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Tourism is an important source of revenue to the economy...
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UK Travel Exports as a % of GDP %
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In the UK tourism receipts are worth around 1.4% of GDP

And domestic tourism means the proportion of jobs depending of tourism will be much higher
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...and nearly one tenth of Scottish employment depends upon Tourism

Tourism related Employment 2005-2006

2005 2006
Hotels 48,100 50,100
Camping sites 5,500 5,200
Restaurants 54,000 57,200
Bars 40,400 40,800
Activities of travel agencies etc 8,500 8,600
Library, archives, musuems etc 10,500 12,400
Sporting activities 29,000 29,400
Other recreational activities 13,500 14,500
Total tourism related 209,500 218,200
Scotland Total Employment 2,370,600
Tourism share (%) 9.2

Over 200,000 jobs are in sectors where tourism will be an important source of demand
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But visits to the UK slowed in 2007...

UK Overseas Visits
percentage change on a year earlier40
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Overseas visits to the UK slowed in 2007, from around growth rates of up to 10.0% over the last five

years to a fall in visits between December 2006 and December 2007
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..and the trend is similar in Scotland

Visit growth

percentage change on a year earlier
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Overseas visit growth exceeded 20% a year at some points over the last five years

But they have declined since. There were around 1.1 million visits in the key summer quarter, broadly
unchanged from the same quarter in 2006
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The US and Europe are key markets...

Overseas Visits: Trips
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The US makes up nearly a fifth of all overseas visits to Scotland
But European markets are also important, with 18% of trips coming from Germany and France
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...although 'emerging’ markets are small they are increasing in importance

Emerging markets : Trips

The top ten destinations make up nearly 2.0 million trips

m Poland
W Czech
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The most important emerging market looks to be Poland with 85,000 trips in 2006. But that could change
as the growth in Russia, India and China mean tourism from these sources is likely to increase in the

medium term
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But the visits from the US suffered in 2007

Change in overseas visits between Q1-Q3
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Visits to Scotland from the US were down 83,000 in between the first and third quarter in 2007 and the
same period in 2006. By contrast visits from Europe were up

Visits from North America to the UK as a whole were down 6% in 2007
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And as a consequence UK earnings earned from overseas visits are also suffering...

UK Overseas Earnings

percentage change on a year earligr35
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Earnings growth averaged 3.5% over the last five years
In the second half of 2007 earnings were 1.0% lower than 2006H2
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..as they are in Scotland
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Visit Spending growth

percentage change on a year earlier
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Earnings growth from foreign visits to Scotland was down 2.4% in the year to 2007 Q3
The slower growth looks to be from holidays and visits to families, though the data are volatile
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US takes a greater share of spending...

Overseas Visits: Spending
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In spending terms the US market is even more important, as trip lengths are longer
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..as the spend per trip is much higher
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Overseas Visits: Spending per Trip
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But domestic tourism is more important than foreign visits...

Scottish Tourism: Visits million
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In 2006 domestic tourism visits to Scotland were 13.3 million compared to 2.7million overseas visits
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..which is still true on the basis of total spending

Scottish Tourism: Spend £ million
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Overseas visitors stay longer and therefore spend more
The gap appears to be narrowing between domestic and overseas earnings, although is still significant
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Domestic tourism is largely split between Scotland and England...

Scottish domestic tourism: trips

2006 (million)
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On a trip basis, Scotland and England are tied in generating domestic tourism
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..but longer stays mean English visits are higher earners
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Scottish domestic tourism: Spend
2006 (million)
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The average Scottish stay is around 3.0 nights. The English stay averages 4.1 nights
Spend per night is also £20 higher for English visitors
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The fall in visits and spending has impacted on output...

