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The Banking Monitor
Shock and Aw(ful): Bank equities imply poor ROEs,
not insolvent institutions

A poor start to the year, with cross-asset weakness driving anxiety

European banks are down 25% YTD, underperforming wider equity markets by 8-
14%, and with less differentiation amongst stocks than we would expect. Part of the
sell-off is driven by broader anxiety around falling high vyield, credit default swap and
bank additional tier 1 debt markets. Macro and liquidity concerns are front and centre
amongst the investors we have seen since our UK re-launch, leaving few, if any, willing
to commit additional capital to the space until the stocks begin to rally.

The base case, and a fall-back option for the ECB

The Eurobanks sector appears to be discounting a ~20% EPS downgrade. For markets-
related firms this kind of cut is easy to envisage given a deteriorating revenue outlook
and inflexible costs. For retail & commercial banks, a weaker NIM and energy-related
loan loss outlook is more manageable (energy loans are ~3% of exposures). If the AT1
market doesn’t reopen — unlikely, we think — then the capital gap to be made up by
retained equity or deleveraging is <10% of sector market cap. A controversial option
would be for the ECB to buy bank paper. As regulator it would know what it is buying.
Deutsche Bank's debt buyback projects confidence around its liquidity but reduces the
firm's ability to lend and grow. This is not an example we want the sector to follow.

Meanwhile, in the UK housing and loan markets, things are looking up

This note is also our first monthly covering trends in the UK housing and credit markets.
House prices are rising (7% YoY, 0.7% MoM), loans outstanding accelerating
(mortgages +3% YoY, corporates +1% YoY) and margins are stable in the most recent
data. RICS data, a good steer on near term trends, suggests a decent housing market
for 1Q16. The NIM outlook will be key for LBG in particular with FY15 results on 25
February, though we think that the share discounts a disappointing outlook.

Take the gap. Buy quality retail & commercial banks here

We expect our top picks to recover their lost market caps as fears around earnings
power and, for some banks, solvency, recedes. Low growth but reasonable underlying
profitability should see firms service their debt and pay good dividends. We have LBG
trading at 7.8x 2016E EPS and yielding 9.8% in the current year. LBG is our top pick,
with the forecast return of 55% of market cap in dividends to end 2020.

Figure 1: UK large bank valuations

P/E (x) DY

Price Est. Est.
PT(p)  Capital 16e DY Total 2016e  2017e  2018e  2016e  2017e

P) upside return
Barclays 157 215 37%  4.8% 42% 7.3 6.4 6.2 4.8% 5.1%
HSBC 440 520 18%  7.8% 26% 9.5 8.7 7.8 7.8% 7.8%
LBG 58 88 50%  9.8% 60% 7.8 7.6 7.3 9.8% 9.8%
RBS 240 340 42%  2.1% 44% 11.0 10.5 10.5 2.1%  12.5%
StanChart 429 510 19% 1.6% 20% 66.9 9.7 6.3 1.6% 3.2%

Source: UBS estimates
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Shock and Aw(ful) - Poor ROEs, not failures

Capital markets have had a poor start to 2016 with the FTSE 100, Eurostoxx 600
and S&P500 down 11%, 17% and 11% respectively. Eurobanks have fared worse,
down 25% YTD, with the UK names each falling over 20%. Europe's best bank
performers are down around 7% (Figure 2).

Figure 2: European banks down an average 25% YTD in local currency, with less differentiation than we'd expect
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Violent moves in the high yield and CDS markets have us back in a world in which
debt holders are asking equity analysts what the equity market is saying, just as we
are looking to them for guidance as to the drivers of the sharp shifts in their space.
Figure 3: US high yield spreads are back to 2012 levels... Figure 4: ...as are, almost, European bank defaults swaps
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Low valuations are about returns, not solvency

What it would take for equity market valuations to be justified? At a sector level,
the low forward P/B multiples we are seeing are more an indicator of poor
expected future returns than about solvency we think. If we assume that the
market will pay, say, 0.8x book for a 9% forecast ROE, then Figure 5 shows an
implied earnings downgrade for the sector of about 18%.

Figure 5: The market appears to be discounting a c.18% earnings downgrade

Implied return

PITNAV (2016¢) ROTE (2016e) ' ToVsionS/ O profi upgrade /
(%)

(downgrade)

Austria 0.80 10.8 30 (23%)
Benelux 0.85 11.6 16 (26%)
Germany 0.34 29 36 43%
Ireland 0.96 10.0 20 7%
Nordic 1.19 13.0 8 1%
Switzerland 0.83 10.3 9 (13%)
United Kingdom 0.72 8.9 22 (11%)
Europe 0.76 10.0 18 (18%)

Source: UBS estimates; Note: UBS bank research coverage presently limited to the above European markets

Given market conditions a downgrade of this magnitude is feasible for some
banks. Importantly, with turmoil in debt and capital markets almost no investors
met after our re-launch appear willing to commit more capital to the sector until
share prices at least stabilise (with several saying that prices must start rising first).
Supply of shares is meeting little active demand that we can see.

