Portfolio Advisory Group

31st July, 2012

Update on Canadian Banks

Summary
With European banks and sovereigns in the spotlight again, investors have been wondering about
Canadian bank exposures to this troubled region.
The issues plaguing Europe could be with us for some time, creating the potential for financial market
dislocations, elevated counter-party risks, and global bank funding concerns. The most recent bout of
risk aversion has contributed to a 10% decline in the S&P/TSX Bank Index from its recent high in March
of this year. A stabilization of macro economic conditions and the debt crisis in Europe could lead
Canadian banks to be re-rated to higher price-to-earnings multiples. Historically, the banks have traded
in the 11-13x P/E range, while the current average is under 10x on 2013 earnings.
In a recessionary scenario for Canada, earnings estimates could fall 10%-15%. Even within the context
of this kind of decline, the earnings multiples paid at current prices would be modest when compared to
historical averages.

Europe
The graph below compares GIIPS (Greece, Ireland, Italy, Portugal and Spain) exposures and total European
exposures to Tier 1 common equity levels for the Big Six Canadian banks.
Canadian Bank Exposures to Europe

































Source: RBC Wealth Management, RBC Capital Markets and Company Reports
Notes:
1. Royal Bank, TD and Bank of Montreal figures are net exposures
2. Bank of Nova Scotia figures are total undrawn commitments
3. CIBC figures are total unfunded exposures

Direct exposures to the GIIPS nations are small relative to the capital bases of Canada’s major banks. However,
exposures to Europe more broadly stand out for Royal Bank and TD. Risk also lies in knock-on effects that could
take the form of (i) multiple compression in sympathy with global financial stocks, (ii) counterparty exposures
given the inter-connectivity between global banks (liquidity/funding crisis as seen post Lehman Bros 2008),
(iii) weaker capital markets and wealth management operations given the impact of challenging equity market
conditions on these businesses, and (iv) implications for global economic growth and its repercussions for
Canada.
Earnings Outlook
Earnings forecasts for the Canadian banks continue to show mid-to-high single-digit growth rates from 2011
through 2013. With banks touching all sectors of the economy, it is important to consider these forecasts in the
context of Canada’s economic outlook. RBC Economics’ real GDP growth rate forecasts are 2.6% in both 2012
and 2013. Growth is decelerating for the Canadian banks following a decade-long trend of strong mortgage
growth. In addition to moderating loan growth, the improving credit conditions seen in 2010 and 2011 no longer
provide a tailwind to earnings, having largely stabilized in these prior years.
Canadian Bank Earnings Forecasts







































Source: RBC Wealth Management, RBC Capital Markets
Note:
1. Percentages are the implied 2011-2013 compounded annual growth rates.
2. We are restricted on providing forward-looking numbers on Royal Bank.







In the short-term, third-quarter results are likely to be weak given lower equity markets, which typically lead to
lower trading revenues, investment banking fees, and lower fees in wealth management. A moderating economic
outlook may also lead to modestly slower loan growth.
Valuation
Price-to-earnings multiples for the Canadian banks are attractive relative to the historical, forward-looking
averages. Compression of these multiples is in part related to concerns over the debt crisis in Europe and
challenging global economic conditions. Lower multiples also reflect a moderation in consumer loan growth
given the expected slowing of Canada’s housing market, which has seen house prices roughly double over the
last decade, while Canadian consumer credit has risen to 150% from 110% of disposable income.
Canadian banks are trading at an average 2013 P/E multiple of 9.6x, ranging from 9.0x (CIBC) to 10.4x (Bank of
Nova Scotia).






































Current P/E Relative to 10-Year Historical Average





























Source: RBC Wealth Management, RBC Capital Markets
Note: We are restricted from providing forward-looking numbers on Royal Bank.

Conclusion
While Canadian banks are attractively valued in the historical context, these valuations are predicated on existing
earnings forecasts materializing. The most recent bout of risk aversion has been negative for sentiment (multiple)
and for the earnings outlook (impact on forecasts for wealth management and capital markets revenues). A
stabilization of macro economic conditions and the debt crisis in Europe could lead to a positive re-rating of the
Canadian banks. Historically, the banks have traded in the 11-13x P/E range, while the current average is under
10x on 2013 earnings.
In a recessionary scenario for Canada, earnings estimates could be down 10%-15%. Even within the context of
this kind of decline, the earnings multiples paid at current prices would be below historical averages.
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