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Recommendation: HOLD
Target Price (1 Year): C$60.00
Prior: C$61.00
Total Return (1 Year): 12.0%
Risk: Low

Market Data

Current Price $56.06
52-Wk Range $54.35-62.20
Mkt. Cap. (mm) $35,700
Dividend $2.80
Yield 5.0%

Financial Data

Fiscal Y/E October 31
Shares O/S (mm) 643
BVPS $38.06
P/BVPS 1.5x
Capital Ratio Tier 1 12.0%
Total Assets (bill) $525.5
Adj. Cash ROE Annual 15.4%

Estimates (f.d.)

Year 2011A 2012E 2013E
EPS Cash $5.29 $5.75 $6.05
Prior EPS Cash - $5.70 $6.15

Valuations

Year 2011A 2012E 2013E
P/E Mult. Cash 10.6x 9.7x 9.3x

Bank of Montreal

Chart Courtesy Big Charts

Robin Cornwell
416-910-7985
rcornwell@catalystresearch.ca

Notes:  
All figures in Canadian dollars, unless otherwise specified.
* Under Review

Please see the final pages of this document for important 
disclosure information.

BMO FINANCIAL GROUP
(BMO - TSX    $56.06)

Q2/12 Results Modestly Higher Than Expected
Quarter Driven by Stronger Wealth Management

Slower Earnings Growth Going Forward

Conclusion:  HOLD – 12-Month Target Lowered to $60.00
BMO Financial Group (BMO) reported cash EPS for Q2/12 of $1.51.  Adjusted EPS, which ex-
cludes other items noted below, was $1.44, up 15% Y/Y.  Although net income increased 28% Y/Y, 
the EPS was impacted by a 10% increase in the average number of common shares outstanding (issued 
in the Marshall & IIsley Corporation (M&I) acquisition).  The quarter was about $0.02 per share higher 
than we expected and generally in line with consensus.  Adjusted ROE increased to 15.4% from 15.0% 
last quarter.  

The quarter benefited from strong Wealth Management earnings and good Personal & Commercial 
(P&C) Canada earnings.  P&C U.S. earnings were somewhat disappointing due to lower net interest 
margins and lower security gains.  BMO Capital Markets had a slightly better quarter increasing 14% 
sequentially driven by higher capital markets activity.  Included in earnings was a recovery of Provision 
for Credit Losses (PCL) on the acquired M&I portfolio of $117 million (about $0.11 per share) versus 
$142 million last quarter (about $0.13 per share).

Our fiscal 2012 EPS estimate has been increased to $5.75 from $5.70.  Our 2012 EPS reflects (i) the 
expected small dilutive impact from the Marshall & IIsley Corporation (M&I) acquisition, (ii) slower 
loan growth and continued spread pressures, (iii) a modest increase in Capital Markets activity and, (iv) 
higher PCL.  For fiscal 2013, we have lowered our EPS estimate to $6.05 from $6.15 based on slower 
loan growth overall and continued margin pressures.  The earnings growth over the two-year period is 
expected to average about 7% annually. 

We have lowered our target share price to $60.00 from $61.00.  Our Hold recommendation remains 
unchanged.  In our view, the stock is not a compelling investment given the risks associated with the 
integration of the M&I acquisition and slower expected loan growth.  We continue to believe banks gen-
erally will face strong headwinds with higher risks associated with Eurozone uncertainties and the U.S. 
regulatory environment.   

We believe that the dividend will be maintained at the current level until early 2013.  The payout ra-
tios on our 2012 and 2013 EPS estimates are 49% and 46% respectively, the highest of the major banks in 
Canada.  Investors should also note that based on our estimates, the forecast payout ratios are approach-
ing the lower end of management’s targeted dividend payout range of 45% to 55% of earnings. 

Valuation
Our share price target implies a valuation of about 10.0x our 2013 EPS forecast which is about 5% 
below the average of the other five major Canadian banks.  We believe this is reasonable given the slower 
P&C earnings growth expected in Canada, stable PCL experience and our caution regarding the M&I 
acquisition.

