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BANK ExPoSURE: TIME TO DIVERSIFY?

Canadian investor equity portfolios have typically had Canadian bank stocks as their
foundation. That approach has been rewarded over time as the banks have, on average,
outperformed the broader Canadian equity market, making their dividends a reliable source
of income growth. Nevertheless, it is important to set aside past performance and assess

the outlook for the Canadian banking industry. On this front, we believe there are some
headwinds that may hinder the ability of Canadian banks to grow their earnings at the

pace at which investors have become accustomed. Meanwhile, in the U.S., the economic
backdrop has improved to the point that multiple tailwinds have positioned U.S. banks

for strong potential performance. We believe this disparity offers Canadian investors an
opportunity to consider fine-tuning their bank exposure.

CaNADA BACKDROP

Canadian banks’ annual earnings growth has ranged from the high-single digits to well into double-digit
territory since 2010. Indeed, in any given year in which the economy is not in recession, the banks have, more
often that not, generated greater than 10% earnings growth. However, it is widely expected that industry
conditions will constrain growth this year as many headwinds have materialized.

SLowEeR LoaN GrowTH ExPECTED TO WEIGH ON
DomeEesTic PERSONAL & COMMERCIAL EARNINGS
Domestic consumers appear set for a slowdown as

Household Leverage

Credit Market Debt as a % of Personal Disposable Income

Canadian household leverage sits at historical highs. 170
. . 160
While leverage expansion has moderated and low 150
interest rates have kept debt servicing costs low, 140
the ability of many Canadians to take on more debt 130
appears to be waning. Coupled with a richly valued 120
housing market and the potential for a reduction 11:)3
in new mortgage demand, loan growth in domestic 90
retail banking may be challenged. 80
o
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ExpansioN Have BEEN PusHED Out

Net interest margins (NIMs)—the difference
between the rates that banks pay on deposits and
the rates that banks receive for loans—is one of the biggest sources of revenue and profitability for the banks.
Many bank management teams expressed optimism at the start of the year with respect to the potential for
stabilization in net interest margins, which have been at low levels for some time. But those hopes may have
faded as the Bank of Canada (BoC) surprised markets in late January with an interest rate cut that sent short-
and long-term rates lower, thus further “flattening” the yield curve and squeezing NIMs. The BoC recently
indicated that financial stability risks are evolving as “expected” since its rate cut, and characterized the degree
of monetary stimulus as appropriate. Nevertheless, further rate cuts remain a possibility, particularly in the

Source - Statistics Canada, RBC Economics; data through 4Q’14

event of any further deterioration in the economy and/or oil prices. In other words, net interest margins may
continue to be vulnerable for the foreseeable future, while a significant widening in NIMs is less likely, in our
view.
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DEePRESSED ENERGY PRICES CREATE POTENTIAL FOR

S1GNIFICANT EcoNomic DisLocATION IN WESTERN CANADA

The overhang of lower energy prices began to weigh on bank stocks toward the back half of 2014 and into 2015.
Much of the eventual impact of lower crude prices rests not with the magnitude of the decline, but rather for
how long low prices persist. RBC Capital Markets forecasts a Q2 2015 bottoming in crude prices and a marked
improvement by the Q4, when it estimates crude will average $70 per barrel as the impact of lower capital
spending manifests into lower production volumes. However, there is significant uncertainty around this
forecast, and we believe investors should consider the possibility that oil prices will remain depressed for a
prolonged period of time.

We believe the energy industry’s spending decline and job cuts will weigh on the Alberta economy this year
with RBC Economics forecasting GDP growth of 0.6%, a marked drop from its prior 2.7% estimate. A “lower for
longer” energy markets depression may imply further downside for earnings growth estimates as wholesale
revenues, loan growth, and loan losses are likely to be adversely impacted. While parts of the Canadian
economy will likely benefit from lower oil prices, thus offsetting some of this weakness, these benefits, as the
BoC stressed in its statement that accompanied its January rate cut, are likely to come with a lag, making the
Canadian economy susceptible to near-term growth risks.

