and more disruptions are likely. During the last months, the EU has managed to
secure record levels of LNG imports and higher pipeline deliveries to compensate for the
lower imports from Russia. Going forward, the EU will develop a joint purchasing
mechanism to negotiate and contract gas and renewable hydrogen purchases on behalf of
participating member states. While we think joint efforts are helpful at best, they are also
voluntary, and hence, may not prevent a scenario where EU countries end up competing
against each other in tight markets, leading to increased price volatility and higher prices.

The third part of the new EU plan calls for a massive scaling-up and speeding-up of
renewable energy in power generation, industry, buildings and transport. The
Commission proposes to increase the headline 2030 target for renewables from 40% to
45%. The plan includes doubling of solar photovoltaic capacity by 2025 and a Solar
Rooftop Initiative with a phased-in legal obligation for solar panel installations on new
buildings. The plan also entails doubling the rate of deployment of heat pumps, tackling
the slow and complex permitting processes of renewable projects and a target of 10 million
tonnes of domestic hydrogen production to replace fossil fuels, and decarbonise industries
and transport sectors.

Looking at the current plans across major EU economies and the Nordics, the
investment pipeline includes projects targeting renewable energy infrastructure,
energy storing and electrification of industries and transportation. The current political
support should ensure a favourable environment for such investments going forward amid
accelerated planning processes, and capital inflows and investments are expected to benefit
businesses that enable such technologies and solutions over the next few years.

In the coming years, green transition could fuel more persistent price pressures, or at
least, contribute to more volatility in headline inflation through supply-demand
mismatches in raw materials, despite green energy being cheaper than fossil energy.
The IEA has estimated that sustainable development scenarios imply a scale of demand
growth for metals and minerals well above the levels seen in recent decades. Electrification
will require large amounts of industrial metals such as nickel and cobalt, whose average
demand growth is expected two and five times higher in the period to 2040 compared to
levels seen in 2010. And while clean energy is cheaper than fossil energy in the long run,
increased volatility in metal prices as a result from supply-demand mismatches could, at
times, contribute to upwards inflation pressures (read more in Research Euro Area -
Europe's green transition: the heat is on for euro inflation, 16 September 2021).

Over time, green investments support growth and could buffer economies in case we
end up in a new ‘cold war’ period where a collapse in confidence hampers private
investments and consumption, as focus on energy self-sufficiency is likely to dominate
even in such a negative scenario. In the best case, focus on green innovations and new
technologies will boost productivity, raising the potential of an economy longer term.
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However, in the short run, we see the ongoing energy crisis and the cut-off from
Russian energy posing more downside than upside risks to growth in Europe. While
consumption will take a hit from the elevated energy prices and the erosion of real income,
the impact on European industries from a complete cut-off from Russian gas would be
devastating at worst. Petro-chemical industry is the most vulnerable, and several industries
that use raw materials produced from hydrocarbon molecules, such as agriculture and food,
cosmetics, pharmaceuticals, automotive, construction, packaging and electronics would
ultimately be affected. Europe can, and eventually will, end its reliance from Russian
energy but the short-term energy and material transition will not be without pain.

US: a recession seems unavoidable

According to the latest data, the US economy is still in the middle of a solid expansion.
US GDP fell in Q1 2022 but a drop in exports and a negative contribution from inventories
mostly drove it, as domestic demand was solid. Real GDP remains below the old 2015-
19 trend path but that is because of permanent damages to the economy created by
(among other things) the COVID-19 crisis, which led to a decline in labour force
participation. It is not unusual that crises lead to permanent GDP losses. Employment is
still rising and labour demand remains strong, as the number of job openings is record-high.

The current level of inflation is at the highest level in 40 years and although inflation is
now coming down (sharp price increases on certain items in 2021 are now starting to fall
out), underlying inflation pressure remains significantly above 2%. Monthly increases
in CPl core correspond to underlying inflation running around 5-6% annualised.
Commodity prices remain high, businesses say they expect to raise prices in coming
months, nominal wage growth is higher than before COVID-19 because of the tight labour
market and inflation expectations are high. The economic environment is overall very
inflationary reflecting that aggregate demand is much higher than aggregate
supply/production.

