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Introduction: More slowing ahead 
 
• The signs of stabilisation on financial markets during October proved to be only temporary, and a 

second wave of the credit crisis hit us during November. The length and dynamics of the crisis is still very 
uncertain. We believe that we are facing several more months before calm return to markets. 

• So far, the crisis has pushed business confidence and production down in USA and Euroland a little 
more than expected. These sentiment effects rarely last long, and dependent on the dynamics of the credit 
crisis, business confidence could enjoy a short-lived rebound at the beginning of 2008. Indeed the 
strength of the industrial cycle is evident in continued strong global trade growth and underlined by 
continued strong industrial production, in particular in emerging markets. 

• At the same time, however, we expect final global demand to gear down somewhat, especially in the US, 
where the risk of a recession is elevated. The rising oil price along with a likely pick up in US savings rate 
and tighter credit conditions will dampen US private demand growth. In Euroland, tighter financing 
conditions will weigh on investments during 2008, and due to the oil price, consumer demand will not off 
set this moderation. 

• Eventually this is likely to generate some undershooting in business confidence indicators by spring or 
summer, where we will probably see some fairly gloomy readings. But we expect improved global growth 
during H2-2008, as the US housing market stabilises and as business confidence rebounds. 

• During 2008 Euroland will end its decoupling vis-à-vis USA implying a risk of a hard landing during H2-
2008. However, emerging markets will not slow much, and they are likely to continue to decouple. The 
strength of emerging markets will not be an unambiguous advantage to USA and Europe, as upward 
pressures on commodity prices and consumer prices will continue to dampen the appetite of Western 
central banks to ease policy. 

• With growth likely to be moderate in both Euroland and USA for the most of 2008 we expect the Fed to 
ease policy by in total 75bp. In Euroland, the ECB is likely to be on hold. The moderation of growth may be 
more a temporary slowdown than a longer lasting period of subdued growth. We do not believe the 
western economies are heading into a recessionary growth path 

 

Another round of the credit crisis  The battle between bad news and the Fed 

From market correction to market crisis 
Over the past few months financial markets have 
been a battlefield between the bad news erupting 
from the emerging credit crisis and the US Federal 
Reserve responding to the crisis. Following panic 
like scenes mid August the Fed cut its discount 
rate by 50 bp, and followed up mid September 
cutting the Fed funds target by 50bp. These 
measures stabilised markets and by late October it 
seemed that the worst of the crisis could be over. 
 
However, following the Fed 25bp rate cut on 31. 
October but adaptation of a neutral stance, market 
turmoil increased again. Only last week we saw 
tendencies for a stabilisation, as Fed members 
indicated further easing ahead. 
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This battle is likely to continue. As we argue in the 
chapter on USA the Fed will probably be somewhat 
reluctant to ease rates with inflation risks still in 
play. At the same time, economic growth is likely to 
be modest in the coming quarters, resets are 
coming up, and annual corporate accounts are not 
due before late Q1 next year. While uncertainty is 
high, much indicates that the credit crisis won�t 
fade before at the earliest in Q2 next year. 
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Party like it�s 1999? 
The overriding question is still whether the 
financial crisis will develop into an economic crisis. 
A helicopter view of the crisis in terms of its 
impact on the economy via market rates and 
equities still only suggest a moderate negative 
impact on global GDP equivalent to 0.25-0.5%-
points (see our last edition of Global Scenarios for 
more). However, the impact is probably larger in 
the USA with consumer credit being tightened 
more and credit rationing probably rising 
significantly. 
 
It is true that business confidence has taken a 
beating over the past few months. However, this 
could easily be an overreaction in the short run, as 
corporations have become too cautious compared 
to the underlying demand situation. For instance, 
comparing final domestic demand growth in Q3 
this year with business confidence it is clear that 
business confidence will have a hard time falling 
any further in the very short run, as the strength in 
final domestic demand supports business 
confidence strongly, see chart below. In fact it is 
still possible that we could see a little rebound in 
business confidence over the next couple of 
months. 
 
Seen in this perspective it is reasonable to ask if 
the economy will not prove fairly robust. And 
whether any financial market panic and central 
bank easing is overdone. After all, this seemed to 
be the case in 1998, where we last had a 
substantial financial crisis. If this is the case, the 
economies could rebound strongly during 2008 
partying like 1999. 
 
However, this time around there are marked 
differences to 1998. Firstly, the crisis appears be 
more long-lasting and complex in nature. Secondly, 
final domestic demand is facing headwinds from 
other sources. In the US from the oil price and a 
rise in the savings rate, which will dampen 
consumer demand growth next year. In Euroland 
from strongly tightening financing conditions and 
the oil price. In Japan as construction and 
consumer demand takes a breather. Final 
domestic demand will thus slow over the coming 
quarters in G3. In such a scenario, business 
confidence could remain subdued for some time. If 
the credit crisis persists into spring we expect 
business confidence to hit new lows not seen since 

2003. While the global economy is in fine shape 
right now, the situation will thus be quite different 
during H1-2008. We believe that global business 
confidence by spring time will look fairly gloomy. 
 

Temporary gloom this spring 
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Slowing growth during 2008 

Who is decoupling? 
Looking at global growth it is unusually strong at 
the moment. So far, the US housing slowdown and 
subprime problems have been fairly isolated, not 
only to within US but within the housing sector. In 
fact, one could say that it is not Europe and 
Emerging markets that have decoupled from US, 
but US housing that has decoupled from the rest of 
the global economy.  
 
Still, one has to remember that the housing 
slowdown is an inevitable part of the monetary 
policy tightening that we have seen in USA. While 
Euroland is probably not burdened by the same 
kind of subprime problems, policy has also been 
tightened in Euroland. The total tightening of 
financing conditions has in fact been very strong in 
Euroland. Even though the stronger euro is 
compensated for by domestic cost restructuring, 
the total headwinds for Euroland will be substantial 
next year. We believe that Euroland could easily 
end 2008 worse than USA in terms of GDP growth 
and business confidence. 
 
