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Sector Impact of Higher Rates — Canadian Financials

The magnitude and speed of the recent increase in longer-term interest rates has dominated
the financial headlines and has been the topic of many publications. Some of the most
heavily impacted sectors have unsurprisingly been the interest-sensitive ones such as
telecommunications, utilities and financials. In this report, we discuss the impact of rising
interest rates on the Canadian financial sector, focusing on the sub-industries and the
companies that are likely to be most impacted.

The Canadian financial sector makes up 34% of the S&P/TSX Composite Index (S&P/TSX).
As shown in Chart 1, banks are the largest industry group within the financial sector at 64%,
followed by insurers at 19% and real estate at 13%. While the financial sector is classified as
interest sensitive, the industries within this sector have varying degrees of interest rate
sensitivity and can move in considerably different directions.

Chart 1 - Industry Breakdown of the Canadian Financial Sector
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Source: TD Securities S&P/TSX Index Breakdowns, as at July 5, 2013.

Banks

Banks generally benefit from a higher interest rate environment as long as the increase in
rates is felt across the yield curve and reflects an improving economy. It is difficult to isolate
which banks would benefit most from higher interest rates due to limited disclosures. TD
Bank (TD-T) estimates that a 25 basis points (bps) parallel increase in the yield curve would
boost annual pre-tax income by approximately $300 million over time (we are research
restricted on TD and cannot provide the percentage impact on TD Securities’ 2014 net
income estimate). Bank of Montreal (BMO-T) estimates the same rate move increasing pre-
tax income by approximately $190 million, representing 3.3% of TD Securities’ 2014 after-
tax net income estimate for BMO.
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Perhaps the most direct impact on banks would be on net interest margins, which reflects the spread earned by the bank
on its lending and securities books (interest income) over its borrowings and deposit base (interest expense). As long as
prudent lending and investing practices are adhered to, the higher the net interest margin, the better. Higher short-term
rates would likely lead to improved margins on short-term deposits fairly quickly, while higher medium-term interest rates
would gradually improve margins on zero-cost funds as loans re-price/come due. Without getting too granular, not all
banks would be equally impacted by higher rates, as it is a function of the relative size and composition of their deposit
book (a rising rate environment benefits banks with more low cost funds like chequing accounts) and the competitive
environment (deposit-rich banks may be less aggressive on deposit rates). Based on Q2/13 financial statements, TD has
the highest percentage of demand and notice deposits to loans among the big six banks.

In addition to the positive impact on margins, wealth management and capital markets businesses could improve,
assuming equity markets rally on the improved economic fundamentals; higher assets under management generate
higher asset-based fees while trading and underwriting activity would likely improve on increased confidence and reduced
capital market volatility. Finally, economic growth may result in increased loan demand, boosting loan growth at a time of
higher interest rates. Given the current level of domestic household indebtedness, the appetite for increased credit may
be more limited than in previous periods of economic growth.

On the credit side, an improving economic picture should bode well for employment and incomes, which increases the
credit quality of the banks’ borrowers. That said, impaired loans as a percentage of the loan book is presently at very low
levels, perhaps limiting the benefit of higher quality borrowers. Nonetheless, we expect an improved economy to be a
tailwind for the banks.

While dividend-paying equities generally lose some appeal as interest rates increase, we believe that the ability of banks
to grow earnings and dividends could mitigate some of the outflow of funds from the space. From a portfolio standpoint,
we would maintain exposure to the Canadian banks over the medium-term, particularly for income-focused investors.
There may be periods of volatility as interest rates move higher or as Canadian housing market concerns heat up, but we
believe banks remain a core part of a well-diversified portfolio.