We expect the sector risk premium to fall, we believe best played via retail
and commercial banks like LBG and ING. We think low book multiples reflect
poor ROTEs in a banking market in which there is no lower bound to official
interest rates — hurting net interest margins — where loan growth is modest,
impairments around energy exposures lumpy and potentially large, but where debt
instruments will be serviced and capital built.

Commerzbank is a decent example of this, trading at 0.4x book value.
Results reported last week showed fully loaded common equity tier 1 at 12% and
tier 1 leverage at 4.5%. This puts the bank E3.3bn or 36% of market cap beyond
its current 10.25% SREP requirement. There are risks, and domestic buffer needs,
but the main explanation for the 0.4x historic book value at which the bank trades
is low prospective profitability, not questionable solvency, in our view.

Figure 6 shows the SREP numbers for the mainland European banks and UBS
target ratios for the balance.
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Figure 6: Current CET1 ratios vs fully-loaded SREP (if disclosed) or UBS targets

Gap to SREP or UBS target

Latest FL SREP UBSe min. % RWA €'bn % market cap
DBK 11.1% 12.3% (1.2%) (4.6) (22%)
cs 11.4% 13.0% (1.6%) (4.8) (20%)
BNPP 10.9% 11.5% (0.6%) (4.0) (8%)
ING Bank 11.6% 12.5% (0.9%) (2.9) (8%)
SAN 10.1% 10.5% (0.4%) (2.6) (5%)
Barclays 11.1% 11.1% 0.0% 0.0 0%
CASA 10.3% 10.3% 0.1% 0.2 1%
HSBC 11.8% 11.5% 0.3% 34 3%
ucaG 10.9% 10.8% 0.2% 0.7 4%
BBVA 10.3% 10.0% 0.3% 1.3 4%
LBG 13.7% 12.6% 1.1% 3.1 6%
CBK 12.0% 11.8% 0.3% 0.6 6%
SocGen 10.9% 10.3% 0.7% 23 10%
KBC 14.0% 10.8% 3.2% 2.8 14%
ABN 14.8% 12.5% 2.3% 2.6 16%
CABK 11.6% 9.5% 2.1% 3.0 21%
ISP 13.1% 9.5% 3.6% 9.9 25%
RBS 16.2% 12.0% 4.2% 13.4 38%
StanChart 13.6% 9.4% 4.2% 11.6 64%

Source: Company reporting, UBS estimates; Priced on 13 February 2016; Note: FL SREP is fully loaded

The core / non-core trade isn't working

The Commerzbank case suggests that investors have lost — if they ever
possessed it — confidence in valuing banks on the basis of core profitability.
We believe Commerzbank is clearly not being valued solely on the basis of its 8%
4Q15 Core Bank ROE. This is important for Barclays into its 1 March results
announcement. Low returns in the IB in the past and — given current conditions
and the need to prepare for ring-fencing — in the future too, require action.

But assigning a chunk more of the IB's £120bn in RWAs to non-core would see
consensus earnings fall further, in our view, putting forward group ROTEs under
pressure, justifying a lower valuation for the stock.

Figure 7: We are 11-13% below consensus for 2016e and 2017e despite being
more optimistic around cost reduction

Consensus comparisons 2015e 2016e
Core Bank UBSe Cons. % diff UBSe Cons. Use Cons. % diff
YoY YoY

Income net of claims 24,818 25,087 -1% 24,495 25,576 -1% 2% -4%
Impairments -1,964  -1,938 1%  -2,281 -2,132 16% 10% 7%
Operating profit 22,854 23,149 -1% 22,215 23,444 -3% 1% -5%
Expenses ex restructuring -14,463  -14,641 -1% -13,915 -14,151 -4% -3% -2%
Bank levy -520 -525 -1% -469 -460 -10% -12% 2%
Adjusted PBT 7871 7983 1% 7,831 8833 1%  11%

Source: UBS estimates

Better to get on with the task of cutting costs and reassigning capital on a
day to day basis rather than announcing another big-bang restructuring exercise,
we think. For investment banks in particular, significant action on costs will be
needed, a tough ask given sticky non-comp expenses and high fixed costs within
the comp base — only 5-10% of IB costs are in cash bonuses, the rest are fixed. We
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are 13% below consensus for 2016e Core Bank PBT - a larger restructuring
programme would see these earnings estimates fall further.

