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Summary

In this short note we summarize our current thinking on an admittedly fast-moving situation. The US data-flow will be severely
disrupted for the remainder of 2005, but the shock should not alter the business cycle dynamic in the US or global economy. The
appropriate policy response is likely to be a fiscal package to clear and rebuild the immediately effected areas, not a change in
monetary policy. This tragic event has caused great anguish in the USA but has not led to the economy-wide anxiety witnessed after
9/11. We therefore doubt the Fed will relax its policy of raising interest rates at each of its meetings. Fuel prices are a more
worrisome and enduring source of risk, but are not yet at a level that could trigger a serious downturn. The future path of gasoline
and heating oil prices is uncertain and vulnerable to any kind of “event”. A mild US winter would be an enormous help.

US Economic Growth: down but not out in 2005

The US has proved to be remarkably resilient in recent years and we are optimistic that the impact of Hurricane Katrina will be
predominantly temporary. Firstly, let's consider the impact on the directly affected areas. Louisiana and Mississippi together account
for around 2% of US GDP. The Congressional Budget Office (CBO) estimate that if activity in these States declined by 50% over the
September to November period, this would knock 1.3 percentage points off the nation’s annualized growth rate in Q3 and 2.7
percentage points off the Q4 figure. This projection is probably on the high side - the downturn in production is unlikely to be this
severe or so protracted. We expect the direct effects to knock around 0.8 percentage points off the Q3 growth rate and 1.0
percentage point off the Q4 outturn.

Secondly, we must consider the hit to growth from higher fuel costs. The damage caused by Katrina has resulted in a sharp increase
in gasoline prices, which is likely to dent business and consumer spending across the nation. There are some grounds for optimism
that these indirect effects will be fairly modest. Gasoline prices look to have peaked (albeit at a record high) — gasoline futures have
already retraced around 80% of the post-Hurricane run-up. Crucially, consumers seem willing to go about their driving as usual,
betting that prices will come off soon — the CEO of Valero, one of the largest retailers of gasoline in the US, indicated that he has
seen no evidence that demand for gasoline has diminished noticeably in the wake of Katrina. If gasoline prices continue to edge
down, indirect effects should only shave a few tenths of a percentage point off Q3 growth and half a percentage point or so off the
Q4 number.

Prior to Katrina we had pencilled in 4.5% annualized growth for each quarter, putting together the direct and indirect effects, growth
is now likely to come in at 3.5% in Q3 and 3% in Q4. This is a significant impact, but a long way short of pushing the economy into
recession.

Increased inflation risk at the wrong time.....the Fed is likely to keep hiking rates

Gasoline prices constitute around 4% of the overall CPI index. Even before the hurricane hit, gas prices were running at 35% above
last year's levels - now they are now running 65% higher. Before taking any second round effects into account, the hurricane-related
jump in prices would add an additional 1.2 percentage points to US CPI. This suggests that if fuel prices maintain their recent highs,
headline inflation could rise well above 4% in September. The spike has come at a bad time. Labour market conditions have
tightened in recent months (unemployment dipped below 5% in August) increasing the risk that higher energy costs will pass
through to wage claims. Moreover, productivity growth has already started to slow, which will further curb the economy’s capacity to
grow without generating price pressures. Financial market participants are alive to the risks — inflation expectations as measured by
the difference between yields on ten-year government bonds and their inflation-protected equivalents moved up to 2.5% last week,
up from 2.4% before the hurricane struck.
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In our view there are two likely scenarios for monetary policy. Firstly (and our best guess), the Federal Reserve hikes rates by 25bps
in September, November and December as we had expected before the hurricane struck, with US short-term interest rates ending
the year at 4.25%. Alternatively, the Fed could call a time out in September, but resume tightening in November and December with
rates ending the year at 4%. In our view, a fiscal rather than a monetary response is more appropriate in this situation given the
localized nature of the shock.

A fiscal response is essential, despite the weak level of national savings

The impact on public finances is crucially dependant on the size of the federal aid package. Several legislators have suggested that
the ultimate cost of the Katrina relief, cleanup and rebuilding effort to the federal government could reach $150 billion or $200 billion
(equivalent to 1.4% to 1.9% of 2004 GDP). While it is true that this money will be flowing into the economy and boosting output, the
deficit will swell and critical longer-term priorities (e.g. entittement reform) are going to be pushed to the back burner for a
considerable period. This poses some additional risk to the dollar. The savings-short USA is already running a record current
account deficit of over 6% of GDP, and leaves the dollar more vulnerable to a shift in investor sentiment.

High energy prices remain the joker in the pact

Whereas last September’s Hurricane lvan mainly disrupted crude oil production in the Gulf of Mexico, Katrina appears to have
impacted refinery production in the region and elsewhere (largely by shutting a major oil pipeline to the Mid-West refineries). 25% of
the total US refinery capacity was initially affected and the impact on fuel prices was exacerbated by the fact that petroleum stocks
were already below average, depressed by the traditional driving season. The current problem therefore relates to oil products rather
than the supply of crude itself, and this fact has been reflected in relative price movements, with gasoline prices rising by around
25% in the week of the hurricane to reach a record nominal high of $3.07 per gallon on Labor Day, September 5th.

