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On Wednesday night, Moody’s, one of the major credit rating agencies, downgraded the six main Canadian banks by one 
notch. The downgrade was a reflection of concerns that the banks were “more vulnerable to downside risks in the 
Canadian economy,” as a result of expanding consumer debt levels and elevating housing prices.  
The initial market reaction was mildly negative, with bond yields for the Canadian banks rising a few basis points, bank 
stocks falling between 0.5-2.5%, and the Canadian dollar weakening modestly. In light of these developments we’ve put 
together some thoughts on portfolio positioning and the Canadian market as we look forward. 

Currency and Fixed Income 
The loonie weakened modestly on the news, largely as a reflection of the view that the Bank of Canada will be on hold for 
a more prolonged period than the market initially suspected. Our view is that the loonie will weaken over the next year 
versus the U.S. dollar, partly as a function of expectations that the Bank of Canada (BoC) will likely keep interest rates 
unchanged due to lacklustre economic growth while the Fed continues to gradually increase interest rates. As a result, our 
currency view was biased towards a weakening Canadian dollar and we were well positioned to benefit from this week’s 
move downward. 

From a fixed income perspective, in the current environment where interest rates are low and employment remains stable, 
there is no evidence of credit deterioration from the big six banks. These companies are very well-capitalized with strong 
access to broad-based funding and are operating under a prudent regulator in Canada. As a result, we do not have 
concerns about the downgrade being a canary in the coal mine for Canadian banks and their bonds, nor do we have 
concerns around their credit-worthiness. 

Equities 
In terms of equity market moves, the banks with more domestic retail exposure were more impacted than those with 
higher exposure to international operations. Moody’s statements around growth in Canadian consumer debt levels and 
elevated housing prices are concerns that we share. We monitor these risks on an ongoing basis to understand what the 
resulting impact of stress – like a rise in unemployment rates or increased interest rates – could be on Canadian 
consumer balance sheets and thus on the banks and their provisions for credit losses.  

For a number of years we have tilted our bank exposure within funds like RBC Canadian Dividend Fund towards banks 
that generate a higher percentage of their revenue from international sources. While these positions can fluctuate based 
on underlying valuations and the level of concern that exists in the market, holding banks with diversified operations has 
generally served us well over time as there are a number of revenue levers that can be pulled when other areas of the 
market slow down. While a downgrade like this doesn’t change how we think about investing in these securities, it does 
highlight the importance of ensuring that the portfolio is not overly concentrated in one area of the market – something we 
spend a lot of time thinking about.  

Conclusion 
There’s a wide swath of newsflow floating around right now, whether it’s around an elevated Canadian housing market, 
the credit downgrade of Canadian banks, or even the recent news around Home Capital and its liquidity issues and 
ongoing regulatory investigations. To that end, we would note the following points around these developments:  

• While the banks are a large part of our economy and market, for the most part their earnings come from a variety 
of sources, including international operations, investments, and capital market activity. These non-domestic 
businesses can help with revenue growth through a period of Canadian economic weakness and a slowdown in 
domestic loan growth. 
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• The newsflow around Home Capital Group, while disconcerting, is being monitored carefully. The company 
represents less than 1% of the total mortgage market in Canada, and while the company has experienced some 
difficulty accessing funding at normalized rates, it did secure funding in order to cover the deposit outflows it was 
experiencing. The company is exploring its options around selling off portions of its loan book and while there are 
a wide range of possible outcomes, we do not think a significant decline in the housing market is imminent as a 
result of these company-specific issues. 

• Home prices in Canada are elevated and affordability has deteriorated. However, much of this deterioration has 
occurred in major city centres like Toronto and Vancouver, where measures to slow the pace of price increases 
have been undertaken. While we continue to monitor the housing market closely, our base case is still an 
outcome where housing prices could consolidate over a number of years rather than decline significantly. 

More broadly speaking, the downgrades speak to the importance of maintaining a globally diversified portfolio that has 
good exposure to other countries, global multi-asset credit, and levers that can be pulled to increase or decrease 
exposures as opportunities and risks present themselves.  

 

 

 

 

 

 

 

 

 

 

 

 

 

Please consult your advisor and read the prospectus or Fund Facts document before investing.  There may be commissions, trailing commissions, 
management fees and expenses associated with mutual fund investments.  Mutual funds are not guaranteed, their values change frequently and past 
performance may not be repeated.  RBC Funds, BlueBay Funds and PH&N Funds are offered by RBC Global Asset Management Inc. and distributed 
through authorized dealers.  
This article is not intended to provide individual legal, accounting, tax, investment, financial or other advice and is for informational purposes only. 
Specific investment strategies should be considered relative to each investor’s objectives and risk tolerance. The information contained herein is 
provided by RBC Global Asset Management Inc. (RBC GAM) and believed to be up-to-date, accurate and reliable. Information obtained from third 
parties is believed to be reliable but RBC GAM and its affiliates assume no responsibility for any errors or omissions or for any loss or damage suffered. 
RBC GAM reserves the right at any time and without notice to change, amend or cease publication of the information. 
This document may contain forward-looking statements about the Fund, its future performance, strategies or prospects, and possible future Fund action. 
The words “may”, “could”, “should”, “would”, “suspect”, “outlook”, “believe”, “plan”, “anticipate”, “estimate”, “expect”, “intend”, “forecast”, “objective” and 
similar expressions are intended to identify forward-looking statements. Forward-looking statements are not guarantees of future performance. Forward-
looking statements involve inherent risk and uncertainties, both about the Fund and general economic factors, so it is possible that predictions, forecasts, 
projections and other forward-looking statements will not be achieved. We caution you not to place undue reliance on these statements as a number of 
important factors could cause actual events or results to differ materially from those expressed or implied in any forward-looking statement made by the 
Fund. These factors include, but are not limited to, general economic, political and market factors in Canada, the United States and internationally, 
interest and foreign exchange rates, global equity and capital markets, business competition, technological changes, changes in laws and regulations, 
judicial or regulatory judgments, legal proceedings and catastrophic events. The above list of important factors that may affect future results is not 
exhaustive. Before making any investment decisions, we encourage you to consider these and other factors carefully. All opinions in forward-looking 
statements are subject to change without notice and are provided in good faith but without legal responsibility. 
® / ™ Trademark(s) of Royal Bank of Canada. Used under licence.   © RBC Global Asset Management Inc. 2017 
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