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TORONTO (Standard & Poor's) Aug. 8, 2014--Standard & Poor's Ratings Services
today said that it revised its outlooks to negative fromstable on al nost al
Canadi an banks to which we have ascribed ratings uplift for potential
extraordi nary governnent support in a crisis. W base this rating action on
our view that the announcenment of a proposed bail-in policy regine night |ead
us to lower ratings on the banks within two years. W are revising our
out | ooks on Royal Bank of Canada (RBC), Toronto-Dom ni on Bank (TD Bank), The
Bank of Nova Scotia (Scotiabank), Bank of Mntreal (BMD), Canadian Inperial
Bank of Commerce (CIBC), and National Bank of Canada (NBC)

"The outl ook revision reflects our expectation of reduced potential for
extraordi nary government support arising frominplenmentation of the proposed
new el enents of the resolution framework for Canadi an banks," said Standard &
Poor's credit analyst Tom Connell.

THE PROPOSED FRAMEWORK

On Aug. 1, the Canadi an governnent issued a consultation paper setting out a
possi ble "bail-in" policy framework for |arge Canadi an banks. The proposed
Taxpayer Protection and Bank Recapitalization Regine, which the government
first alluded to in its 2013 federal budget, will add to the set of tools
avail abl e for Canadian officials to respond to the inpending failure of a

| arge bank, in a way designed to maintain overall financial systemstability
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whi | e reducing the potential need for a taxpayer-funded bail out.

The framework woul d establish the capacity of authorities to recapitalize a
nonvi abl e bank through the conversion of bank liabilities to common equity.
Specifically, the proposal creates a mechanismfor the conversion of bank
senior debt to regulatory capital. It appears that under the proposal, senior
and subordi nated debt issues outstanding (excluding recently issued regul atory
capital instruments) will not be subject to bail-in. Currently, regulations
only require that hybrid capital instruments include a provision for their
conversion to common equity for a bank that is approaching the point of

nonvi ability. Under the proposal, banks would have to neet a higher |oss
absorbency (HLA) requirement, consisting of a conbination of regul atory
capital and senior debt. The governnent proposes setting a fixed HLA

requi renent at 17% 23% of risk weighted assets. This pool of potentia

| oss-absorbing capital is intended to allow regulators to position a bank to
absorb a neani ngful degree of stressed | osses and subsequently satisfy a Base
[1l 11.5%total capital ratio upon reemergence fromreceivership. W believe
the explicit ability for regulators to bail-in senior debt significantly

i ncreases the capacity of authorities to stabilize a failing bank through
recapitalization.

The consultation paper includes several notable proposals and questions. For

i nstance, although the Canadian institutions all have operating banks as their
top-tier parent conpanies, the proposal states that the federal government

wel cones conments on the potential nerits of the hol ding company nodel,
simlar to those used in the U S and U K, based on a single point of entry
strategy. As well, the governnent has proposed that the regulator's conversion
powers only apply to liabilities that are issued, originated, or renegotiated
after an inplenmentation date, as determ ned by the governnent. Finally, it's
proposed that only senior unsecured debt with an original nmaturity of nore

t han 400 days be subject to statutory conversion. This varies from ot her

gl obal reginmes; for exanple, the Bank Recovery and Resolution Directive to be
i mpl emented in the European Union states that obligations with an origina
maturity greater than seven days will be subject to conversion. The Canadi an
government has requested coments on its proposals, and the final rules could
vary somewhat fromthe current proposal

RATI NGS UPLI FT FROM GOVERNMENT SUPPORT

We incorporate the potential for extraordi nary government support in our

rati ngs on the seven | argest Canadi an financial institutions. W evaluate the
potential for extraordinary governnment support through an assessnment of a
bank's system c inportance, in conjunction with our view of the governnent's
wi | lingness and capacity to support one or nore banks during a crisis. W
assess seven Canadi an financial institutions as having "high" or "noderate"
system c i nportance. W al so assess Canada as being "supportive,"” which is the
m ddl e of three categories in our framework for evaluating the tendency of a
government to bail out a financial institution. The issuer credit ratings on
the | arge Canadi an financial institutions include either one notch (RBC, TD
Bank, Scotiabank, NBC, and Cai sse Central e Desjardins) or two notches (BMO and
CIBC) of uplift due to the potential for extraordi nary governnent support.
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This notching reflects our belief that the Canadi an governnent, |ike other
governments around the world, would face strong incentives to support a |arge
institution in a crisis to preserve financial market stability. W base this
on the size and interconnectedness of these banks, their inportance to the
econony, and the potential for the failure of one institution to destabilize
the systemas a whole. We believe there is a noderately high |ikelihood that
t he Canadi an governnent would intervene to preenpt a |large bank's failure.

WHAT OUR ASSESSMENT W LL ENTAI L

In assessing the credit inplications of the final bail-in regime, our prinmary
focus would be on how it affects the probability of default of banks' various
debt cl asses (as opposed to recovery or |oss-given-default considerations).
The effect of the inplementation of a bail-in reginme could raise a bank's
probability of default, in our view, because of reduced likelihood of
extraordi nary support fromthe government; and nore directly, the bailing-in
of senior debt would be a default with respect to those instrunments, and for
the issuing entity. The inpact of a bail-in regine could be partially offset

i f market discipline pronpts banks to strengthen their underlying

ri sk-adjusted capital positions.

