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 Amount Yield

Dividend $2.80 6.4%

Analyst
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THIRD-QUARTER REVIEW

HIGHLIGHTS
• Q3/08 Below Expectations - Another Messy Quarter 
• U.S. Loan Losses Increase Signifi cantly
• Current Dividend Still Considered Safe

CONCLUSION
HOLD: 12-Month Target Lowered To $50.00

BMO Financial Group (BMO) reported cash EPS for Q3/08 of $1.00, a decline 
of 23% Y/Y.  Underlying earnings were closer to $1.10 per share, well below 
our forecast of $1.21 per share and down from an adjusted $1.47 per share in 
the same period last year, for a Y/Y decline of 24%.  Structured credit problems 
continue to plague BMO.  The quarter was also hurt by another big increase in 
the Provision for Credit Losses (PCL).  The high level of Gross Impaired Loans 
(GIL) otherwise referred to as loans that are classifi ed as troubled, continues to 
cause us concern.  Adjusted ROE in the quarter was 15.2%, down from 17.2% 
last quarter.  The Tier 1 capital ratio under Basel II increased to 9.9%.

We have lowered our 2008 EPS estimate to $4.75 from $4.90.  For 2009, we 
have reduced the EPS estimate to $4.95 from $5.20.  Both these reductions refl ect 
our higher loan loss expectations.  Given the uncertainty over future loan loss 
provisions, we do not expect a dividend increase for at least 12 months.  To be 
clear, however we believe the current dividend rate is safe and investors should 
continue to receive a premium yield of almost 6.4% versus the banking average 
of 4.8%.   We have maintained our recommendation as a Hold and our target 
price has been lowered to $50.00 from $51.00.  
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Valuation

Based on our revised 2009 EPS, our new share price target implies a multiple on 2009 EPS of 
10.0 times which is about 20% below the average for RY, BNS & TD, and about 10% below the 
banking average P/E multiple overall.  We believe this is reasonable given the challenges facing 
management.

Capital Markets Environment Charge of $134 Million – What is this you ask?

Same old – same old – just re-branded under a new name!  The charge relates to more write-downs 
on  Apex Trust, Structured Investment Vehicles (SIV’s),  Asset Backed Commercial Paper (ABCP) 
and mark-to-market valuations on counterparty credit exposures on derivative contracts largely 
the result of widening credit spreads.  In other words, these are real losses that are not expected 
to be recovered.  The net charge was $134 million ($96 million after-tax or $0.19 per share) and 
consisted of the following:

$58 million write-down for mark-to-market valuations.• 
$55 million write-downs on preferred shares in the trading portfolio.• 
$28 million impairment charge on ABCP paper.• 
$15 million related to Apex Trust.• 
$3 million charge against SIV investments.• 
Offset by a recovery of $25 million for other SIV and trading gains.• 

Other Items in Q3-08 of Net Positive $33 Million or $0.06 Per Share

BMO had three other items in the quarter, amounting to a positive $33 million after-tax or $0.06 
per share:

$50 million increase in general allowances ($30 million after-tax).• 
$28 million for severance charges for BMO Capital Markets ($19 million after-tax).• 
$95 million income tax recovery in BMO Capital Markets ($82 million after-tax).• 

Concern Over Credit Issues Remain High – Credit Losses Increased 

Gross Impaired Loans (GIL) continued to be high in the quarter at $1.8 billion over twice the level 
of $0.7 billion six months ago.  This increase has largely been driven by U.S. commercial real estate 
loans, forest products and manufacturing.  Several large individual U.S. real estate loans have been 
the drivers of the GIL increase over the last three quarters.

The Provision for Credit Losses (PCL) soared in Q3/08 to $434 million (excluding the general 
reserve provision), which is triple that of the prior three quarters.  Although we expected PCL to 
increase given the large increase in GIL’s, this increase was well above expectations.  Management 
indicated that the increase was the result of two commercial real estate loans (Fairway) in the U.S., 
which accounted for $247 million, and that excluding these loans the PCL would have normalized 
closer to $190 million.   Consequently, we have increased our PCL estimate for fi scal 2008 again, 
to slightly over $1 billion from $800 million, which implies a tripling over 2007.  For fi scal 2009, 
we have increased our PCL provision to $1.2 billion from $950 million.  

SIV Problems Continue to Plague

BMO indicated that it has provided about $4.0 billion in liquidity to two SIVs.  Management expects 
another $1.0 billion in liquidity to be supplied in the current quarter.  Our concern is related to the 
fact that the SIV’s are now about $10.0 billion in assets, meaning that BMO is up to about 50% 
liquidity and that this is likely to continue to climb.  Although well secured, the higher the liquidity 
the more we will get concerned that a provision may be required.
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Other Quarterly Highlights

Total BMO net income was below expectations at $521 million down 23% Y/Y.•   Adjusted 
net income excluding numerous charges is estimated to be closer to $555 million or $1.10 per 
share, or a decline of 15% Y/Y. 

P&C Canada net income increased to $342 million down 4% Y/Y.  • If an income tax recovery 
of $14 million last year is excluded, earnings Y/Y would have been fl at.  Operating leverage was 
a negative 4%, as expenses increased 7% and revenue was up only 3%.  Expenses were driven 
by recent growth initiatives.  Interest margins increased marginally Q/Q but were down 5 bp 
Y/Y.  Higher funding costs were offset by a more favourable product mix and higher refi nancing 
fees.  Continued good loan growth in personal loans and credit cards, up 20%Y/Y.   

P&C U.S. (Harris) net income up 9% Y/Y•  at $37 million.  Results included a full quarter of 
the Wisconsin acquisitions.  Interest margins increased sequentially, due to pricing initiatives 
and a more stable spread environment overall, but were lower Y/Y due to the weaker credit 
environment.  Higher expenses were attributed to branch expansion and the acquisitions. 

Wealth Management Group (Private Client) net income was good, up 8% Y/Y,•  as the 
group reported cash net income of $111 million.  Total revenue increased by 5% Y/Y, due to 
higher commission revenue and private-banking revenue.  Mutual Fund revenue was fl at Y/Y 
and AUM (excluding institutional AUM) were down 3% Y/Y.

BMO Capital Markets net income was up 34% Y/Y•  to $259 million, helped by the income tax 
recovery of $82 million offset by the $19 million severance charge and the environment charge 
of $96 million.  Underwriting revenue was $97 million, down 39% Y/Y. Trading revenue was 
good at $220 million, up 16% Y/Y (excluding commodity losses in Q3/07 of $149 million).  

Securitization revenues were very strong•  at $133 million vs $65 million last year. 

Security gains other than trading were a negative $75 million or $0.08 per share• .  This 
was down from a gain of $6 million last year.  Unrealized securities gains as at the end of the 
quarter were $118 million down from $225 million at the end of the previous quarter.

Tier 1 capital ratio was relatively unchanged at 9.9%•  (under Basel II) versus 9.4% last quarter, 
helped by a recent preferred share issue and a decline of 6% in Risk Weighted Assets.