Items of Note – Positive $137 Million After-Tax or $0.07 Per Share
• Positive $55 million after-tax recognition of a portion of the credit mark on the acquired 

M&I loan portfolio.
• Positive $73 million after-tax on the run-off of structured credit activities.
• Negative $47 million after-tax acquisition integration charges.
• Negative $23 million after-tax restructuring charges.
• Negative $24 million after-tax amortization charge related to intangible assets.
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Other Quarterly Highlights
• BMO’s Q2/12 net income was reported at $1,028 million.  Adjusted for the Items of Note, net income was $982 million, up 28% Y/Y and 1% 

sequentially.  Revenue increased 15% Y/Y while underlying operating expenses increased by 18% which resulted in negative operating leverage of 
3%.  Excluding acquisitions, operating expenses increased 2% Y/Y.  Revenue and expense increased largely due to the M&I acquisition.  Overall, 
net interest margins (NIM) declined 7 bps Y/Y and about 8 bps sequentially.  The number of average common shares outstanding increased 10% 
Y/Y.  Excluded from our PCL discussion but included in earnings was a recovery of PCL on the M&I portfolio of $117 million (about $0.11 per 
share versus $142 million last quarter (about $0.13 per share).

• P&C Canada net income increased to $446 million, up 8% Y/Y but flat sequentially.  A relatively good quarter overall.  Loan volumes increased 
3% Y/Y.  Credit card balances increased less than 1% Y/Y and personal loans increased by 5% Y/Y.  Commercial loans were also higher by 3% Y/Y.  
Revenue increased by 2% Y/Y while expenses were unchanged providing positive operating leverage of 2%.  Interest margins declined 12 bps Y/Y 
due to competitive pressures.  PCL was reported at $141 million and relatively flat Y/Y and sequentially. 

• P&C U.S. reported adjusted net income of $136 million, down 12% sequentially (adjustments exclude goodwill charges).  The P&C U.S. Bank 
represented about 14% of BMO’s overall net income this quarter and was somewhat disappointing.  Net interest margin decreased 15 bps Y/Y and  
8 bps sequentially driven by lower loan spreads.  The quarter also had lower security gains.  PCL was $84 million, up from $36 million in the same 
period last year but flat sequentially.   

• Wealth Management Group (Private Client including BMO Life) net income increased 62% Y/Y and 37% sequentially to $150 million.  This 
quarter included net income from BMO Life Assurance of $52 million, up from nil last year and $12 million last quarter.  Last year was negatively 
impacted by earthquake claims.  Wealth Management net income (excluding the Life group) increased 7% Y/Y and 2% sequentially.  Mutual fund 
revenue increased by 1% Y/Y and brokerage commissions decreased 15% Y/Y.  Assets Under Management (AUM) increased to $158 billion, up 
37% Y/Y due to acquisitions. 

• BMO Capital Markets net income was $225 million, down 1% Y/Y and up 14% sequentially.  Overall, a rather neutral quarter.  Trading revenue 
was lower by 2% Y/Y and 8% sequentially.  Investment banking revenue was weak declining about 8% Y/Y.  Revenues improved sequentially 
driven by better investment banking activity which virtually doubled.  PCL was flat sequentially.  ROE was 18.6%, down from 24.3% last year.     

• Gross Impaired Loans (GIL) in the quarter increased to $2,837 million from $2,657 million last quarter, up 7%.  On a Y/Y basis, GIL was es-
sentially unchanged.  New formations increased to $899 million in the quarter versus $624 million in the prior quarter.  Overall, the level of GIL this 
quarter was almost 10% higher than expected, driven by increases in both the consumer and commercial mortgage portfolios.  We have increased 
our forecast for GIL to $2.8 billion from $2.6 billion for both fiscal 2012 and 2013. 

• Provision for Credit Losses (PCL) increased in Q2/12 to $268 million from $233 million in the prior quarter.  PCL was flat Y/Y.  Capital markets 
reported $17 million in PCL versus a small reversal last quarter.  P&C Canada reported relatively stable PCL overall, but consumer losses in the 
U.S. were higher.  PCL was 20% higher than expected this quarter.  For fiscal 2012 and 2013, we expect PCL to increase to the $950 million level, 
up from our prior estimate of $850 million level (including the M&I transaction). 

• Security gains in the quarter were $40 million or $0.07 per share versus $42 million or $0.07 per share last quarter and $0.08 per share last year.  
Unrealized security surplus as at the end of the quarter was $640 million versus $902 million in the prior quarter.