With Euroland ending its decoupling vis-a-vis USA, 
the question is if emerging markets can do so as 
well. Over the past few months, we have seen 
diverging developments in Western PMI compared 
to emerging markets PMI, see chart below. 
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A stagflationary appetizer  Financing conditions point to headwinds for 
Euroland compared to USA and Japan The current situation has some resemblance to a 

stagflationary environment. Consumer price 
inflation is high, and upward pressures on 
underlying inflation persist both in US and 
Euroland, where growth look set to be modest in 
2008. This may be a typical late cyclical 
phenomenon, but the world does look a little 
different this time. Emerging markets are 
increasingly pulling global economic growth and 
demand for commodities is therefore stronger 
than usual. Western economic growth may 
therefore no longer be as closely correlated to 
global inflationary pressures as earlier. There is a 
significant risk that the cooling of growth in US and 
Euroland during 2008 will not do much cooling to 
inflation. Both the Fed and the ECB will thus have 
to handle very difficult situations in terms of 
delivering credibility at the same time as avoiding 
too much slowing of their economies. 
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Emerging markets decoupling? 
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 After nearly a decade of export generated growth 
we believe demand in Asia is increasingly being 
supported by domestic demand. The direct spill 
over from the current financial market turmoil 
should be modest due to emerging Asia has a 
modest finance requirement (current account 
surplus), strong liquidity (booming fx-reserves) and 
still widespread capital-controls. As long as the 
weakness in the US does not turn into a full blown 
recession emerging market in Latin America, CIS, 
Africa and Middle East should continue to be 
supported by positive terms of trade effects from 
higher energy and commodity prices. However, we 
believe some of the emerging markets in Central 
and Eastern Europe could slow significantly 
because of overvalued currencies and 
unsustainable current account deficits. 

Overall, 2008 will be a year of further growth 
moderation in USA and Euroland. USA will flirt with 
recession, but probably avoid it. Euroland will slow 
during most of 2008. Emerging markets will also 
slow some. But, importantly, Asia will still post 
strong growth.  
 

Forecast for world GDP 
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Indicator Comment Measure Latest Primo Mar
GDP We expect GDP growth to slow a little %q/q 0.7% 0.4%
PMI Manufacturing PMI will probably look stable around the current levels Index 52.8 52.3
Inflation Headline inflation will ease due to base effects %y/y 3.0% 2.7%
ECB ECB will be on hold %p.a. 4.00% 4.00%
Ifo The ifo index will inch down a bit Index 104.2 103.0
GDP GDP growth will slow notably below trend in the coming quarters %q/q, AR 4.9% 1.0%
ISM The risk is for a short-term mini-rebound in manufacturing Index 50.8 51.0
Employment Job creation will ease gradually as the impact of slower growth feeds through  3 mth. mavg. 118K 100K
Core inflation The trend of core inflation is sideways %y/y 2.2% 2.2%
Federal Reserve FOMC will cut by 25bp on the December and by further 50bp in H1 '08 % p.a. 4.50% 3.75%
GDP GDP growth will slow on weaker private consumption and construction %q/q 0.6% 0.2%
PMI PMI will rebound slowly in early 2008 as global outlook remains uncertain Index 50.8 51.5
Inflation Core inflation will remain weak with average wage growth barely positive %y/y -0.3% -0.3%
BoJ BoJ on hold until September 2008 %p.a. 0.50% 0.50%  
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Euroland: Moderate growth ahead 
 
• The credit crisis has dealt sentiment in Euroland a blow. Business confidence now signals economic 

growth of around 2% compared to 3% before the crisis kicked in. However, falling business confidence 
may merely reflect the fact that corporations tend to reduce inventories, as they become more cautious 
about the future. In case the credit crisis fades anytime soon, business confidence is likely to rebound as 
shown by most hard data, which is still strong.  

• However, any rebound in business confidence will probably only be temporary. During 2008 the credit 
crisis will thus gradually add to the downside pressures on final demand stemming increasingly from 
the euro, the monetary policy tightening and the rising oil price. Each of these effects may not be large in 
themselves, but put together they do represent significant headwinds. Thus, Euroland will be unable to 
continue its decoupling from US throughout 2008. From spring we expect Euroland business 
confidence to begin to fall to levels consistent with only modest growth. 

• There are a few bright lights for Euroland, which offset some of these headwinds. Firstly, the 
strengthening of the euro is partly neutralised by slower domestic cost developments. Secondly, 
important trading partners for Euroland are still growing strongly. Thirdly, labour markets look robust 
and will prevent consumer demand slowing significantly. Fourthly, the credit crisis and the US slowdown 
will probably not last into H2 08. Overall we are thus not forecasting a hard landing, although growth is 
likely to be modest for a few quarters during the summer. 

• Headline inflation will dip below 2% � but not before late next year, and it may only be temporary. Core 
inflation excluding taxes has been fairly stable for some time in line with our expectations. However, the 
food price shock implies that there is now a risk that core inflation will hit 2% in late 2008 or at the 
beginning of 2009. Wage growth will also pick up a little, although not alarmingly. Overall, the inflation 
picture is bad, but not hostile given the large price shocks coming through. 

• Economic data will probably continue to point to very cautious tightening of monetary policy in the next 
several months. However, as the credit crisis, the euro strengthening and the Fed easing are likely to 
continue for some time, we expect the ECB to be on hold throughout 2008. Risks are clearly tilted to the 
upside in the short term, but the risk picture will change during 2008. With the credit crisis fading and 
the US economy rebounding from this summer, we believe the ECB can avoid cutting rates in H2 08. 

