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Market View

European equities are trading higher this morning after the US Federal Reserve’s new communication strat-
egy showed that interest rates are likely to stay low until late 2014. Moreover, the FOMC assessment of the
economy left the door open for a possible third round of quantitative easing. Since assuming the role of Fed
Chairman, Ben Bernanke, has pushed for greater transparency in how the FOMC operates and communi-
cates with the public. Yesterday, was the culmination of these efforts as the Fed formalized its inflation tar-
get and released the FOMC interest rate projections including when each member expects the next rate rise
to occur and their projections on where interest rates will be at the end of each year out to 2014. As part of
its statement, the Fed also reworded its assessment of growth over the coming quarters, changing the lan-
guage from “moderate” to “modest”. It also kept the door open for a potential third round of quantitative
easing stating that it was prepared to move in that direction it thought the economy was faltering or inflation
was not moving towards target. On the whole, the statement was quite dovish and will raise hopes that the
Fed will embark on additional easing later in the year. Elsewhere, in a speech at Davos yesterday, Merkel
countered calls from the IMF and beyond for Germany to provide greater assistance in tackling the Euro-
zone crisis by announcing that the country won’t make promises that it can’t keep. In the Middle East, Iran
has announced intentions to pre-empt EU sanctions on oil imports which are scheduled to be in place by
July. Tehran wants to cut off imports to Europe as soon as possible, which could raise issues for Mediterra-
nean and China which rely heavily on imports from Iran. Economic data today are US focused with Durable
Goods, Chicago Fed Activity Index and Jobless Claims all released at 13:30 while US New Home Sales will
be released at 15:00. The major earnings release of the day is Caterpillar which reports before the market.
The heavy machinery maker’'s earnings and outlook will be seen as an important readthrough for global
industrial activity.

easydJet - Strong Q112

easyJet this morning reported a better than expected start to FY12 (year end September) in its Q1 IMS.
Total revenue grew 16.7% over the same period last year to £763m, well ahead of market expectations
(£725m) driven by a strong improvement in unit revenues, which were up 9.2% to £51.83 per seat. This
increase, coupled with “firm control of costs”, “tight capacity discipline” and “pricing actions” means that for
H112 management is now expecting to recover most of the $100m increase in its first half fuel bill. It is now,
therefore, guiding first half losses in the £140m to £160m range, which is well ahead of market expectations
of a loss of c£200m. As previously flagged in its monthly updates, the airline carried 8.1% more passengers
(up to 12.9m) over the period and increased its load factor by 0.9 percentage points to 87.6%. Unit costs (ex
-fuel) decreased by 1.6%, however this was impacted by snow disruption in the same period last year. Strip-
ping this out, unit costs increased by 2.5%, which is well within the company’s guidance of a 4% increase in
H112. This is a stronger than expected Q112 update from easyJet both in terms of top line growth and cost
controls, which should see continued momentum (up 34% over the past six months) in the stock price to-
day.



UK Banks : Risks remain!

Neutral rating

LBG - Previous close £0.31 Target £0.45
RBS - Previous close £0.27 Target £0.33
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BARC - Previous close £2.17 Target £2.50
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Since December 2011, UK Banking stocks under Dolmen’s
coverage have been in an upward trend buoyed by the
ECB’s launch of its Long Term Refinancing Operation
(LTRO), a slight softening in banking reform proposals and
better than expected earnings from US banks. While noting
the fact that near term risks have been alleviated, we re-
main neutral on the UK banking sector. In our view, the sec-
tor faces economic, credit and regulatory risks which could
weigh on its performance in the near term and for which
equity investors are not adequately compensated.

Credit risk: Still elevated

The introduction of the ECB’s LTRO in late 2011 was suc-
cessful in averting a systemic credit event in the European
banking system but significant underlying problems remain.
The additional liquidity, while positive, does not alleviate the
underlying macroeconomic issues in peripheral nations.
While UK banks have been successful in reducing their ex-
posure to sovereign peripheral debt, they also have signifi-
cant direct lending exposure, which they will find much
more difficult to extricate themselves from. Secondly, hav-
ing to rely on Central Bank funding, be it the Bank of Eng-
land (BOE) or ECB, is not a sustainable business model. As
can be seen from the Euribor - OIS 3 month spread, despite
rises in Bank share prices, stresses in the interbank lending
market have remained acute since August on heightened
fear of counterparty risk. An improvement in the interbank
market will be necessary for banks to wean themselves off
Central Bank liquidity and see a return to a properly func-
tioning banking system.