Basel III Tier 1 Common Equity Ratio at 7.6%
Under current Basel II capital rules, BMO’s Common Equity Ratio is now 9.9%, up from 9.6% last quarter.  The Tier 1 Capital Ratio was 12.0%, up from 
11.7% last quarter.  Management estimated that its Tier 1 Common Equity Ratio under Basel III (2019 rules) was about 7.6% as at the end of Q2/12.  This 
level is well above the minimum 7.0% required by 2019.  The estimated Tier 1 Capital Ratio under Basel III is 9.5%. 

European Exposure – Low Exposure to GIIPS
Management disclosed limited information on its net European exposures.
Total Europe is $7.8 billion comprising of $160 million to GIIPS and $4.5 billion to the Euro-zone.  This was down 7% from the prior quarter.

• Loan exposure of $1.1 billion of which $113 million was to GIIPS. 
• Securities exposure of $6.4 billion.  Of this amount, $26 million was to GIIPS.
• Other exposure, including derivatives, was $0.3 billion including $21 million to GIIPS.

Canadian Housing Exposure
Last quarter, management discussed the potential impact of a 25% decline in Canadian housing prices.  We have repeated the discussion.  Their stress 
testing seemed to suggest that losses on the Canadian consumer portfolio would double and thereby increase by about $125 million.  This excludes com-
mercial mortgages which would likely add another $50 million, in our opinion.  

The total negative impact on net income would be, in our estimation, about $175 million ($0.20 to $0.22 per share) or about 3% to 4% of current earnings 
which would be at the higher end of our estimated range of a negative 2% to 4%.  Management’s estimate was based on several assumptions (i) a rise in 
unemployment in Canada to 9.5%, (ii) a 50 bp increase in interest rates and (iii) a drop in GDP of 2.5%.  All of this taking place over a 24 month period.
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Definition of Risk Rankings
Low:  Low financial and operaional risk, high predictability of financial results with stronger than average balance sheet and strong free cash flows.  Company may 
pay substantial dividends or have an active share repurchase program. 
Medium:  Moderate financial and operational risk, moderate predictability of financial results, positive free cash flows and may or may not pay a dividend.
High:  High financial and/or operational risk, low predictability of financial results.  Limited financial history, negative free cash flows, adequate working capital and 
no dividends.

Definition of Research Ratings
The Catalyst research recommendation structure consists of the following categories:
Buy:  The stock’s total return, including dividends paid, is expected to exceed a minimum of 15% on a risk-adjusted basis, over the next 12 months.
Hold:  The stock’s total return, including dividends paid, is expected to be between 0% and 15%, on a risk-adjusted basis, over the next 12 months.
Sell:  The stock’s total return, including dividends paid, is expected to be negative over the next 12 months.
Speculative:  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.
Note:  Analysts have discretion within 500 basis points of the upper and lower limit of each rating to maintain the recommendation.

Analyst Certification
All of the views expressed in this report accurately reflect the personal views of the responsible analyst(s) about any and all of the subject securities or issuers.  No 
part of the compensation of the responsible analyst(s) named herein is, or will be, directly or indirectly, related to the specific recommendations or views expressed 
by the responsible analyst(s) in this report.

The information contained in this report has been compiled by Catalyst Equity Research Inc. (“Catalyst”) from sources believed to be reliable, but no representation 
or warranty, express or implied, is made by Catalyst, its affiliates or any other person as to its accuracy, completeness or correctness.  All opinions and estimates con-
tained in this report represent Catalyst’s judgment as of the date of this report and are subject to change without notice and are provided in good faith but without legal 
responsibility.  This report is not an offer to sell or a solicitation to buy any securities.  Catalyst and its affiliates may have a relationship or may receive compensation 
for services with some or all of the issuers mentioned.  Catalyst or its affiliates or officers, directors, representatives, associates may have a position in the securities 
mentioned herein, and may make purchases or sales of these securities from time to time in the open market or otherwise.  The securities discussed may not be eligible 
for sale in all jurisdictions.  To the full extent permitted by law neither Catalyst nor any of its affiliates, nor any other person, accepts any liability whatsoever for any 
direct or consequential loss arising from any use of this report or the information contained herein.  No matter contained in this document may be reproduced or copied 
by any means without the prior consent of Catalyst.  This report is not for distribution in the United States of America.
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