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Interest Rates
The Monetary Policy Committee (MPC) lowered the Bank Rate by 25bps to 5.25% at its
February meeting, acknowledging the slowdown in the UK economy. Surveys suggest
Interest Rate Forecast that activity remained sluggish in the manufacturing and service sectors in January while
Source: Thomson Datastream/RBS Group consumer spending has eased on the back of a cooling housing market and higher
— energy/food costs. There is potential for stronger exports to provide support, given the more
% =—USFedFunds _ competitive level of sterling, but only if the US and the Eurozone don't slow more abruptly
77 T UKRepo —> than we anticipate. Futures markets point to another 75bps of easing by the end of the year,
6 1 BuroRefi _ | but for the moment, this looks optimistic. The minutes of the February meeting suggest that
51 ' the MPC is willing to accept a marked slowdown in growth in order to contain inflationary
41 ' pressures. (CPI inflation was running at 2.2% y/y in January and is projected to move further

3 A above the 2% target in the months ahead, reflecting increases in utility costs.) We expect
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2 ' one more cut in the Bank Rate to support activity, most likely in May.
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0 ‘ ‘ ‘ | ‘ Data over the past month point to a US economy that is likely to see very weak
T 8 89 5 g8 g growth in H1, perhaps even a recession. Consumer confidence has weakened
8 & & & &« significantly, suggesting consumer spending growth in the first quarter is likely to slow as

well. Business activity indicators are also soft. In particular, the non-manufacturing ISM
survey fell twelve percentage points in January, to 41.9, the lowest reading since September
2001, and well below the 50 mark which divides expansion from contraction. The survey
covers private sector service activity as well as construction, which together represent
around 70% of the US economy. It is therefore likely that the Federal Reserve will continue
to cut interest rates, despite the fact that there are still inflationary pressures in the system.
Consumer prices rose 0.4% in January bringing the annual inflation rate to 4.4%, up from
4.1% in December. We expect another 50 basis point cut at the 18" March meeting,
bringing the Fed funds rate to 2.50%, with a further reduction of at least 25bps likely in April.
Recent comments from key US policymakers suggest that rates may remain at a low level
for some time.

In the Eurozone, the growth/inflation trade-off continues to give the European Central
Bank (ECB) a headache. Economic growth dipped to 2.2% in the final quarter of the year
(close to its long-term trend rate) but below the average for 2007 (2.7%). Growth was mixed
across the region, with the Netherlands and Spain leading the way while Germany and
France both slowed sharply. According to the purchasing managers' indices (PMIs),
manufacturing is holding up better than services, but confidence in both sectors has fallen
considerably in recent months. However, inflation remained elevated at 3.2% in January —
well above the 2% target ceiling, suggesting that the ECB will remain reluctant to cut rates in
the near term. However, given that the global backdrop is becoming more challenging and
inflationary pressures are expected to ease later in the year, we now expect that rates will
be cut by 50 basis points, most likely with one quarter-point cut in Q2 and another in Q3,
bringing rates to 3.5%.
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Exchange Rate Outlook
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Exchange Rates

February was a calmer month in foreign exchange markets. Sterling remained relatively
stable against the greenback and the euro over the month. A series of speeches by MPC
members and the inflation report convinced markets that the chances of large rate cuts (like
those seen in the US) are very slim indeed. In the near term, the MPC'’s reluctance to cut
rates aggressively should lend support to sterling, as investors continue to favour currencies
with higher interest rates over lower yielding ones.

But risks for sterling vis-a-vis the dollar appear skewed to the downside. Question
marks loom over the resilience of consumer spending and external demand in the UK. If
these components do not hold up as currently expected, the MPC could be forced to lower
rates, which would weigh on the pound. The risk profile of sterling/euro is less clear cut.
Both currency areas are in a similar position, with ‘hawkish’ central banks and indications of
softening activity. At this point, the most probable outcome is a few more months of sterling
weakness, before the pound regains some (but not all) of the ground lost in recent quarters.

Despite some signs of weakness in the Eurozone, the euro has retained its luster for
investors. The euro broke through the $1.50 barrier for the first time on 27" February, as
we anticipated. However, further sharp rises will be hard to achieve. There is little doubt that
more US rate cuts are in the pipeline, and the current dollar/euro exchange rate already
reflects this. If our view is correct and the ECB is forced to cut rates from Q2 onwards, we
should see the euro losing ground vis-a-vis the dollar.

RBS GROUP ECONOMICS INTEREST AND EXCHANGE RATE FORECASTS
EXCHANGE RATES INTEREST RATES
(End-of-Period) (%, End-of-Period)
Euro US)
$perf| $per€ Eper€ |¥per$| Refi | Funds UKRBank
ate
Rate Rate
2007 Q1 1.96 1.33 0.68 118 3.75 5.25 5.25
Q2 2.01 1.35 0.67 123 4.00 5.25 5.50
Q3 2.04 1.42 0.70 115 4.00 4.75 5.5
Q4 1.99 1.46 0.73 112 4.00 4.25 5.50
2008 Q1 2.00 1.50 0.75 106 4.00 2.50 5.25
Q2 1.95 1.48 0.76 105 3.75 2.25 5.00
Q3 1.96 1.47 0.75 102 3.50 2.25 5.00
Q4 1.96 1.45 0.74 100 3.50 2.25 5.00
2009 Q1 1.91 1.40 0.74 100 3.50 2.75 5.00
Q2 1.89 1.38 0.73 98 3.50 3.25 5.00
Q3 1.85 1.35 0.73 95 3.75 3.75 5.00
Q4 1.88 1.35 0.72 95 4.00 4.25 5.00
Key Central Bank Monetary Policy Meetings in 2008
6 March, 10 April, 8 May, 5 June, 10 July, 7 August, 4
Bank of England September, 9 October, 6 November, 4 December
18 March, 30 April, 5 August, 16 September, 29 October, 16
US Federal Reserve DEEETiEr
6 March, 10 April, 8 May, 5 June, 3 July, 7 August, 4
European Central Bank September, 2 October, 6 November, 4 December
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