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The title of my little talk today is Canadian Banks – Why Good News May Be 
Bad News.  Before getting to that juicy subject, I thought I would register a few 
acknowledgements. 

   First my partner at BMO Capital Markets, John Reucassel, is the real brains on 
this subject and does all the work.  John conquered the Lifecos and will conquer the 
Banks.  Just watch him. 

 Second, I have to say a few words on ex-colleagues.  Both Ian deVerteuil, who 
recently left BMO to join CPP and David Rosenberg who left decades ago to become a 
rock star were fun guys to work with. I respect and miss them.  Their views turned out to 
be right a lot of the time.  Now that they are both clients, I am sure their views will be 
right all the time. 

 

The Good News 
 Now turning to my subject of Why Good News May Be Bad News, Canadian 
banks have emerged out of the global financial chaos of the last 2 years as modern day 
heroes.  For the last 40 years, I have toured the world’s capital markets promoting 
Canadian banks as a good investment.  For many of the first 38 years of this period, it 
was a tough sell especially outside of Canada.  The arguments of the many detractors 
were numerous:  Canadian banks are boring, boxed into Canada with limited growth 
potential; Canadian banks are accident prone, run by bureaucrats, always finding new 
ways to blow their brains out every business cycle (remember third world loans, 
commercial real estate, telcos, etc.); Canadian banks enjoy no political or public support 
as reflected by the ban on bank mergers.  The list went on and on.  This lack of respect is 
best illustrated by the low absolute and relative valuations Canadian bank stocks 
commanded through the nineteen eighties, nineties and early two thousands. 

 How things have changed over the last several years.  Canadian banks are now 
literally ‘kings of the financial castle’.  They are going through the financial chaos of the 
last 2 years with trough ROE of near 12% which is about the best in the world and the 
highest trough ROE in their history.  Capital ratios are second to none with zero reliance 
on direct government financing and wide access to markets.  Today they are actually 
overfunded with cheap stable retail deposits.  They have been able to maintain their 
dividends which is almost a unique achievement versus their global peer group and even 
our own lifecos whose business model has not met expectations.  High yielding Canadian 
bank shares are a mecca to yield starved Canadian investors operating in a zero interest 
rate world.   

 Prestigious institutions such as The World Economic Forum and Moody’s rate 
Canada’s banks as the soundest in the world.  More importantly, Canadian politicians and 
the public now sort of like Canadian banks.  Bank bashing is out of style.  Investors are 
also showing respect pushing Canadian bank valuation measures up to respectable levels.  
For example, for many years price to book value ratios for Canadian banks averaged 80% 
of the US bank level.  Today, Canadian bank price to book value ratios are almost double 
the US level.  Canadian bank P/E multiples, versus the market, have also improved.  All 
this has translated into very strong relative share price performance for Canadian banks.  
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Over the last 5 years, Canadian bank stocks have outperformed virtually everything out 
there and this year is turning out to be a barnburner.  Year to date Canadian bank shares 
have generated a total return to investors of approximately 60% versus close to zero for 
US banks and Canadian lifecos and 30% for the overall Canadian market.  Canadian bank 
stocks are within 10% of their old highs achieved in the Spring of 2007 and now trade at 
3 times tangible book value. 

 So you ask what’s the problem?  Why not enjoy the ride?  Well that’s the 
problem.  I have noticed in the past when everything is finally going well and everybody 
is positive, it usually turns out you are on thin ice, because all the good news is usually 
out and discounted in share prices.  As my good friend Don Cox is always saying, what’s 
on page one is yesterday’s news – it’s what’s on page 16 that is more important as an 
indicator of the future. 

 

The Bad News 
 So what’s on page 16 that has me worried?  Where’s this potential for bad news 
amiss all these good feelings? 

 My concerns with regard to bank stocks fall under three broad headings:  

• First, future earnings that are below investor expectations;  

• Second, potential regulatory overkill; and 

• Third, less than profitable deployment of excess capital. 