Figure 8: A 10% IB income miss for Barclays in 2016 would require 5% Core cost
cuts or 15% cuts within the IB: Too much in the near term

A miss in the IB requires a considerable effort on costs 2013 2014 2015e
Core Bank Revenues (£'bn) 25.9 24.7 24.8
IB revenues (£'bn) 8.9 7.6 7.6
IB as % of Core Bank income 34% 31% 31%
10% delta in 1B is % delta for group 3% 3% 3%
IB costs (£'bn) 6.2 5.5 5.3
Core Bank costs ex PCB, Barclaycard (£'bn) 8.7 7.8 7.7
Core Bank costs (ex levy) (£'bn) 15.9 14.5 14.4

Offsetting a 10% miss in IB revenues means a cut of x% of:

IB costs (£'bn) 14% 14% 15%
Core Bank costs ex PCB, Barclaycard (£'bn) 10% 10% 10%
Core Bank costs (ex levy) (£'bn) 6% 5% 5%

Source: Company data, UBS estimates

For some banks - particularly those involved in capital markets activities - a 20%
downgrade to earnings is not that big a stretch. For sure, as we showed in our
recent benchmarking exercise of 19 European bank strategic plans, current bank
results are much weaker than was assumed in the plans themselves. We retain a
preference for retail and commercial banks in Europe, like LBG and RBS in the UK
and ING and ABN Amro in Europe.

The AT1 market isn't dead. But if it were, it
wouldn't be the end of the world for bank equities

One of the reasons bank equities have been so weak this year, we think, is the
reintroduction of fears around the CDS market and the viability of the AT1 market.
Anecdotal evidence suggests that some holders of AT1 securities — which have sold
off amidst concerns around near term coupon payments and concerns that issuers
will not call these at the 5 year call dates — may be hedging their now less
tradeable investments by shorting equities or CDS.

Figure 9: CDS markets as hedge for a falling AT1 market?
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A debt market sell off is no good thing, clearly. Funds raised today would cost
more than just a short while ago. But here also the macroeconomic concerns we
are hearing from investors around required future AT1 issuance feel overdone to
us. Figure 10 provides current and target/required AT1 volumes for a number of
key banks. We express the remaining issuance as a proportion of market cap to
get a sense of how large an equity top up would need to be. We think the
numbers overall are manageable — and that in the event that this market
remained shut, that deleveraging rather than cap raises would result.

Figure 10: AT1 outstanding and issuance requirements

Bank Currency Issued % of Required/ % of Gap % of mcap
RWAs Targeted RWAs
Unicredit EURbn 1.8 0.5% 5.4 1.5% 3.6 19.3%
Sabadell EURbn - 0% 1.3 1.5% 1.3 16.2%
RBS GBPbn 2.0 0.8% 6.3 2.2% 43 16.0%
Caixabank EURbn - 0% 2.1 1.5% 2.1 14.1%
Bankia EURbn - 0% 1.2 1.5% 1.2 13.3%
Santander EURbn 43 0.7% 8.8 1.5% 45 8.8%
Barclays GBPbn 5.5 1.4% 1.8 2.0% 2.3 8.6%
Bankinter EURbn -- 0% 0.4 1.5% 0.4 7.4%
ING EURbn 2.1 0.7% 4.8 1.5% 2.7 7.1%
HSBC USbbn 6.2 0.8% 14.2 1.9% 8.0 6.4%
Deutsche EURbn 4.6 1.2% 5.8 1.5% 1.2 6.0%
StanChart USbbn 1.3 0.6% 2.4 1.8% 1.1 5.7%
BBVA EURbn 4.4 1.1% 6.0 1.5% 1.6 4.5%
ABN EURbn 1.0 0.9% 1.7 1.5% 0.7 4.2%
ISP EURbn 2.1 0.8% 3.0 1.5% 0.9 2.2%
Nordea EURbn 2.1 1.4% 2.1 1.5% 0.0 0.1%
Popular EURbn 1.2 1.6% 1.1 1.5% = =
CS CHFbn 14.2 4.9% 12.5 4.3% - -
Lloyds GBPbn 5.4 2.4% 5.0 2.2% -- -
KBC EURbn 1.4 1.6% 1.3 1.5% - -
SEB USDbn 1.1 1.6% 1.0 1.5% = =
Danske EURbn 1.5 1.5% 1.5 1.5% - -
Swedbank USDbn 0.6 1.6% 0.5 1.5% = =
SHB USbbn 1.2 2.1% 0.9 1.5% - -

Source: Company data, UBS estimates. Market cap as of 11 Feb 2016

Spain and Italy: we assume 1.5% of RWAs for required AT1 capital

Nordic and Benelux: we assume 1.5% of RWAs for required AT1 capital

UK: We assume 19% of Pillar 2 requirements met with AT1 capital

CS: Swiss capital metrics used (inc high trigger T2) — Eligible AT1 according to BIS metrics: CHF11.5bn
DBK: we expect that part of the capital gap to 4.5% Tier 1 leverage ratio may be met with AT1

Deleveraging? What other options?

No one wants more deleveraging (unless from investment banking, that is). But if
solvency concerns continue and sub- and senior-debt issues in the banking sector
prove problematic, what then?

The ECB should consider bank debt purchases in the market.

