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Taken in isolation, the performance of the six largest Canadian banks (the Big 6) has been solid this year,
with their stocks up 34% since the October 2023 bottom. However, there are a couple of observations
that should be brought forward. First, as a group, the Big 6 have underperformed other financials, such
as Canadian insurers (+37%) and U.S. large banks (+56%), over the same period. Still, half of the banks
— namely Canadian Imperial Bank of Commerce (CM), National Bank of Canada (NA) and Royal Bank
of Canada (RY) — have done significantly better than the rest of the group and are on par with their U.S.
peers. The second point is that the group has been less homogeneous this year than over the past 14 years.
Indeed, the dispersion in returns, calculated as the spread between the best- and worst-performing banks,
is at its highest level since the global financial crisis.

Figure 1: Dispersion among Canadian banks at its highest since 2009
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This dispersion in stock performance reflects the divergence in profitability trends among the banks, which
was further highlighted by fiscal Q3/24 earnings disclosures. CM, NA and RY saw their return on equity
expand by 100 to 200 bps y/y and exceeded consensus EPS expectations by 10% on average. BMO, BNS
and TD experienced a 100-bp y/y contraction in ROE and missed the Street estimates.

Figure 2: Q3/24 earnings were mixed
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On aconsolidated basis, the sector continued to show resilience in the face of a challenging macroeconomic
backdrop. Q3/24 marked the second consecutive quarter of positive pre-tax pre-provision (PTPP) earnings
growth (+10% v/y), reflecting 6% revenue growth and positive operating leverage, as the group benefited
from the expense-control initiatives they implemented in 2023. NA, RY and CM led the group, growing PTPP
earnings by 17%, 14% and 11%, respectively. NA's strong results were driven by a 52% increase in revenue
from capital markets. RY benefited from the acquisition of the assets of HSBC Canada. And CM’s results
were supported by industry-leading net-interest-margin expansion. BNS’s PTPP earnings growth of 2% was
the lowest, as the bank continues to grow its balance sheet at a significantly slower pace than peers.
The bank has shifted its focus from market share to customer primacy (cross-selling), which was highlighted
on its December 2023 investor day.

Capital markets continue to be the bright spot for the sector, driven by solid investment banking (+32%)
and retail brokerage (+16%) revenue growth, while trading was unchanged y/y due to strong activity in the
previous year. BMO and RY are expected to be the biggest beneficiaries from the rebound in investment
banking and M&A activity, due to their scale and presence in the U.S. There could be a slowdown in the
third quarter due to seasonality, but the capital markets rebound is most likely far from over., given that
announced M&A volumes are trending higher, capital-markets activity is coming off of three-decade lows
relative to nominal GDP, and the Federal Reserve has just embarked on its rate-cutting cycle.
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Figure 3: Q3/24 marked the second consecutive quarter of PTPP earnings growth

19%
14%
9%

P 4
s 4%
i q

Q3/22 Q4/22 Q1/23 Q2/23 Q3/23 Q4/23 Q1/24 Q2/24 Q3/24 1%
s Revenue Growth (y/y) = [ xpense Growth (y/y) PTPP Earnings Growth -6%
Source: Company reports, Wealth Investment Office as of July 31, 2024
Figure 4: Capital-markets rebound drove revenue growth
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Provision for credit losses (PCL) increased 22% y/y but were stable sequentially, with the PCL ratio of 42 bps
relatively unchanged from Q2/24. The biggest concern going into the quarter was the deterioration in
unsecured consumer loans from higher interest rates and mortgage payments. However, while PCLs are
expected to keep rising, there were indications of the resilience of the Canadian consumer. In addition,
there was a positive shift in tone from some banks, which indicated that peak losses will be lower than
previously expected. To address concerns around the mortgages-maturity wall, CM noted that, if upcoming
mortgage renewals reprice at a 6% interest rate, the monthly payment increase would not exceed 3.7%
of total income at origination. According to data from the Bank of Canada, the most recent (June 2024)
average interest rate charged on new insured residential mortgages was 5.39%, down from the November
2023 peak of 6.31%. It's worth noting that the Bank of Canada delivered two interest-rate cuts since June
2024, which should provide further relief to Canadian borrowers.

BMO was the outlier this quarter. In fact, if we exclude BMO, total PCLs for the remaining five banks would
have declined 6% g/q. BMO booked credit losses materially higher than peers, causing the bank to miss
earnings for the third consecutive quarter. The increase in impaired PCLs was broad-based but primarily
in U.S. corporate and commercial loans, while impaired loan formation was elevated across many sectors.
BMO warned of further elevated credit losses of 50 to 60 bps over the next one to three quarters.
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Figure 5: PCLs have stabilized, and the Canadian consumer has proven resilient
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Figure 6: Valuations within the historical range, but dispersion is elevated
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Overall, Q3/24 results confirmed our view that Canadian banks have reached an inflection point with
regards to earnings growth. We see more reasons to be optimistic about the outlook due to improving
revenue growth, easing funding pressure, stability in credit losses and a rebound in capital markets. Capital
levels remain healthy and above the level required by regulation, which may lead to dividend increases
and share repurchases. Furthermore, easing monetary policy will over time provide relief to borrowers,
boost loan growth and positively impact margins if the yield curve steepens. While all banks should benefit,
we believe that some will perform better than others. The Big 6 currently trade at a reasonable price-to-
earnings multiple of 11.4, between the historical range of 10 to 12. However, the dispersion in valuations is
also at a high level, similar to the dispersion in returns we discussed at the beginning. The reason we believe
this observation is relevant is because the current dispersion creates an opportunity for patient investors.
Eventually, the lagging banks will recover from the issues that drove their underperformance. BMO, BNS
and TD have already outperformed CM, NA and RY by 4.5% since the end of August.
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