 With regard to future Canadian bank profitability, I believe the industry can 
achieve an average ROE of about 15% over the next business cycle which is good but not 
as good as the close to 20% level we got used to several years ago. 

 

Earnings Headwinds 
 The medium term earnings headwinds include:   

• First, a slower growing Canadian economy and loan book as the consumer 
deleverages and the population ages;  

• Second , higher loan loss experience than the exceptionally good experience of the 
last business cycle;  

• Third, less equity capital leverage as new tougher capital rules come into play and 
off balance sheet activities are restricted; and 

• Fourth, possibly a higher level of corporate taxation as governments deal with 
large fiscal deficits and also restrict use of tax havens. 

 While worried about these earnings headwinds, I should make a few points: 

 First, achieving a 15% return on equity in a 2% inflation environment is not so 
bad and certainly can support the current 12 ½ times earnings multiple banks trade at. 
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 And second, over my career, I have constantly underestimated the earning power 
of Canadian banks.  They seem to always find new ways of making money and there are 
natural hedges in their very diversified business mix. 

 For example, bank earnings currently are higher than what we estimated a year 
ago.  Trading revenues are very high as a result of the steep yield curve and the strong 
competitive position of Canadian banks in wholesale markets.  Loan losses although 
elevated are not as high as our forecast of 9 months ago.  Banks really do appear to have 
learned something from their mistakes in past business cycles.  Certainly Canadian 
commercial real estate loan losses will be far less than those experienced in the early 
nineteen nineties.   

Another short term earnings positive is consumer loan growth running at near 8% which 
is well above our forecast given the depth of the recession. 

 

A Bubble in Canada? 
 I feel compelled to sound a note of caution in this regard.  Clearly record low 
interest rates and liberal insurance standards at government owned CMHC are having a 
significant impact on the consumer’s willingness to take on more debt.  Consumer debt in 
Canada as a percent of disposable income is at a record high and rising.  Home ownership 
levels in Canada are now higher than the US levels.  CMHC insured residential mortgage 
loans - by definition high loan- to- value ratio mortgages, - now constitute close to 60% 
of the $1 trillion residential mortgage loan market double that of a decade ago.  In 2009, 
close to 70% of all new mortgage loans will be insured.  Close to 50% will amortize over 
terms of greater than 25 years.  If current trends persist and interest rates rise, servicing 
those debt levels could become a major problem adversely impacting CMHC, taxpayers 
and the economy in general.  Remember taxpayers, through CMHC, not banks, are taking 
this credit risk. 

 

Regulatory Overkill 
 I would like to now move on to my second macro concern with regard to 
Canadian banks which is potential regulatory overkill.  Are Canadian banks running the 
risk of becoming sort of innocent victims in a drive-by shooting? 

 We all know taxpayers and politicians are justifiably out for blood in many 
countries whose banking systems have failed, requiring massive bailouts in the form of 
liquidity and capital injections, debt guarantees, deposit insurance and asset purchases.  
There are a multitude of proposals to fix the problems.  These proposals start with 
tougher capital and liquidity requirements, limits on executive compensation and greater 
transparency in over the counter derivative markets.  New consumer protection 
regulations are a priority.  Rationalization of the regulatory structure into one super 
regulator is a common theme. There are suggestions that institutions deemed too big to 
fail should be regulated like a utility and its businesses compartmentalized into stand 
alone ‘silos’.  Living wills would allow failing institutions to be dismembered without 
endangering the system.  In Europe, large banks that have received significant 
government aid are being broken-up.  Big is bad.  There is some support for separating 
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commercial banking from investment banking or at least restricting banks ‘hedge fund 
like’ activities like proprietary trading, private equity, etc.  Some have suggested a special 
tax on financial transactions in order to create a fund to cover the cost of future bail outs.  
As you can see, there are a lot of moving parts in this global debate with the final 
outcome very unclear. 

