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AT A GLANCE

Nationat Bank Financial Group is an integrated provider
of financial services to retail, commercial, corporate and
institutional clients. It operates in three business segments -
Personal and Commercial, Wealth Management and Financial
Markets - with total assets in excess of $132 billion as at
October 31, 2009.

Through its more than 17,500 employees, National Bank
Financial Group offers a complete range of services: banking
and investment solutions, securities brokerage, insurance,
wealth management, corporate and investment banking, and
mutual fund and pension fund management.

National Bank Financial Group isthe leading bankin Quebacand
the partner of choice for smalt and medium-sized enterprises.
it is also the sixth targest bank in Canada with brancnes in
almost every province. Clients in the United States, Europe
and other parts of the world are served through a netvsork of
representative offices, subsidiaries and partnerships.

Founded in 1859, National Bank celebrated its 150
anniversary in 2009. Its head office is located in Montreal and
its securities are listed on the Toronto Stock Exchange.
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MESSAGE FROM THE CHAIRMAN OF THE BOARD

Itis gratifying to witness National Bank’s emergence from the recent financial
markets turmoil and economic uncertainty as a stronger and more confident
financial institution.

The Bank’s fiscal 2009 results were excellent and compared favourably
relative to its Canadian peers by all measures of performance. More important
still, this accomplishment came during a year of intense internal activity as
the Bank implemented its strategic plan.

Strategic plan on track

Approved by the Board of Directors, the central thrust of the Bank’s strategy
is One client, one bank, a vision thatis being realized through a comprehensive
atignment of its distribution network, human resources and technology to
better serve client needs. The Board is closely monitoring the implementation
through frequent presentations from senior management and detailed
discussions of specific issues.

We are pleased with the early results and especially the high level of
teamwork and leadership by senior management as well as the culture of
collaboration firmly taking root across the Bank’s divisions and departments.
Based on our deep involvement in the strategic planning process, my fellow
directors and I are impressed with the progress to date. The Board will continue
to offerits full support to management as it continues to strengthen the Bank’s
client focus.
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Jean Douville
Chairman of the Board of Directors

Risk management: a priorit
g y

Although the worst of the financial crisis appears to be behind us, risk
management continues to be a high priority. The Board is regularly apprised
of regulatory developments and maintains a vigilant watch on the evolution
of the Bank’s policies, practices and systems to ensure that its risk profile is
consistent with its financial objectives. On this count, we wish to underscore
the Bank’s prudent risk management and strong capital position. As a result,
National Bank was one of very few Canadian financial institutions that did
not dilute shareholders by issuing new shares to increase its capital.

The financial crisis has led to considerable debate about the role of
compensation in risk management, particularly as it relates to employees
from the banking sector working in financial markets. The Bank has therefore
decided to conduct a review of its compensation policies for financial markets
professionals in light of risk management practices, industry trends and
emerging regulatory principles.

Also with respect to compensation, National Bank was the first Canadian
bank to agree to submit the Board’s approach regarding senior management
compensation to shareholders for an advisory vote. The non-binding vote
fulfills a wish expressed by numerous shareholders and will be conducted
for the first time at the 2010 annual meeting.

The Board’s oversight of risk management also includes compliance
with the Basel Il Accord requirements and preparedness for fundamental
changes to the way financial statements are presented. As the 2011 deadline
approaches for the adoption of International Financial Reporting Standards
(IFRS) in Canada, the Board is satisfied that the Bank is taking adequate
measures to meet the implementation requirements.



MESSAGE FROM THE CHAIRMAN OF THE BOARD

Maintaining high governance standards

We remain committed to the best practices and highest governance standards
in the way the Board exercises its role. The past fewyears have been demanding,
with the Board being called upon to provide oversight of many aspects of the
Bank’s business, some of them highly complex. During this-time, our work
has reached an unprecedented level of detail and thoroughness, assisted in
large part by our many open and frank exchanges with the members of senior
management. As Chairman, | am satisfied with the quality and timeliness of
information received by the Board and the collaboration of management in
all of our discussions. ’

As part of its governance responsibilities, the Board is also actively
planning its own succession to ensure continuity and diversity in its composition.
In this respect, the appointment of Louise Laflamme in November 2008
increased the representation of women Board members while adding valuable
financial expertise to our deliberations. The Board recognizes the importance
of increasing the number of women directors and striving for representation
parity between men and women on the Board.

Acknowledgements .

In closing, the Board is pleased to see the Bank’s 2009 achievements and
progress towards its strategic objectives.

The ability of the Bank’s employees and management to navigate
successfully through a financial crisis and difficult economic conditions while
pursuing a major transformation in the way the Bank serves clients is no small
feat. It demonstrates the exceptional leadership of the senior management
tearn under the direction of Louis Vachon and the high level of commitment
of the Bank’s more than 17,500 employees. On behalf of shareholders, the
Board of Directors wishes to thank management and employees for their
dedication and efforts.

| also wish to acknowledge the contribution of my fellow directors to the
Bank’s success and their great rigour in exercising their responsibilities.

Looking forward, the Board is confident in the Bank’s future prospects.
The institution, which celebrated its 150t anniversary in 2009, rests on a
solid foundation: It has a clear and focused strategy. Continued vigilance in
managing risk and strong execution will allow the Bank to strive for new
heights in client service and shareholder value in the years ahead.

//ﬁd‘_{”’%

Jean Douville
Chairman of the Board of Directors
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MESSAGE FROM THE PRESIDENT AND CHIEF EXECUTIVE OFFICER

Heading into 2010, the world continues to emerge slowly from the most
severe financial and economic crisis of the last 75 years. Credit markets are
stabilizing, equity markets are recovering and leading indicators have signalled
the end of the global recession.

The Canadian and Quebec economies turned the corner in mid-2009
and resumed growth in the fourth quarter. Although the recession exacted a
heavy tollin certain industries and regions, our economic decline was shorter
in duration and less pronounced than initially feared and we fared better than
most industrialized countries.

Among the many factors responsible for the relatively quick rebound,
we must acknowledge the important role played by Canadian authorities.
Through its wise and timely interventions, the Bank of Canada contributed
significantly to fostering a climate of financial and economic stability during
the past two years. The constructive actions of the federal government
supported economic activity and provincial governments implemented stimulus
measures of their own. Together, these initiatives blunted the force of the
recession and helped pave the way towards recovery.

The Quebec Government’s response merits special mention, as its timely
infrastructure investments and their massive scale shielded the province
from the worst of the slowdown and atlowed Quebec to outperform the country
as a whole.

For the past several years, we have been pointing to the diversification
of the Quebec economy as a natural bulwark against sharp downturns. Since
no industry sector accounts for an inordinate share of activity, such as the
automobile sectorin Ontario or natural resources in other parts of the country,
Quebec was not as hard hit by the global recession.

4 National Bank of Canada / 2009 Annual Report
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ONE CLIENT,
ONE BANK

SELECTED 2009
ACHIEVEMENTS

tand Chief Executive Officer

Difficult period for financial institutions

The past few years have been challenging for financial institutions and their
shareholders. in many countries, bankruptcies, government bailouts, massive
dilution of shareholders’ equity and steep dividend reductions have been
the norm rather than the exception. The destruction of shareholdervalue has
been unprecedented.

In the United States, over 100 financial institutions have disappeared
since the onset of the credit crisis. Many of the largest institutions were saved
by capital injections from the federal government. Twelve of 16 banks listed
on the S&P 500 Banks Index slashed or eliminated their dividend and 13 of
them issued new equity at depressed share prices. Weak capital positions
forced more than half of the 48 largest regional banks to adopt similar survival
measures,

European institutions did not fare much better. While the insolvency
rate has been lower than that of U.S. banks, massive injections of public
capital were needed to prevent the collapse of several global institutions. All
but three of 34 banks in the S&P Europe 350 Banks Index reduced or suspended
their dividend, and more than half were compelled to proceed with ill-timed
equity issues, thereby diluting the equity of shareholders.