An appetiser on 2008  

Sentiment hits confidence 
The credit crisis has stolen the headlines this 
autumn, and while the fundamental impact on final 
demand will probably take some time to show, 
confidence has taken a hit. Both business and 
consumer confidence have fallen since August. 
While the picture across business confidence 
indicators is quite mixed, the most reliable ones 
point to a drop in economic momentum. 
 

Confidence hit by the crisis 
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The hit to confidence indicators is natural following 
incidences like the credit crisis. We have seen 

these �sentiment effects� before, both after 9/11. 
and after the LTCM and Asian crisis in 1998. The 
question is to what degree this affects the real 
economy. We can identify different degrees to 
which sentiment affects the real economy: 

1. Only surveys are affected but hard data 
ignore the shock to sentiment 

2. Surveys are affected, and inventories and 
production are pushed down as 
corporations become more cautious 
about the outlook. However, the fall in 
production will prove temporary as 
demand is little affected 

3. Downbeat surveys are not only followed 
by lower production but also by lower 
demand which means the correction can 
be longer lasting. 

 
9/11 is an example of the first type of reaction. 
Sentiment was hit, but hard data ignored the event 
and economic growth proved fairly good for some 
quarters. The LTCM and Asian crisis in 1998 is an 
example of the second type of reaction. As it 
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turned out, final domestic demand in Euroland was 
untouched by the events, but business confidence 
reacted with sharp falls basically sowing the seeds 
for an exceptionally strong rebound in 1999. The 
crash of the IT bubble is an example of the third 
type of reaction. Business confidence did start to 
fall at first, but final domestic demand soon 
followed. 
 
This time around we believe that we may be dealing 
more with the first type of reaction � at least for 
now. Thus, business confidence could easily prove 
surprisingly robust in the short term, or even rise a 
little. However, the picture is complicated. Even 
without the crisis we would have expected 
business confidence and economic growth to begin 
to edge down by spring or summer time next year.  
 
Here is why we believe business confidence could 
prove fairly robust in the short term.  

1. Hard data including industrial production 
has been fairly strong in recent months 

2. Business confidence has been lagging 
hard data over the past couple of years 

3. The underlying global industry cycle is still 
strong evidenced by exports and 
momentum in emerging markets. 

 
Hard data stronger than soft data 
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Global industry and exports doing fine 
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In summary, we believe there is a fair chance of 
surprisingly robust business confidence in the 
coming months. If the credit crisis fades we could 
even see significantly rising indicators. Stable or 

slightly rising business confidence and a fading 
credit crisis would ignite the ECB into rate hikes, 
see also the last paragraph.  
 
Final demand to slow during 2008 

Consumers won�t save the party 
It is worth noting that final domestic demand in 
Euroland has already slowed during 2007. 
However, it is probably still running around trend 
as indicated by recent GDP data, see chart below. 
 

Domestic economy has slowed 
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The problem for domestic demand is that it will 
face stronger and stronger headwinds going 
forward. In the case of consumers, this is 
particularly due to: 

1. The tightening of monetary policy and the 
credit crisis, which will curb credit growth, 
see first chart below 

2. The rise in consumer price inflation which 
will curb purchasing power, see second 
chart below 

 
It is true that the underlying fundamentals for 
consumer demand are pretty healthy, ie, the labour 
market continues to be strong, wage growth will 
probably pick up some, and the savings rate could 
start to fall. However, the spike in inflation and 
worsening credit conditions mean that consumer 
demand is likely to grow below trend in 2008. We 
expect growth of around 1.5%. Thus, while 
consumers will serve as a buffer in the case of a 
severe slowdown in exports, consumers will not be 
strong enough to save the party. 
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Monetary policy indicates slowing credit growth 
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Oil price curbs purchasing power 
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Investments may be in trouble 
Investments are also likely to moderate 
substantially in 2008. This is due to: 

1. Much lower growth in equities, see first 
chart below 

2. Tightening of credit and stretched housing 
markets in some euro countries, see 
second chart below 

3. Slowing export growth. 
 
With earnings growth likely to moderate 
substantially during 2008 and uncertainty due to 
the credit crisis and the US housing situation likely 
to persist, we expect equities to post only modest 
gains during 2008. This is important, as 
investments are normally fairly sensitive to 
equities, see chart below. 
 

Capital orders sensitive to equities 
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Also, housing and construction is stretched in a 
number of euro countries, and much points to a 
significant slowing in housing investments, if not 
stagnation, during 2008. The situation is the worst 

in Spain and Ireland, but countries such as Italy 
and France will probably also be affected. 
 
House prices look vulnerable in Ireland and Spain 
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Exports to moderate a little during 2008 
One of the big discussion points in Euroland right 
now is by how much the euro will dampen exports 
and economic growth. The strengthening of the 
euro has been fast, at least if you compare it to the 
US dollar. However, there are several reasons not 
to expect the same negative impact on exports as 
historically when EUR/USD moves: 

1. The trade weighed euro has strengthened 
much less than vis a vis the US dollar 

2. Favourable unit labour cost developments 
in Euroland off set much of the worsening 
of competitiveness 

3. Emerging markets pull around two-thirds 
of Euroland exports at the moment, and it 
is difficult to see much slowing of 
emerging markets (at least yet). 

 
Trade weighed euro has not strengthened fast 
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Subdued cost developments imply only a little 
worsening of competitiveness 
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Emerging markets pull two-thirds of Euroland 
external export growth 

.

02 03 04 05 06 07

pe
rc

en
t

-7.5
-5.0
-2.5
0.0
2.5
5.0
7.5

10.0
12.5
15.0
17.5

pe
rc

en
t

-7.5
-5.0
-2.5
0.0
2.5
5.0
7.5

10.0
12.5
15.0
17.5

Contribution to extra exports 
from emerging markets

% y/y % y/yTotal extra exports

 
While emerging market growth is likely to 
moderate during 2008, especially in Eastern and 
Central Europe, we still expect a contribution to 
export growth of around 4% from emerging 
markets during 2008, see also Research Euroland: 
Can exports ignore the euro?� of 14 November. 
 