As unlikely as that sounds at first, it has logic on its side. After all, if the ECB, as
regulator to the systemically important Eurozone banks, is not well placed to
adjudicate as to the safety of banks it would be reinforcing, then who is? And if
the banks are not solvent - an argument against the ECB buying this paper - then
surely ECB-as-regulator should have precipitated capital strengthening for those
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under its charge. Does the ECB know as much about the corporates whose bonds
it is buying under its expanded marketable securities plan as it does about the
banks? Can Europe really afford to have the monetary transmission
mechanism impaired? It's not as though credit expansion was contributing a
great deal to growth before (Figure 11).

Figure 11: Poor credit growth is being blamed for lacklustre GDP expansion.
Can we really afford for it to be worse?

Austria France Germany Greece Ireland Italy

Mortgage ~ MoM 0.8% 0.4% 0.2% 0.0% 0.0% 0.1%
QoQ 1.6% -0.1% 0.9% -0.8% 0.7% 0.4%

YoY 4.3% 3.1% 3.5% -3.5% -1.2% 0.4%

OtherHH  MoM -0.7% 0.1% -0.1% -0.2% -1.3% -0.1%
QoQ -1.4% 0.8% -0.1% -0.4% -1.4% 0.2%

YoY -2.3% 1.4% 1.1% -1.7% -8.0% 3.4%

Corporate  MoM -0.4% 0.1% -0.5% 0.2% -1.8% -1.1%
QoQ -0.1% 1.2% 0.5% 0.0% -2.0% -1.0%

YoY 0.7% 3.1% 1.6% -6.2% -9.7% -1.4%

Source: Haver

Another ECB deposit rate cut - which we expect in March - will hurt bank margins
and perhaps underline fears that the toolkit for supporting growth (weakening the
Euro) has but one tool in it, and one damaging to banks at that. Reinforcing
investor fears that official rates will push ever more negative will force more
investors out of bank stocks. Most importantly, from a policy prescription
perspective, the poor market environment means that even lower returns on cash
are unlikely to see banks and other market players rush to buy riskier assets.

Events last week showed that Deutsche Bank believes the best use for
some of its liquidity is to reduce its funding base, proving that it has
excess. Ultimately, this reduces its capacity to lend or grow and is not a road
we want to encourage banks to travel. Not if we're keen on European economic
growth, that is.

Perhaps as was half-jokingly suggested the ECB should starting buying oil.
Better asset quality, higher prospective inflation and eventually higher interests
rates. Not a bad outcome, though not a likely one either.

Speaking of oil...

Cheaper energy is, in the longer term, an obviously good thing for the economy.
But, those hurt by the collapse in commodity prices react faster by cutting capex,
laying off staff and, in some cases, ceasing to operate. In the near term therefore,
a negative price shock will see increased loan losses for this sector, with the
potential for the odd negative surprise as to who is holding how much exposure.
Overall, though, with average exposure at around 3% of loans this is not a crucial
issue at a sector level (Figure 12).
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Figure 12: Energy-related lending exposure as a % of total, by bank (latest
reported). Average in sample comes to 3%
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Source: Company reports, UBS estimates

Within the UK, StanChart is most in the frame, mostly driven by its trade business.
When the bank reports results on 23 February, expect credit quality and the length
of this cycle's elevated charges to be the largest area of interest. Income
generation will naturally be a close second. We remain fairly cautious on the name.

Use the opportunity

Unless global recession and widespread deflation is really in our future, we expect
our top picks to recover their lost market caps as fears around earnings power
and, for some banks, solvency, recedes. Stable, if low, growth, and underlying
profitability should see firms service their debt and pay good dividends.

Clarity on capital requirements and the start of material returns to shareholders,
generated by capital generative UK retail and corporate banking businesses are the
basis for our enthusiasm for LBG and RBS. \We see cost cutting upside for these
too. In the current environment we think the market will remain sceptical as
to the sustainability of the HSBC dividend - where we assume a Nordic-like
payout ratio but without a Nordic-like capital ratio - and Barclays' ability to
improve returns in its investment bank. The figure below shows the forecast
dividend returns over the coming five years for the five large UK banks.
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Figure 13: More than half of market cap back in divs at LBG and RBS

Dividend declared

%
£m 2016e 2017e 2018e 2019e 2020e Total mcap

Barclays 1,259 1,342 1,510 1,678 2,181 7,971

HSBC 6,727 6,722 6,991 7,260 7,529 35,229

LBG 4,104 4,104 4,282 4,996 5,353 22,838

RBS 575 3,450 4,600 4,830 2,875 16,330

SCB 226 451 564 677 903 2,821

Total 12,890 16,069 17,947 19,441 18,840 85,188

Source: UBS estimates, priced on 13 February 2016

LBG and RBS are our top picks, trading on low multiples and on our
estimates due to return over half of market cap in dividends to end 2020.
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Meanwhile, in the UK housing market

This publication, the first in the series, reviews in brief current trends in the UK
housing and credit markets. Where helpful, this review will be preceded by
thematic or sector work such as that above. First, house prices. Values continued
to grow in 2016, rising 7% YoY and 0.7% MoM in January surveys currently

available (Figure 14).

