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CAaNADIAN BAanks: REcessioN HEADWINDS

Amid entrenched trends of low interest rates, slowing growth in consumer lending, and
elevated home prices, the shock of plunging oil prices has hammered business investment in
Western Canada. These tough regional economic conditions have chastened expectations for
business loan growth and given rise to the specter of credit losses.

Such challenges have brought the bears out as short interest on Canadian bank stocks has
risen materially with the S&P/TSX Bank Index down 12% from its 52-week high. Canadian
banks are trading at modest valuations from a historical perspective, but the next few
quarters remain difficult to gauge, which leaves us somewhat cautious on the group in the
near term. We recommend investors underweight the Canadian banks as they position
portfolios heading into 2016.

EARNINGS EXPECTATIONS AND THE HISTORICAL EXPERIENCE

Canadian banks have delivered a strong track record of core earnings growth, which has averaged 11% over the
last 20 years. The primary drivers of this growth are the state of the economy and capital markets. Earnings can
be volatile with prior periods of economic malaise often delivering a contraction in earnings for the bank group
as a whole.

With two quarters of negative GDP growth in H1 2015, Canada entered into what is commonly dubbed a
“technical” recession. While the current slowdown is regional and not a nationwide recession, a precipitous
decline in business investment has been at the heart of the slowdown. Low commodity prices have pressured
balance sheets amongst oil & gas producers and energy services providers, not to mention base and precious
metals producers. Finally, the broader effects at the consumer and commercial levels may have yet to be fully
felt as the impact of lower employment extends its reach through the economy:.

Consensus earnings growth expectations for the “Big 6” Canadian bank group currently reside at 4% for 2016.
These estimates appear low when compared to the high single-digit and low double-digit growth figures
experienced over the prior four years.
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quality erosion specifically within the oil & gas sector
ticked higher with gross impaired loan formations and/
or loan-loss provisions increasing modestly across all
“Big 6” Canadian banks. We would characterize credit
conditions as flashing yellow at this stage, but remain
mindful that credit deterioration tends to happen with a
lagged effect.

Stress tests have been characterized by bank leadership
teams across the board as “manageable,” with two of
the “Big 6” banks describing lower-for-longer oil price
scenarios in 2016-17 yielding provisions for credit losses
(PCLs) in the 30-40 basis point (bps) range. Looking at
historical patterns, PCLs in this range would indeed be
manageable as compared to prior peaks over the last
four decades (see lower chart).

Expectations of more moderate credit deterioration

in the current downturn are reasonable, in our view,
given that recessionary conditions are regional. Also,
having learned the hard lessons of prior cycles, banks
have improved risk management measures with stricter
single name limits and industry concentration limits.
Finally, as compared to the 1980s and 1990s, banks now
have substantially more diversified businesses that
include capital markets and wealth management arms.

LONGER-TERM CHALLENGES

Low interest rates, slower mortgage growth, historically
high household debt, and elevated home prices remain
challenges. Low interest rates have compressed the
spread between retail lending and deposits (plus other
funding sources) to approximately 2.5% today from
3%-3.5% in the early 2000s. Current trends show net
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interest margins as relatively flat with analysts cautiously optimistic of improvement in the medium term.

Residential mortgage growth has eased to mid-single-digit levels over the last three years, well below the 6%-9%
range post the financial crisis and double-digit levels prior to that. Household debt remains high, driven by larger
mortgages as house prices have soared nearly 75% over the last decade, according to the 11-city Teranet-National
Bank National Composite House Price Index. Current conditions remain robust in the nation’s largest markets—
Toronto and Vancouver—with sideways trends in Winnipeg, Halifax, Victoria, Ottawa, Montreal, and Quebec City in
recent years. Calgary has shown recent weakness in the latest data.

SuBpUED Di1viDEND HIKES

While the banks have room to raise dividends based on their targeted payout ratios, slower growth and a focus
on capital preservation may temper dividend increases. We have seen one bank recently issue common equity in

relation to capital levels which were low relative to its comfort level. Over the medium term, the potential for higher
regulatory capital hurdles may also play a role. The risk of dividend cuts seems remote to us as none of the “Big 6”
Canadian banks cut dividends during the global financial crisis, which presented much greater capital and credit
challenges than those that are likely to emerge in the current downturn.
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SHORT INTEREST AND VALUATION

Short interest levels on the Canadian banks have risen substantially. Over the last 12 months, short interest is up
more than 50% for most Canadian bank stocks as investors have expected that share prices would decline as the
credit cycle turns down. These short positions are especially large amongst U.S.-based investors, who appear to be
simultaneously anticipating that Canadian banks will be negatively impacted by the above headwinds and that the
loonie will underperform relative to the greenback.

On a price-to-book value basis, the group trades at 1.7x, which is between the financial crisis trough of 1.1x and
the 10-year average of 2x. On a price-to-earnings basis, the Canadian banks trade at an average of 10.4x 2016E
(consensus) EPS, about 1-2 multiples above the levels observed during the financial crisis, but below the 10-year
average of 11.4x.

CONCLUSION

The historical experience, longer-term, shows that Canadian banks have been resilient with an impressive track
record of earnings and dividend growth. We believe that valuation multiples for the banks are fair, trading at
multiples that are below long-term averages. The outlook for 2016 earnings remains fragile given the uncertainty
related to credit losses, and the historical precedent of economic malaise delivering volatility in bank earnings.
Given the uncertainties in loan growth and credit losses, we remain somewhat cautious on the Canadian banks in
the near term, and recommend an underweight stance as we approach 2016.
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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.

In all jurisdictions where RBC Capital Markets conducts business, we do not
offer investment advice on Royal Bank of Canada. Certain regulations prohibit
member firms from soliciting orders and offering investment advice or opinions
on their own stock. References to Royal Bank are for informational purposes only
and not intended as a direct or implied recommendation for investing in Royal
Bank and all related securities.

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).
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Distribution of Ratings - RBC Capital Markets, LLC Equity Research
As of September 30, 2015
Investment Banking Services

Provided During Past 12 Months

Rating Count Percent Count Percent
Buy [Top Pick & Outperform] 958 54.40 281 29.33
Hold [Sector Perform] 701 39.81 118 16.83
Sell [Underperform] 102 5.79 4 3.92

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.0O. 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.
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Pricing as of November 11, 2015:

RBC Capital Markets has fundamental research of:

Bank of Montreal (BMO; Sector Perform; $76.66)

The Bank of Nova Scotia (BNS; Outperform; $60.90)

Canadian Imperial Bank of Commerce (CM; Sector Perform; $99.75)
National Bank of Canada (NA; Sector Perform; $43.82)
Toronto-Dominion Bank (TD; Outperform; $54.72)

RBC Capital Markets analysts have received (or will receive) compensation
based in part upon the investment banking revenues of RBC Capital Markets.

Portfolio Advisory Group personnel, including the portfolio advisor or any
individuals directly involved in the preparation of the report hold(s) or
exercise(s) investment discretion over a long position in the common shares
of Bank of Montreal, The Bank of Nova Scotia, Canadian Imperial Bank of
Commerce, and Royal Bank of Canada.

Portfolio Advisory Group personnel, including the portfolio advisor or any
individuals directly involved in the preparation of the report hold(s) or
exercise(s) investment discretion over a long position in warrants, rights or
securities convertible into the common shares of Royal Bank of Canada.

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 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
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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 for any 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
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