Looking forward, we are not so sure that the expansion can continue for so much
longer. There are many headwinds facing the US economy and it is difficult not to see
an economic slowdown down the road. It is, unfortunately, very difficult to predict the
timing, depth and length of a recession. In our base case, we pencil in a mild-to-average
recession starting in Q2 2023, but some indicators suggest that it may come earlier.
Historically, the US has fallen into recession whenever inflation has increased to or above
5%.

In our view, the biggest headwind to growth is the significant tightening of monetary
and financial conditions. Underlying inflation pressure is simply too high for the Federal
Reserve, which explains why the Fed is front-loading rate hikes. The Fed hiked by 50bp in
May, which was the biggest rate hike since May 2000, and the Fed signals that base case
is at least two more 50bp rate hikes at the next meetings. Simultaneously the Fed is
shrinking the balance sheet at a rapid pace. The inconvenient true is that demand is too high
relative to supply and the Fed needs to bring it down in order to get inflation under control
and the problem is that financial conditions remain too easy despite markets are pricing
in a lot of Fed rate hikes this year. Easy financial conditions may force the Fed to follow
the “emerging market central bank” playbook by out-hiking expectations, which would
only increase the risk of a recession.
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We expect the US to fall into recession
inQ2 2023
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There are also other headwinds facing the US economy. Despite higher nominal wage
growth, consumers are hit by the biggest negative real wage growth since the 70s
because nominal wage growth is not high enough to compensate for very high
inflation. Negative real wage growth is a significant headwind to private consumption (the
most important driver of growth). The joker is the significant accumulation of savings
during the COVID-19 crisis, which means that households are more robust financially.
Unfortunately, it is difficult to say how liquid savings are and in our view it is a bad sign
that consumer credit growth is accelerating at a very fast pace currently. High inflation
also explains why we have seen a significant drop in consumer confidence and the
index from the University of Michigan is now in recession territory, although there is
a gap between the Michigan and the Conference Board measures. Another headwind is
rising mortgage rates, which is likely to slow the housing market, although low
inventories are pushing in the other direction.

Overall, we forecast US GDP growth of 2.4% this year and 0.1% next year.
China: significant growth challenges

China is facing some of the most severe headwinds to the economy since the Global
Financial Crisis. It has sent the economy into what can be characterised as a Chinese
recession with activity and employment under severe downside pressure. The list of growth
challenges is long:

1. New covid outbreaks has led to a long and severe lockdown in Shanghai and other
areas have struggled to contain waves of covid cases.

2. A deep property crisis continues to be a big drag on activity and the recent covid
outbreaks have provided new challenges in lifting home buyer appetite. After a rebound
in home sales in Q1, lockdowns in April and May led to a sharp decline in purchases.
Most private developers are struggling to cover financing needs and at risk of default.

3. New supply disruptions have also resulted from the covid outbreaks and lockdowns.
Delivery times domestically are again very long.

4. Financial stress increased following the outbreak of the Ukraine war, as it triggered
fire sales of Chinese assets among foreign investors on fear that China could be hit by
sanctions as well. While volatility has come down, asset prices are still at depressed
levels still, which leaves little appetite for private companies to make new investments

5. The Ukraine war has raised the risk of a global recession and export orders are
already under pressure. Exports were the main pillar of strength in the Chinese economy
in 2021, but this sector looks set to face stiff headwinds over the coming quarters

