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Equity sell-offis temporary despite slower growth

Equity sell-offistemporary, equities are still set to move higherin 3-12M. This week
has been hard for the equity markets and on Wednesday the US S&P500 experienced the
biggest daily drop since the correction in late January/early February. We see two main
reasons for the US-driven global sell-off. First, investors have become more realistic about
the monetary policy outlook due to strong macro indicators. US yields have moved higher
driven by higher real rates. As long as higher yields are growth-driven (opposed to
inflation-driven), the equity markets should be able to absorb higher bond yields. Secondly,
there are now signs that US stocks are catching up with the trade war, as some companies
have begun to complain about rising materials costs hitting profit margins. We stick to our
view that on a 3-12M horizon, equities will outperform bonds, as the expansion is set to
continue. The coming weeks will be driven primarily by earnings reports, where companies
are likely to comment on margin pressure from both the tight labour market and the trade
war. If we are right, then volatility could continue.

China eased monetary policy over the weekend. Last weekend, China eased monetary
policy by reducing the Reserve Requirement Ratio by one percentage point for a range of
banks. We still believe the trend of higher USD/CNY is set to continue, as China keeps
easing monetary policy, whereas the Fed continues on a tightening path (our Fed call is
four hikes from now until year-end 2019, see FOMC review: Gradual Fed hikes are set to
continue, 26 September). That said, it seems that China has taken steps to halt the CNY
depreciation, as CNH money market rates have moved sharply higher, which is a sign tha
Chinese authorities are tightening liquidity making it more expensive to fund short selling
of the currency. We look for USD/CNY to hit 7.20 in 12M.

The IMF cut its global GDP growth forecasts slightly for both this year and next year.
The IMF now sees global growth at 3.7% in both years, down from 3.9% previously, which,
however, is still above potential. The main reasons for the downward revision are the US-
China trade war and slower growth in key emerging markets such as Latin America
(Argentina, Brazil and M exico), emerging Europe (Turkey), South Asia (India), east Asia
(Indonesia and M alaysia), the M iddle East (Iran) and Africa (South Africa). In last week’s
Strategy piece, we discussed the fact that growth is slowing while headline inflation is
moving higher due to higher energy prices, see Strategy: Stagflation? Growth slows, while
inflation pushes higher, 5 October. Our base case remains that global growth will stabilise
soon and continue at cruising speed. The euro area is set to bottom out, and despitethe US-
China trade war, we believe both monetary and fiscal easing in China will serve as a
cushion to growth. We expect US growth rates to slow down from the 4+% in Q2 but to
remain above trend over the next year, also supported by very expansionary fiscal policy.

Important disclosures and certifications are contained from page 3 of this report.

Today’s key points

o Equity self-off is temporary;
equities are still set to move
higherin 3-12M.

e Chinahaseased monetary policy
butdoes notwant CNY to
depreciate too quickly.

e |IMF has cut its global GDP growth
forecasts slightly.

e Brexit-optimism hasled to an
appreciation of GBP.

US-driven global equity sell-off
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CNH money market rates moving
higher
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Brexit-optimism has led to an appreciation of GBP. With the Conservative Party
Conference over, there are media reports that constructive negotiations are taking place EUR/GBP has moved down on higher
between the UK government and the EU and that a deal is moving closer. Some reports Brexit-optimism

suggest that a deal may be as imminent as Monday (the Irish border remains the biggest 0.93 “EUR/CBP
obstacle). However, it is important to stress that this is only about the withdrawal agreement 0917
under Article 50 and not about the framework of the future relationship — we still do not -
know what that looks like. This is what the two sides are set to negotiate in the coming -
month, ahead of the likely extraordinary EU summit in mid-November. The problem for AEE. Tsoatercer e
the UK government is that it must not be too vague, otherwise it is a difficult ‘sell” in the Jan M52017sép Jan N;aovls sep

UK. Other positive news for PM Theresa May is that around 30 Labour MPs are

considering voting in favour of her Brexit-deal, whenever it is put to the House of
Commons, as they fear a ‘no deal scenario’. If so, PM Theresa M ay does not need to rely
on the votes of hard Brexiteers, who have repeatedly said they would vote down any Brexit-

deal keepingthe UK too close to the EU.
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EUR/GBP was trading as high as nearly 0.91 by the end of August but is currently trading
at 0.877 on higher Brexit-optimism. Our base case remains a ‘decent Brexit’, in which the
UK exits in an orderly manner but does leave the single market, see Brexit Monitor: Get
ready for the end-game, 27 September. We expect EUR/GBP to break lower once a no deal
scenario can be ruled out and forecast a move down to 0.83 in 12M.

Financial views

Equities
Fundamentals still supports equities on a 3-12M horizon. In the short run trade tension and the situation in Italy could lead to continued high
volatility, but an expected strong earnings season should stabilise market

Positive on 3-12 month horizon.

Bond market

German/Scandi yields - stable for now, higherin 12M Strong forward guidance from the ECB. Core inflation remains muted. Range trading for Bunds for the rest of 2018. Still higher in 2018.
EUR 2Y10Y steeper, USD 2Y 10V flatter The ECB keeps a tight leash on the short end of the curve but 10Y higher as US has an impact. EUR 2Y10Y mainly steeperin 20189.
US-euro spread - short-end to widen further The spread in the short-end is set to widen further as the Fed continues to hike.

ECB forward guidance, better fundamentals, an improved political picture (ex. Italy) and rating upgrades to lead to renewed tightening after

Peripheral spreads - tightening (Italy special case) R ; X X
recent widening. Italy remains a special case.

FX & commodities

EUR/USD - lower for longer... but not forever In a range around 1.15in 0-3M as USD carry and political risks weigh but supported longer term by valuation and ECB 'normalisation'.
EUR/GBP - gradually lower over the medium term Brexit uncertainty dominates now but GBP should strengthen on 6-12M on Brexit clarification and Bank of England rate hikes.

USD/JPY - higher eventually US yields decisive near term with political uncertainty as a significant downside risk. Longer term higher on Fed-Bank of Japan divergence.
EUR/SEK - downside in warm-up to first hike Lower as first hike from Riksbank looms by year end - but it could be one-and-done which should limit SEK strength thereafter.

EUR/NOK - set to move lower still Positive on NOK on valuation, relative growth, positioning, terms of trade, global outlook and Norges Bank initiating a hiking cycle.

Qil price - range trading rest of year On the rise as supply tightens and trade concerns ease

Source: Danske Bank
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Disclosures

This research report has been prepared by Danske Bank A/S (‘ Danske Bank’). The author ofthis research report is
Mikael Olai Milhgj, Senior 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 ofthe compensati on
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to therules and regulation ofthe relevant regulators in all other jurisdictionswhere it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

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

Conflicts of interest

Danske Bank has established procedures to prevent conflicts ofinterest and to ensure the provision ofhigh -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 ofresearch 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, butdo 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 &
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
Weekly.
Date of first publication

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

General disclaimer

This research report has been prepared by Danske Bank (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or formpart of, and shall under no circumstances be considered
as, an offer to sell or a solicitation ofan 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”).

The research report has been prepared independently and solely on the basis ofpublicly available information that
Danske Bank considers tobe reliable. While 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 Danske Bank, 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 responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not

undertake to notify any recipient ofthis research report ofany such change nor ofany other changes related to the
information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdomor
the United States.
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’s prior written
consent.
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Disclaimerrelatedto distributionin 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/A, 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 thisresearch report in connection with distributioninthe United States solely
to ‘U.S.institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation ofresearch reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

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