Amidstthis turbulence, the Canadian banking system has been a beacon
of stability. No bankruptcies, bailouts or injections of public money were
required to maintain investor and public confidence. Our regulatory system,
which requires banks to comply with conservative leverage and liquidity
ratios, combined with the constant vigilance of the Office of the Superintendent
of Financial Institutions, served Canadians well. Prestigious global institutions
took notice and praised our financial regulatory system, and both the World
Ecanomic Forum and Moody’s Investor Services Inc. ranked Canada first in
the world for the soundness of its banking system.




MESSAGE FROM THE PRESIDENT AND CHIEF EXECUTIVE OFFICER

BRANDING AND MARKETING

Development of a common advertising platform for
all business units underthe “AND ACTION!” signature.

Realignment of business communications
and donations and sponsorships poticy
towards a global vision.

Successful campaign to mark the Bank’s 150" anniversary
and launch of National Bank Private Wealth 1859.

NATIONAL
BANK

PRIVATE WEALTH 1859

National Bank stands tall

National Bank managed the crisis in exemplary fashion.

As an institution with deep roots in the communities it serves, the Bank
successfully assumed its role as a critical pillar of the economy by increasing,
during challenging times, lending to consumers, small businesses and
commercial clients. Staffing was increased to the highest level on record, and
the donation and sponsorship program was maintained to ensure continued
support in the areas of education, health, the arts and community
outreach.

Furthermore, we offered shareholders some of the best results our
institution has ever reported.

- Diluted earnings per share of $6.22, excluding specified items, were
the highest in the Bank’s history, demonstrating the strength of our
franchise and the appeal of our reputation in uncertain times.

- Through prudent risk management, we sustained the outstanding
quality of our credit portfolio.

- Our capital base remained strong, as did our liquidity position.

—~  We maintained our dividend and did not issue new common shares,
allowing existing shareholders to benefit fully from our strong financial
results with no dilution of their equity.

- We invested in our branch network, in hundreds of new positions in
client-facing roles and in intensive training for thousands of
employees.

Thanks to this strong performance, our Bank stands tall among the
best-performing domestic and international financial institutions and is
positioned favourably to take advantage of opportunities as market conditions
improve.

CORPORATE

Established shared service centres to increase productivity.

Created corporate procurement unit to reduce costs
of products and services.

Centralized Bank operations for greater efficiency.
Atigned corporate functions to better serve business segments.

Generated recurring annual savings of $100 million
from all initiatives.

Staying the course

Our achievements are due in large measure to a clear strategy and a detailed
game plan under which we are transforming the way the Bank serves its
clients. With this framework as our guide, we were able to stay the course on
our long-term priorities in 2009 while taking the necessary action to face
short-term challenges.

Under our strategic plan approved by the Board of Directors in early
2008, we are working tirelessly to provide all our clients with the best advice
and best solutions to meet their financial needs and expectations, to the
extent permitted under current regulations, regardless of their point of entry
to the Bank. That is the vision taking shape under the One client, one bank
approach and it is all about making us the leader in client experience.

There are four key components to our strategy: aligning distribution and
operations with client needs across the entire organization, simplifying internal
processes, increasing the efficiency of corporate functions, and instilling a
culture of cooperation, accountability and performance at all levels.

Major progress was realized in 2009 throughout the Bank, as described
in the highlight boxes above and the following pages. A few highlights clearty
illustrate the breadth of change under way and the scale of our ambition.

National Bank of Canada / 2009 Annual Report 5



MESSAGE FROM THE PRESIDENT AND CHIEF EXECUTIVE OFFICER

ONE CLIENT,
ONE BANK

SELECTED 2009
ACHIEVEMENTS

PERSONAL BANKING

Over 200 new client-facing positions
created and staffed in the branches.
Appointment of new managers in a majority
of branches to lead sales and service.

New tools developed for client loyalty,
proactive client service and
relationship buitding.

Training programs completed for branch
managers and client-facing employees.
investment in over 100 branches, including
39 major renovations, relocations and
openings.

Replacement of all banking machines

in the network.

Sales force compensation modified
to promote teamwork and quality

of service.

- In Personal and Commercial Banking, we have made our branches the
focal point of contact with our clients under a new distribution model.
In 2009, all in-branch activities were aligned to meet client needs and
hundreds of additional client-facing positions were added to provide
enhanced service. Unprecedented training activity was conducted
involving several thousand branch employees with a focus on improving
service quality and delivering a consistently high level of client
experience across the network. We also taunched a three-year branch
upgrade program and completed the renovation and relocation of
39 branches and the replacement of all our banking machines during
the year.

- InWealth Management, we created a dedicated team to serve high-net-
worth individuals, strengthened our portfolio of financial solutions and
praducts, and tightened cooperation with other bank divisions and third
parties to optimize distribution.

- In Financial Markets, where all activities are already organized along
client-centric lines, we have seen appreciable growth in revenues and
in the number of clients for targeted products and services, the first
tangible results of our One client, one bank approach.

—~  Atthe corporate level, we generated savings of $100 million by reorgan-
izing functions, renegotiating supplier contracts and creating shared
service centres.

For all our client-facing activities, 2009 was an intense year of

implementation and we are pleased that most of the planned actions were
completed on time.

6 National Bank of Canada / 2009 Annual Report

Qutlook and priorities

We expect more favourable economic conditions starting in 2010 but at a
slower pace of growth than we have experienced after previous downturns.
For the financial services industry, the creation of shareholder value under
such a scenario will be rooted in increased productivity, cost control, and
quality of service.

We believe our current strategic direction is perfectly in tune with an
environment of slow growth in a mature market and we are determined to
press ahead with our plans.

Our first priority in 2010 is to leverage the new distribution model
implemented in 2009 to increase revenues in all our segments by attracting
new business and growing our share of wallet with existing clients. We will
continue to invest in branch upgrades, training and other support measures
to ensure our distribution model delivers the expected benefits.

Our second priority is to complete the simplification and standardization
ofinternal processes as well as the deployment of a new information technology
platform for our client-facing employees. As with all of our initiatives, we will
ensure that projects which deliver immediate gains in client satisfaction,
sales growth or cost reduction are implemented as quickly as possible.

Our third priority is to reinforce our culture of collaboration and
accountability to better serve clients. This means working together and making
necessary adjustments to ensure that nothing stands in the way of excellent
client service. Leadership at all levels of our organization will make this a
reality and place us among the best banking institutions in Canada, recognized
by our clients and employees as an industry leader.



MESSAGE FROM THE PRESIDENT AND CHIEF EXECUTIVE OFFICER

SMALL BUSINESS AND SME BANKING

Nearly 875 personal banking advisors trained
to serve small businesses in branches.

68 SME managers appointed in high potential
branches and 5 in the regions.

International trade and cash management specialists
dedicated to SME clients.

New banking ptans developed and taunched
for small businesses and SMEs.

Online loan approval and renewal tool deployed
across Quebec.

Sales force compensation aligned with market
development and service objectives.

Acknowledgements

We wish to announce the retirement of Giséle Desrochers, who has served
National Bank with distinction in various capacities for 15 years. Upon joining
us in 1994 as head of human resources, she was the first woman to hold the
title of Senior Vice-President in our organization. She introduced innovative
programs that led to the recognition of the Bank as an employer of choice,
and more recently, she played a prominent role in the implementation of our
strategic plan as Senior Vice-President, Strategic Initiatives Office and as a
member of the Office of the President.