Gasoline prices have since stabilized, but have held above $3 per gallon, a figure some 65% above year earlier levels. Prices may
soon begin to reduce as the physical delivery of the first stocks released by the International Energy Agency begins by mid-
September, helping to relieve the initial shortfall in supply, although it is uncertain how easily stocks of imported gasoline can be
integrated into the existing US distribution network. The crucial issue therefore remains one of how quickly the current reduction in
refinery capacity will be restored over the coming weeks.

The Gulf of Mexico contains around 12% of US refining capacity. The US Department of Energy last week suggested that as much
as half of this could be out of operation for a number of months - a less optimistic appraisal than initial reports suggested. Any signs
of a prolonged shortfall in refinery capacity are likely to be reflected in gasoline future contracts, which have so far failed to indicate a
substantial legacy supply issue. After reaching a peak of 261.45 on August 31st, the nearest month NYMEX gasoline contract had
fallen to 195 by September 9th, only 5% above the comparable price from the first-half of August. Furthermore, following the
decision to recalibrate refinery production in order to make good the current shortfall in gasoline production, it is feared that
shortages may emerge in other oil products, particularly heating oil. A mild winter would be an enormous help.

This material (“Material” means any information contained in but not limited to, hard copy documents, presentations and presentation materials, web-sites, electronic mail and other forms of electronic communication.)
has been prepared by The Royal Bank of Scotland plc (“RBS”). It has been prepared for information purposes only and does not constitute a solicitation or offer to buy or sell securities, related investments, other
financial instruments or related derivatives thereof (as the case may be, “Securities”). THIS MATERIAL IS CLASSIFIED AS INDEPENDENT INVESTMENT RESEARCH AS DEFINED BY THE FINANCIAL
SERVICES AUTHORITY. It is provided for the information of the intended recipient only and should not be reproduced or disclosed to any other person without consent. This material is not intended for distribution in
any jurisdiction within which its distribution would be prohibited.

Whilst the information set forth herein 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 such information. Unless otherwise specifically stated, any views, opinions, forecasts, valuations, or estimates in this material are those solely of RBS as of the
date hereof and are subject to change without notice. Each recipient of this material should make its own independent evaluation of the relevance and adequacy of the information contained herein and make such
other investigations as it deems necessary, including obtaining independent financial advice, before participating in any transaction in respect of the Securities referred to in this material. Past performance is not
necessarily indicative of future results. RBS accepts no obligation to provide advice or recommendations of any sort in relation to any Securities described herein or any transaction relating thereto and accepts no
fiduciary duties to the recipient in such regard.

United Kingdom. Unless otherwise stated herein, this material is distributed by The Royal Bank of Scotland plc (‘RBS") Registered Office: 36 St Andrew Square, Edinburgh EH2 2YB. Company No. 90312. RBS is
authorised and regulated as a bank and for the conduct of investment business in the United Kingdom by the Financial Services Authority. Australia. This material is distributed in Australia to wholesale investors only
by The Royal Bank of Scotland plc (Australia branch), (ABN 30 101 464 528), Level 48 Australia Square Tower, 264-278 George Street, Sydney NSW 2000, Australia which is authorised and regulated by the
Australian Securities and Investments Commission. France. This material is distributed in the Republic of France by The Royal Bank of Scotland plc (Paris branch), 8 rue Lavoisier, 75008, Paris, France. Hong Kong.
This material is being distributed in Hong Kong by The Royal Bank of Scotland plc (Hong Kong branch), 46" Floor RBS Tower, Times Square, 1, Matheson Street. Causeway Bay, Hong Kong, which is regulated by the
Hong Kong Monetary Authority. Italy. Persons receiving this material in Italy requiring additional information or wishing to effect transactions in any relevant Investments should contact The Royal Bank of Scotland plc
(Milan branch), Via Turati 18, 20121, Milan, Italy. Japan. This material is distributed in Japan by The Royal Bank of Scotland plc (Tokyo branch), Shin-Marunouchi Center Building 19F - 21F, 6-2 Marunouchi 1-chome,
Chiyoda-ku, Tokyo 100-0005, Japan, which is regulated by the Financial Services Agency of Japan. Singapore. This material is distributed in Singapore by The Royal Bank of Scotland plc (Singapore branch),
Singapore Land Tower, 50 Raffles Place, #80-00 Singapore, 048623 which is regulated by the Monetary Authority of Singapore. RBS will act as Principal and not as Agent. RBS is exempt from licensing in respect of
all financial advisory services under the (Singapore) Financial Advisers Act 2001.

United States of America. This material is made available to U.S. persons by Greenwich Capital Markets, Inc., (‘RBS Greenwich Capital”), an affiliate of RBS and member of the NASD, only to Major U.S. institutional
investors as defined in Rule 15a-6 of the Securities Exchange Act 1934 and the interpretative guidance promulgated thereunder. Major U.S. institutional investors should contact RBS Greenwich Capital if they wish to
effect a transaction in any Securities mentioned herein.