UK Economy — Weakness to pose challenges

The UK economy is forecast to post sub-par growth for the
next number of years while unemployment will also remain
high. This poses a number of challenges primarily for UK
focused banks such as Lloyds Banking Group (LBG) and
Royal Bank of Scotland (RBS) to grow earnings. Both con-
sumers and businesses are focused on deleveraging while
facing the further headwind of increased Government taxes.
In this environment it will become increasingly difficult to
drive loan growth. In addition, the dovish monetary policy
being pursued by the BOE has resulted in an exceptionally
low interest rate environment. With interest rates running at
only 0.50% it is likely to keep lenders Net Interest Margins
(NIMs) under pressure until rates begin to rise.

Bank share prices (rebased): Moving up but risks remain
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UK Banks: Risks Remain!
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Non Performing Loans — Likely to rise

Non-Performing Loans (NPLs) will provide challenges for
he UK banks in the year ahead. Both LBG and RBS have
high levels of NPLs, at 161% and 76% of TNAV, respec-
ively. The continued weakness in the economy could see a
re-provisioning of existing NPLs, which would have a signifi-
ant impact on pre-provision profits. In addition, given that
unemployment in the UK is forecast to rise from 8% to 8.7%
in 2012 the number of NPLs could also increase. Barclays
BARC) should weather the decrease in NPLs better than
its peers, however, due to the superior quality of its loan
book.

Regulation — How much capital?
Regulation will remain one of the primary risks to the UK
banking names in 2012 and beyond. The post Lehman’s
ra has seen an increase in regulatory requirements for the
banking system. The UK authorities are currently consider-
ing ‘super equivalence’ targets which could require Banks to
raise common equity by ¢.3% in excess of new and more
nerous Basel Ill requirements. This in turn is likely to result
in further capital conservation by UK banks and lower credit
provision which could delay the return of a properly func-
ioning banking system. Secondly, the recent Vickers (ICB)
report on banking reform aims to ensure retail arms ring-
ence capital sufficient to cover their own liabilities. This leg-
islation will have the greatest impact on universal banks.
BARC in particular has stated that the reforms proposed by
he ICB could cost the group £1-2bn/year. It is also feared
hat it could put its ROE target of 13% by 2013 under threat.

aluation - Paring back our targets
iven the inherent risks in the banking system outlined
bove, we are paring back our estimates for banks under
overage. We are reducing our share price target for LBG
rom 67p to 45p, which leaves the stock trading on P/TNAV
f 0.74x with the primary risk being increased provisioning
n elevated NPLs. RBS in the near term will, in our view, be
run in the interests of the State rather than the investor and
e are cutting our target from 46p to 33p putting the stock
n a P/TNAV of 0.56x. BARC, while in the strongest posi-
ion, will be heavily impacted by ring-fencing reforms being
pushed through by the British Government along with con-
inued weakness in capital markets revenues. We therefore
reduce our target price from £3.70 to £2.50 leaving BARC
rading on P/TNAV of 0.67x. While the valuations of the UK
banks look attractive, in our view investors are still not being
ompensated for the inherent risks in the banking system.

Non-Preforming Loans: At elevated levels
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Key statistics

2012E LBG | RBS | BARC
Revenue £20.4bn|£26.0bn| £30.4bn
EPS (GBP) 3.81 2.00 31.30
PITNAV 0.51 0.46 058
P/E 10.3x | 13.8x 6.9x
Dividend Yield 097% | 0.75% | 3.45%
EBA coretier1 |10.10%|1060% | 9.80%

State ownership

40% | 82% 0%

Source: Bloomb

erg, Dolmen estimates
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