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UK Economy Outlook

Economic growth prospects

Short-term volatility; deleveraging limits upside over 
the medium-term
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Short-term growth: Back in recession?

A sluggish recovery:  UK 
peak-to-trough decline in GDP, Q1 2008 = 100p g
GDP of 7.1%. The level of 
output has since recovered 
half of that decline. 

Also a weak recovery by 
international standards.

GDP fell 0.2% in Q4.

Our central forecast is for
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Our central forecast is for 
the UK to avoid technical 
recession: growth of 0.3% 
q/q in Q1 2012.

RBS GDP forecasts: 0.9% in 
2012 and 1.7% in 2013.
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Medium-term growth: Slower for longer?

Long-run average UK GDP 
growth is around 2¼-2½%. 

UK GDP, % y/y
8

These trends underpin the 
official (OBR) medium-term GDP 
projections.

OBR assumes real trend rate of 
2.3% from 2014 onwards:

Output per hour worked: +2.2%
Average hours worked: -0.2%
Employment rate: -0.2%
Population: +0.5%

Long run trend rates are
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Long-run trend rates are 
determined by factors such as 
technological progress – hard to 
incorporate this into an 
economic forecast. But balance 
sheet constraints and 
deleveraging will provide a 
persistent headwind.
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Household deleveraging

We estimate UK households are one-
third of the way through their 
deleveraging process.

Household dbt-to-income, %170

The ratio has fallen from a peak of 
166% in 2008 to 148% in late 2011. We 
believe it will trend down to a 
‘sustainable’ level around 115%. 

This ‘sustainable’ level is the amount 
of debt we judge to be consistent 
with affordable debt-servicing costs 
when mortgage rates were in line 
with longer-term averages (ie, around 
4½% vs 3½% at present).
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This deleveraging is not synonymous 
with ‘recession’ but does imply a 
subdued outlook for consumer 
demand and inflation – and suggests 
monetary conditions will remain 
accommodative. 
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Inflation outlook

CPI back to target by end-2012
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Inflation – back to target by year-end

CPI inflation peaked at 5.2% in 
September 2011 and has fallen 
to 3 6% in January 2012 Inflation, actual & RBS forecast, %to 3.6% in January 2012. 
Further downside influences 
from:

- VAT unwind (c.1pp)
- Q1 2012 utility price cuts 
- Weak demand/excess spare 
capacity.

Main upside inflation risk: 
sterling. Essential the UK 
government retains credibility in 
global financial markets
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global financial markets.

No particular reason to believe 
there will be any tendency for 
UK inflation to overshoot its 
target in the medium-term, or for 
the target to be changed. 
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Public finances

On track so far . . . But rising risks of a borrowing 
overshoot in the medium-term
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£10bn borrowing undershoot in 2011-12 FY

With data for 10 of the 12 
months of the 2011-12 FY, the 
public sector borrowing is on

PSNB-ex financial interventions, 
cumulative £bnpublic sector borrowing is on 

track for an undershoot: 
£117bn vs OBR forecasts of 
£127bn (£122bn previously).

The deficit reduction in 2011-12   
(relative to forecasts) stems 
entirely from public spending 
restraint – tax receipts are in 
line with official forecasts.

Risks remain skewed towards 
d t i ti i th UK bli
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a deterioration in the UK public 
finances – euro area recession, 
financial sector contagion –
but deficit reduction is ahead 
of schedule despite a weaker 
GDP performance.
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UK medium-term fiscal strategy

Over the seven year period to 
2016-17, over 85% of the UK 
deficit reduction is planned to

Contribution to public sector deficit reduction, 
deficit reduction is planned to 
come from public expenditure 
restraint.

The tax rises (VAT, 50p income 
tax rate, NICs) have been largely 
implemented. 

On the expenditure side, the 
cuts so far have been 
concentrated on net investment.

cumulative, % of GDP
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Current expenditure has been 
flat as a % of GDP – the ‘cuts’ 
have been to spending growth. 
Initial current expenditure cuts 
should be easy to identify given 
high levels of public spending, 
but will be politically difficult. 
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Conclusions

Recent near-term pessimism surrounding the public finances looks exaggerated. Weaker 
economic outlook over the medium-term means ‘Plan A for longer’ not ‘Plan B’.

UK AAA-rating is inevitably less secure following S&P’s downgrade of France, Moody’s 
‘negative outlook’ on the UK, and more acute financial strains in the euro area. But UK fiscal 
policy is credible and consistent with ratings agencies’ demands. UK has access to liquid 
markets; a longer-maturity debt profile and an independent central bank pursuing QE. We 
expect the UK to retain its AAA rating in 2012.

UK deficit-reduction rests on spending restraint, not further tax rises – political will is 
more important than the economic cycle. 

Average GDP growth will be closer to 1½% over the next decade than 2½% previously.Average GDP growth will be closer to 1½% over the next decade than 2½% previously.

Inflation is declining and expected to be back to its target around year-end: VAT and 
energy price shocks unwind, persistent spare capacity, subdued household demand.

Receding inflation + ongoing fiscal consolidation + household deleveraging = looser for 
longer monetary policy. We forecast a further £50bn of QE in H2 2012.
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• Copyright 2011 The Royal Bank of Scotland plc and affiliated companies ("RBS"). All rights reserved.