NorMALIZATION IN CREDIT CouLD PrROMPT HIGHER PROVISIONS

Credit losses have been declining since the 2009 recession, and this has served as a tailwind for industry
earnings growth. Should credit begin to normalize (losses rise), perhaps sparked by a “lower for longer” energy
price scenario, bank earnings may be adversely impacted. A reversal to long-term credit provision levels may
result in a double-digit cut to 2015 EPS estimates, according to RBC Capital Markets.

CURRENT VALUATIONS SUGGEST LIMITED SCOPE FOR MULTIPLE EXPANSION

At a median value of 11.3x estimated FY2015 EPS, shares of the Canadian banks are trading slightly below their
11.4x long-term average. While we acknowledge the market has likely priced in some impact, we believe the
numerous headwinds outlined earlier pose potentially more downside risk to earnings estimates and, thus, the
banks may not be as inexpensive as they might appear. Moreover, with current expectations calling for below-
trend earnings growth, a multiple in-line to below the long-term average seems justified, in our view.

Burt, DiviDenD YiELDS CouLD PROVIDE SUPPORT

While valuations on a price-to-earnings basis appear full, on a comparative-yield basis, the banks look more
attractive. Relative to other traditional yield sectors such as Real Estate Investment Trusts (REITs) and utilities,

Bank Dividend Yields Relative to the Dividend Yield of REITs and Government of Canada (GCAN) 10-Year Bond Yields

Bank Dividend Yields % of REITs Dividend Yields Bank Dividend Yields % of GCAN 10-Yr Yield
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Source - RBC Capital Markets; data through 3/27/15
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the dividend yields on the Canadian banks look attractive, a supporting factor not to be ignored in today’s
low interest rate environment. Likewise, the yield spread relative to 10-year Government of Canada bonds is
approaching its highest level since the financial crisis.

U.S. Backpror
The U.S. banks’ backdrop looks increasingly compelling, in contrast to Canada, driven predominantly by a U.S.

economy that continues to show signs of strengthening. More specifically, we believe the tailwinds propelling
the U.S. banks include:

Loan growth that looks set to reaccelerate;

Net-interest margins that may expand as the Federal Reserve prepares to raise interest rates, a marked
contrast to Canada and most of the rest of the world; and

Return of capital that may become a significant contributor to investor returns.

ImprOVING U.S. CONSUMER

May Drive LoaNn DEMAND

The labour market has been staging a very robust
recovery. To put the current pace of job growth 7
into perspective, in the last three months (ending
February 28, 2015), the economy added over one
million jobs, a run-rate that has not been witnessed

Private Residential Investment as a % of GDP

8

Historical Average: 4.68%

85 1a;
for nearly 20 years. Employment is the lifeblood of D N YN Y | e
personal consumption expenditures. As Americans 4
continue to find work and trade up from their R el T :Q\,m e
current jobs, their ability to take on credit increases. 3.8% | 2070 |3.78% ez —
The very slow housing market recovery, from 2010’s ’ L2288 ELREERRGE g g
e - = A= A R A=A AN

bottom, is another important aspect of the narrative.
As the chart shows, private residential investment as
a percentage of GDP has yet to fully recover from the
financial crisis. While there has been some progress in the recovery, current levels remain consistent with prior
cycle troughs. A further recovery in U.S. housing remains a source of potential upside for the economy and the
U.S. banks.

Source - U.S. Bureau of Economic Analysis, RBC CM; data through 4Q’14

Rate Hikes CourLp DRIVE NET INTEREST MARGIN EXPANSION

As the U.S. economy continues to gather momentum, so too does the probability the Federal Reserve will finally
move away from the zero-bound and raise rates for the first time in nearly a decade. The potential for rising
short-term interest rates is supportive of improving net interest margins, currently at 30-year lows. We believe
margin expansion can be thought of as the missing piece of the puzzle with respect to the outlook for the U.S.
banks, as they tend to be the largest source of profitability. RBC Capital Markets expects margins to stabilize and
eventually increase as the Fed begins to tighten policy as early as mid-2015.

