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UNITED KINGDOM: It looks as though the recession will 
"officially" be declared over in Q3 as the economy appears 
on course to record positive growth for the first time since 
Q1 2008. Q2 GDP was revised up to -0.6%, and the 
National Institute of Economic and Social Research 
(NIESR) estimates that in the three months to August the 
economy expanded by 0.2%. However, growth remains 
weak. In Q2 the only sector of the economy that did not 
contract was Government spending. Net exports provided 
some support, but this was a result of demand at home 
falling by more than demand abroad. 

Inflation remains persistently high (at 1.6% in August), in 
stark contrast to the US and Euro area where consumer 
prices have been falling for a number of months. Although 
this is in part due to a much weaker pound than last year 
increasing the price of imported goods, it raises concerns 
over higher inflation further out. That said, the Bank of 
England is unlikely to change its course on interest rates 
any time soon as growth should remain sluggish for much 
of next year and this will maintain downward pressure on 
inflation. Its other policy tool, asset purchases, could be 
expanded if considered necessary, but for the time being 
QE will continue up to £175bn as planned. 

UNITED STATES: Economic data over the past month 
have confirmed the economy is gradually recovering from a 
deep recession. Consumer confidence is improving, and 
rising house prices in May, June and July - the first 
increases since mid-2006 - restored some of the wealth 
previously lost, helping households repair their balance 
sheets. Business investment has also stabilised and 
industrial production rose m/m in both July and August, 
suggesting production declines have bottomed out. A 
certain amount of slack in the economy, from lower output 
and higher unemployment (9.7% in August), means 

inflation is likely to remain subdued for some time. With 
prices in August 1.5% lower than a year ago, the Fed is 
likely to be more concerned about deflation. 

At its September meeting, the FOMC noted that "economic 
activity has picked up following its severe downturn," 
Fedspeak for 'the recession has ended and the recovery 
has begun.' However it also noted that activity is likely to 
remain subdued for some time and take up of spare 
capacity in the economy would be gradual. Interest rates 
were left on hold, where they are likely to remain for a 
considerable time, and the Fed confirmed it would 
purchase $200bn of agency debt and $1.25trillion of 
mortgage backed securities by the end of Q1 2010. 

EURO AREA: Various indicators point to signs of 
emergence from recession for the region as a whole in Q3. 
The PMIs, good leading indicators of activity, stabilised in 
September in positive territory, and industrial new orders 
are increasing. However, the breakdown of Q2 growth 
figures suggest too much reliance remains on government 
fiscal stimulus measures that have propped up the 
economy. Government spending was the biggest driver of 
economic growth in Q2. Other sources of final demand are 
lacklustre and net exports could continue to be a drag on 
growth as a result of the stronger euro. 

Unlimited liquidity provided to the banking system by the 
European Central Bank has pushed the cost of borrowing 
over short horizons below the Refi rate. This hasn't been 
enough to stem the fall of M3 money growth as credit to 
the businesses and households has fallen. The euro area 
needs to see a return to borrowing and investment before 
economic growth can return on a sustainable basis, 
meaning the ECB is likely to retain interest rates at current 
lows throughout this year and next. 

 

Interest Rate Forecast in % 
Source: Thomson Datastream, RBS Group Economics 

0.0

1.0

2.0

3.0

4.0

5.0

6.0

2007 2008 2009 2010 2011 2012

Euro Refi Rate

US Funds Rate

UK Bank Rate

Forecast

Exchange Rate Outlook 
Source: Thomson Datastream, RBS Group Economics 

1.3
1.4
1.5
1.6
1.7
1.8
1.9
2.0
2.1

2007 2008 2009 2010 2011
0.60
0.65
0.70
0.75
0.80
0.85
0.90
0.95
1.00

$ per £ (LHS) £ per Euro (RHS)

Forecast



Interest & Exchange Rate Forecast 

Exchange Rates
Currency movements in the last month were influenced by 
speeches from central bankers as much as anything else. 
Mervyn King, Governor of the Bank of England could be 
considered the instigator of the fall in sterling towards the 
end of the month: The pound fell to a five-month low 
against the euro (€1.08), and fell 5 cents against the dollar 
to $1.58, before recovering a little by the end of the month.  

