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2Q10 bank results: Improving credit quality, moderating trading revenue;
TD will likely be the first major bank to resume dividend growth in 2011

o Credit quality, measured by credit migration, showed strong improvement in the banks’ 2Q10 results. The
improving trend in US credit for Royal and TD was particularly notable. Loss provisions are set for further
declines in 2011

o Adjusted trading revenue remains highly unpredictable, but the trend to ‘normalization’ is clear. 1H trading
revenue in 2010 was down 25% vs the inflated 1H09, but remained 50% above 2007 and 2008

o Based on earnings growth expectations, the outlook for trading revenue and loan quality, and prospective
Michael Goldberg, CFA payout ratios, TD will likely be the first major bank to resume dividend growth in 2011
(416) 867-3758
Stef;nie) L2u, Assodiate Event. Canadian banks recently reported their 2Q10 earnings. We commented on each of the banks individually immediately
(4168673752 following the announcement of their results and refer investors to our published comments for a detailed review of those
results. In this issue of the Financial Setvices Focus, we discuss in greater depth two of the key aspects influencing the banks’
recent results—the volatility of trading revenue and the clear trend of credit quality improvement.

Implication. The past couple of quarters have been transitional periods for loan quality and trading revenue stabilization for
the Canadian banks. At the same time, they have given investors another perspective on the varying strengths of the banks and
their individual market niches and strategies. We continue to like the banks with the strongest franchises. BNS and TD remain
our Top Picks.

In our view, two_key areas that warrant further discussion are the impact of trading revenue volatility and credit quality
improvement. Both are key variables influencing earnings and, ultimately, the decision o resuime dividend growth.

The good news is credit quality. Credit quality at the Canadian banks has been on the mend since 4Q09, and this trend has
not shown any signs of slowing down despite concerns over sovereign debt in Europe and the continued disappointment
related to house prices and weak employment numbers in the US. All of the Canadian banks have confirmed that exposure to
the PIIGS is not a material concern.

On balance, average risk-weighted assets at the Canadian banks declined another 1.6% goq in 2Q10, while net interest margins
dedined by ~Sbps. Combined with the seasonally shorter quarter, net interest revenue (excluding trading) posted a 2.7%
sequential decline while banking fees remained flat vs 1Q.

Trading revenue volatility. Net capital markets revenue has declined for the past three quarters, with trading revenue being
the most volatile item. To illustrate the significance of this volatility, note that 1H07 and 1HO8 total trading revenue (excluding
markdowns) was C$3.4-3.5b; in 1H09, however, trading revenue doubled to ~C$6.8b. Both our opinion and that of
management at the banks was that these inflated trading levels resulting from unprecedented levels of market volatility would
scale back. Clearly, it has been very difficult to predict the amount by which they would fall; in 1H10, trading revenue
remained quite high at C$5.1b, and is still running ~50% above levels in 2007 and 2008. Our expectation is that trading

revenue will continue to dedline. - ————
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Adjusted capital markets leverage (net capital markets revenue as a percentage of
operating profit)
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Trading revenue (excluding markdowns) at individual banks

Part of the volatility in the trading revenue line on the banks’ financial statements is due to the issue of hedge accounting—
what we refer to as ‘accounting geography. More specifically, this can be described as the specific line location of ineffective
hedges of various inflows and outflows in the financial statements. For a hedge transaction to be termed an ‘effective hedge’, it
must meet very strict accounting criteria.

In our view, one of the major flaws in fair value accounting is the treatment of ineffective hedges. Unlike effective hedges, their
income statement impact may not be neutralized at the line-item level. In the absence of netting, how banks choose to report
the impact of hedges and fair value adjustments of related financial instruments can intensify volatility, making it difficult to
discern trends. The problem is compounded when banks report volatile fair value adjustments of financial instruments in one
line (often in either trading revenue or net interest revenue), and separately report the impact of the logical but technically
‘ineffective’ hedges in another line. in many cases, this impact is reported in ‘other non-interest revenue’, a miscelianeous
hodgepodge of items. The end result can be significant and unexplained volatility in net interest revenue, trading revenue and
other non-interest revenue.