During the past year, we were pleased to welcome Michael Hanley as a
member of the senior management team and of the Office of the President.
Mr. Hanley, who has held high-level positions in finance and general
management in several large Canadian companies, joined the Bank as Senior
Vice-President, Operations.

Oursuccess in 2009 is a testament to the rigour and quality of leadership
within our organization and the dedication of our workforce, which today
includes more than 17,500 employees. A tremendous amount of work was
accomplished in the past year in difficult economic conditions, and our
employees deserve heartfelt thanks. | also commend their acceptance of
change and willingness to adopt new practices and responsibilities.

The Bank is in the midst of the most significant transformation in its
150 years of history. The Board of Directors and management believe we are
taking the right steps to reinforce our foundation as a dominant super regional
bank with a focused and growing presence outside our main market. Our
employees are committed to our strategy.

Togetherwe are building the Bank’s future while generating exceptional
value in the present.

| o
\ / 78
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Louis Vachon
President and Chief Executive Officer

COMMERCIAL BANKING

WEALTH MANAGEMENT

FINANCIAL MARKETS

Important steps made in transition towards

an active sales culture from the traditional
credit-based approach.

Over 40 new specialist positions created and staffed
in financing solutions, international trade and

cash management.

Financial planners integrated into commerciat banking
teams to serve personal needs of commercial clients.

Credit specialist role created to give account managers
more time with clients.

New tools under development to identify and target
potential clients.

Compensation modified to promote referrals
and teamwork.

Dedicated team comprised of specialists from all segments
of the Bank created to provide tailored financial sotutions to
high-net-worth clients.

Product portfolio enhanced through optimization

of mutual fund families and introduction of new solutions,

Coordinated the development and successful taunch of the
Bank’s new marketing and sales strategy in the retirement
savings market.

Business development teams integrated into a unified group
representing alt Bank divisions active in asset gathering.

All activities organized along client-centric lines.

Increased collaboration with Commercial Banking led to
growth in the number of clients for commodity, foreign exchg
and interest rate derivatives.

Worked closely with Wealth Management to develop innovaf
structured products for retail investors.

National Bank of Canada / 2009 Annual Report




OFFICE OF THE PRESIDENT OUR VISION
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Louls Vachon . , Afinancial leader in Quebec, National Bank Financial
President and : Group is recognized by its clients as a group tha
Chief Executive Officer meets thelr needs and is easy to o business with.

Jur agility compared 1o our compefitors and our
john B. Ciesiak , emplovees’ commitment sets us apart. Our financial
 Senior Vice-President, R 7 formance is in the top quartile in our industry
Technology, Business inteliigence in Canada.
and Organizational Performance

Patricia Curadeau-Grou
Chief Financial Officer and *
Executive Vice-President;
“Finance, Risk-and Treasury

Gistle Desrochers
“Senior Vice-President,
Strategic Initiatives Office

Michaet Hanley v
Senior Vice-President,
Operations

Lynn jeanniot
Senior Vice:President,
Human Resources and Corporate Affairs

Réjean Lévesque
Executive Vice-President,
. Personal and Commercial Banking

Luc Palement

Executive Vice-President,

Weaith Management

Co-President and Co-Chief Executive Officer,
National Bank Financial

Ricardo Pascoe

Executive Vice-President,

Financial Markets

Co-President and Co-Chief Executive Officer,
National Bank Financial f
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SOCIAL RESPONSIBILITY

National Bank Financial Group demonstrates social responsibility through
open, harmonious and mutually beneficial relationships with all of its
stakeholders. Sound governance is essential to furthering this goal, which is
why the Bank strives to apply best practices in the management of its
operations.

The Bank acts responsibly towards its employees and is known for the
importance it places on diversity and maintaining a work environment
conducive to professional development and growth. This commitment to the
human side of its business also applies to the communities where the Bank
is active. It contributes to their development through wealth creation, by
exercising its core competencies, and through donations and sponsorships,
which focus primarily on education, health, the arts and community
outreach.

Needless to say, the Bank’s clients are central to its business and actions.
With the continued deployment of its One client, one bank approach in 2009,
the Bank is more focused than ever on client satisfaction.

Committed to environmental protection, the Bankincorporates sustainable
practices into its operations and encourages clients to do likewise.

National Bank Financial Group is interested in determining how its
emissions affect climate change and, with this in mind, has renewed its
commitment to the Carbon Disclosure Project. In measuring the direct and
indirect greenhouse gas emissions of 79% of its branch network and corporate
premises, the Bank has found that its activities generated 13,389 tons of CO,
in fiscal 2008.

PP PR o X ol B
catign oranl emt

sichs

i

M Business travel - 33%
& Electricity - 27%

Fossil fuels — 26%
“Supply chain — 10%
& Steam purchased - 3%
M Automobile fleet — 1%

Its inclusion for a third straight year in the Dow Jones Sustainability
North America Index is eloquent proof that the Bank knows how to back up
its words with action. The index lists the most efficient North American
companies according to some 20 strict criteria covering economic, environmental
and social factors.

COMMITMENT TO THE COMMUNITY

Here are some examples of the Bank’s commitment to the community over the
past fiscal year.

LI A SR T TR o L
McGill University health centre

National Bank Financial Group made distinguished contributions in the
health sector in 2009. It gave $500,000 to the Montreal Neurological
Institute, helping to create several postdoctoral scholarships. It also
contributed $1.5 million to the Montreal Children’s Hospital, making possible
the establishment of a research unit to investigate congenital defects.

Rreakfast club

For a fifth straight year, National Bank Financial Group partnered with the
Quebec Breakfast Club and its counterparts elsewhere in Canada and
organized a large-scale campaign to raise funds through the sale of an
exclusive item inits branches. In 2009, clients had the chance to purchase
a colourful twin pack of tags. Since the beginning of this partnership in
2005, National Bank Financial Group has raised more than $1.5 million so
that thousands of children can start their day off on the right foot and with
a clear mind.

National Bank Financial Group established a tennis ball recovery program
in 2007. Each year, used tennis balls are recovered and given to elementary
schools so they can be placed on the legs of students’ chairs as a noise
reduction measure. in 2009, a total of 120,000 balls were distributed in
the school system.

o b sriFEY i UL R AOT RSO
Our hearts gre with YOU volunieer program

Forthe past five years, National Bank Financial Group has called attention
to the volunteerism of its staff and retired employees through the Our hearts
are with you program. Afinancial contribution is made on behalf of employees
who are eligible for the program to organizations where the employees
volunteer. In addition, each year, employees who have exhibited outstanding
volunteerism are awarded special distinctions, among them the André-
Bérard Award, the highest honour granted under the program.

This year, the André-Bérard Award was presented to Clara Ofelia Hoyos
Lopez, a senior client service representative at the foreign exchange office
in Sherbrooke, Quebec. For more than eight years, Ms. Hoyos has generously
donated her time to the Service d’aide aux Néo-Canadiens (SANC), an
organization in Sherbrooke that welcomes new Canadians to the region and
assists with their socioeconomic and culturat integration.

A special mention was awarded to Susan Dozois, a financial planner at
the Belle River branch in Ontario. Ms. Dozois has been very active in her
community for many years-and, two years ago, founded the Lakeshore
Community Services food bank.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

NOTES TO READERS

Compliance with Canadian Securities
Administrators standards

This Management’s Discussion and Analysis (MD&A) was prepared in
accordance with the requirements set out in Multilateral Instrument 51-102
Continuous Disclosure Obligations of the Canadian Securities Administrators
(CSA).

