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2 Reasons to Consider Taking Profits on Bank Stocks

Description

Investors looking at Canada’s banks may think there is considerable upside remaining: Toronto-
Dominion Bank (TSX:TD)(NYSE:TD) and Royal Bank of Canada (ISX:RY)(NYSE:RY), for example,
have staged 4.6% and 7.6% rallies, respectively, in 2016, underperforming the TSX’s performance of
11.5% this year.

Some may argue this relative underperfarmance may attract capital to bank stocks from more richly
valued names in the TSX. This sounds'even more viable since bank stocks have dividend yields of
about 4% on average compared to 10-year Government of Canada bonds, which only yield 1.07%.

This makes bank stocks a good stable option for yield for investors who can'’t get it elsewhere, and

should, in theory, support higher valuations.

Despite this, looking at bank earnings outlooks—a key driver of valuations—the banks seem fairly
valued at best, and investors who are not very long-term holders and/or dividend-focused investors
could consider taking profits and moving capital elsewhere.

1. Valuations are looking stretched
Itis true.

With the TSX outperforming the Canadian banks on average this year, the banks are undervalued
relative to the TSX when comparing historical averages. According to TD Bank analysts, Canada’s
banks have a price-to-earnings ratio of 69%, which is below the long-term average of the TSX of about
76%.

Unfortunately, there is reason to suggest that the long-term average is not justified at the moment.
Currently, Canada’s banks are trading at an average P/E of about 11. Over the past 10 years, 11.3 has
been the median, but banks have spent extended periods near 12, briefly spiking to nearly 14 on
occasion (although not since the mid-2000s).
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With the banks currently about in line with historical values, the only way they will see continued upside
is if valuations stretch above average or if earnings outlooks improve.

These two factors are connected, and TD Bank analysts note that the only time Canadian bank P/E
ratios go above 11 is when there is growth in the earnings outlook. For example, in 2012 analysts were
raising earnings estimates for 2013, which led to bank P/E ratios expanding above 11.

Unfortunately, this is not happening for Canadian banks currently. In fact, consensus earnings
estimates for 2017 are down 2% since the start of the year, which means bank share prices are
growing as future earnings expectations are falling. This makes banks seem expensive.

Going forward, Canada’s banks can only expect average earnings growth of 4% for the next two years
compared to 8% for the past 10 years, which does not help share price growth prospects.

2. Oil and real estate will be headwinds going forward

Energy sector activity (controlled by oil prices) and a coming slowdown in the Canadian real estate
market, which is driven by a pullback in record prices, will pressure bank earnings going forward and
prevent upward earnings revisions for the banks.

While the energy sector is recovering, the current massive 20% pullback in oil prices since July shows
the recovery in oil prices will be gradual. With-ai$10 ehange in oil prices expected to affect cash flow in
Canadian oil companies by 28% on average, the current plunge will mean oil and gas firms may need
to rely on credit more, which means more oil exposure for banks and potentially more impaired loans
(which means banks may need'to charge more against earnings to cover loan losses).

If the current pullback in oil prices persists, banks may see more weakness in projected earnings for
2016 and 2017.

Adding to this headwind is the risk that is coming from a real estate slowdown. With Vancouver
recently implementing a tax on foreign buyers, home sales plunged by 75%, and a similar move by
Toronto could lead to a plunge in home prices, which, according to Moody'’s, would result in $18 billion
of losses to Canada’s banks if the plunge in prices were to fall by 35%.
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