On the back of the strong headwinds, the Chinese government has stepped up
stimulus. Chinese President Xi Jinping has called for “all-out efforts” on infrastructure
investments and Premier Li Keqiang stated recently there was a need for “decisive action”
by provinces and highlighted that everyone should “add a sense of urgency” to counter
“further intensified new downside pressure”. Stimulus is launched across the board but with
a focus on fiscal policy through infrastructure investments. Measures to support the housing
market are also implemented and state banks are set to provide more funding for ailing
developers. Finally, China has started to give out vouchers and coupons to households and
look into extending subsidies for purchases of electric vehicles that are set to expire in
2022. Other incentives to spur consumption can be expected in the provinces.
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The path from here will depend on how China manages to deal with future covid
outbreaks. We see no signs China will leave the ‘dynamic zero-covid policy’ on this side
of the Communist Party Congress in the autumn, which leaves a lot of uncertainty to the
economic outlook. Another uncertainty is how much Chinese policy makers are willing to
throw after getting closer to their 5.5% growth target. They do seem to have increased their
sense of urgency and thus signals more willingness to step harder on the gas.

We now expect negative g/q growth in Q2 of -1.0% qg/q and have revised down our
GDP forecast for 2022 to 3.7% from 4.7%. We look for growth to remain weak in H2
on continued covid challenges and weak activity in property investments, manufacturing
investments and exports. However, our baseline scenario is a gradual lift to growth during
H2 driven by more significant stimulus measures and a ‘normalisation effect’ of activity in
May and June from the harsh Shanghai lockdown in April and May. We also look for the
drag from the property sector to ease gradually in H2. In our baseline scenario, we expect
China to leave the zero-covid policy not long after the autumn CPC Congress, which should
reduce the headwind on consumption and investments from regular outbreaks and
lockdowns. We project export growth to be soft for most of the forecast horizon due to the
weak global backdrop. We see the internal drivers as the main swing factor, though,
and have raised our GDP forecast for 2023 to 5.7% from 5.3% on the back of the
domestic ‘catch-up’. The risks to our outlook are skewed to the downside, especially
stemming for more frequent ‘hard lockdowns’ than we project in the rest of 2022.

Japan: Behind the pack

Japan is the worst post-pandemic performer among the G7 with still 3%2% to go
before GDP hits 2019Q3 levels. The Japanese economy went into recession already in
201904 following a VAT hike and domestic demand has not recovered yet. Both private
consumption and investments have been weak largely affected by the soft lockdowns
throughout the pandemic. Exporters are currently struggling with Chinese lockdowns.

Along with surging import prices, this has caused a serious deterioration in the trade
balance recently. Overall, exports have been the main growth driver though, driven by the
global demand for goods but limited by lack of supplies.

Even with the unemployment rate at 2.5% there is still room for improvement in the labour
market with employment still 750,000 persons below pre pandemic levels; a level that did
not induce increased wage/price pressures. The labour shortage reported by businesses has
increased but there remains some way to go to pre-pandemic levels and the jobs-to-
applicants ratio has only returned to 2015 levels, still far off 2019 levels. Thus, we still see
slack on the labour market, which gives some growth potential for this year.

In Q2, reopening of particularly the service sector contributes to a nice growth
rebound. Looking further ahead, the benefits of a weak currency should increase
when supply constraints ease and exporters can start to enjoy the tailwinds from
better competitiveness. We do not expect the economy to reach its potential (close the
output gap) this year and we see a moderate recovery ahead. As high energy and food prices
have started to erode consumers’ purchasing power, we have seen consumer confidence
decline. So far, there are no signs that businesses are increasing wages to compensate
employees. According to a survey among 81 major Japanese companies made by the Japan
Business Federation, the spring wage increase adds up to 2.27%, which is more than the
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1.82% last year but still far from PM Kishida’s targeted 3%. Considering how a
significantly tighter labour market before the pandemic did not spur wage increases either,
we believe we need to see a broader based inflation rise before we get spill over to the
labour market. As long as businesses are not hiking prices, they will be inclined to keep
costs low.