Scottish GDP

percentage change on year8 0
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Output in the hotels and catering sector, which will be strongly linked to tourism demand, shows output

falling by over 4.0% in 2007 Q3
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...which has also resulted in lower employment
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Scottish Employment

percentage change on year
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Employment in the hotels and catering sector has been declining somewhat, although shows some signs

of stability in the most recent time period
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The outlook: demand
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The Outlook

Tourism demand will largely be driven by:

Demand in key markets: the UK, Europe and US

— Disposable income

—  Consumer spending

— Key exchange rates

— Travel costs

Structural factors

—  Transport networks

— Environmental trends

21

¥ n

abCapital

livision of National Australia Bank Limited



Spending on tourism is more cyclical than overall consumer spending

Consumer spending

percenatage change on a year earlier
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Tourism spending is essentially a luxury, so it tends to vary and be more cyclical than overall spending

This means any changes to the economic outlook are likely to be felt disproportionately in the sector

22
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Will the UK experience a recession?

It depends on how you define that term.....

23

The technical definition of recession involves two consecutive quarters of a decline in
real GDP or a single quarter in which real GDP fall s relative to the same quarter a
year ago.

This looks unlikely at the moment, although the fall in consumer spending in December
does raise the spectre that growth output could fall in Q1.

The US National Bureau of Economic Research defines a recession as ‘a significant
decline in economic activity spread across the econ omy, lasting more than a few
months, normally visible in real GDP, real income, employment, industrial production
and wholesale-retail sales.’

This looks more likely, not least because we are currently forecasting two years of below
trend growth in the UK. Note that in this ‘growth recession’ we would expect unemployment
rates to increase and spending to be restrained, but some sectors of the economy will still
experience reasonable growth.
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Technical recessions are rare: the last two were 1979-82 and 1990-1992

UK downturns

GDP grow th on a quarter ago
- 1.5

\ A A

- 1.0

June 1990

December 1979

- 0.5

- 0.0

- -0.5

- -1.0

- -1.5

-2.0

0o 1 2 3 4 5 6 7 8 9 10 11 12 13

Number of quarters of slow dow n

Last seen from September 1990.

Output losses are typically significant and it can take several years for growth to return back towards
trend. But, with plenty of spare capacity in the economy, growth typically accelerates strongly.
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The recent past has seen several periods of below-trend growth

UK downturns

GDP grow th on a quarter ago
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Which is what we now expect from the first quarter of 2007.
We expect that the slowdown will be lower than seen in 2001 or 2004.

However, the scale of slowdown will be less sharp even if a lot longer (especially compared with 2004).
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We see two years of below trend UK growth

26

Contributions to annual UK GDP
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Which would mark the weakest economic
performance since Labour came to power
in 1997.

The risks look to be a tilted to the
downside at the moment as the credit
crunch feeds through.

Rising borrowing costs could weaken
business investment, while households
could be hit by rising mortgage rates and
wealth will be affected by falling or
stagnant asset prices.

This suggests that our forecast needs to
be lowered. We currently look for growth
of 1.75%, which would be the weakest
since 1992. Our worst-case outturn is
currently for growth of 1.5%.

Growth in 2009 only picks up slowly, with
consumption still contributing very weakly
compared with the past. We look for
growth of 2.2%.
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Consumers will find it hard to get finance

Availability of secured credit to Availability of unsecured credit to
households % balance Lo seholds % balance
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The BoE credit conditions survey shows that banks are restricting credit to UK households.

The reduction in interbank spreads could lead some to increase lending in Q1, but most seem to be
tightening credit availability as they rebuild their balance sheets.

The Council of Mortgage lenders look for mortgage lending this year to slow to £90 billion from £120
billion in 2007. However, around £30 billion needs to be financed from wholesale markets and those

funds could prove difficult to raise. R
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The housing market is slowing...

UK House prices

Index % change year on year
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The RICS survey, which we believe leads the Nationwide index by around 5-6 months fell to -54.7% in
January, its weakest level since November 1992 when the housing market slowed.

That points to annual house price inflation in spring 2008 close to zero, so it is hardly surprising that
market participants are now looking for house prices to remain flat over the year as a whole.

Stagnant house prices will curtail consumption.
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But a soft landing is still on the cards
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UK property transactions and mortgage
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The yield curve is inverted, which should feed through into lower lending volumes.