Caution regarding forward-looking statements

From time to time, National Bank of Canada (the Bank) makes written and
oral forward-looking statements, such as those contained in the Major Economic
Trends and Outlook section and under the heading Medium-term objectives
in the Overview section of this Annual Report, in other filings with Canadian
securities regulators and in other communications, for the purpose of describing
the economic environment in which the Bank will operate during fiscal 2010
and the objectives it has set for itself for that period. All such statements are
made pursuant to the “safe harbour” provisions of Canadian and U.S. securities
legislation. These forward-looking statements include, among others,
statements with respect to the economy (particularly the Canadian and U.S.
economies), market changes, observations regarding the Bank’s objectives
and its strategies for achieving them, Bank projected financial returns and
certain risks faced by the Bank. These forward-looking statements are typically
identified by future or conditional verbs or words such as “outlook,” “believe,”
“anticipate,” “estimate,” “project,” “expect,” “intend,” “plan,” and words
and expressions of similar import.

By their very nature, such forward-looking statements require assumptions
to be made and involve inherent risks and uncertainties, both general and
specific. Assumptions about the performance of the Canadian and U.S.
economies in 2010 and how that will affect the Bank’s business are the
primary factors considered in setting the Bank’s strategic priorities and
objectives and in determining its financial targets, including provisions for
credit losses. It is likely that personal and commercial bankruptcies will
increase in the coming quarters due to the financial and credit crisis that
marked fiscal 2009. In determining its expectations for economic growth,
both broadly and in the financial services industry in particular, the Bank
primarily considers historical economic data provided by the Canadian and
U.S. governments and their agencies. Tax laws in the countries in which the
Bank operates, primarily Canada and the United States, are major factors it
considers when establishing its effective tax rate. There is a strong possibility
that express or implied projections contained in such statements will not
materialize or will not be accurate. The Bank recommends that readers not
place undue reliance on these statements, as a number of important factors,
many of which are beyond the Bank’s control, could cause actual future
results, conditions, actions or events to differ materially from the targets,
expectations, estimates or intentions expressed in these forward-
looking statements. These factors include, but are not limited to, the
management of credit, market and liquidity risks; the strength of the Canadian
and U.S. economies and the economies of other countries in which the Bank
conducts business; the impact of the movement of the Canadian dollar relative
to other currencies, particularly the U.S. dollar; the effects of changes in
monetary policy, including changes in interest rate policies of the Bank of
Canada and the U.S. Federal Reserve; the effects of competition in the markets
in which the Bank operates; the impact of changes in the laws and regulations
regulating financial services and enforcement thereof (including banking,
insurance and securities); judicial proceedings, regulatory proceedings or

12 National Bank of Canada / 2009 Annual Report

claims, class actions or other recourses of various nature; the situation with
respect to asset-backed commercial paper (ABCP), in particular the realizable
value of underlying assets; the Bank’s ability to obtain accurate and complete
information from or on behalf of its clients or counterparties; the Bank’s
ability to successfully realign its organization, resources and processes; its
ability to complete strategic acquisitions and integrate them successfully;
changes in the accounting policies and methods the Bank uses to report its
financial condition, including uncertainties associated with critical accounting
assumptions and estimates; the Bank’s ability to recruit and retain key officers;
operational risks, including risks related to the Bank’s reliance on third parties
to ensure access tothe infrastructure essential to the Bank’s business as well
as other factors that may affect future results, including changes in trade
policies, timely development of new products and services, changes in
estimates relating to reserves, changes in tax laws, technological changes,
unexpected changes in consumer spending and saving habits; natural
disasters; the possible impact on the business from public health emergencies,
conflicts, other international events and other developments, including those
relating to the war on terrorism; and the Bank’s success in anticipating and
managing the foregoing risks. A substantial amount of the Bank’s business
involves making loans or otherwise committing resources to specific companies,
industries or countries. Unforeseen events affecting such borrowers, industries
or countries could have a material adverse effect on the Bank’s financial
results, businesses, financial condition, or liquidity.

The foregoing list of risk factors is not exhaustive. Additional information
about these factors can be found under Risk Management and Factors That
Could Affect Future Results in this Annual Report. investors and others who
base themselves on the Bank’s forward-looking statements should carefully
consider the above factors as well as the uncertainties they represent and
the risk they entail. The Bank also cautions readers not to place undue reliance
on these forward-looking statements. Except as required by law, the Bank
does not undertake to update any forward-looking statements, whether written
or oral, that may be made from time to time, by it or on its behalf.

The forward-looking information contained in this document s presented
forthe purpose of interpreting the information contained herein and may not
be appropriate for other purposes.

Financial reporting method

The consolidated financial statements of the Bank are prepared in accordance
with Canadian generally accepted accounting principles (GAAP). Unless
otherwise stated, all amounts presented in the Management’s Discussion
and Analysis are expressed in Canadian dollars.

The Bank uses certain measurements that do not comply with GAAP to
assess results. Securities regulators require companies to caution readers
that net earnings and any other measurements adjusted using-non-GAAP
criteria are not standard under GAAP and cannot be easily compared with
similar measurements used by other companies. Like many other institutions,
the Bank uses the taxable equivalent basis to calculate net interest income,
otherincome and income taxes. This calculation method consists of grossing
up certain tax-exempt income (particularly dividends) by the income tax that
would have been otherwise payable. An equivalent amount is added to income
taxes. This adjustment is necessary in order to perform a uniform comparison
of the return on different assets regardless of their tax treatment. Moreover,
the Bank adjusted certain revenues and expenses related to ABCP as well as
certain one-time items to make the data from fiscal 2009 and 2008 comparable.
These adjustments are presented in the table on the following page.
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Reconciliation of measures not compliant with GAAP

Reconciliation of results published with results presented

in the Management’s Discussion and Analysis Segment 2009 2008
Net interest income 1,966 1,852
Taxable equivalent® 129 126
interest received or receivable on ABCP held® Other (56) -
Financing cost related to available-for-sale ABCP@® Other 16 63
Net interest income on a taxable equivalent basis and excluding specified items 2,055 2,041
Other income 2,165 1,785
Taxable equivalent(®) 19 82
Gain on available-for-sale securities® Financial Markets - 88
Loss on available-for-sale securities® Other 190 -
Impairment charge related to available-for-sale ABCP@ Other - 164
Gain on the sale of the Bank’s subsidiary in Nassau® Other - (32)
Loss on ABCP economic hedge transactions@ Other 28 1
Other income on a taxable equivalent basis and excluding specified items 2,402 1,912
Total revenues on a taxable equivalent basis and excluding specified items 4,457 3,953
Operating expenses 2,662 2,695
Expenses related to the gain on available-for-sale securities® Financial Markets - 2
Professional fees related to ABCP® Other 1 (14)
Restructuring charges® Other - (66)
Write-off of intangible assets® Other - (54)
Operating expenses excluding specified items 2,663 2,559
Contribution on a taxable equivalent basis and excludmg specified items 1,794 1,394
Provision for credit losses 305 144
Provision for credit losses related to ABCP@ Other (126) 27)
Provision for credit losses excluding specified items 179 117
Income before income taxes and non-controlling interest on a taxable equivalent basis

and excluding specified items 1,615 1,277
Income taxes 252 167
Taxable equivalent® 148 208
Income taxes related to the gain on available-for-sale securities® Financial Markets - 29)
Income taxes related to the impact of ABCP@ Other 96 89
Income taxes related to restructuring charges® - Other - 22
Income taxes related to the write-off of intangible assets® : Other - 18
Income taxes on a taxable equivalent basis and excluding specified items 496 475
Non-controlling interest 58 (145)
Net income excluding specified items i 1,061 947
Specified items, net of income taxes (207) 171)
Net income 854 776

(€)]

@

€}

@
O]

®

The Bank uses the taxable equivalent basis to calculate net interest income, other income and income taxes. This calculation method consists of grossing up certain tax-exempt income
(particularly dividends) by the income tax that would have been otherwise payable. An equivalent amount is added to income taxes. This adjustment is necessary in order to perform a uniform
comparison of the return on different assets regardless of their tax treatment.