I n our ongoing reassessment of the |ikelihood of extraordi nary gover nment
support for systemically inmportant banks, we will consider our views of both
t he governnment's tendency to support banks in a crisis, and whether the
system c inportance of the individual banks has changed due to the evol ving
framewor k.

We night reclassify the Canadi an governnent's tendency to support a bank as
"uncertain" fromthe current "supportive" category. W note that taxpayer
protection is a prinmary goal of the bail-in policy, as the consultation
document's title reflects. W expect the Canadi an government will take a
pragmati c approach that bal ances policy goals and nmakes use of whatever
options are available in the event of an inpending bank failure. Canada has
not prohibited capital injections to a distressed bank, but does include a
capital injection froma federal or provincial government as a trigger event
for the conversion of nonviability capital instruments and of bail-in debt.
For jurisdictions we view as having an uncertain tendency to support banks, we
do not apply any ratings uplift froma bank's stand-al one credit profile,
regardl ess of the bank's system c inportance.

Al ternatively, we could reduce our assessnent of the systenic inportance of
sone or all Canadi an banks, to "noderate" or "low. " This could arise if we
conclude that the array of resolution tools, including the bail-in option
woul d have the potential to materially reduce the potential for a bank failure
to destabilize the financial system For banks we view as having | ow systemc
i mportance, we do not apply any uplift for extraordi nary government support.
For banks that we believe have nbderate systemic inportance, we would limt
uplift of extraordinary support to one notch at nost (assuming we view the
government as supportive).
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The bail-in proposal would apply directly to institutions designated as
donestic systemi cally inportant banks (D SIBs) by the Ofice of the

Superi ntendent of Financial Institutions (OSFl), which does not include the
Desj ardi ns group because it is regulated (and was designated as a D-SIFl) by
the Autorite des marches financiers (AMF), a body the Governnment of Quebec has
mandated to regul ate the province's financial nmarkets. W will update our
expectations for support with respect to the Desjardins ratings taking into
account any future regulatory directives. These regul atory D SI B desi gnations
do not deternmi ne our assessnents of systemic inportance or our view of the
government's tendency to support banks. In our view, the primary inplications
of OSFI's designation of D SIBs include enhanced supervisory and di scl osure
requi renents, a 1% capital surcharge, and being subject to the proposed
bail-in policy.

W will base rating actions following fromtoday's outl ook revisions on our
expectations for the proposal's final form as well as details concerning
scope, timng, and phase-in of related nmeasures. In addition, we will | ook at

the overall credibility of the proposed neasures in conjunction wth other
resolution tools to effectively preserve financial stability in the event that
a mpjor institution fails, and the extent to which we believe they will reduce
potential pressures on the governnent to bail out a failing institution. W
wi Il continue our assessnent of the governnent's proposal to identify specific
el ements that mght have increnentally positive or negative rating

i nplications considered in isolation

The negative outl ook on the affected banks primarily relates to the issuer
credit and senior debt ratings of those institutions. Prelinmnarily, we do not
see imedi ate or direct inplications of the proposed policy for the
stand-al one credit profiles (SACPs) of those institutions, or for the

i nstruments notched fromthe i ssuer SACPs. However, we do not rule out the
possibility of SACP changes if subsequent changes arising fromthe finalized
pol i cy suggest expected responses on the part of the banks thensel ves or of
hol ders of bank liabilities. These second-order responses could be positive
(such as a bank's decision to strengthen its core capital position to reduce
the perceived risk of bail-in) or negative (such as a negative inpact on the
terms or conposition of whol esal e funding that a bank can access subject to
the bail-in regine).

The outl ook revision is a response to our view of the general direction of the

Canadi an policy framework, as well as to the prospects of the introduction of

a bail-in regine. Sone specific questions we will explore in assessing the

bail-in framework include:

 WIIl the finalized policy inspire confidence that it will materially
reduce the need for governnent bail-outs in crisis situations?

e How will structural changes such as requirenents for non-operating
hol di ng conpanies (if adopted) affect bank operating conmpany credit
profiles?

e How will senior debt that could be bailed in be positioned relative to
other instrunents with which senior debt is currently pari passu, such as
deposit notes and short-term seni or debt?
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e How will banks respond to the bail-in policy with respect to relative
anmounts of | oss-absorbing hybrid instrunments versus senior debt (with an
i ncreasing use of hybrids potentially reducing the default risk of senior
debt) ?

e How will market reaction to the bail-in policy affect bank funding, and
will this pronpt changes in bank risk profiles?
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Standard & Poor's Ratings Services, part of MG aw Hi Il Financial (NYSE

MHFI), is the world's |eading provider of independent credit risk research and
benchmarks. W publish nore than a million credit ratings on debt issued by
soverei gn, nunicipal, corporate and financial sector entities. Wth over 1,400
credit analysts in 23 countries, and nore than 150 years' experience of
assessing credit risk, we offer a unique conbination of gl obal coverage and

I ocal insight. Qur research and opi nions about relative credit risk provide
mar ket participants with informati on and i ndependent benchmarks that help to
support the growh of transparent, liquid debt markets worl dwi de.
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