Mortgage approvals are falling, which could be an indicator of easing demand, but we are not seeing
anywhere near the magnitude of slowdown as in the US.

Note that approvals are slowing more sharply than transactions, which is consistent with the slowdown
reflecting present difficulties in getting credit. o
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The Scottish housing market looks well placed...
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DCLG House Prices

Percentage change on a year ago
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London and the South East are driving the housing market for now, the regional convergence seen
over recent years is over.

The Scottish housing market remains solid, helped in part by low valuations. We expect Scotland to
outperform the UK average this year (as it did in 2007).
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...which reflects much lower valuations
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...especially if you use average incomes

All dwellings . . . First time buyers . . .
, : House price value to income ratios . : House price value to income ratios
(using UK average income data) 6 (using UK average income data) 6
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Scottish valuation measures are even cheaper once you adjust for UK average incomes.
That will continue to generate demand for property from external sources.
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Consumer spending growth looks like being sharply lower in 2008

UK: GDP and Consumer spending forecasts

percenatage change on a year earlier7

Forecast

Consumer spending

1996 1998 2000 2002 2004 2006 2008
source: nabCapital

We forecast UK consumer spending to slow sharply in 2008, before making something of a rebound in

2009

The implication is that domestic tourism demand may be under considerable pressure this year, before

some gradual recovery in 2009

33
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Consumer debt largely concentrated in the Southern and Eastern regions

34

Household debt-income ratios
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The concentration of consumer debt in the Southern UK regions suggests the slowdown in consumer
spending is likely to be more severe in the South of England

Given the importance of these English regions to Scottish tourism this further suggests a downturn in

earnings this year . =
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Domestic Scottish growth is also slowing
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Activity in Scotland looks to have slowed in the fourth quarter, raising questions as to the strength of
the economy at the start of this year.
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Summary: UK tourism demand

36

UK growth is set to slow, as a weaker
housing market and tighter credit
conditions hits consumer spending.

The geographic concentration of the
house price slowdown and the location of
consumer debt suggests the slowdown
will be felt in the Southern regions by
more than elsewhere

That tends to imply demand from these
regions for tourism will suffer this year

Scotland continues to post below
average growth over the medium term as
private sector services see only modest
growth

But domestic demand looks likely to
remain above that in the UK, partly
helped by stronger house prices and
wealth effects.

So demand for Scottish tourism from
Scottish residents may hold up relatively
better than from the rest of UK

GDP growth (percent)

Scotland UK
2006 2.7% 2.9%
2007 2.0% 3Y2%
2008 1% 1%
2009 1% 2Y:%
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Global growth has been very strong in the recent era...

World GDP growth

Annual percentage change
-6

Average 1980-2005

1980 1984 1988 1992 1996 2000 2004 2008
Source: IMF WEO

From 2004 onwards, global growth picked-up well above its long run average of 3.5% to rates around
5%, its strongest performance since the 1980s.

Although the IMF have revised down the growth prospects for the United States, eurozone and Japan in
light of the global credit crunch, global growth is still expected to remain above its long-run average,
which will continue to put upward pressure on commaodities prices.
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Credit risk remains an issue

Three-month credit spread
Per cent

United States 2.5
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eurozone
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Source: Bloomberg
The spread between interbank (libor) rates and the risk-free rate (treasury bill) gives an indication of the

market’'s perception of credit risk.

Spreads in the United States remain significantly higher than elsewhere, which looks to reflect fears that
US banks still have more credit write-downs to go. The more recent spike is likely to reflect fears over
monoline insurers.

The BoE operation looks to have been very successful in lowering credit spreads.
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The slump in the US housing market looks set to last...

US housing market indicators
Three-month moving average annualised rate;

Thousands
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Source: Bloomberg

The decline in the US housing market looks set to depress residential investment and housing market
sales for some time to come

In turn that implies slower US growth, disposable income and consumer spending
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Surveys now show clear signs of a slowdown...