Overall, Euroland exports will thus slow during 
2008, but probably only to average levels or a little 
below. We expect real exports� growth of around 4-
5% in 2008. This also means that there will still be 
some support to investments from exports although 
clearly not as much as the past couple of years. 
 
Stubborn inflation pressures 

Headline inflation very high 
Headline inflation has risen during this autumn to 
3.0% on the back of base effects, and rising energy 
and food prices. The euro has only partially 
dampened the rise in these prices, see chart 
below. 
 

Contribution to CPI from food and energy strong 
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The fallout of the German VAT hike from January 
2008 and favourable base effects means that 
headline inflation will almost certainly fall during 
most of 2008. We believe that much of the food 
price shock may be a one-off, which may not repeat 
during 2008. Also, with global growth likely to slow 
some we doubt that the oil price can continue to 
rise at the same pace as in H2 07. In case food 

prices stabilise and the oil price stabilises, 
headline inflation is likely to approach core 
inflation. However, the food price shock is more 
problematic than it appears. 
 
For the first time in this expansion, we believe that 
core inflation will hit 2%, or even rise a little above. 
The reason is that the current food price shock is 
probably more serious in terms of its impact on 
core inflation than energy prices are. In the chart 
below, we show the historically estimated effect 
from food price on core inflation. 
 

Food prices will also drive up core inflation 
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Even more problematic is the fact that food prices 
tend to significantly impact consumer inflation 
expectations. If inflation expectations rise, this 
usually translates into higher wage claims. In 
combination with signs of unrest among employees 
in several euro countries this autumn, we have 
therefore also pushed up our forecast on wage 
inflation from 2.5% next year to 3.0%. Wage 
growth of this magnitude is only semi-critical to the 
ECB, but along with the other effects this may push 
core inflation up to or above 2% well into 2009. 
 

Risk of higher consumer inflation expectations 
implies risk of higher wage growth 

97 98 99 00 01 02 03 04 05 06 07 08

pe
rc

en
t

1.8

2.0

2.3

2.5

2.8

3.0

3.3

pe
rc

en
t

0

5

10

15

20

25

30

35

40 Index % å/å

<< Consumer inflation  
expectations lagged one yr

Negotiated wage >>

 .

ECB�s dilemma�s 
The ECB is thus in a clear dilemma. With the 
prospects of slowing growth, the outlook for 
inflation is that it could be above 2% in both 2008 
and 2009. Only declining global commodity prices, 
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a further strengthening of the euro, or a seriously 
muted growth outlook can probably hinder this.  
 
Although we no longer forecast the ECB to raise 
rates in 2008, our basic view is the same as three 
months ago. The economic window (economic 
growth, inflation and monetary developments) will 
probably be open for rate hikes over the next 
several months. We expect it to close during 
spring, as economic growth cools. The financial 
window (the credit and money market crisis, the 
Fed easing and the euro strengthening) is closed at 
the moment, but if it opens before the economic 
window closes, the ECB will probably tighten policy.  
 
Right now we expect the credit crisis to last into 
spring, and we expect further Fed easing. 
Therefore we expect the ECB to be on hold for now. 
During 2008 the risks may change from being on 

the upside to being on the downside. Much will 
depend on the length of the credit crisis and 
whether the US economy will rebound in H2 08. 
 

Our ECB monitor: Still very close to hiking zone 
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Danske Bank, December 2007

2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009

GDP 2.2 2.1 2.6 2.6 1.7 1.9 1.7 1.6 2.1 11.4 11.4 10.5

Private consumption * 2.8 2.1 2.5 1.5 1.6 1.6 1.6 1.5 1.9 16.5 16.5 17.5

Investment ** -2.0 -2.0 2.7 4.5 2.5 2.0 -3.1 3.0 3.4 28.2 27.0 25.0

Export 8.2 9.6 6.7 6.6 4.5 5.0 7.4 5.5 5.7 27.1 17.0 13.0

Import 2.1 2.6 3.8 5.3 4.5 4.5 2.4 4.2 5.3 18.0 21.8 16.4

Industrial production 2.1 1.8 2.6 3.4 2.0 2.0 2.8 4.1 4.3 17.3 17.2 15.5

Inflation excl. food and energy 2.3 2.3 2.1 1.9 1.9 2.0 0.1 0.3 0.6 - - -

Inflation 2.9 2.8 2.3 2.1 2.3 2.0 0.1 0.4 0.7 4.5 4.7 4.4

* China: Retail sales, current prices, ** China: Fixed asset investment, current prices, 

ChinaUSA Euroland Japan
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Japan: Worse before it gets better 
 
• The outlook for domestic demand has weakened on the back of slower private consumption and a 

temporary slump in construction. Hence, we have adjusted our GDP forecast for 2007 and 2008 
downwards. However, GDP growth is expected to strengthen from Q2 08. Inflation has finally turned 
positive on the back of higher food and energy prices. However inflation is not an issue in Japan.  

•  Despite recent weakness, the Bank of Japan (BoJ) in its official statement remains confident about 
the strength of the domestic economy and regards a hard landing in the US economy as the main risk to 
the Japanese economy. The BoJ will remain on hold until September 2008 awaiting confirmation of a 
soft landing in the US. 

Self-inflicted slowdown Collapse in housing starts will be temporary 
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Bad policy decisions derail a weak recovery 
Domestic demand has weakened and GDP is 
expected to remain weak until at least Q2 08. 
Arguably the weak Japanese recovery has yet again 
been derailed by bad policy decisions. 
 

