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Not normal: UK base rate @ 0.5% is currently at one quarter of
the previous 315-year low opf 2%, or 5σ below log normal

Source: Bank of England
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UK GDP is already 15% below pre-crisis trend after the first 4 years.

Bank loan contraction force s
the savings rate up, not down
keeping consumption growth
in the doldrums.
QED: fiscal austerity = slower
growth

Source: Bank of England
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The first £200bn of UK QE was required just to negate the
shrinkage of bank lending up to the end of 2011
“We aim to buy mainly from
non-bank private financial
institutions, not from banks,
as is sometimes erroneously
claimed.”
Charlie Bean, 21st Feb 2012
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After more than 3 years and $6trn of deficit and QE stimulus (≈ 40% of GDP) US
nominal personal disposable income is already approx. $2trn or 15% below trend
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Bank lending only contracts after a financial crisis requiring bank
B/S repair; in which cases it always does

During the recession —
from December 2007 to
June 2009 — household
income fell 3.2 percent.
Between June 2009, when
the recession officially
ended, and June 2011,
inflation-adjusted median
household income fell
another 6.7 percent, to
$49,909.

Source: Census Bureau data
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Saving = converse of borrowing. If bank lending contracts, the
savings rate must rise; so GDP depends on govt. deficit spending

Caveat:
Public and private sectors can’t
both run a surplus.
As long as the banks are
contracting private sector
lending, the private sector will
be running a surplus.
The external sector apart, if the
public sector doesn’t run a
deficit, nominal incomes must
therefore deflate.
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From June 2004, Basel II allowed banks to risk-weight their own assets.
RWA dropped from 53% of total assets to 33% in 4 years
“If you only look at the
riskiness of the assets,
you are ignoring the fact
that you can be wrong
about the riskiness of the
assets.”
Lloyd Blankfein,
Chairman & CEO, Goldman
Sachs

Source: Independent Commission on Banking
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Basel II propelled Eurosystem bank assets (incl. derivatives) to
3X total US commercial bank assets (figs. in US$trn)
“$379bn in CDS represents
derivatives written for
financial institutions,
principally in Europe, for
the purpose of providing
them with regulatory
capital relief rather than
risk mitigation.”
AIG 2007 Annual Report
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Basel’s distorted incentives: US banks’ RWA/total assets = 53% (like UK banks
pre June 2004) whilst many European banks’ RWA/TA ratios are still < 30%

The math: if European
banks can’t raise
€114.5bn of capital, a 9%
K/A ratio requires
shedding €1.27trn of
RWA, which = €3.8trn of
actual assets

Source: Bank of England
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RWA-based capital requirements led to regulatory arbitrage, extreme
leverage and dangerously thin capital buffers

Liquidity risk can never be
completely distinguished from
solvency risk at a point of stress.”
Paul Fisher, BoE Executive Director,
Markets, Sept 2010

Source: Companies’ regulatory filings, Westhouse Securities
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Contagion: non-core (foreign) assets are less profitable with higher
variance, and so get shed faster; 3X faster in the case of UK banks to date

Source: Bank of England
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US cumulative bank losses now = $833bn vs. starting capital of $560bn. But
remaining est. losses of ≈ $500bn are now approx. half current capital
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US banks are more than 3X further advanced on loan loss realisation than
continental European banks, which are paralysed by a shortage of capital
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5 more years: Euro Area bank balance sheet repair has only now just
begun – with negative implications for lending, money supply and GDP
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4-Speed Europe: an un-restructured periphery, repaying debt under punitive rates,
is condemned to extended depression – and QE will only make things worse
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Endgame
“After a bad opening, there is hope for the middle game. After a bad middle game,
there is hope for the endgame. But once you are in the endgame, the moment of
truth has arrived.”
- Edmar J. Mednis (Chess Grandmaster)
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Disclaimer
This presentation was prepared exclusively for the benefit and internal use of the Westhouse Securities Limited (Westhouse) client or potential client to whom it is directly addressed and delivered (including such client’s
subsidiaries of the Company) and where the circumstances dictate to assist the Company in evaluating, on a preliminary basis, the feasibility of a possible transaction or transactions and does not carry any right of publication
or disclosure, in whole or in part, to any other party. This presentation is for discussion purposes only and is incomplete without reference to, and should be viewed solely in conjunction with, the oral briefing provided by
Westhouse. Neither this presentation nor any of its contents may be disclosed or used for any other purpose without the prior written consent of Westhouse.
Where the circumstances dictate, the information in this presentation is based upon any management forecasts supplied to us and reflects prevailing conditions and our views as of this date, all of which are accordingly
subject to change. Westhouse’s opinions and estimates constitute Westhouse’s judgement and should be regarded as indicative, preliminary and for illustrative purposes only. In preparing this presentation, we have relied
upon and assumed, without independent verification, the accuracy and completeness of all the information available from public sources or which was provided to us by or on behalf of the Company or which was otherwise
reviewed by us. Westhouse makes no representations as to the actual value which may be received in connection with a transaction nor the legal, tax or accounting effects of consummating a transaction. Unless expressly
contemplated hereby, the information in this presentation does not take into account the effects of a possible transaction or transactions involving an actual or potential change of control, which may have significant
valuation and other effects.
This document is not for distribution into any jurisdiction where its distribution would be unlawful, and in particular not for distribution in or into the United States or to any national, resident or citizen of the United States
where such distribution would be unlawful. The distribution of this document in other jurisdictions may be restricted by law and therefore persons into whose possession this document comes should inform themselves
about and observe any such restriction. Any failure to comply with these restrictions may constitute a violation of the securities laws of any such jurisdiction.
Westhouse’s policies prohibit employees from offering, directly or indirectly, a favourable research rating or specific price target, or offering to change a rating or price target, to a subject company as a consideration or
inducement for the receipt of business or for compensation. Westhouse also prohibits its research analysts from being compensated for involvement in investment banking transactions except to the extent that such
participation is intended to benefit investors.
This presentation does not constitute a commitment by Westhouse or its affiliates to underwrite, subscribe for or place any securities or to extend or arrange credit to provide any
other services.

Westhouse Securities Limited is a member of the London Stock Exchange and is authorised and regulated by the Financial Services Authority
Registered in England and Wales, Registered Office 12th Floor, One Angel Court, London EC2R 7HJ
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