Figure 14: The housing market continues to demonstrate stability and growth

Avg. value YoY QoQ MoM

Nov-15 Dec-15 Jan-16 Nov-15 Dec-15 Jan-16 Nov-15 Dec-15 Jan-16 | Nov-15  Dec-15 Jan-16
Halifax 204,830 208,943 212,430 8.9% 10.3% 10.4% 0.0% 3.0% 3.6% 0.0% 2.0% 1.7%
Nationwide 196,305 196,999 196,829 3.7% 4.5% 4.4% 0.5% 0.7% 0.0% -0.3% 0.4% -0.1%
Rightmove 292,572 289,452 290,963 6.2% 7.4% 6.5% 0.1% -1.8% -1.9% -1.3% -1.1% 0.5%
LSUAcadametrics 290,428 292,077 5.9% 6.6% 1.9% 1.9% 0.4% 0.6%
ONS 288,454 7.7% 1.1% 0.6%
Average 231,236 231,798 233,407 6.3% 1.4% 1.1% 0.2% 0.6% 0.6% -0.5% 0.4% 0.7%
Source: Halifax, Nationwide, LSL, ONS, Haver, UBS estimates. Note: Average uses a consistent sample (Halifax,
Nationwide, Rightmove)
Industry participants expect house price inflation of 4-5%, in line with their
estimates of sustainable HPI of 2.5 - 4% (Figure 15).
Figure 15: Industry participants expect house prices to keep growing
YoY % Jan-16 2016 2017 2018 2019 2020
History 7.1%
Savills 5.0% 3.0% 3.0% 2.5% 2.5%
RICS 6%
NAEA/ARLA 4.4% 4.4% 4.3% 4.1% 4.1%
Source: Savills, RICS, NAEA, UBS estimates
The important RICS' survey data has improved with a net 45% of surveyors
expecting house prices to continue rising over the next quarter. Liquidity in the
market has tightened to pre-MMR levels — measured by sales/stocks ratio — which
is supportive of house prices. The sales to stocks ratio shows that at current sales
volumes, properties currently advertised for sale would take a little under five
months to sell. Over the longer term, surveyor sentiment and supply measures
have correlated well with outcomes in house prices (Figure 16 and Figure 17).
! Royal Institute of Chartered Surveyors
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Figure 16: Surveyors expect house prices to rise in the Figure 17: ...while market liquidity remains tight

coming three months...

12% - 90 14%
10% L 75 12%
8% L 60 10%
6% v L 45 8%
6%
4% Y ’
4%
2% L 15
2%
0% 0
| 0%
2% Y
\ 2%
49 L _
4% vV 30 4%
6% L .45

)
Oct-10  Aug-11  Jun-12  Apr-13  Feb-14 Dec-14  Oct-15 6%

r 45%

- 42%

- 39%

- 36%

F33%

F 30%

F27%

24%

Apr-13

Oct-10  Aug-11  Jun-12
e Halifax HPI y/y RICS price expectations next 3m (RHS) Halifax HPI yiy
Source: LBG, RICS, UBS estimates Source: LBG, RICS, UBS estimates

We will be watching the sales to stocks measure closely, particularly in light of the
upcoming changes in stamp duty and interest deductibility for buy-to-let properties
(Figure 18). While near term we may see an increase in properties bought ahead of
the April increase in stamp duty, investors should also be alert for signs that
landlords are realising profits ahead of the start of the phase out of interest
deductibility in 2017. With only 4% of the 28m UK homes being sold a year, a
material shift in supply of properties for sale could clearly cause some volatility
(Figure 19).
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Figure 18: An uptick in supply of properties to market is Figure 19: UK property is an illiquid market: just 4% of

worth monitoring closely properties change hands each year
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We remain generally constructive on the outlook for UK house prices. If rates
remain how — an outcome the debt market is increasingly discounting — and new
build supply remains around historic levels we do not think a material sell-off is
likely. A plausible but low probability risk case in our view is that Sterling
weakens materially around an 'out' Brexit vote, causing high end property price
expectations to fall as international investors take fright. Sterling weakness here, if
any, would be driven by concerns around the financing of the UK's high current
account deficit (-4.3% over the last twelve months, worse than South Africa) and
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budget gap (-4.4% in 2015, weaker than all countries listed in the back of The
Economist this week other than Japan, Pakistan, Venezuela, Egypt and Saudi
Arabia).

Volumes are improving

Household credit was up 3% YoY and 0.3% MoM in December supported by
mortgages (+3.1%) and consumer credit (+7.2%). Corporate credit was up 1%
YoY. Deposit are growing faster than loans in both markets in percentage and in
f'm terms (Figure 20). The returns to deposit holders will continue to fall, we
think. Challenger banks are most at risk from rate hikes and should benefit from
falling liquidity costs.