Markets interpreted King’s comment that “The fall in the 
exchange rate that we have seen will be helpful…” to mean 
the central bank was comfortable with a weaker pound. Mr 
King also made the point that a weaker pound would 
support a shift in resources to the export sector, and so 
help the UK economy rebalance to a more sustainable 
growth model, less reliant on consumer spending than in 
recent years. 

Signs of which economy is likely to be first out of the 
recession will also have had some impact on currency 
markets this month. But the (small) upward revision to Q2 
GDP growth in the UK was not sufficient to convince 
markets the economy would outperform the euro area 
going forward, contributing to sterling’s decline against the 
single currency.  

Going forward, we have not changed our view on the long-
term position of the pound vis-à-vis the dollar and euro, but 
the starting position has changed following recent 
movements. 

 

  

RBS Group Economics Interest and Exchange Rate Forecasts 

EXCHANGE RATES (end of period) INTEREST RATES (%, end of period)  

$ per £ $ per € £ per € ¥ per $ Euro Refi 
Rate 

US Funds 
Rate 

UK Bank 
Rate 

2008  Q1 1.98 1.56 0.79 102 4.00 2.25 5.00 

          Q2 1.99 1.58 0.79 106 4.00 2.00 5.00 

          Q3 1.77 1.40 0.79 106 4.25 2.00 4.50 

          Q4 1.44 1.39 0.95 91 2.50 0.25 2.00 

        

2009  Q1 1.44 1.32 0.92 99 1.50 0.25 0.50 

          Q2 1.65 1.41 0.86 97 1.00 0.25 0.50 

          Q3 1.62 1.46 0.91 91 1.00 0.25 0.50 

          Q4 1.61 1.45 0.90 92 1.00 0.25 0.50 

        

2010  Q1 1.61 1.42 0.88 93 1.00 0.25 0.50 

          Q2 1.61 1.39 0.86 94 1.00 0.25 0.50 

          Q3 1.61 1.35 0.84 95 1.00 0.25 0.50 

          Q4 1.62 1.33 0.82 95 1.00 0.25 0.50 
 

Key Central Bank Monetary Policy Meetings in 2009 

Bank of England 8 Oct, 5 Nov, 10 Dec, 7 Jan, 4 Feb, 4 Mar 

US Federal Reserve 4 Nov, 15 Dec, 27 Jan, 16 Mar 

European Central Bank 8 Oct, 5 Nov, 3 Dec, 14 Jan, 4 Feb, 4-Mar 
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This material is published by The Royal Bank of Scotland plc (“RBS”) which is authorised and regulated by the Financial Services Authority for the conduct of regulated activities in the UK. It has been prepared for 
information purposes only and does not constitute a solicitation or an offer to buy or sell any securities, related investments, other financial instruments or related derivatives (“Securities”).  It should not be reproduced or 
disclosed to any other person, without our prior consent.  

This material is not intended for distribution in any jurisdiction in which its distribution would be prohibited. Whilst this information is believed to be reliable, it has not been independently verified by RBS and RBS makes no
representation, express or implied, nor does it accept any responsibility or liability of any kind, with regard to the accuracy or completeness of this information.  Unless otherwise stated, any views, opinions, forecasts,
valuations, or estimates contained in this material are those solely of the RBS Group’s Group Economics Department, as of the date of publication of this material and are subject to change without notice. Recipients of this 
material should make their own independent evaluation of this information and make such other investigations as they consider necessary (including obtaining independent financial advice), before acting in reliance on this
information. This material should not be regarded as providing any specific advice.  RBS accepts no obligation to provide any advice or recommendations in respect of the information contained in this material and accepts 
no fiduciary duties to the recipient in relation to this information.