•This material was prepared by the legal entity named on the cover or inside cover page. It is provided for informational purposes only and does not constitute an offer to sell or a solicitation to buy any security or other financial instrument. While based on information
believed to be reliable, no guarantee is given that it is accurate or complete. While we endeavour to update on a reasonable basis the information and opinions contained herein, there may be regulatory, compliance or other reasons that prevent us from doing so. The
opinions, forecasts, assumptions, estimates, derived valuations and target price(s) contained in this material are as of the date indicated and are subject to change at any time without prior notice. The investments referred to may not be suitable for the specific investment
objectives, financial situation or individual needs of recipients and should not be relied upon in substitution for the exercise of independent judgement. The stated price of any securities mentioned herein is as of the date indicated and is not a representation that any
transaction can be effected at this price. Neither RBS nor other persons shall be liable for any direct, indirect, special, incidental, consequential, punitive or exemplary damages, including lost profits arising in any way from the information contained in this material. This
material is for the use of intended recipients only and the contents may not be reproduced, redistributed, or copied in whole or in part for any purpose without RBS' prior express consent. In any jurisdiction in which distribution to private/retail customers would require
registration or licensing of the distributor which the distributor does not currently have, this document is intended solely for distribution to professional and institutional investors.

•Australia: This material is issued in Australia by The Royal Bank of Scotland plc (ABN 30 101 464 528), 88 Phillip Street, Sydney NSW 2000, Australia which is authorised and regulated in Australia by the Australian Securities and Investments Commission (AFS License No.
241114) and the Australian Prudential Regulation Authority.
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•EEA: This material constitutes "investment research" for the purposes of the Markets in Financial Instruments Directive and as such contains an objective or independent explanation of the matters contained in the material. Any recommendations contained in this
document must not be relied upon as investment advice based on the recipient's personal circumstances. In the event that further clarification is required on the words or phrases used in this material, the recipient is strongly recommended to seek independent legal or
financial advice.

•Denmark: Royal Bank of Scotland N.V. is authorised and regulated in the Netherlands by De Netherlandsche Bank. In addition, Royal Bank of Scotland N.V. Danish branch is subject to local supervision by Finanstilsynet, The Danish Financial Supervisory Authority.

•Hong Kong: This document is being distributed in Hong Kong by, and is attributable to, RBS Asia Limited which is regulated by the Securities and Futures Commission of Hong Kong.

•India: Shares traded on stock exchanges within the Republic of India may only be purchased by different categories of resident Indian investors, Foreign Institutional Investors registered with The Securities and Exchange Board of India ("SEBI") or individuals of Indian
national origin resident outside India called Non Resident Indians ("NRIs"). Any recipient of this document wanting additional information or to effect any transaction in Indian securities or financial instrument mentioned herein must do so by contacting a representative of
RBS Equities (India) Limited. RBS Equities (India) Limited is a subsidiary of The Royal Bank of Scotland N.V..

•Italy: Persons in Italy requiring further information should contact The Royal Bank of Scotland N.V. Milan Branch.

•Japan: This report is being distributed in Japan by RBS Securities Japan Limited to institutional investors only.

•South Korea: This document is being distributed in South Korea by, and is attributable to, RBS Asia Limited (Seoul) Branch which is regulated by the Financial Supervisory Service of South Korea.

•Malaysia: RBS research, except for economics and FX research, is not for distribution or transmission into Malaysia.

•Netherlands: the Authority for the Financial Markets ("AFM") is the competent supervisor.

•Russia: This Material is distributed in the Russian Federation by RBS and "The Royal Bank of Scotland" ZAO (general banking license No. 2594 issued by the Central Bank of the Russian Federation, registered address: building 1, 17 Bolshaya Nikitskaya str., Moscow
125009, the Russian Federation), an affiliate of RBS, for information purposes only and is not an offer to buy or subscribe or otherwise to deal in securities or other financial instruments, or to enter into any legal relations, nor as investment advice or a recommendation with
respect to such securities or other financial instruments. This Material does not have regard to the specific investment purposes, financial situation and the particular business needs of any particular recipient. The investments and services contained herein may not be
available to persons other than 'qualified investors" as this term is defined in the Federal Law "On the Securities Market".

•Singapore: Any material in connection with equity securities is distributed in Singapore by The Royal Bank of Scotland Asia Securities (Singapore) Pte Limited ("RBS Asia Securities") (RCB Regn No. 198703346M). Without prejudice to any of the foregoing disclaimers, this
material and the securities, investments or other financial instruments referred to herein are not in any way intended for, and will not be available to, investors in Singapore unless they are institutional investors (as defined in Section 4A(1) of the Securities and Futures Act
(Cap. 289) of Singapore ("SFA") or relevant persons falling within Section 275 of the SFA and in accordance with the conditions specified therein or otherwise fall within the circumstances under Section 275 of the SFA. Further, without prejudice to any of the foregoing
disclaimers, where this material is distributed to accredited investors or expert investors as defined in Regulation 2 of the Financial Advisers Regulations ("FAR") of the Financial Advisers Act (Cap. 110) of Singapore ("FAA"), RBS Asia Securities is exempted by Regulation
35 of the FAR from the requirements in Section 36 of the FAA mandating disclosure of any interest in securities referred to in this material, or in their acquisition or disposal. Recipients who do not fall within the description of persons under Regulation 49 of the Securities
and Futures (Licensing and Conduct of Business) Regulations or Regulations 34 and 35 of the Financial Advisers Regulations should seek the advice of their independent financial advisor prior to taking any investment decision based on this document or for any necessary
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Questions or comments?

Expressions of individual views by 
members of The Actuarial Profession 
and its staff are encouraged.

The views expressed in this presentation 
are those of the presenter.
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