STRONG CREDIT QUALITY & CAPITAL LEVELS

While the U.S. banks have come through a very difficult period, many of the issues of the past decade have been
addressed. The top chart on the following page shows non-performing assets that have steadily trended lower,
to just over 2% today from over 5.5% of total loans in 2009. Net charge-offs (the gold line) are near historic lows.
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One of the most profound implications of Nonperforming Assets & Net Charge-Offs

the financial crisis was the drastic change

in industry regulations. In the face of more- 35 | NPAS 6.0
stringent regulation including Dodd-Frank, 3.0 | = NCOs ; 5.0
Basel II1, and the so-called Volcker Rule, U.S.

banks have been shoring up capital on their 25 4.0
balance sheets for the better part of six years. As 3 20 Z
aresult, U.S. banks are over capitalized. In fact, é 15 3:0 E\;
the last time U.S. financial institutions carried = so
capital levels that mirror those of today was in 1.0

the 1930s. 0.5 1.0
POTENTIAL FOR RECORD CAPITAL RETURNS SS®oNSe®e N TR QN S

The dividend yields on the Canadian banks are 2222222299222 238R%

about 150-200 basis points higher than those Note: Data as of 3Q 2014; shaded areas indicate U.S. recessions
of the U.S. banks. However, Canadian bank Source - FDIC, RBC Capital Markets; data through 4Q’14
payout ratios (the percentage of earnings they
pay out in dividends) are also substantially
higher (about 45% vs. 25%-30% for U.S. banks).
While the U.S. banks need to have their capital
return policies approved by the Federal Reserve, CCAR 2015 Capital Return Estimates - U.S.

we believe these lower payout ratios leave S . Wmm
significant room for dividend increases and

2015 Capital Return Estimates as % of Earnings

JPMorgan Chase & Co. JPM 30% 20% 49%

share buybacks in the intermediate term. The Bank of America Corporation BAC  31% 38% 69%

dividend payout ratio gap of U.S. banks relative Citigroup Inc. c 4% 46% 50%

. . 0 0 0

to their Canadian peers may narrow due to Wells Fargo & Co. WRC  38%  26%  64%

. . U.S. Bancorp USB 31% 39% 70%

excess capital reserves and future earnings The Bank ofNew York Mellon Corp. BK  27% 62% 89%

growth, in our view. The PNC Financial Services Group, Inc. PNC ~ 29% 49% 78%

Capital One Financial Corporation COF 18% 57% 75%

In the bottom table on the right, the expected State Street Corporation STT  24% 76% 100%

combined payout ratios—dividends and share BB&T Corporation BBT  31% 29% oo

repurchases—are highlighted for the U.S. large Average: 10 Largest US Banks 26% 44% 70%
cap banks. RBC Capital Markets’ 2015 estimates Source - RBC Capital Markets estimates, RBC Dominion Securities

the top 10 largest banks in the U.S., based on
market capitalization, will return nearly 70% of earnings in the form dividends and buybacks, a record high for
the U.S. banking industry.

FiNAL THOUGHTS

Canadian banks’ earnings power has proven resilient over time. Absent a recessionary backdrop, shareholders
have been rewarded more often than not. However, we believe the current environment presents many
headwinds to earnings growth, while valuations are about in-line with historical levels. We believe that the
Canadian banks remain core holdings in client portfolios; however, we also believe reducing this exposure in
favour of U.S. banks is prudent in light of these “made in Canada” headwinds. Conversely, we believe the U.S.
banks stand to benefit from the continued recovery in the U.S. economy, a steepening of the yield curve, a
gradual rise in wage growth resulting from a tightening labour market, a housing market that is still well below
normalized levels, and ample room to gradually enhance their capital return policies.
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This report is issued by the Portfolio Advisory Group (“PAG”) which is part of
the retail division of RBC Dominion Securities Inc. (RBC DS”). The PAG provides
portfolio advisory services to RBC DS Investment Advisors. Reports published
by the PAG may be made available to clients of RBC DS through its Investment
Advisors. The PAG relies on a number of different sources when preparing its
reports including, without limitation, research reports published by RBC Capital
Markets (“RBC CM”). RBC CM is not independent of RBC DS or the PAG. RBC CM
is a business name used by Royal Bank of Canada and certain of its affiliates,
including RBCDS, in connection with its corporate and investment banking
activities. As a result of the relationship between RBC DS, the PAG and RBC

CM, there may be conflicts of interest relating to the RBC CM analyst that is
responsible for publishing research on a company referred to in a report issued
by the PAG.