Figure 20: Credit growing across the board, with deposits still expanding faster

Total Corporate  Household Total
£m Corporates Mortgages Cons. Credit Household Total Credit  deposits deposits Deposits
Dec 2015 368,900 1,109,904 119,807 1,260,759 1,629,659 413,780 1,278,729 1,692,509
Nov 2015 368,225 1,103,822 119,254 1,254,158 1,622,383 408,810 1,269,097 1,677,907
Dec 2014 372,577 1,074,614 114,708 1,221,242 1,593,819 375,359 1,229,671 1,605,030
YoY % 1.0% 3.1% 7.2% 3.3% 2.8% 10.4% 3.8% 5.4%
MoM% -0.3% 0.3% 0.4% 0.3% 0.2% 0.6% 0.8% 0.7%

Source: BoE, Haver, UBS estimates. Note: Based on M4 lending adjusted for sales/securitisations

Figure 21: System credit growth continues to improve Figure 22: Household credit growth breakdown
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The Council for Mortgage Lenders (and other industry forecasters) expect
mortgage market growth of 2.5%-3.0% for 2016 and beyond (Figure 23).
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Figure 23: Healthy growth expected in the mortgage market
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We expect 3-5% over the next ten years, driven by a 3% structural fall in interest
rates (Figure 24) and expectations for growing leverage to be applied to the £7
trillion UK property market. The basis for this forecast was laid out in our recent
sector note. A similar perspective was shared in a recent speech by Sir Jon Cunliffe
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@ YOY growth
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of the Bank of England, entitled "Credit: Can trees grow to the sky?".

2014

Figure 24: The UK mortgage market continued to grow through the cycle
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Figure 25: Mortgage market could triple on

steadily, supporting bank revenues
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Margins are the key market concern

For the UK bank domestic businesses, the outlook for net interest margin will be of
key importance within the upcoming results. This is most important for LBG,
though with the share below 60p we are not as sensitive as we were before. We
analysed the key drivers of the LBG NIM, including potential for material hedge
decay in 2017, in our recent detailed stock piece. 2016 looks fine to us — we have
net interest income flat and margins slightly lower — with 2017 the period of
higher risk, with additional work on costs required if spreads don't increase.

Most recent front book industry spread numbers are broadly stable (Figure 26,
Figure 27), as are those in the corporate market (Figure 28, Figure 29).

Figure 26: Mortgage front book spreads stabilising...
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Figure 28: Corporate loan spreads narrowed last month,
in a volatile series

re-leveraging of the housing stock — the market will continue to grow

Private rental Total
Unlevered Mortgaged Unlevered Mortgaged Unlevered
0 383 0 1,533 0
2,045 766 681 3,066 2,725
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Figure 27: ...while time deposits are selling off
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Figure 29: Corporate deposits — no obvious change
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Credit Conditions Survey summary - Q4 2015

Mortgage conditions have continued easing, with a higher net balance of
respondents expecting easing in Q1 too. Demand for remortgaging increased in
line with expectations, but demand overall is now expected to remain flat. Lenders
expressed particular optimism regarding house prices.

On the corporate side, conditions have remained unchanged, although a small
net balance of respondents expects easing in Q1, which would spur the current
recovery in corporate lending.

Figure 30: Mortgage credit availability (net %) Figure 31: Factors affecting mortgage availability (net %)
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Figure 32: Demand for loans for house purchase (net %) Figure 33: Demand for loans for remortgaging (net %)
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Figure 34: Overall corporate credit availability (net %) Figure 35: Factors affecting corp. credit supply (net %)
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Note: The CCS survey sends a questionnaire to UK lenders. The result is a weighted net percentage balance of positive responses e.g. net easing.
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Credit Conditions Survey - corporate credit breakdown

Looking at the breakdown of corporate credit, availability remained largely
unchanged across the board in Q4 (despite high expectations for small business
credit), with this expected to continue. Credit demand from small businesses fell,
while it increased for medium and large corporates. On average, lenders expect flat

demand from small businesses in Q1, and increased demand from medium and
especially large corporates.

Figure 36: Small business credit availability (net %)

Figure 37: Small business credit demand (net %)
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Note: Small business classified as <£1m annual turnover

Figure 38: Medium corporate credit availability (net %)

Source: Haver, Bank of England, UBS

Figure 39: Medium corporate credit demand (net %)
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Figure 40: Large corporate credit availability (net %) Figure 41: Large corporate credit demand (net %)
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Valuation Method and Risk Statement

UK banks are exposed to a wide range of risks, including credit and interest rate
risk, and exchange rate volatility. They are also regulated and in recent years,
regulatory changes have generally led to higher operating costs and capital
demands.

Price targets for Barclays, HSBC, LBG, RBS and Standard Chartered are derived by
applying fair P/E multiples to our forecast adjusted divisional profit for 2017. The
gap to an assumed 13% common equity tier 1 requirement is added to or
deducted from our fair value, before discounting using a 10-12% assumed cost of
equity.
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Information be used for any of the following purposes:

(i) valuation or accounting purposes;
(ii) to determine the amounts due or payable, the price or the value of any financial instrument or financial contract; or
(iii) to measure the performance of any financial instrument.