Insurance

Having learned hard lessons from the global financial crisis, life insurance companies have greatly reduced their
exposures to changes in macro factors (equity markets, interest rates and credit spreads). This move helped reduce
earnings volatility but has also reduced—but not eliminated—the benefits of an improvement in these macro factors. The
S&P/TSX Life and Health Insurance Index gained 17% from the end of April 2013 to July 10, 2013, handily outperforming
the financial sector and the broader S&P/TSX. Clearly, investors don’'t seem to mind the reduced sensitivity to rates and
equity markets.

Lifecos are more exposed to long-term interest rates than banks. A steepening of the yield curve would be of particular
benefit to the lifecos and the impact on profitability could be seen more quickly for the companies that update their
investment return assumptions on a quarterly basis (Manulife Corp. (MFC-T) and Sun Life Financial Inc. (SLF-T)). The
assumption here is that equity markets do not decline in material fashion to act as an offset. An increase in interest rates
precipitated by an improving economic outlook would have positive implications for reserve releases, likely reduce strain
from new sales and reduce hedging costs, and would result in higher fee income and higher margins on products with
minimum crediting rates. Industrial Alliance Insurance & Financial Services (IAG-T) and MFC are the two lifecos most
levered to rates. Income-seeking investors may have to be selective as the dividend yields for the lifecos vary, with MFC
and IAG currently yielding below 3% while SLF and Great-West Lifeco Inc. (GWO-T) currently yield more than 4%. We
believe dividend increases from the lifecos are unlikely in the near-term but believe that capital appreciation in an
increasing interest rate environment may contribute nicely to total returns.

Real Estate

REITs/REOCs (real estate operating companies) have been one of the hardest-hit industries during this recent period of
rising interest rates. The S&P/TSX REIT Index has declined 13% on a total return basis from April 30, 2013 to July 10,
2013, compared to a loss of 0.5% for the S&P/TSX. While some REITs may be less impacted than others, when interest
rates rise, market values of REITs are likely to fall. The industry has been a beneficiary of the long-term downtrend in
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interest rates, not only from higher property prices and interest cost savings on mortgage refinancing, but also from the
flow of funds into higher-yielding securities.

A gradual grind higher in rates is more likely to be absorbed by REITs than the sharp upward move we have witnessed in
the last two months. As shown in Chart 2, Funds from Operations (FFO) yields (inverse of the P/FFO multiple) have
generally tracked the move in government bonds and have compressed over the years as unit prices have climbed.
While it gets lost in the long time horizon of the chart, we note that the FFO yield has recently widened by 99 bps,
compared to the 79 bps increase in the 10-year Government of Canada bond yield from the same time period in the
paragraph above. This indicates that REITs may have overshot somewhat to the downside, a point that many REIT
analysts concur with. Initially, the sell-off in REITs was much more severe, perhaps providing higher-risk investors with an
attractive entry point.

Chart 2 — Large Cap FFO Yields (ex-hotel) vs. Government Bond Yields
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Source: TD Securities.

At present we see no reason for interest rates to continue to increase at the pace they have and therefore expect any further
correction in REITs to be limited. We do not know what rates will do in the near term as they are highly dependent on U.S.
economic data and U.S. monetary policy, but we do expect them to be volatile. For investors who wish to continue to hold
REITs for the attractive yields they provide, there are certain qualities we would look for: superior asset quality, strong AFFO
(adjusted funds from operations) growth profiles and relative undervaluation. Expanding on these criteria and recognizing
that no REIT will be immune, we believe that REITs with shorter average lease terms that can benefit from the positive
spread between in-place rents and current market rates, have some room for occupancy gains (it is harder to grow AFFO
when the portfolio has no vacancy) and have higher-cost mortgages maturing in the near future (although mortgage rates
have increased, there are still opportunities to refinance at lower rates than mortgages coming due) may be more resilient.
TD Securities prefers Dundee REIT (D.UN-T), Chartwell Retirement Residences (CSH.UN-T), Canadian Apartment
Properties REIT (CAR.UN-T), Canadian REIT (REF.UN-T) and Brookfield Canada Office Properties REIT (BOX.UN-T).
CAR.UN is interesting to us because it meets many of the criteria we noted above. In particular, their leasing portfolio tends
to re-price at least annually, a good portion of its debt matures in 2013 and 2014 and apartment REITs like CAR.UN typically
have access to low-cost CMHC-insured mortgages, and if interest rates continue to make mortgages more expensive for
prospective home buyers, this could arguably help the apartment sector with more people choosing to rent than own. Longer
term, we do not expect government bond yields to provide the same level of tailwind that they have for the past 20 years and
believe that investors should consider reducing exposure to the sector or become increasingly selective in their investments.