Explanation of RBC Capital Markets Rating System

An analyst’s “sector” is the universe of companies for which the analyst
provides research coverage. Accordingly, the rating assigned to a particular
stock represents solely the analyst’s view of how that stock will perform over
the next 12 months relative to the analyst’s sector average. Although RBC
Capital Markets’ ratings of Top Pick (TP)/Outperform (0), Sector Perform (SP),
and Underperform (U) most closely correspond to Buy, Hold/Neutral and
Sell, respectively, the meanings are not the same because our ratings are
determined on a relative basis.

Ratings

Top Pick (TP): Represents analyst’s best idea in the sector; expected to provide
significant absolute total return over 12 months with a favorable risk-reward
ratio.

Outperform (0): Expected to materially outperform sector average over 12
months.

Sector Perform (SP): Returns expected to be in line with sector average over 12
months.

Underperform (U): Returns expected to be materially below sector average over
12 months.

Risk Ratings

As of March 31, 2013, RBC Capital Markets suspends its Average and Above
Average risk ratings. The Speculative risk rating reflects a security’s lower level
of financial or operating predictability, illiquid share trading volumes, high
balance sheet leverage, or limited operating history that result in a higher
expectation of financial and/or stock price volatility.

RBC CM - Distribution of Ratings

For purposes of ratings distributions, regulatory rules require member firms

to assign ratings to one of three rating categories —Buy, Hold/Neutral, or Sell-
regardless of a firm’s own rating categories. Although RBC Capital Markets’
ratings of Top Pick/Outperform, Sector Perform and Underperform most closely
correspond to Buy, Hold/Neutral and Sell, respectively, the meanings are not
the same because our ratings are determined on a relative basis (as described
above).

Distribution of Ratings - RBC Capital Markets, LLC Equity Research
As of December 31,2014
Investment Banking Senices
Provided During Past 12 Months
Rating Count  Percent Count Percent
Buy[Top Pick & Oufperform] 897 5292 290 32.33
Hold [Sector Perform] 686 4047 137 1997
Sell [Underperform] 112 6.61 6 5.36
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RBC CM - Conflicts Policy

RBC Capital Markets Policy for Managing Conflicts of Interest in Relation to
Investment Research is available from us on request. To access our current
policy, clients should refer to https://www.rbccm.com/global/file-414164.pdf
or send a request to RBC Capital Markets Research Publishing, P.O. Box 50, 200
Bay Street, Royal Bank Plaza, 29th Floor, South Tower, Toronto, Ontario M5)
2W7. We reserve the right to amend or supplement this policy at any time.

Dissemination of Research & Short Term Ideas

RBC Capital Markets endeavours to make all reasonable efforts to provide
research simultaneously to all eligible clients, having regard to local time zones
in overseas jurisdictions. Subject to any applicable regulatory considerations,
“eligible clients” may include RBC Capital Markets institutional clients
globally, the retail divisions of RBC Dominion Securities Inc. and RBC Capital
Markets LLC, and affiliates. RBC Capital Markets’ equity research is posted to
our proprietary websites to ensure eligible clients receive coverage initiations
and changes in rating, targets and opinions in a timely manner. Additional
distribution may be done by the sales personnel via email, fax or regular mail.
Clients may also receive our research via third party vendors. Please contact
your investment advisor or institutional salesperson for more information
regarding RBC Capital Markets research. RBC Capital Markets also provides
eligible clients with access to SPARC on its proprietary INSIGHT website. SPARC
contains market color and commentary, and may also contain Short-Term