The solution is to report the impact of fair valuing financial instruments and related ineffective hedges in the same reporting
line on the income statement so that they neutralize each other as much as possible, even if they cannot be netted. Royal
appears to be indifferent to the impact of the volatility resulting from accounting geography. We believe that Royal’s weak stock
performance since it reported 2Q10 results stems from investors recalibrating previously inflated trading revenue expectations
as a result of this volatility. BNS seems to be at the other end of the spectrum; it has consciously made the effort to offset any
hedges against the same reporting line item in its income statement. The only item that it cannot neutralize is the impact of
Michael Goldberg, CFA credit default swaps (reported in other non-interest revenue) that offset its loan book. CIBC is in between—a number of its fair
Stefanie Lau, Associate value adjustments and the impact of ineffective hedges are reported in different line items, but it provides supplementary
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information that enables the reported numbers to be adjusted. Wherever possible, the trading revenue that we use in our
analysis is adjusted to neutralize the impact of ineffective hedges. The charts below show trading revenue for the banks on this
adjusted basis, and exclude the impact of significant trading markdowns in previous periods.

BMO. BMO's 2Q10 trading revenue increased quite dramatically to C$361m from C$280m in 1Q10, but remained at levels well
below those of late 2008 and early 2009 (trading revenue reached almost C$500m in 1Q09).

BNS. Trading revenue was very elevated in 2H09 and remained elevated above 1H levels for all three prior years (1H06-08).
BNS also experienced a slight sequential increase in trading revenue this quarter to C$419m from C$402m, with BMO being the
only bank to report a substantial sequential increase in trading revenue. BNS was the only bank where trading revenue was
above 2009 levels, and we believe that this is likely due to higher revenue from the precious metals and foreign exchange
trading business that BNS has carved out at ScotiaMocatta. In our view, Scotia’s elevated trading levels will likely be sustainable
from ScotiaMocatta, albeit at levels lower than today.

To illustrate the unpredictability of trading revenue, during Scotiabank's 1Q10 earnings conference call, management was
asked about the outlook for trading revenue. Mike Durland, Scotiabank’s Group Head, Global Capital Markets and Co-CEO of
Scotia Capital, responded that for the past two quarters, he was of the view that BNS would continue to see normalization. As
seen above, trading revenue has remained higher than in the past three years at BNS, and increased sequentially in 2Q10.
During the 2Q10 conference call, management was again questioned about its outlook. The response this quarter was that
dient flows were lower, and going forward, it was unlikely that BNS could match the unprecedented trading levels of the recent
past. If management has difficulty budgeting and predicting trading revenue, it should not be surprising that investors have
even greater difficulty doing so.

BMO quarterly trading revenue (ex markdowns) BNS quarterly trading revenue (ex markdowns)
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CM. The trading revenue picture at CM is all over the map and does not exhibit a pattern comparable with the other banks. We
believe this is because of the major structured credit issues experienced by (M that have left it shell-shocked. CM's peak trading
levels were in early 2007; the following year witnessed trading revenue ranging from C$130m to losses of C$67m. Subsequently,
(M has benefited from the volatility of 2009, as have the other banks. So far in 2010, trading levels are not at all elevated
compared with historical levels, and declined significantly in 2Q10 vs the previous quarter.

NA. This quarter, National's trading revenue was much in line with the average level for the industry and remained quite flat
sequentially. This year, National is running at levels lower than in 2009, but still well above levels in 2007 and 2008.
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M quarterly trading revenue (ex markdowns) NA quarterly trading revenue (ex markdowns)
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RY. On an absolute basis, Royal's trading revenue is the highest of all the banks at C$500-600m quarterly in 2007 and trending

up to C$800-C$1.1b in 2008. This upward trend continued in 2009 to C$1.3b before hitting a peak of over C$2b. As expected,
that level has begun to trend lower to just over C$1b in 2Q10. Note that in reporting its recent results, RY broke out its capital
markets trading revenue from its total trading revenue to exclude significant gains and losses related to hedging its Canadian

personal and commercial banking operations, Wi

hich had been included in its total trading revenue. We are now using just

capital markets trading in our measure of trading revenue, with the other trading gains and losses deemed to be offset by

hedges reported in Royal's other non-interest revenue. Is it any wonder that investors have had to recalibrate?

TD. The pattern of trading revenue at TD also mimics the trend for the other banks. TD's trading revenue has decreased
significantly on a sequential basis to C$402m in 2Q09—below 2009 levels, but above levels in both 2008 and 2007. As
management has noted many times in the past, trading revenue is expected to continue to normalize from the elevated levels

of 2009.
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(illustrated in the chart at left below):
Ived loans is trending

moving in the right direction. Two trends that we watch closely are both moving in_the_right direction
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Canadian bank credit migration Banks loan quality
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At the individual banks, we also looked at gross NPLs as both a percentage of total loans and a percentage of common equity
and allowance, which excludes the indemnified loans associated with FDIC-assisted deals. The two charts below show that both
these percentages peaked around 3Q09 and have gradually flattened in the past couple of quarters, though they still remain
above levels in early 2008. The highest percentage of total loans is at RY and BMO, while the lowest is at NA and TD. For total
common equity and allowance, the highest percentage of gross NPLs is at BNS and BMO, while the lowest is again at NA and
TD—both demonstrably lower than at the other four banks. Similar charts depicting credit migration and the continuity of net
NPLs for each of the six banks are shown in the appendix. The clear message from these credit migration trends is that loan
quality is improving for all of the banks.