Slower growth self-inflicted 
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Slower income growth will hurt private consumption     
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First, building regulations have been tightened to 
make new construction more resistant to 
earthquakes. One unexpected negative implication 
has been longer processing times for building 
permits and a temporary collapse in new housing 
starts. Housing starts collapsed by close to 40% (see 
chart) and slower construction activity is expected to 
be a substantial drag on GDP growth in Q4 07 and 
Q1 08. However this negative impact should prove 
temporary. From Q2 08, construction is expected to 
be a major boost to GDP growth as housing starts 
normalise.    

 .

Despite a sharp slowdown in exports to the US 
overall exports have remained strong. Exports to 
emerging Asia and Europe have more than 
compensated for the decline in exports to the US. 
Hence besides building materials industrial 
production has remained strong in H2 07. 
However, export growth is expected to slow slightly 
in 2008 on some moderation in global growth. 
  
Inflation is not an issue in Japan Second, private consumption has weakened since 

local taxes were increased in July as part of a major 
tax reform. The impact on private consumption is 
expected to be magnified in Q4 07 and Q1 08 by both 
slower income growth as a result of slower 
employment growth and the recent pick-up in food 
and energy prices. 

Inflation has again turned slightly positive on 
higher food and energy prices. However there are 
very few signs of increasing broader inflationary 
pressure. Average wage growth is barely positive 
and core inflation excluding energy and food is still 
negative. Headline inflation is only expected to 
increase marginally to +0.4%y/y and +0.7%y/y in 
2008 and 2009, respectively. However, the main 
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 Monetary policy still accommodative in Japan message continues to be that inflation is not an 
issue in Japan  

86 88 90 92 94 96 98 00 02 04 06 08

pe
rc

en
t

-5.0

-2.5

0.0

2.5

5.0

7.5

10.0

pe
rc

en
t

-5.0

-2.5

0.0

2.5

5.0

7.5

10.0
%

Nominal GDP growth

O/N rate

%

 
BoJ on hold until September next year 
Overall monetary policy remains accommodative 
even though the expected slowdown in nominal 
GDP growth could justify the leading O/N target 
rate staying at 0.5%.  
 
Currently the official line from the BoJ is that it is 
confident about the strength of the domestic 
economy and regards the current financial market 
turmoil and a possible hard landing of the US 
economy as the main risk to the Japanese 
economy. Hence, the BoJ will be on hold until some 
normalisation returns to financial markets and we 
get some confirmation of a soft landing of the US 
economy. Hence, the BoJ is only expected to hike 
its key rate by 25bp to 0.75% by September 2008  

  .

 
 
 
 
 
 
   

 
 
Danske Bank, December 2007

2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009

GDP 2.2 2.1 2.6 2.6 1.7 1.9 1.7 1.6 2.1 11.4 11.4 10.5

Private consumption * 2.8 2.1 2.5 1.5 1.6 1.6 1.6 1.5 1.9 16.5 16.5 17.5

Investment ** -2.0 -2.0 2.7 4.5 2.5 2.0 -3.1 3.0 3.4 28.2 27.0 25.0

Export 8.2 9.6 6.7 6.6 4.5 5.0 7.4 5.5 5.7 27.1 17.0 13.0

Import 2.1 2.6 3.8 5.3 4.5 4.5 2.4 4.2 5.3 18.0 21.8 16.4

Industrial production 2.1 1.8 2.6 3.4 2.0 2.0 2.8 4.1 4.3 17.3 17.2 15.5

Inflation excl. food and energy 2.3 2.3 2.1 1.9 1.9 2.0 0.1 0.3 0.6 - - -

Inflation 2.9 2.8 2.3 2.1 2.3 2.0 0.1 0.4 0.7 4.5 4.7 4.4

* China: Retail sales, current prices, ** China: Fixed asset investment, current prices, 

ChinaUSA Euroland Japan
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Emerging Markets: Decoupling 
 
• Overall, fundamentals for Emerging Markets remain strong and they should be able to decouple from 

slower US growth as long as it does not turn into a prolonged recession. However, Emerging Market 
growth is expected to moderate but remain above trend in 2008. 

• The outlook is strongest for Emerging Markets in Asia where growth is increasingly supported by 
domestic demand. In addition direct spill over from current financial market turmoil is expected to be 
limited because of the region�s current account surplus, booming FX-reserves, undervalued currencies 
and still widespread restrictions on capital flows.  

• In China domestic demand is increasingly becoming the main growth engine. Exports remain robust 
despite a sharp slowdown in exports to the US. Despite the uncertain global economic outlook, there 
are substantial risks that the expected moderation in Chinese growth will fail to materialise and 
inflation becomes more widespread.   

• In Latin America, CIS, Middle East and Africa real incomes and currents accounts will continue to be 
supported by strong terms of trade gains from recent spikes in commodity and crude oil prices. 
However these countries could become vulnerable if global growth slows more than expected. 

• Slower growth is expected to be most pronounced in Central &Eastern Europe where growth has been 
unbalanced, as indicated by overvalued currencies and unsustainable current account deficits. The spill 
over from current financial market turmoil and tighter credit conditions could be substantial because of 
the region�s finance requirements and increased integration into international financial system in 
recent years. 

 
From fifth to fourth gear In 2008 and 2009 growth in Emerging Markets is 

expected to slow slightly due to a combination of 
domestic tightening to contain inflation and slower 
export growth. However growth in emerging markets 
is expected to remain above trend in 2008 as long as 
the US economy is not pulled into a prolonged 
recession.   