A price-wage spiral is exactly what the Bank of Japan is aiming for. Inflation has slowly
started to climb higher. However, it is still only driven by energy and food. Companies are
reporting higher input and output prices ahead, though. We expect inflation pressures to
build slowly this year but we do not expect BoJ to reach their inflation target in a sustained
manner that will allow them to loosen the grip on the yield curve. We think it is most
likely that a global slowdown will knock the air out of reflation in Japan before it
comes to that.

UK: Global factors dominate

It is difficult to say exactly what the current state of the UK economy is. On the one hand,
there has been no economic growth from November 2021 to March 2022, according to the
monthly GDP estimates. On the other hand, labour demand remains high and employment
continues to increase. It is true that real GDP remains below the old 2015-19 trend path but
it is because of permanent economic damages created by the COVID-19 crisis and Brexit
(lower potential GDP). There was a lot of focus on the sharp decline in the PMI service
index but it is too early to say whether it is a “true” or “false” signal. The index is more
volatile by nature relative to the equivalent index for the euro area and the index was
significantly higher than the euro area index for several months but that is something we
need to monitor in coming months.

The UK is facing the exact same problems as the euro area and the US are, as business
cycles are correlated in the advanced economies. So also in the UK, the biggest problem
is that inflation is simply too high. CPI headline reached 9.0% y/y in April and price
increases are broad-based, as CPI core inflation rose to 6.2% y/y in April. Both headline
and core inflation are higher than in the euro area. As a result, real wage growth is very
negative and consumer confidence is the lowest on record (i.e. at least since 1974 according
to the GfK survey), both are headwinds to private consumption going forward. Inflation is
likely to remain high for quite some time, not least because the UK energy price cap is set
to increase by 42% in October, according to the CEO of UK energy regulator Ofgem.

The Bank of England (BoE) started hiking the Bank Rate in December 2021 and the Bank
Rate is now at 1.00%. We expect the BoE will continue to tighten monetary policy but
most likely at a slower pace going forward. While inflation is way too high for the BoE’s
taste, some of the policymakers are concerned about slower growth, so the forward
guidance is not as strong, as it is the case for e.g. the Fed. We expect the BoE to hike by
25bp in June, August and November, which is dovish compared to current market pricing.
Risk is, however, that the BoE will hike more than what we are pencilling in.

In our view, the UK cannot avoid a recession if the US and the euro area fall into one.
Historically, the UK has fallen into recession whenever the US has. Since our key
assumption for this global macro outlook is that the US falls into a recession in Q2 2023,
we expect the UK economy will follow suit. Like in the US and in the euro area, we expect
the recession will be a mild-to-average one.

Overall, we expect GDP growth of 4.0% this year and -0.2% next year.
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We got what we would describe a “decent” Brexit with a free trade agreement (FTA)
covering mostly goods. Businesses are getting used to the new trading regime and Brexit
is no longer a market theme. However, that may not be the case for much longer. The UK
and the EU are still discussing the implementation of the Northern Ireland protocol
and the UK threatens to make unilateral changes to the protocol. In the worst of worst
cases, the EU may decide to pull out of the FTA, which would then basically restart
the Brexit clock and the risk of no deal Brexit. We do not believe it will come down to
this, as we have learned both sides are willing to compromise eventually, but it is a risk
we need to monitor in the coming year. We believe it is important to take into account that
Brexit is more about domestic than foreign policy and Boris Johnson is under heavy
pressure, also within the Conservative Party, because of the “partygate” scandal.

Emerging Markets: Looming global food crisis marks another
shock

The war in Ukraine is sending yet another shockwave globally and will hit emerging
markets at a challenging time. Tighter financial conditions, weaker external demand and

high inflation all weigh on the EM economies. In longer term, demographic dividend and
technological ‘leapfrogging’ continue to support the case for investing in EM, but
ramifications from the pandemic and the war in Ukraine could hamper such investments if
western businesses resort to broad-based near-sourcing of production and supply chains.