During the year ended October 31, 2009, the following items were recognized with respect to ABCP: $56 million in interest received or receivable on ABCP held (2008: nil), a loss on available-for-
sale securities of $190 million (2008: nil), a loss on economic hedge transactions of $28 million (2008: $1 million), a financing cost of $16 million (2008: $63 million) and a recovery of ABCP-
related professional fees of $1 million (2008: expense of $14 million), a provision for credit losses related to ABCP of $126 million (2008: $27 million). In addition, an ABCP-related impairment
charge of $164 million was also recognized during the year ended October 31, 2008. Income taxes on these items amounted to $96 million‘for the year ended October 31, 2009 ($89 million for
the year ended October 31, 2008).

In the third quarter of 2008, the Bank exchanged all of its common shares of Montreal Exchange Inc. further to the decision of Autorité des marchés financiers to approve the merger of Montreal
Exchange Inc. and TSX Group Inc. The gain from this transaction was $57 million, after operating expenses of $2 million and income taxes of $29 million.

In the first quarter of 2008, the Bank posted a net gain of $32 million related to the sale of its subsidiary in Nassau, Bahamas.

During the year ended October 31, 2008, the Bank recorded a restructuring charge of $66 million ($44 million after taxes). The charge consists of severance pay and fees paid to a professionat
services firm that was retained to provide strategic and organizational advice concerning measures related to the restructuring at the Bank.

In the fourth quarter of 2008, the Bank recorded a charge of $54 million ($36 million after taxes) attributable to a write-off of intangible assets related to the industry initiative to abandon the
image-based cheque-clearing initiative.
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Factors that could affect future results

Several risk factors can have an impact on the Bank’s future results. As noted
in the Caution Regarding Forward-Looking Statements section of this Annual
Report, all forward-tooking statements, by their nature, are subject to inherent
risks and uncertainties, generat and specific, which may cause the Bank’s
actual results to differ significantly from those set out in the forward-looking
statements. Some of these factors are discussed below. Other factors are
identified in the Caution Regarding Forward-Looking Statements, and certain
factors such as credit risk, market risk, liguidity risk and operational risk
as well as other risk factors are discussed under Risk Management that begins
on page 55 of this Annual Report.

Key factors

General economic and business conditions

in regions where the Bank operates

Although the Bank operates primarily in Canada, it also has business operations
in the United States and other countries. Consequently, the prevailing economic
and business conditions in these geographic regions can have an impact on
its revenues. These conditions include short and long-term interest rates,
inflation, fluctuations in debt securities markets and financial markets,
exchange rates, the volatility of the subprime mortgage market in the United
States and related markets as well as the tightening of liguidity in various
financial markets, the strength of the economy and the extent of the Bank’s
business operations. All these factors impact the business and economic
environments in which the Bank operates and therefore the volume of business
activity it conducts in each region and the eamings generated by these
activities.

Cumrency rates
Currency rate movements in Canada, the United States and other countries

in which the Bank does business can significantly impact the Bank’s financial
position and future earnings as a result of foreign currency translation
adjustments. A rising Canadian dollar may also adversely affect the earnings
of the Bank’s SME and corporate clients.

Monetary policies
The monetary policies of the Bank of Canada and the U.S. Federal Reserve

aswell as other interventionist measures in capital markets have repercussions
on the Bank’s revenues. Changes in the money supply and the general level
of interest rates can impact the Bank’s profitability. The Bank has no control
over changes in monetary policies or capital market conditions.

Competition
The extent of competition in the markets where the Bank operates has an

impact on its performance. Retaining clients hinges on several factors, including
the price of products and services, quality of service and changes to the
products and services offered.

Legislative and regulatory amendments and changes to guidelines

Various laws, regulations and other guidelines have been introduced by
governments and regulatory bodies to protect the interests of the general
public as well as the Bank’s clients, employees and shareholders. Changes
to these laws, regulations and other guidelines, including those that affect
how they are interpreted and applied, could have an impact on the Bank. In
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particular, they could limit its product and service offering or enhance its
competitors’ ability to rival the Bank’s offering with their own. Also, in spite
of the precautions the Bank takes to prevent such an eventuality, failure to
comply with laws, regulations and other guidelines could give rise to penalties
and fines that could have an adverse impact on its financial results and
reputation.

Situation in the ABCP market

The deterioration of the global credit market, the protracted liquidity crisis,
heightened market volatility and marked weakness in the U.S. real estate
market all had a dramatic impact on the Canadian ABCP market in August 2007.
In December 2008, the Pan-Canadian Investors Committee for Third-Party
Structured ABCP announced that an agreement had been reached with all
key stakeholders, including the governments of Canada, Quebec, Ontario
and Alberta, regarding the restructuring of $32 billion of third-party ABCP.
The restructuring plan was implemented on January 21, 2009. Determining
the fair value of ABCP is complex and involves an extensive process that
includes the use of quantitative modelling and relevant assumptions. Changes
that could have a significant impact on the future value of the ABCP include
(1) changes in the value of the underlying assets, (2) developments related
to the liquidity of the market for ABCP that is not currently traded on an active
market, and (3) the impacts of a marked and prolonged economic slowdown
in North America.

Accuracy and completeness of information on clients and third parties

In decisions related to authorizing credit or other transactions with clients
and third parties, the Bank may use information provided by them, particutarly
their financial statements and other financial information. The Bank may also
refer to statements made by clients and third parties regarding the accuracy
and completeness of such information and the auditors’ reports on their
financial statements. In the event the financial statements are misleading or
do not present fairly, in all material respects, their financial position or
operating results, the Bank’s revenues could be adversely impacted.

Accounting policies and methods used by the Bank

The accounting policies and methods used by the Bank determine how the
Bank reports its financial position and operating results and may require
management to make estimates or rely on assumptions about matters that
are inherently uncertain. Any changes to these estimates and assumptions
may have a significant impact on the Bank’s operating results and financial
position.

New products and services to maintain or increase market share

The Bank'’s ability to maintain or increase market share depends, in part, on
the way in which it adapts its products and services to changes in industry
standards. There is increasing pressure on financial institutions to provide
products and services at lower prices, which may reduce the Bank’s net
interest income and revenues from fee-based products and services. In
addition, the implementation of or changes to new technologies to adapt
them to the Bank’s products and services could require the Bank to make
substantial expenditures without being able to guarantee successful
deployment of its new products or services or develop a client base for
them.
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Acquisitions

The Bank’s ability to successfully complete an acquisition is often conditional
on regulatory approval, and the Bank cannot be certain when or under what
conditions, if any, approval will be granted. Acquisitions may affect future
results depending on whether the Bank succeeds in integrating the acquired
company. If the Bank or its subsidiary encounters difficulty in integrating the
acquired business, maintaining the appropriate level of govemance over the
acquired business or retaining key officers within the acquired business,
these factors could prevent the Bank from realizing expected revenue increases,
cost savings, increases in market share and other projected benefits from
the acquisition.