Hard data still support the decoupling case 
The outlook for emerging markets is mixed but 
mostly positive. For the BRIC-countries (Brazil, 
Russia, India and China) growth has overall been 
stronger than expected. Hard data continue to 
support the case for Emerging Markets decoupling 
from slower US growth. BRIC countries� GDP growth 
has actually accelerated since US growth started to 
slow in 2005. In the chart below this is illustrated by 
rolling correlations between US and BRIC GDP having 
turned negative recently   

 
Real domestic demand in emerging Asia excl. China 

01 02 03 04 05 06 07

pe
rc

en
t

0

1

2

3

4

5

6

7

pe
rc

en
t

0

1

2

3

4

5

6

7
% y/y % y/y

Domestic demand

 
 Correlation between US and BRIC GDP 
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Fundamentals continue to be strong 
The outlook is strongest for Emerging Markets in 
Asia where growth is increasingly supported by 
domestic demand within the region. In emerging Asia, 
domestic demand has accelerated strongly and 
2007 is set to be the strongest year for domestic 

 .

Note: Rolling 4 year correlation-coefficient on quarterly GDP 
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China: A difficult balancing act demand since the Asian recovery started in 2002 
(see chart).  
 China is very sensitive to external demand shocks 
In addition, spill over to emerging Asia from the 
current financial market turmoil should be modest 
because of the region�s low finance requirement 
(current account surplus), strong liquidity 
(booming FX-reserves), undervalued currencies 
and still widespread restrictions on capital flows. 

The next year could become a very difficult 
balancing act for China between fear that slower 
global growth may drag the economy down and 
worry that a stronger domestic economy may 
overheat.  
 

 On the surface China is by far the most sensitive to 
external demand shocks among the BRIC 
countries. This is especially the case for external 
demand shocks from the USA. China�s US exports 
relative to GDP is more than twice that of Brazil 
and India (see chart). We estimate that the impact 
from slower US growth on Chinese growth has 
increased more four-fold since the last US 
recession in 2001. This is, first, because the US 
export/GDP ratio has increased from about 4% to 
8% and, second, because the import content in 
exports has been reduced from 80% to about 
60%. 

Forecast for emerging market growth 
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In Latin America, CIS, Middle East and Africa real 
incomes and current accounts will continue to be 
supported by strong terms of trade gains from 
recent spikes in commodity and crude oil prices. 
However these countries are vulnerable if global 
growth slows more than expected and starts to 
hurt commodity prices. In addition some countries 
in Latin America, like Mexico, with major export 
exposure to the US market should be expected to 
underperform growthwise. 

BRIC countries exports to the US  
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Growth is expected to slow most in Central & 
Eastern Europe where we believe growth has been 
most unbalanced as illustrated by overvalued 
currencies and unsustainable current account 
deficits. The spill over from current financial 
market turmoil and tighter credit conditions could 
be substantial because the countries in general 
have significant finance requirement and have 
become well integrated into the international 
financial system in recent years. In addition, 
demand in Central & Eastern Europe compared to 
other emerging markets will be hurt by the 
negative terms of trade loss from higher 
commodity and crude oil prices.   

 
As a rule of thump a 10% reduction in exports to 
the US will currently probably extract 0.4% from 
Chinese GDP growth. For comparison, a 10% drop 
in total exports would subtract more than 2% from 
China�s GDP growth. In other words a US 
slowdown is a major risk for China�s growth but it 
of course make a big difference if weakness 
remains concentrated in the US or spills 
significantly over to the global economy.  
 
Chinese exports remain robust 
However, despite China�s dependence on the US 
market, the main message continues to be that 
Chinese total exports is actually doing well. And it 
is clearly not because there hasn�t been an impact 
from slower US growth. Since early 2005 growth 
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The second argument for China being able to 
decouple from slower US growth is that domestic 
demand is increasingly becoming the main growth 
engine in China. This is probably best illustrated by 
the broken relationship between growth in 
industrial production and exports in recent years 
(see chart).  

in exports to the US has slowed from more than 
30% y/y to close to 10% y/y, actually very similar 
to the slowdown experienced during the last 
recession (see chart). According to our rule of 
thumb this slowdown in US exports alone should 
subtract close to 1% from GDP growth in China.    
 

 Chinese total  exports and exports to the US 

.
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In 2005 and 2006 this broken relationship was 
mainly explained by Chinese import substitution 
(lower import growth). As mentioned earlier the 
import content in Chinese exports have been 
declining. However, in 2007 the main explanation is 
stronger domestic demand. This is best illustrated by 
the closing gap between export and import growth. 
One important consequence of this development is 
that we might actually soon see the Chinese current 
account surplus start to stabilise.   

However the big difference between the current 
situation and the US recession in 2001 is that the 
impact on overall Chinese exports has, as of yet, 
been muted. While the correlation between total 
exports and exports to the US has traditionally 
been strong (besides the Asian crisis) this 
relationship has been broken in recent years. At 
least judged on Chinese export performance it 
certainly does not look like a repeat of the 2001 
global recession, although we do expect Chinese 
export growth to slow slightly next year on some 
moderation in global growth. 

 
Relationship between exports and IP broken 
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 Trade balance and export and import growth 
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Domestic demand becoming main growth engine 
The continued strong demand outside USA and the 
decline in the relative importance of the US market 
to China are the main explanations for the broken 
relationship between total exports and exports to 
the US. Both EU and Emerging Asia have today 
surpassed the US as China�s most important 
export markets. 
 

Composition of Chinese exports  .
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Investment demand has accelerated in late 2007 
despite the government�s effort to curb investment 
demand. Construction investments in particular 
have been strong. It cannot be ruled out that 
investment demand will weaken into early 2008 
because of a temporary unofficial lending freeze. 
However its impact should prove both temporary 
and less than last year.   
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Monetary policy too accommodative Investment demand has accelerated again 

01 02 03 04 05 06 07

pe
rc

en
t

0

5

10

15

20

25

30

35

40

45

pe
rc

en
t

12

13

14

15

16

17

18

19

20

21 % y/y % y/y

<< Credit growth

Fixed asset investment >>

China�s basic problem is that monetary conditions 
are very accommodative. Real interest rates are 
extremely low after the recent surge in inflation 
and its currency remains hugely undervalued. The 
gradual appreciation policy of the CNY against the 
USD has only been able to prevent further 
overvaluation since the policy started in mid 2005. 
In 2007 CNY has actually depreciated in effective 
terms despite inflationary pressure increasing in 
China.    .