By receiving this document and the Information you will be deemed to represent and warrant to UBS that you will not use this document or any of the Information for
any of the above purposes or otherwise rely upon this document or any of the Information.

Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management. The analysis contained in this document is
based on numerous assumptions. Different assumptions could result in materially different results. The analyst(s) responsible for the preparation of this document may
interact with trading desk personnel, sales personnel and other parties for the purpose of gathering, applying and interpreting market information. UBS relies on
information barriers to control the flow of information contained in one or more areas within UBS into other areas, units, groups or affiliates of UBS. The compensation
of the analyst who prepared this document is determined exclusively by research management and senior management (not including investment banking). Analyst
compensation is not based on investment banking revenues; however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which
investment banking, sales and trading are a part.

For financial instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC) acts as a market maker or
liquidity provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity
provider is carried out in accordance with the definition given to it by the laws and regulations of any other EU jurisdictions, such information is separately disclosed in
this document. For financial instruments admitted to trading on a non-EU regulated market: UBS may act as a market maker save that where this activity is carried out in
the US in accordance with the definition given to it by the relevant laws and regulations, such activity will be specifically disclosed in this document. UBS may have issued
a warrant the value of which is based on one or more of the financial instruments referred to in the document. UBS and its affiliates and employees may have long or
short positions, trade as principal and buy and sell in instruments or derivatives identified herein; such transactions or positions may be inconsistent with the opinions
expressed in this document.