Ability to attract and retain key officers

The Bank’s future performance depends to a large extent on its ability to
attract and retain key officers. There is intense competition for the best people
in the financial services industry. There is no assurance that the Bank, or any
entity acquired thereby, will be able to continue to attract and retain key
officers.

Commercial infrastructure and outsourcing agreements

Third parties provide the essential components of the Bank’s commercial
infrastructure, such as Internet connections and access to network and other
communications services. The Bank has also concluded two major outsourcing
agreements, one for IT support and one for cash management and processing.
Interruptions in these services can adversely affect the Bank’s ability to
provide products and services to its clients and conduct its business.

Other factors

Other factors that could affect the Bank’s future results include amendments
to tax legislation, unexpected changes in consumer spending and saving
habits, technological advances, the ability to activate a business continuity
plan within a reasonable time, the potential impact of international conflicts
or natural catastrophes on the Bank’s activities, and the Bank’s ability to
foresee and effectively manage the risks associated with these factors through
rigorous risk management.

The Bank cautions readers that other factors in addition to those indicated
above could have an impact on its future results. When relying on forward-
looking statements to make decisions concerning the Bank, investors and
other stakeholders should carefully consider these factors and all other
uncertainties, potential events and industry-related or Bank-specific factors
that could negatively affect future results.

Additional disclosure

Additional information about National Bank of Canada, including the Annual
Information Form, can be obtained from the Bank’s website at www.nbc.ca and
the SEDAR website at www.sedar.com.

N

FINANCIAL
DISCLOSURE

Disclosure controls and procedures

The preparation of this Annual Report is supported by a set of disclosure
controls and procedures implemented by management. In fiscal 2009, the
design and operation of these controls and procedures were evaluated for
their effectiveness.

This evaluation confirmed the effectiveness of the design and operation
of disclosure controls and procedures as at October 31, 2009. The evaluation
was performed in accordance with the Committee of Sponsoring Organizations
of the Treadway Commission (COSO) control framework adopted by the Bank
and the requirements of the Canadian Securities Administrators set out in
Multilateral Instrument 52-109 Certification of Disclosure in Issuers’ Annual
and Interim Filings (Multilateral Instrument 52-109). Given the inherent
limitations in all control systems, management acknowledges that the
disclosure controls and procedures may not prevent and detect all misstatements
resulting from error or fraud. However, based on the evaluation performed,
management can provide reasonable assurance that material information
relating to the Bank is reported to it in a timely manner such that it can provide
investors with complete and reliable information.

This Annual Report was reviewed by the Disclosure Committee, the Audit
and Risk Management Committee and the Board of Directors, which approved
it prior to its publication.

Internal controls over financial reporting

The Bank’s Disclosure Committee supervised the evaluation of the design
and operation of intemal controls over financial reporting for the Bank’s main
operating and accounting processes. This evaluation enabled the Bank to
improve, document and test the design and effectiveness of internal
controls.

internal controls over financial reporting were evaluated in accordance
with the COSO control framework for financial controls and Control Objectives
for Information and Related Technologies (COBIT) for general IT controls and
pursuant to the comprehensive testing requirements of amended Multilateral
Instrument 52-109, which came into effect on December 15, 2008. Based on
the results of the evaluation, management concluded that, as at
October 31, 2009, the internal controls over financial reporting are effective
and provide reasonable assurance that its financial reporting is reliable and
that the Bank’s consolidated financial statements were prepared in accordance
with Canadian GAAP.

Changes to internal controls
over financial reporting

Management took further steps that enabled it to conclude that no changes
were made to the Bank’s intemal controls over financial reporting during the
year ended October 31, 2009 that have materially affected, or are reasonably
likely to materially affect, these internal controls over financial reporting.
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ORGANIZATIONAL
STRUCTURE OF THE BANK

Board of Directors

The main duty of the Board of Directors (the Board) is to oversee the management
of the Bank, safeguard its assets, and ensure its viability, profitability and
development. The Board is assisted in its role by the Audit and Risk Management
Committee, the Conduct Review and Corporate Governance Committee, and
the Human Resources Committee.

As part of its duties and responsibilities, the Board reviews and approves
the strategic plan in which the Bank sets out its mission, vision and business
objectives in light of business opportunities and risks for the Bank, as well
as the business plans relating to the main operations of the Bank. It reviews
and approves the overall risk philosophy and risk tolerance of the Bank;
identifies and understands the major risks to which the Bank is exposed, in
particular credit, market, liquidity, operational, regulatory and reputational
risks. The Board reviews and approves risk control measures and plans an
independent review to ensure effective management of those measures. It
oversees the developmentand implementation of policies on the communication
and disclosure of information to shareholders, investors and the general
public. The Board also ensures rules of conduct and ethics are upheld and
assesses management’s performance.

The majority of Board members, including its Chairman, are independent
under Canadian Securities Administrators criteria. Moreover, the three Board
committees are composed entirely of independent members.

Audit and Risk Management Committee
of the Board of Directors

The Audit and Risk Management Committee (ARMC) assists the Board by
reviewing the consolidated financial statements and associated external
auditors’ report, Management’s Discussion and Analysis, processes for
presenting and disclosing financial information, audit processes and
management information systems in order to ensure their integrity, the
effectiveness of processes, if applicable, and compliance with applicable
accounting standards. The Committee further acts as an intermediary between
the Board and the persons responsible for the independent oversight functions,
namely, Internal Audit, External Audit, and Corporate Compliance.

The Committee reviews, evaluates and approves the appropriate internal
control policies and procedures implemented by management and manages
the external audit process. It supervises the work of the Internal Audit, Financial
Analysis, and Corporate Compliance functions. It conducts a detailed review
of the Bank’s risk management and related control practices, mainly by
assessing the scope of the risk in relation to the Bank’s performance.

It reviews and recommends to the Board the adoption of policies for
managing significant risks, in particular policies related to credit risk, market
risk, liquidity and financing risk, legal and regulatory risk, structural risk,
reputational risk, fiduciary risk, interest rate risk, collateral risk, investment
guidance risk, accounting irregularity reporting risk, risks associated with
new products and activities for financial markets, risks related to fair value
adjustments to reflect the uncertainties related to determining the fair value
of financial instruments, business continuity risk, information security risk,
capital management risk and operational risks including outsourcing risk,
and risk related to money laundering and terrorist financing activities, and
ensures that they are implemented.

Lastly, the Committee reviews and recommends to the Board the approval
of any attestations, declarations and reports required by a regulatory authority
that fall within its purview.
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Conduct Review and Corporate Governance
Committee of the Board of Directors

The Conduct Review and Corporate Governance Committee assists the Board
by overseeing the implementation and application of corporate governance
rules, procedures and policies, overseeing the management and monitoring
of related party transactions, and ensuring adherence to standards of business
conduct and ethical behaviour governing the Bank’s directors, officers and
employees, including the Code of Professional Conduct.

The Committee reviews the mandates of the Board and its committees
and helps define those of the Chairman of the Board and the chairs of the
committees. It periodically reviews the Bank’s corporate governance policies
and practices, the size and composition of the Board and its committees,
and the various rules and guidelines applicable to directors, in particular
those regarding share ownership, conflict of interest disclosure, and director
selection and succession. The Committee also develops the assessment
process and regularly assesses the performance and effectiveness of the
Board as a whole, its committees, the Chairman of the Board, the chairs of
the committees and directors in the performance of their mandates, and
ensures the implementation and maintenance of orientation and continuous
training programs for directors.

Lastly, the Committee oversees the application of measures used to
gather feedback from stakeholders to ensure that the Bank is communicating
effectively with shareholders, interested parties and the public. It also
oversees the application of mechanisms and procedures used to
communicate information to the Bank’s clients as well as the application of
a claims review procedure for claims from clients who have acquired products
or services in Canada.