The most important change, however, is that 
private consumption may finally turn into an 
important growth engine in China. Although some 
of the recent acceleration in retail sales is mainly 
explained by higher inflation, the recent sharp 
increase in household income growth supports the 
case for stronger private consumption. In Q3 07 
household income growth was about 20% y/y 
finally surpassing nominal GDP growth at 15%. It 
indicates that private consumption�s share of GDP 
may finally stop declining and might even rise in 
the future.  

 
Financial conditions index for China 
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Is private consumption finally turning ? 
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Hence, we are in for further monetary tightening in 
China although People�s Bank of China may be 
cautious in the short run because on concern about 
the global economic outlook. We expect at least two 
27bp rate hikes in 2008. The gradual appreciation 
policy of the currency will continue with accelerated 
pace. A major one off revaluation of the CNY cannot 
be completely ruled out, but is unlikely in the short 
run. The likelihood of a one-off revaluation will 
increase if the expected moderation in Chinese 
growth fails to materialise.  

 .

Inflation still not broad based 
The important question is if continued robust 
export growth and a possible sharp acceleration in 
domestic demand is compatible with price stability. 
We expect consumer price inflation to reach close 
to 7% at year end 2007 on the back of mainly 
higher food and energy prices. On the positive side 
inflation in China is not yet widespread. Inflation 
excluding food is still close to 1.0% y/y and we 
expect headline inflation to start to decline toward 
4% next year on the back on some normalisation of 
food supply. However accelerating wage growth 
indicates inflation in China could become 
widespread. 

 
In the end, slower global growth might arguably not 
be that bad for China as it would substitute for the 
need for domestic tightening measures. 
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Danske Bank, December 2007
2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009

GDP 2.2 2.1 2.6 2.6 1.7 1.9 1.7 1.6 2.1 11.4 11.4 10.5

Private consumption * 2.8 2.1 2.5 1.5 1.6 1.6 1.6 1.5 1.9 16.5 16.5 17.5

Investment ** -2.0 -2.0 2.7 4.5 2.5 2.0 -3.1 3.0 3.4 28.2 27.0 25.0

Export 8.2 9.6 6.7 6.6 4.5 5.0 7.4 5.5 5.7 27.1 17.0 13.0

Import 2.1 2.6 3.8 5.3 4.5 4.5 2.4 4.2 5.3 18.0 21.8 16.4

Industrial production 2.1 1.8 2.6 3.4 2.0 2.0 2.8 4.1 4.3 17.3 17.2 15.5

Inflation excl. food and energy 2.3 2.3 2.1 1.9 1.9 2.0 0.1 0.3 0.6 - - -

Inflation 2.9 2.8 2.3 2.1 2.3 2.0 0.1 0.4 0.7 4.5 4.7 4.4

* China: Retail sales, current prices, ** China: Fixed asset investment, current prices, 

ChinaUSA Euroland Japan
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Alternative 1: Credit crunch 
 
• The credit crisis deepens as several more heavy losses strike the financial sector. Consequently global 

credit facilities are tightened substantially. At the same time de-leveraging in the financial markets 
prompts a negative spiral of asset price deflation.  

• The global economy heads into a recession led by the US, as the monetary policy response is not able to 
cushion the ripple effects on the economy. Euroland also goes into a recession and emerging markets 
experience a hard landing. The financial system enters a more permanent state of dysfunction as years of 
easy credit and leveraging are being reversed.  

• In this scenario monetary easing is global and flight to quality more pronounced. Compared to our main 
scenario USD should strengthen. The global default rates settle on an upward trend lasting several years. 
This contributes to further widening of credit spreads.  

• It turns out that global central banks have been too reluctant to ease policy, aware that they have sown 
the seeds of the current crisis. Monetary policy has been too accommodative for too long leading to the 
liquidity boom. Now policymakers are afraid of creating a new liquidity boom implying even larger 
problems down the road.  

• However, with history in mind, policymakers are aware of not easing monetary policy too much. The 
global economy has to work its way out of the crises slowly. A prolonged period with muted growth and 
asset deflation becomes prevalent. 

The pain of de-leveraging 

Too much for too long � too little too late 
Despite several attempts from central banks to 
kick-start credit and money markets the deep 
freeze continues. The credit crisis develops into 
a credit crunch with many traditional credit lines 
offering little hope for squeezed credit demand. 
 
Nevertheless central banks remain reluctant to 
use interest rates as a tool for remedy. 
Policymakers have realised that part of the 
reason behind the current problems lies in the 
overly easy monetary policy during the beginning 
of this expansion. Policy was simply eased too 
much for too long leading to an unprecedented 
liquidity boom and excessive risk-taking in world 
financial markets. It is this unwinding that is now 
causing the problems. In part being responsible 
for the current mess, monetary authorities are 
afraid of repeating history and creating even 
larger problems down the track. Thus, they 
instead risk doing too little too late. 
 
With reluctance among central bankers, 
financial markets fail to recover. A more 
permanent state of dysfunction with credit 
contraction and falling equity prices becomes 
prevalent. This forces investors to de-leverage 
their balance sheets and the downturn becomes 
self-propelling. Raw material prices decline, the 

dollar strengthens and default rates trend 
upwards.  
 
The macroeconomic effect first becomes visible 
in the US. The already-vulnerable housing 
market takes another step down. This creates 
additional downward pressures on house prices. 
Helped by falling stock prices and the credit 
squeeze, corporate and household spending 
stagnates. The ISM drops significantly below 50 
and unemployment begins to rise and the 
economy goes into recession.  
 