United Kingdom and the rest of Europe: Except as otherwise specified herein, this material is distributed by UBS Limited to persons who are eligible counterparties
or professional clients. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority.  France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France S.A. UBS Securities France S.A. is regulated by the ACPR
(Autorité de Controle Prudentiel et de Résolution) and the Autorité des Marchés Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this
document, the document is also deemed to have been prepared by UBS Securities France S.A. Germany: Prepared by UBS Limited and distributed by UBS Limited and
UBS Deutschland AG. UBS Deutschland AG is regulated by the Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin). Spain: Prepared by UBS Limited and distributed
by UBS Limited and UBS Securities Espana SV, SA. UBS Securities Espana SV, SA is regulated by the Comisién Nacional del Mercado de Valores (CNMV).  Turkey:
Distributed by UBS Limited. No information in this document is provided for the purpose of offering, marketing and sale by any means of any capital market instruments
and services in the Republic of Turkey. Therefore, this document may not be considered as an offer made or to be made to residents of the Republic of Turkey. UBS AG
is not licensed by the Turkish Capital Market Board under the provisions of the Capital Market Law (Law No. 6362). Accordingly, neither this document nor any other
offering material related to the instruments/services may be utilized in connection with providing any capital market services to persons within the Republic of Turkey
without the prior approval of the Capital Market Board. However, according to article 15 (d) (i) of the Decree No. 32, there is no restriction on the purchase or sale of
the securities abroad by residents of the Republic of Turkey. Poland: Distributed by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce regulated
by the Polish Financial Supervision Authority. Where an analyst of UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce has contributed to this
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document, the document is also deemed to have been prepared by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce. Russia: Prepared and
distributed by UBS Bank (O00). Switzerland: Distributed by UBS AG to persons who are institutional investors only. UBS AG is regulated by the Swiss Financial
Market Supervisory Authority (FINMA). Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS Italia Sim S.p.A. UBS Italia Sim S.p.A. is regulated by the
Bank of Italy and by the Commissione Nazionale per le Societa e la Borsa (CONSOB). Where an analyst of UBS Italia Sim S.p.A. has contributed to this document, the
document is also deemed to have been prepared by UBS ltalia Sim S.p.A.  South Africa: Distributed by UBS South Africa (Pty) Limited (Registration No.
1995/011140/07), an authorised user of the JSE and an authorised Financial Services Provider (FSP 7328). Israel: This material is distributed by UBS Limited. UBS
Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. UBS Securities
Israel Ltd is a licensed Investment Marketer that is supervised by the Israel Securities Authority (ISA). UBS Limited and its affiliates incorporated outside Israel are not
licensed under the Israeli Advisory Law. UBS Limited is not covered by insurance as required from a licensee under the Israeli Advisory Law. UBS may engage among
others in issuance of Financial Assets or in distribution of Financial Assets of other issuers for fees or other benefits. UBS Limited and its affiliates may prefer various
Financial Assets to which they have or may have Affiliation (as such term is defined under the Israeli Advisory Law). Nothing in this Material should be considered as
investment advice under the Israeli Advisory Law. This Material is being issued only to and/or is directed only at persons who are Eligible Clients within the meaning of
the Israeli Advisory Law, and this material must not be relied on or acted upon by any other persons. Saudi Arabia: This document has been issued by UBS AG (and/or
any of its subsidiaries, branches or affiliates), a public company limited by shares, incorporated in Switzerland with its registered offices at Aeschenvorstadt 1, CH-4051
Basel and Bahnhofstrasse 45, CH-8001 Zurich. This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi closed joint stock company
incorporated in the Kingdom of Saudi Arabia under commercial register number 1010257812 having its registered office at Tatweer Towers, P.O. Box 75724, Riyadh
11588, Kingdom of Saudi Arabia. UBS Saudi Arabia is authorized and regulated by the Capital Market Authority to conduct securities business under license number
08113-37. Dubai: The information distributed by UBS AG Dubai Branch is intended for Professional Clients only and is not for further distribution within the United
Arab Emirates.  United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of UBS AG; or by a group,
subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’ ) to major US institutional investors only. UBS Securities LLC or UBS
Financial Services Inc. accepts responsibility for the content of a document prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC or
UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be effected through UBS Securities LLC or UBS Financial
Services Inc., and not through a non-US affiliate. UBS Securities LLC is not acting as a municipal advisor to any municipal entity or obligated person within the meaning
of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule"), and the opinions or views contained herein are not intended to be, and do not constitute,
advice within the meaning of the Municipal Advisor Rule. Canada: Distributed by UBS Securities Canada Inc., a registered investment dealer in Canada and a Member-
Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business in Canada or is otherwise exempt from registration. ~Brazil:
Except as otherwise specified herein, this material is prepared by UBS Brasil CCTVM S.A. to persons who are eligible investors residing in Brazil, which are considered to
be: (i) financial institutions, (ii) insurance firms and investment capital companies, (iii) supplementary pension entities, (iv) entities that hold financial investments higher
than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi) securities portfolio managers and securities consultants duly
authorized by Comissao de Valores Mobiliarios (CVM), regarding their own investments, and (vii) social security systems created by the Federal Government, States, and
Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch. Singapore: Distributed by UBS Securities Pte. Ltd. [MCI
(P) 018/09/2015 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial adviser under the Singapore
Financial Advisers Act (Cap. 110); or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank
licensed under the Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the
analysis or document. The recipients of this document represent and warrant that they are accredited and institutional investors as defined in the Securities and Futures
Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted). Where this document has been prepared
by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document. Distributed by UBS AG, Tokyo Branch to
Professional Investors (except as otherwise permitted) in relation to foreign exchange and other banking businesses when relevant.  Australia: Clients of UBS AG:
Distributed by UBS AG (Holder of Australian Financial Services License No. 231087). Clients of UBS Securities Australia Ltd: Distributed by UBS Securities Australia Ltd
(Holder of Australian Financial Services License No. 231098). Clients of UBS Wealth Management Australia Ltd: Distributed by UBS Wealth Management Australia Ltd
(Holder of Australian Financial Services Licence No. 231127). This Document contains general information and/or general advice only and does not constitute personal
financial product advice. As such, the Information in this document has been prepared without taking into account any investor's objectives, financial situation or needs,
and investors should, before acting on the Information, consider the appropriateness of the Information, having regard to their objectives, financial situation and needs.
If the Information contained in this document relates to the acquisition, or potential acquisition of a particular financial product by a ‘Retail’ client as defined by section
761G of the Corporations Act 2001 where a Product Disclosure Statement would be required, the retail client should obtain and consider the Product Disclosure
Statement relating to the product before making any decision about whether to acquire the product. The UBS Securities Australia Limited Financial Services Guide is
available at: www.ubs.com/ecs-research-fsg. New Zealand: Distributed by UBS New Zealand Ltd. The information and recommendations in this publication are
provided for general information purposes only. To the extent that any such information or recommendations constitute financial advice, they do not take into account
any person’s particular financial situation or goals. We recommend that recipients seek advice specific to their circumstances from their financial advisor. Korea:
Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been edited or contributed to from time to time by affiliates of UBS Securities
Pte. Ltd., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.:
CMSL/A0063/2007). This material is intended for professional/institutional clients only and not for distribution to any retail clients. India: Prepared by UBS Securities
India Private Ltd. (Corporate Identity Number U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India)
400051. Phone: +912261556000. It provides brokerage services bearing SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment)
INF230951431, NSE (Currency Derivatives Segment) INE230951431, BSE (Capital Market Segment) INBO10951437; merchant banking services bearing SEBI Registration
Number: INM0O00010809 and Research Analyst services bearing SEBI Registration Number: INH000001204. UBS AG, its affiliates or subsidiaries may have debt holdings
or positions in the subject Indian company/companies. Within the past 12 months, UBS AG, its affiliates or subsidiaries may have received compensation for non-
investment banking securities-related services and/or non-securities services from the subject Indian company/companies. The subject company/companies may have
been a client/clients of UBS AG, its affiliates or subsidiaries during the 12 months preceding the date of distribution of the research report with respect to investment
banking and/or non-investment banking securities-related services and/or non-securities services. With regard to information on associates, please refer to the Annual
Report at: http://www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2016. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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