Manufacturing Activity Surveys Non-Manufacturing Activity Surveys
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Survey data from G7 economies confirm gently slowing growth.
More ominously, the slowdown looks co-ordinated, which would be the first time since 2001.

US manufacturing output is already contracting and service sector companies globally look like
following.
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. the outlook in the US is for a sharp contraction in consumer spending

US: GDP and Consumer spending forecasts

percenatage change on a year earlier6

Forecast
Consumer spending S

GDP

[ I I I I I I I I I I I I I O
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source: OECD

The US may just escape a technical recession this year, but output is likely to slow sharply
Slower spending is likely to impact on tourism demand
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The picture in the eurozone looks more favourable...

Eurozone: GDP and Consumer spending forecasts

percenatage change on a year earlier5

Forecast

Consumer spending

1996 1998 2000 2002 2004 2006 2008
source: OECD

Eurozone consumer spending is likely to moderate over the next few years but the economy looks set

to escape the degree of slowdown seen in the US

43
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Sharp US slowdown, so global growth now driven by India and China

44

Annual average
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Source: NAB Economics

At the global level strong growth in China and India provides the major offset to US misery. Two years of
below trend growth suggest that the US could endure a ‘growth recession’.

Can Scottish tourism take advantage of these sources of growth?

Emerging European markets may also do better than the advanced economies.
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Global outlook: World can sustain US slowdown but not a US recession

Industrialised Countries and Emerging Asia survived the US slowdowns in 1986 and 1995

On average, during the five recessions in modern times, US GDP fell 3.8%.

The world economy was unable to withstand this degree of slowdown in the US.

JnabCapital
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Rate cuts won't alleviate the pain until 2009

Central bank policy rates Per cent
-8

UK base rate

Fed funds rate

ECBrepo rate

1995 1997 1999 2001 2003 2005 2007

Source: Bloomberg

The Fed has acted to offset the worst of the credit crunch by aggressively cutting rates. With the
financial sector crisis worse there than elsewhere, the Fed will remain the most active.

The ECB has now moved to a neutral bias and will cut later this year.
The MPC have cut by 50bps so far and have further to go.

JnabCapital
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But tourism demand will also depend on sterling...

Exchange Rate Indices
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United States
- 120
- 110
100

- 90

eurozone - 80

United Kingdom

70

1995 1997 1999 2001 2003 2005 2007

Source: Bloomberg

Sterling has fallen by some 10% since its recent peak in September.

That price effect will help offset the slower demand coming through in key overseas markets. It may also

encourage UK tourists to holiday at home.

47
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Both the euro and sterling look set to fall against the dollar

Sterling-dollar exchange rate
J J usbper£1 EUro-dollar exchange rate

January - 2.2 USD p?r f]é
Consensu L 21 January
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1.7 11
- 1.6
-1
- 1.5
1.4 - 0.9
‘ ‘ : : 1.3 ‘ ‘ ‘ : ‘ 0.8
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We forecast sterling to depreciate by a further 9% over the next two years, a similar figure to the
projected fall in euro-dollar

That will make trips to Europe start to seem cheaper for US citizens, but the relative cheapness between
the UK and the eurozone might not change much

Domestically, sterling deprecation may keep some holiday makers at home
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US example points to years of adjustment

UK and US effective exchange rates
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So far movements in the effective exchange rate have matched the path followed by the US dollar after it

started to depreciate in 2002.

Sterling has fallen by some 10 per cent. To match movements in the US would require a total move of

around 35% so further falls look possible.
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Summary: overseas demand for tourism

50

Growth in the advanced economies is likely to slow this year, and
probably remain below trend in 2009

The US market is likely to be most impacted, given it is the source of the
sub-prime crisis and credit crunch

The European market is likely to hold up better, though some moderation
iIn consumer spending looks likely this year

And the emerging markets are likely to fair comparatively better, with
smaller slowdowns in China, India and also Eastern Europe

The risks are on the downside, with the possibility of a longer and more
pronounced recession in the US

But sterling’s depreciation offers the possibility of some cushioning to
tourist demand from slower global growth
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Conclusions: Issues and risks
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Conclusion: Issues and risks

Key questions for Scottish tourism:
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Can Scottish tourism continue to attract a US consumer
that is more reluctant to spend?