Diversified Financials

While this is a small component of the broader financial sector, several of the stocks in this industry group may be widely

held. Since 2000, all six periods of longer-term bond yields rising more than 100 bps saw diversified financials not only

outperform the financial sector on a total return basis, but also outperform the S&P/TSX. If the increase in interest rates is

due to an improved economic outlook, equity markets could benefit. Positive equity markets should help boost assets
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under management and the sales mix would likely be more geared towards higher-fee equity funds, both of which would
improve profitability for the independent asset managers such as Cl Financial Corp. (CIX-T), IGM Financial Inc. (IGM-T),
Gluskin Sheff & Associates Inc. (GS-T), and AGF Management Ltd. (AGF.B-T), which generally have higher exposure to
equities than the asset management divisions of the banks and lifecos. From a portfolio context, we would be selective in
owning diversified financials but believe that they offer meaningful leverage to improving equity markets.

Conclusion

The industry groups that compose the financial sector all have exposure to rising interest rates but the impact can be
considerably different. Depending on portfolio objectives, we would generally recommend paring back on REITs (or at
least being more cautious in security selection) and increasing exposure to life insurance companies, who we believe
would benefit over the medium-term. While banks have their own set of potential headwinds, they have held up quite well
and we believe investors will continue to be rewarded by relative capital stability and growing dividends.
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Appendix A — Important Information

Full disclosures for all companies covered by TD Securities Inc. can be viewed at
https://www.tdsresearch.com/equities/coverage.disclosure.action

Research Ratings

Action List BUY: The stock’s total return is expected to exceed a minimum of 15%, on a risk-adjusted basis, over the next 12 months
and it is a top pick in the Analyst’s sector.

BUY: The stock’s total return is expected to exceed a minimum of 15%, on a risk-adjusted basis, over the next 12 months.
SPECULATIVE BUY: The stock’s total return is expected to exceed 30% over the next 12 months; however, there is material event risk
associated with the investment that could result in significant loss.

HOLD: The stock’s total return is expected to be between 0% and 15%, on a risk-adjusted basis, over the next 12 months.

TENDER: Investors are advised to tender their shares to a specific offer for the company’s securities.

REDUCE: The stock’s total return is expected to be negative over the next 12 months.

Distribution of Research Ratings

Distribution of Research Ratings” Investment Banking Services Provided*
REDUCE BUY
5% 56% 80%
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40%

30% +— 40%
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BUY HOLD REDUCE

Current as of July 5, 2013
A Percentage of subject companies under each rating * Percentage of subject companies within each of the
category—BUY (covering Action List BUY, BUY and three categories (BUY, HOLD and REDUCE) for which
Spec. BUY ratings), HOLD and REDUCE (covering TD Securities Inc. has provided investment banking
TENDER and REDUCE ratings). services within the last 12 months.

Overall Risk Rating in order of increasing risk: Low (10.1% of coverage universe), Medium (28.9%), High (49.5%), Speculative (11.6%)

Technical Research Disclaimer

The opinions expressed herein reflect a technical perspective and may differ from fundamental research on these issuers. Fundamental
research can be obtained through your TD Waterhouse Investment Advisor or on the Markets and Research site within WebBroker.
The technical research opinions contained in this report are based on historical technical data and expectations of the most likely
direction of a market or security. No guarantee of that outcome is ever implied.