Human Resources Committee
of the Board of Directors

The Human Resources Committee assists the Board by reviewing and approving
the Bank’s total compensation policies and programs, other employment
conditions and employee benefits, and oversees their application. It ensures
that these policies and programs are conducive to achieving the Bank’s
business objectives without compromising its viability, solvency or reputation.
It also oversees strategic planning programs for management succession.

The Committee annually reviews the Bank’s salary policy, the performance
objectives of the variable compensation programs, the distribution method
and other employment conditions. It ensures that the Bank’s compensation
policies and programs comply with existing regulations and standards and
takes the risk management framework applicable to those policies and
programs into account when they are developed, revised and implemented.
The Committee ensures that officer compensation is closely tied to the long-
term interests of Bank shareholders and does so by monitoring share ownership
guidelines. It also ensures that a human resources management program is
in place that includes a recruiting process, distribution of decision-making
authority, segregation of incompatible functional responsibilities, clear
employee communications and effective employee supervision.

The Committee annually reviews the objectives and key performance
indicators of the President and Chief Executive Officer and evaluates his
achievements and performance. It also reviews the performance of executive
officers and their prudence in managing the Bank’s activities and risk exposure.
In addition, it examines officer profiles, competency requirements and the
management succession plan for the Bank and its subsidiaries.

Lastly, it reviews and approves the mandate of the Retirement Committee,
annually receives and reviews the reports on decisions made by that committee,
the financial position and returns of the Bank’s pension plans and the
performance of the pooled fund.
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Office of the President

The Office of the President, which is composed of the President and Chief
Executive Officer and the officers responsible for the Bank’s main functions
and business units, is mandated to define the Bank’s culture and philosophy,
approve and monitor the strategic growth initiatives of the Bank as a whole,
manage risks that could have a strategic impact, assume stewardship of
technology, manage the officer succession process, and ensure a balance
between employee commitment and client and shareholder satisfaction.

The Office of the President carries out its responsibilities as a team,
thereby ensuring consistency as well as information and knowledge sharing
among the Bank’s main functions and business units.

Annual and Quarterly Information
Disclosure Committee

The Annual and Quarterly Information Disclosure Committee assists the
President and Chief Executive Officer and the Chief Financial Officer and
Executive Vice-President of Finance, Risk and Treasury by ensuring the
implementation and operation of disclosure controls and procedures and
internal control procedures for financial reporting. The Committee thereby
verifies that the Bank meets its disclosure obligations under current regulations
and the President and Chief Executive Officer and the Chief Financial Officer
and Executive Vice-President of Finance, Risk and Treasury can produce the
requisite attestations.

Corporate Compliance

The Corporate Compliance Department is responsible for implementing an
organization-wide regulatory risk management framework by relying on an
organizational structure that includes functional links to the Bank’s main
operating segments.

Corporate Compliance is an independent unit. Its Vice-President enjoys
direct access to the Chair of the ARMC and the President and Chief Executive
Officer. Under the powers conferred on it, the Corporate Compliance team
can also communicate directly with officers and directors of the Bank and its
subsidiaries, obtain unrestricted access to files, reports, records and data,
and require employees of the Bank and each of its entities to provide it with
the information deemed necessary for effective oversight.

Business unit managers are responsible forimplementing mechanisms
for daily control of regulatory risks arising from the operations under their
responsibility. Corporate Compliance exercises independent oversight to
assist managers in managing these risks effectively and to obtain reasonable
assurance that the Bank is compliant with regulatory requirements.

The control framework covers the following:

- identification, evaluation, communication, maintenance and updating
of compliance requirements

- identification of the business units affected by these requirements

- documentation of compliance and regulatory requirement controls
applicable to daily operations, including monitoring procedures, remedial
action plans and periodic reports produced by business units

- independent oversight of the application of policies and procedures in
effect

- quarterly reporting to the ARMC on the main results of compliance
oversight

Internal Audit

The Internal Audit Department is an independent function within the Bank.
The Senior Vice-President of Internal Audit reports to the chairman of the
ARMC. His independence is also ensured through a direct line of communication
with the President and Chief Executive Officer. Moreover, the Senior Vice-
President of Internal Audit may, at any time, call an unscheduled ARMC
meeting.

Internal Audit is mandated to provide the Board, through the ARMC, and
the Office of the President with an independent and objective review of the
Bank’s internal control effectiveness, i.e., governance processes, risk
management processes and control measures.

As Internal Audit is not mandated to institute internal control mechanisms
but rather to assess their effectiveness, it has no direct responsibility or
authority overthe activities it reviews. Whenever recommendations are issued,
Internal Audit is mandated to independently assess the appropriateness of
measures taken by managers to resolve the issues.

Internal Audit supports the objectives of the Bank’s Board of Directors
and management by recommending improvements to the effectiveness of
risk management, internal controls (including controls on the reliability of
financial reporting and disclosure), internal governance and operating
activities. In so doing, Internal Audit helps protect the Bank’s reputation as
well as the interests of its shareholders, employees and clients.

Internal Audit has unrestricted jurisdiction over all of the Bank’s segments
and subsidiaries.

Corporate governance

At the Bank, we assign great importance to corporate governance because
compliance with corporate governance standards allows the Bank, as a
corporate citizen, to contribute to the efforts of regulatory bodies, governments
and companies worldwide towards maintaining investor confidence in capitat
markets. In this context, transparency and discipline are the two core values.
In fact, the Bank believes it is in the interest of its shareholders, clients and
partners to adopt stringent corporate governance policies and practices,
subsequently monitoring and adjusting them over time. To this end, the
Board, with the support of its committees and the management team, oversees
the application of sound corporate governance standards and practices that
generally comply with the best practices advocated by corporate governance
authorities.

The readeris invited to consult the Management Proxy Circular pertaining
to the 2010 Annual Meeting of Shareholders, which provides the Statement
of the Bank’s corporate governance practices. It contains information on the
independence of members of both the Board and its committees, the complete
mandate of the Board and a description of the role and achievements of each
committee. The Management Proxy Circular for the 2010 Annual Meeting of
Holders of Common Shares will be available on the Bank’s website at
www.nbc.ca and on SEDAR’s website at www.sedar.com in February 2010.

The complete mandates of the Board and its committees are available
on the Bank’s website at www.nbc.ca.
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MAJOR ECONOMIC
TRENDS AND OUTLOOK

Global economy

After the worst downturn in more than 75 years, the global economy seems
to have found its recovery path. Over the past year, the world’s central banks
and governments pulled out all the stops to get credit markets working again,
and the massive injections of liquidity that were made in all global markets
are now producing results: credit markets are normalizing and economic
growth resumed this fall in many regions. These recent developments are all
the more encouraging, since leading indicators continue to improve.

It seems increasingly likely that the global economy will rebound more
than 3% in 2010. This is now the view of the international Monetary Fund
(IMF), which has raised its outlook for 2010 global growth to 3.1% from 1.9%.
In contrast to previous cycles, the drivers of recovery will be the emerging
economies. Forecasts suggest that they will account for more than two-thirds
of the real growth in global GDP next year.

United States

The U.S. remained mired in recession for almost 20 months, the longest
period of contraction since the 43-month slump of 1929-33. The world’s
largest economy returned to growth again in the third quarter of 2009, posting
the strongest quarterly GDP growth in two years. The Federal Reserve’s decision
early this year to lend directly in order to fill the gap left by private lenders,
combined with the federal fiscal stimulus, played a pivotal role in restoring
confidence to key sectors such as housing. After 33 consecutive months of
decline, the housing market is finally emerging from the depths. Home-price
deflation has ended, and with it the decline of household net worth. Through
an impressive rebound in corporate earnings and some stabilization in
unemployment rates, U.S. GDP growth may very well be in the order of 3%
over the next 12 months.