 What is very clear is that Canada’s financial system has worked very, very well 
over the last 75 years.  There have been no taxpayer financed financial sector bailouts in 
Canada during this period which contrasts to virtually every other country in the world.  
There are a multitude of reasons for this outstanding performance which I am not going 
to bore you with today but suffice it to say I think the Canadian bank diversified business 
model is sustainable.  In my opinion, we do not need any fundamental overhaul.  Instead 
we should patent our model and sell the mould to the rest of the world.  Yes, some fine 
tuning is needed.  There always is a need for fine tuning which is why the Bank Act 
comes up for revision every 5 years.  Capital rules for trading risk and off balance sheet 
activities should be tightened up for sure.  Compensation practices should be more 
closely tied to long term risk adjusted returns.  Bank boards can always be more 
informed, especially with regard to the many aspects of risk management.  We have 
learned reliance on external credit ratings is no substitute for doing your own homework 
and using common sense. 

 Bank mergers in Canada are extremely unlikely given recent global events and the 
systemic risk associated with too great a level of concentration in any financial system.  
However, Canadian banks should be allowed to market insurance though their branches 
and web sites.  Large bank/lifeco mergers should be allowed.  In addition, we need a 
national securities regulator.  I believe these changes are coming. 

 In summary, I am optimistic that Canada’s financial institutions will not become 
victims of regulatory overkill.  After all, our regulators/politicians have got it right over 
the last 75 years so why fix something that’s not broke.  Time will tell. 

 

Deploying Excess Capital 

 So, as un-Bay Street as it seems, I have confidence in our politicians and 
regulators.  The next question is do I have the same confidence in bank managements to 
deal with another challenge they face – that is deploying excess capital in a shareholder 
friendly manner.  The answer to this question will have an important influence on future 
bank share price performance. 

 Do Canadian banks currently have excess capital?  I think the answer to this 
question is yes but not nearly as much as many observers suggest.  Given new tougher 
capital requirements on the horizon and a generally lower tolerance for risk, my guess is 
maybe Canadian banks have $20 billion of excess capital versus suggestions of up to $40 
billion. 

 Last Saturday the Financial Post ran a major article stating that Canadian banks 
have ‘pretty much milked the cow dry’ in Canada and they are missing the opportunity of 
the century by not making major acquisitions in the US and other countries where 
potential targets are cheap.  I have read this type of commentary so many times over the 
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last 30 years that I am dizzy.  The clear evidence so far is that Canadian bank 
shareholders and the public have won by doing the opposite.  The fact is the financial 
business in Canada continues to grow at a greater rate than the nominal economy and the 
Canadian banks have a robust business model. 

 Consummating mega acquisitions outside of Canada in a shareholder friendly 
manner is extremely difficult especially when you don’t know the future regulatory 
framework and where asset values are headed.  We have seen major financial institutions 
such as Royal Bank of Scotland, Lloyds, Wachovia, Bank of America, Citigroup, etc. 
badly hurt by overpriced and poorly timed acquisitions.  We would bet that Canadian 
financial institutions will continue their go slow approach to foreign expansion favouring 
small add on deals, and adding quality assets and human talent freed up as a result of the 
ongoing shake out in the global financial markets. 

 

Outlook for Share Price Performance 
 Well so much for page 16 worries what then is the outlook for financial sector 
share price performance in 2010? 

 My best guess is that Canadian banks will be neutral or modest underperformers 
over the next year.  If the economic recovery and markets are strong, then Canadian 
banks will likely underperform especially if interest rates rise.  Lifecos and certain 
foreign banks would do better in that environment.  If the macro economic and financial 
environment turns out to be meek and weak but not deflationary, then Canadian banks 
will likely do quite alright in a relative sense.  A double dip recession characterized by 
deflation would not be good for bank shares.  Just look at Japan.  I would bet against the 
latter scenario. 

 For the long term my view on Canadian bank shares remains the same.  I am 
bullish, despite my short term worries.  Their business model is a proven performer in all 
types of scenarios, capable of sustaining an average 15% return on equity in a low 
inflation environment.    I often say betting against Canadian bank shares is like betting 
against the house in Las Vegas – eighty percent of the time you lose.  Nothing has 
changed. 

 