The slowdown spreads to Euroland and Asia. In 
Europe the housing sector slows as well. 
Consumer demand, which is more sensitive to 
housing than previously, takes a beating. The 
investment recovery comes to an end and 
unemployment rises. With falling raw material 
prices, rising risk aversion and the end of the 
carry-era, emerging market assets will suffer. 
Countries with current account deficits and 
large external debt will under-perform. Asia will 
outperform CEE and Latin America.  
 
Central banks begin to ease monetary policy. 
However, with history in mind they are aware 
not to ease monetary policy too much. Put 
differently, the global economy has to work its 
way out of the crises slowly. A prolonged period 
with muted growth and asset deflation becomes 
prevalent. 
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Alternative 2: Only a financial crisis 
 
• The financial crisis is a financial crisis � not an economic crisis. Already by the beginning of January will 

we see some stabilisation of markets as the turn effect abates. The financial crisis has been fuelled by 
uncertainty about losses related to sub prime. As it turns out these losses prove to be of limited size, 
and by February or March next year markets will be fairly certain about the size and extent of losses.  

• US consumers do face some headwinds from resets, housing wealth, the oil price and slightly rising 
unemployment. But as calm return to markets, and the oil price shock is absorbed, consumers are left 
with strong real income growth and will raise savings only marginally. Hence, moderate growth around 
New Year 2007/08 will relatively fast be replaced with trend growth. 

• The structural improvements in the German economy have been vastly underestimated. German 
corporates are still competitive, and they still have a large amount of pent up investment need which 
will feed through during 2008. Housing is no problem in Euroland, and consumers will finally start 
saving less on the back of healthy labour markets. Euroland will hardly land at all. 

• Emerging markets prove very resilient in this environment. The domestic investment expansion is left 
untouched, and exports are only marginally affected by the slight slowing of growth in US and Euroland. 
Asia looks very strong, and even Eastern Europe turns out to continue strong growth. 

• Global growth only gears down a notch, and financial markets return to the trends observed over the 
latest years. Centralbanks quickly forget about easing policy further, and outside the US, start to 
concentrate on further tightening. Equities rebound strongly on the prospects of a soft landing for the 
global economy, bond yields and commodities rise, and FX markets return to carry trades. Credit and 
money markets normalise with credit spreads stabilising only a little above the level earlier in this 
expansion. 

 
Financial �  not economic - crisis 

Resilient economies 
The financial crisis proves to be relatively short 
lived. As it turns out, the markets are heavily 
affected by yearend fears, and already in January 
we see a significant stabilisation of money 
markets. Other markets also fairly quickly 
overcome the worst problems. During February 
and March next year, when corporates report 
annual accounts, it becomes evident that the 
losses due to subprime and related problems, are 
only modest. The financial crisis fades. 
 
More importantly, the economic effects turn out to 
be insignificant. The sentiment effects related to 
the crisis, which have pushed confidence 
indicators down this autumn turn out to be 
transitory, and during H1-2008 they rebound 
healthily. The dampening effect on investments and 
consumer demand from the credit tightening 
disappear quickly, and the economies are left with  
de facto stimuli stemming from lower bond yields 
and easier monetary policy. Equities rise strongly, 
and commodity prices follow suit. As it turns out 

emerging markets have not slowed at all, and 
demand for commodities remain strong. 
 
US consumers relatively quickly regain traction 
following a little weakness around New Year 
2007/08. The oil price has corrected down, and 
along with continued strong incomes this provides 
consumers with solidly rising purchasing power. 
Consumers increase savings only a little, as 
housing prices stabilise, and as rising equities off 
set some of the negative impact from housing. The 
Fed stops easing policy adopting a neutral stance. 
 
In Euroland, the economy proves very resilient. 
German restructuring means that competitiveness 
is intact, and strong demand from emerging 
markets imply little slowing in exports. More 
investments will have to be carried out, and 
consumers start to dissave on the back of 
historically low unemployment. The ECB starts to 
tighten policy during H2-2008.Emerging markets 
do not slow at all, with Asian growth actually 
picking up on strong domestic demand. Exports 
hardly slow, and policy makers start to concentrate 
on restrictive policies. 
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This report has been prepared by Danske Research, which is part of Danske Markets, a division of Danske Bank. 

Danske Bank is under supervision by the Danish Financial Supervisory Authority.   

 

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 the Danske Bank 

Research Policy. Employees within the Danske Bank Research Departments have been instructed that any request that 

might impair the objectivity and independence of research shall be referred to Research Management and to the 

Compliance Officer. Danske Bank Research departments are organised independently from and do not report to other 

Danske Bank business areas. Research analysts are remunerated in part based on the over-all 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. 

 

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals� 

Ethical rules and the Recommendations of the Danish and Norwegian Securities Dealers Association.  

 

Financial models and/or methodology used in this report 

The forecasts are based on country statistics as well as our own economic models. Models presented in this report are 

based on standard econometric methodology. These include OLS models, VAR models and ECM models. 

 

Risk warning 

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

assumptions, are stated throughout the text. 

 

Expected updates 

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

economies. The next edition of Global Scenarios is due to be released in April 2008. 

 

First date of publication 

Please see the front page of this research report. 

 

Disclaimer 

This publication has been prepared by Danske Bank for information purposes only. It is not an offer or solicitation of any 

offers to purchase or sell any securities, currency or financial instrument. The evaluations, calculations, opinions and 

recommendations of this publication should not replace the making of own opinions about whether to make any such 

transaction. Whilst reasonable care has been taken to ensure that its contents are not untrue or misleading, no 

representation is made as to its accuracy or completeness and no liability is accepted for any loss arising from 

reliance on it. 

 

Danske Bank, its affiliates or staff may perform business services, hold, establish, change or cease to hold positions in 

any securities, currency or financial instrument mentioned in this publication. 
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customers in the UK or any person in the US. Danske Bank is regulated by FSA for the conduct of investment business 

in the UK and is a member of the London Stock Exchange. 
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