Economic activity in EM Europe is expected to contract this year while growth in EM
Asia will slow down markedly. Same time, a growth rate near 4% in Sub-Saharan
Africa is insufficient to produce better living standards for an average African. Given
the recent weakness in the Chinese economy, we see downside risks to IMF’s forecast of
5.4% growth for Asia this year. Weaker momentum in the Chinese manufacturing and the
risk of US recession will also weigh on LatAm commaodity exporters.

The war in Ukraine has severely disrupted supply chains of agricultural products.
Russia and Ukraine combined have a substantial market share in several cereals such
as wheat and barley, as well as in the global sunflower oil market. The disruptions
together with weather-related shocks have lifted the FAO food price index to all-time highs.
Concerning signals continue to mount as food-producing countries have recently started to
implement export bans to ensure domestic food security.

The situation has similarities to 2008-09 when the world last grappled with a food
crisis. Most EM and developing economies rely on food imports to feed their growing
population and low-income countries in Africa and Asia are the most exposed to high
prices and disruptions in trade. Majority of Ukraine’s wheat exports target countries in
Middle East and North Africa, leaving countries like Egypt and Turkey also vulnerable.

The continuous need to support the most vulnerable in the context of a protracted
pandemic, and now, in the context of rising costs of living, will challenge EM public
finances at a time when overall debt levels are at all-time highs and financing costs
are rising on the back of tighter global financing conditions. The risk of further capital
outflows raises the risk of debt rollover problems and local currency depreciation
particularly for economies with unsustainable debt levels and twin deficits®. Real rates are
negative across EM implying more tightening of local monetary policy is also needed.
According to our estimates, economies most vulnerable to further outflows are the ones
with the weakest external position, such as Sri Lanka, Egypt, India, Turkey and Brazil?.

1 Twin deficit = current account and budget deficits.
2 Danske Bank EM heatmap analysis takes into account a range of external vulnerability indicators such as
debt-to-GDP, budget balance, net international investment position and FX reserves.
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Risks of acute sovereign debt distress are concentrated on low-income countries,

where direct spillover to global markets will likely be limited. In longer term, however, Total investment flows to EM have
L . . L . . been negative since 2017

rising inequality, shocks related to climate-change and the food crisis raise the risk of social

unrest. In the worst case, new conflicts and consequent humanitarian suffering trigger new D) LS -

waves of migration towards Europe, as was the case with the Syrian refugee crisis, the root
causes of which trace back to food price riots ahead of Arab spring in 2010.

& Middle East & Central Asia [ Sub-Saharan Africa

Europe. Emerging & Developing B Asia, Emerging & Developing
B Latin America & the Caribbean

Source: IMF WEO, Macrobond Financial (net
direct, portfolio and other investments, billion
usD)

12| https://research.danskebank.com




Big Picture

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The authors of this research report
are Jakob Ekholdt Christensen, Head of Macro & Emerging Markets Research, Allan von Mehren, Chief Analyst,
Aila Mihr, Senior Analyst, Mikael Olai Milhgj, Chief Analyst, Minna Kuusisto, Chief Analyst, Bjgrn Tangaa
Sillemann, senior Analyst, and Antti llvonen, Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Authorised and regulated by the Danish Financial Services Authority (Finanstilsynet). Deemed authorised by the
Prudential Regulation Authority. Subject to regulation by the Financial Conduct Authority and limited regulation
by the Prudential Regulation Authority. Details of the Temporary Permissions Regime, which allows EEA-based
firms to operate in the UK for a limited period while seeking full authorisation, are available on the Financial
Conduct Authority’s website.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Ad hoc

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant
Financial Instruments’).

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

13|

https://research.danskebank.com




Big Picture

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to “U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank A/S is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, this document is for distribution only to (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (1) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (111) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely
on this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA’) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any of its contents.

Report completed: 2 June 2022, 17:18 CET
Report first disseminated: 3 June 2022, 06:00 CET

14

https://research.danskebank.com