Trade Ideas regarding the securities of subject companies discussed in this

or other research reports. SPARC may be accessed via the following hyperlink:
www.rbcinsight.com. A Short-Term Trade Idea reflects the research analyst’s
directional view regarding the price of the security of a subject company in

the coming days or weeks, based on market and trading events. A Short-Term
Trade Idea may differ from the price targets and/or recommendations in our
published research reports reflecting the research analyst’s views of the longer-
term (one year) prospects of the subject company, as a result of the differing
time horizons, methodologies and/or other factors. Thus, it is possible that the
security of a subject company that is considered a long-term ‘Sector Perform’
or even an ‘Underperform’ might be a short-term buying opportunity as a
result of temporary selling pressure in the market; conversely, the security of

a subject company that is rated a long-term ‘Outperform’ could be considered
susceptible to a short-term downward price correction. Short-Term Trade

Ideas are not ratings, nor are they part of any ratings system, and RBC Capital
Markets generally does not intend, nor undertakes any obligation, to maintain
or update Short-Term Trade Ideas. Short-Term Trade Ideas discussed in SPARC
may not be suitable for all investors and have not been tailored to individual
investor circumstances and objectives, and investors should make their own
independent decisions regarding any Short-Term Trade Ideas discussed therein.

RBC CM Conflicts Disclosures

In the event that this is a compendium report (covers six or more subject
companies), RBC DS may choose to provide specific disclosures for the subject
companies by reference. To access RBC CM’s current disclosures of these
companies, please go to https://www.rbccm.com/GLDisclosure/PublicWeb/
DisclosureLookup.aspx?EntitylD=1.

Such information is also available upon request to RBC Dominion Securities,
Attention: Manager, Portfolio Advisory Group, 155 Wellington Street West, 17th
Floor, Toronto, ON M5V 3K7.

The Global Industry Classification Standard (“GICS™) was developed by and is
the exclusive property and a service mark of MSCI Inc. (“MSCI”) and Standard
& Poor’s Financial Services LLC (“S&P”) and is licensed for use by RBC.
Neither MSCI, S&P, nor any other party involved in making or compiling the
GICS or any GICS classifications makes any express or implied warranties or
representations with respect to such standard or classification (or the results
to be obtained by the use thereof), and all such parties hereby expressly
disclaim all warranties of originality, accuracy, completeness, merchantability
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and fitness for a particular purpose with respect to any of such standard or
classification. Without limiting any of the foregoing, in no event shall MSCI,
S&P, any of their affiliates or any third party involved in making or compiling
the GICS or any GICS classifications have any liability for any direct, indirect,
special, punitive, consequential or any other damages (including lost profits)
even if notified of the possibility of such damages.

The information contained in this report has been compiled by RBC Dominion
Securities (“RBC DS”) from sources believed by it to be reliable, but no
representations or warranty, express or implied, are made by RBC DS or any
other person as to its accuracy, completeness or correctness. All opinions and
estimates contained in this report constitute RBC DS’ judgment as of the date of
this report, are subject to change without notice and are provided in good faith
but without legal responsibility. This report is not an offer to sell or a solicitation
of an offer to buy any securities.

Additionally, this report is not, and under no circumstances should be construed
as, a solicitation to act as securities broker or dealer in any jurisdiction by any
person or company that is not legally permitted to carry on the business of a
securities broker or dealer in that jurisdiction. This material is prepared for
general circulation to Investment Advisors and does not have regard to the
particular circumstances or needs of any specific person who may read it. RBC
DS and its affiliates may have an investment banking or other relationship

with some or all of the issuers mentioned herein and may trade in any of the
securities mentioned herein either for their own account or the accounts of
their customers. RBC DS and its affiliates may also issue options on securities
mentioned herein and may trade in options issued by others. Accordingly, RBC
DS or its affiliates may at any time have a long or short position in any such
security or option thereon. Neither RBC DS nor any of its affiliates, nor any other
person, accepts any liability whatsoever for any direct or consequential loss
arising from any use of this report or the information contained herein. This
report may not be reproduced, distributed or published by any recipient hereof
forany purpose.

RBC Dominion Securities Inc.* and Royal Bank of Canada are separate corporate
entities which are affiliated. *Member-Canadian Investor Protection Fund. RBC
Dominion Securities Inc. is a member company of RBC Wealth Management, a
business segment of Royal Bank of Canada. ®Registered trademarks of Royal
Bank of Canada. Used under licence. ©2015 Royal Bank of Canada. All rights
reserved.
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