Research Dissemination Policy

TD Waterhouse makes its research products available in electronic format. TD Waterhouse posts its research products to its proprietary
websites for all eligible clients to access by password and distributes the information to its sales personnel who may then distribute it to
their retail clients under the appropriate circumstances either by email, fax or regular mail. No recipient may pass on to any other
person, or reproduce by any means, the information contained in this report without the prior written consent of TD Waterhouse.

Analyst Certification

The TD Waterhouse Portfolio Advice & Investment Research analyst(s) responsible for this report hereby certify that (i) the
recommendations and technical research opinions expressed in the research report accurately reflect the personal views of the
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analyst(s) about any and all of the securities or issuers discussed herein and (ii) no part of the research analyst's compensation was, is,
or will be, directly or indirectly, related to the provision of specific recommendations or views contained in the research report.

Conflicts of Interest

The TD Waterhouse Portfolio Advice & Investment Research analyst(s) responsible for this report may own securities of the issuer(s)
discussed in this report. As with most other TD Waterhouse employees, the analyst(s) who prepared this report are compensated
based upon (among other factors) the overall profitability of TD Waterhouse and its affiliates, which includes the overall profitability of
investment banking services, however TD Waterhouse does not compensate analysts based on specific investment banking
transactions.

Mutual Fund Disclaimers

Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments. Please read
the prospectus, which contains detailed investment information, before investing. The indicated rates of return are the historical annual
compounded total returns for the period indicated including changes in unit value and reinvestment of all distributions and do not take
into account sales, redemption, distribution or optional charges or income taxes payable by any unitholder that would have reduced
returns. Mutual funds are not guaranteed or insured, their values change frequently and past performance may not be repeated.

TD Waterhouse Disclaimer

The statements and statistics contained herein are based on material believed to be reliable, but are not guaranteed to be accurate or
complete. This report is for information purposes only and is not an offer or solicitation with respect to the purchase or sale of any
investment fund, security or other product. Particular investments or trading strategies should be evaluated relative to each individual's
objectives. Graphs and charts are used for illustrative purposes only and do not reflect future values or future performance. This
document does not provide individual, financial, legal, investment or tax advice. Please consult your own legal, investment, and tax
advisor. All opinions and other information included in this document are subject to change without notice. The Toronto-Dominion Bank
and its affiliates and related entities are not liable for any errors or omissions in the information or for any loss or damage suffered.

TD Waterhouse Canada Inc. and/or its affiliated persons or companies may hold a position in the securities mentioned, including
options, futures and other derivative instruments thereon, and may, as principal or agent, buy or sell such securities. Affiliated persons
or companies may also make a market in and participate in an underwriting of such securities.

TD Waterhouse represents the products and services offered by TD Waterhouse Canada Inc. (Member — Canadian Investor Protection
Fund), TD Waterhouse Private Investment Counsel Inc., TD Waterhouse Private Banking (offered by The Toronto-Dominion Bank) and
TD Waterhouse Private Trust (offered by The Canada Trust Company).

The Portfolio Advice and Investment Research team is part of TD Waterhouse, which is a subsidiary of The Toronto-Dominion Bank.
TD Securities Disclaimer

“TD Securities” is the trade name which TD Securities Inc. and TD Securities (USA) LLC jointly use to market their institutional equity

services.

TD Securities is a trade-mark of The Toronto-Dominion Bank representing TD Securities Inc., TD Securities (USA) LLC, TD Securities
Limited and certain corporate and investment banking activities of The Toronto-Dominion Bank.

Trade-mark Disclosure
Bloomberg and Bloomberg.com are trademarks and service marks of Bloomberg Finance L.P., a Delaware limited partnership, or its
subsidiaries. All rights reserved.

All trademarks are the property of their respective owners.

®/ The TD logo and other trade-marks are the property of The Toronto-Dominion Bank or a wholly-owned subsidiary, in Canada and/or
in other countries.
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