Gross NPLs (exduding indemnified loans) as percentage of Gross NPLs (excluding indemnified loans) as percentage of
total loans common equity + allowance
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Wholesale banking volatility also observed in terms of credit migration

The wholesale banking business is not only volatile in terms of trading revenue, but also in the amount of net impaired loan
formations that are generated. The chart below shows the quarterly trend of segmented net NPL formations at Royal. In 1Q09,
the amount of US wholesale loan net formations peaked at C$750m and in the most recent quarters they have been negative.
The key takeaway from this information is that significant improvement has occurred in Royal's US credit migration, with net
US wholesale declassifications more than offsetting net new problem loans in US retail in 2Q10. The trend has not been as
volatile for Canadian wholesale loans, but the amount of formations has been very small to negligible for the past two quarters
compared with early 2009.

Recently, we have seen Royal's Canadian personal loan formations trending up, while the amount of US and international retail
loan formations is improving dramatically. Canadian residential mortgage formations have always been quite low, though we
did see some inflation in early 2009.
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Royal’s segmented net formations
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Target and ratings changes

In light of 2Q10 earnings, BNS and TD remain our Top Picks, and we still prefer the franchise banks. We increased our 2010
earnings outlook by ~5% overall, and left our 2011 earnings forecast unchanged. We increased our target prices for BMO and
CWB, decreased our target for RY and left the others unchanged. We also changed our ratings for BMO, NA and RY. A summary
of our current EPS estimates, target prices and ratings is shown in the table below.

Summary of Canadian bank 2010/11 EPS estimates, ratings and targets

EPS (C$) Target Dividend payout (%)
Bank 2010E 2011E price (C$) Rating 2010E 2011E
Bank of Montreal 475 5.70 68.00 Buy-Average Risk 50 49
Bank of Nova Scotia 4.05 475 56.50 Top Pick—Average Risk 48 41
asc 650 7.50 78.00 Hold-Average Risk 54 46
National Bank 525 535 66.00 Buy-Average Risk 47 46
Royal Bank 390 440 60.00 Hold-Average Risk 53 45
Toronto-Dominion Bank 6.00 6.90 81.00 Top Pick-Average Risk 41 36
Source: Desjardins Securities, Bloomberg

For 2010, the uncertainty of the new capital rules has kept dividend growth in stasis. However, given our earnings expectations,
dividend payout ratios should decline even assuming there is no change in current dividend rates. For most of the banks, we
believe that payout ratios will still be too high—even in 2011—for dividend growth to resume. In 2011, payout ratios would
still be well above 40% at all the banks except for TD, which would have a payout of 36% based on our current forecasts, and
BNS, where it would be approaching 40%. The highest payout would be at BMO at 49%, and at NA and RY, both at 46%. In our

mwm the increases in our earnings forecasts, the question of when dividend growth will resume is understandably raised again.

view, these levels may still be too high to expect dividend increases.

be maintained through good times and bad. Accordingly, before banks increase their dividends, there has to be a very high
degree of confidence in the sustainability of the level and quality of bank earnings and capital. In our view, payout ratios may
have to be below 40% to provide that confidence. Moreover, before the prospect of dividend increases becomes more visible,

trading revenue must reach a level that banks believe is sustainable, and loan quality has to continue to stabilize. TD appears to

G" In Canada, investors have viewed bank dividend increases as a yardstick of confidence and an obligation on the part of banks to

be the first of the major banks that is likely to meet these criteria.

Recommendation

Looking at recent 2Q10 bank results, we have focused on the two components of income with the greatest volatility: trading
revenue and loan quality. The good news is that loan quality, measured by credit migration, has improved significantly, and
loan losses are set for further declines. The bad news is that trading revenue, which has been highly unpredictable and
normalizing from inflated 2009 levels, will likely continue to trend lower. Taking into consideration higher EPS forecasts, trading

Michael Goldberg, CFA
Stefanie Lau, Associate

volatility and loan quality, Top Pick—rated TD will likely be the first major bank to resume dividend growth in 2011.
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