Can tourism exploit the fact the other markets outside
the traditional advanced economies are likely to do
better?

Can tourism make good use of the depreciation of
sterling that has occurred to attract new custom?

Global and domestic demand could we weaker over the
next few years. How to cope?
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Conclusion: Issues and risks

Transport

Links need to continue to be upgraded and improved: both business
and holiday tourism stand to benefit from better airport links

Costs are rising, in part reflecting oil prices

Environmental factors pose opportunities (diversion of domestic
demand for European city breaks as air fares rise) and threats
(higher road pricing, especially in the South of England)

Investment
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The credit crunch will make both the price for investment higher and
the availability of credit tighter

Securing good rates may require concentration on diversification
and hedging of risks

Other costs (material, construction labour costs) looks set to stay

high .
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Structural issues and risks: Transport snapshot
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Airports remain underwhelming, but moving in the right direction.

Source: ‘The Eddington Transport Study’ Chapter 2.2, page 77

Scotland has five airports. Compared with Europe, performance is middling.

Current strategy is to complete domestic connectivity from Glasgow and Edinburgh, which requires a
runway extension at Edinburgh (2015) or Glasgow (2025-30).

Develop a network of direct scheduled services to all key European business cities.

Maintain and develop long hauled scheduled connections to Canada, US Cities and one or two Middle
East/ South East Asian destinations.
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Conclusion: Issues and risks

Transport

Links need to continue to be upgraded and improved: both business
and holiday tourism stand to benefit from better airport links

Costs are rising, in part reflecting oil prices

Environmental factors poses opportunities (diversion of domestic
demand for European city breaks as air fares rises) and threats
(higher road pricing, especially in the South of England)

Investment
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The credit crunch will make both the price for investment higher and
the availability of credit tighter

Securing good rates may require concentration on diversification
and hedging of risks

Other costs (material, construction labour costs) looks set to stay
high



Conclusion: Issues and risks

Medium term

— In the medium term the outlook for global tourism is
rosy, underpinned by new tourism from emerging
markets and rising disposable income

— Increasingly the more mature markets are likely to be
driven by quality, but the demand from emerging
markets may remain price sensitive for some time

— The demographic trends facing advanced economies
will also be important, with a higher proportion of older
citizens with high disposable income. That poses
Important questions on the tourist offering going forward
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Disclaimer
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IMPORTANT NOTICE: So far as the law and the Financial Services Authority Rules allow, National Australia Bank Ltd ("the Bank") disclaims any
warranty or representation as to the accuracy or reliability of the information and statements in this Document. The Bank will not be liable (whether in
negligence or otherwise) for any loss or damage suffered from relying on this Document. This Document does not purport to contain all relevant
information. Recipients should not rely on its contents but should make their own assessment and seek professional advice relevant to their
circumstances. The Bank may have proprietary positions in the products described in this Document. This Document is for information purposes
only, is not intended as an offer or solicitation, nor is it the intention of the Bank to create legal relations on the basis of the information contained in it.
No part of this Document may be reproduced without the prior permission of the Bank. This Document is intended for Investment Professionals (as
such term is defined in The Financial Services and Markets Act 2000 (Financial Promotion) Order 2001) and should not be passed to any other
person who would be defined as a private customer by the rules of the Financial Services Authority ("FSA") in the UK, or to any person who may not
have experience of such matters. Issued by National Australia Bank Limited A.B.N. 12 004 044 937, 88 Wood Street, London EC2V 7QQ. Registered
in England BR1924. Head Office: 500 Bourke Street, Melbourne, Victoria. Incorporated with limited liability in the State of Victoria, Australia.
Authorised and regulated by the Financial Services Authority in the UK.