Notwithstanding the incipient recovery, deleveraging remains a factor
to be addressed, and in the medium term, the main resuit of the credit crisis
will be a return of consumer thrift. With credit likely to be less accessible than
in previous years, households must now save to reach their financial objectives
and repay debt. Under these conditions it would be surprising if consumer
spending were to rise faster than incomes in the coming quarters. Moreover,
Washington will be obliged to put in place a plan to stabilize the fiscal deficit,
now close to 12% of GDP. The upshot is that after the cyclical rebound in 2010,
the medium-term cruising speed of the U.S. economy may be appreciably
lower than before the crisis, about 2% instead of almost 3%.
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Canada

Canada’s banking system is one of the best-capitalized in the world, but its
economy did not escape the financial crisis or the effects of global recession.
In fact, the contraction of Canada’s GDP was the deepest since 1990-91. The
exceptional depth of U.S. financial and economic adversity dealt a body blow
to Canadian exports, which have declined for the longest period in four
decades. But the Canadian economy as a whole contracted less than the
American economy. Its downturn was regionally uneven and sector-specific,
concentrated in automaking and a few other industries. In Quebec, the
recession has been much less pronounced than in Canada as a whole, thanks
to the quicker launch of a large-scale infrastructure building program, a more
favourable export mix and a more resilient housing market. Canada’s economic
fortunes nevertheless remain tied to those of the U.S., the market for a very
large part of its output. In addition, the need of U.S. consumers to deleverage,
in combination with the strength of the loonie, may weigh more heavily than
in the past on the recovery of export production.

That said, Canada seems relatively better positioned to ride a global
recovery. Its economy is less unbalanced than its neighbour’s. Households
have more options because of their higher savings rate and because their
net worth has been much less affected by home-price deftation, which has
been much milderthan in the United States. The Canadian recovery is definitely
underway — as can be seen in the residential and business investment revival
and a faster stabilizing of the labour market than in the U.S. — and is probably
fairly sustainable. Better public finances and a healthy banking system are
further pluses.

The global recovery now in sight for 2010 is likely to result in respectable
Canadian growth next year, in the neighbourhood of 2.9%.

Outlook for National Bank

Although the Bank is poised to benefit from improving global economic
conditions in the coming year, the pace of the recovery beyond 2010 is
uncertain. In all likelihood, growth will be appreciably slower than in the
period preceding the downturn. The historical evidence suggests that the
return of the global economy to its pre-recession capacity utilization rate after
a severe global financial crisis is a process that tends to be drawn out over
several years.

This slow recovery will coincide with the aging of the population, which
will be one of most significant demographic trends in Canada, and especially
Quebec, over the coming years. For the Canadian financial services industry,
the creation of shareholder value in such a context wilt be largely driven by
productivity growth, cost control and service quality. The Bank believes that
the most important challenge for the next three years will be to successfully
implementits One client, one bank transformation plan in orderto take advantage
of an environment of slow growth in a mature market.

The Bank also intends to pursue its Canada-wide expansion plan by
developing its activities in the financial markets and establishing new
partnerships. In addition, it expects to open new branches in certain regions
whereitis already active. Lastly, it continues to be on the lookout for acquisition
opportunities in Wealth Management.
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OVERVIEW

Consolidated results
Year ended October 31
(Taxable equivalent basis®)
(millions of dollars)

%

0/0

change change
2009 2008 2007 2009-2008 2008-2007
Excluding specified items®
Total revenues 4,457 3,953 4,218 13 (6)
Operating expenses 2,663 2,559 2,656 4 4)
Provision for credit losses 179 117 103 53 14
income before income taxes and
non-controlling interest 1,615 1,277 1,459 26 (12)
Income taxes 496 475 458 4 4
Non-controlling interest 58 (145) 68 (140) (313)
Net income excluding specified items 1,061 947 933 12 2
Specified items after taxes (207) (171 (392) 21 (56)
Net income ] 854 776 541 10 43
Diluted earnings per share S 4.94 $ 467 $ 322 6 45
Average assets 140,978 128,319 125,964 10 2
Risk-weighted assets® .. 58,607 58,069 49,336 1 18
Average loans and acceptances 56,236 53,053 50,408 6 5
Average deposits 77,653 73,298 71,543 6 2
Net impaired loans® (233) (162) (179) 44 )
Return on common shareholders’ equity (ROE) 15.6 % 16.4 % 11.5%
Excluding specified items®
Diluted earnings per share S  6.22 $ 5.75 $ 5.65 8 2
Return on common shareholders’ equity (ROE) 19.0 % 19.7 % 20.0 %
Efficiency ratio 64.7 % 63.0 %

(1) See Financial Reporting Method on pages 12 and 13.
(2) According to Basel Il since 2008 and according to Basel | in 2007.
(3) Net of general and specific allowances.

The Bank recorded net income of $854 million for 2009 compared to
$776 million for 2008. Diluted earnings per share were $4.94 versus $4.67
a year earlier. ROE was 15.6% for 2009 versus 16.4% in 2008.

However, excluding the specified items for 2009 and 2008, the Bank’s
net income rose 12% to $1,061 million, and diluted earnings per share
climbed 8% to $6.22. Similarly, ROE was 19.0%.

2009 financial indicators

Results
excluding

Results  specified items

Growth in diluted earnings per share

Réturn on common shareholders’ equity (ROE)
Tier 1 capital ratio

Dividend payout ratio®

(1) Last four quarters.

6%
15.6%
10.7%

50%

i 14

8%
19.0%
10.7%

40%
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Medium-term objectives

Given the current economic situation, the Bank maintained its medium-term
objectives for 2010. Growth in diluted earnings per share has been set at 5%
to 10%, and the target range for return on common shareholders’ equity is
between 15% and 20%. The Bank’s target for its Tier 1 capital ratio is more
than 8.5%. Lastly, the target dividend payout ratio is between 40%
and 50%.

Medium-term objectives

5% — 10%

15% - 20%
More than 8.5%
40% — 50%

Growth in diluted earnings per share®
Return on common shareholders’ equity
Tier 1 capital ratio

Dividend payout ratio

(1) Excluding specified items.

Composition of global loan portfolio

Per business segment
As at October 31, 2009

M Corporate Banking — 14%
W Commercial Banking — 23%
Personal Banking — 63%

Per industry
(Corporate and Commercial)
As at October 31, 2009

% Manufacturing - 11%

" @ Communication - 5%
M Wholesale & retail - 12%
M Other services - 16%

M Primary sector — 21%
M Construction and real estate — 16%
A Transport - 5%
Public administration & government - 14%
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High quality loans portfolio

The Bank also maintained sound credit quality. Overall, excluding specified
items, the provision for credit losses in 2009 represented 0.32% of average
loans and acceptances compared to 0.22% a year earlier. The provision for
credit losses in fiscal 2009, excluding specified items, rose $62 million to
$179 million at year-end. This increase was mainly attributable to higher
provisions on credit card receivables and corporate loans. Mareover, the
general allowance totalled $456 million as at October 31, 2009, up $125 million
from October 31, 2008 due to the recording of a general allowance for credit
risk on credit facilities secured by ABCP.

Risk profile
Credit losses and impaired toans
(millions of dollars)

2009 2008

Provision for credit losses® 179 117
Provision for credit losses as a % of average

loans and acceptances® 0.32% 0.22%
Net impaired loans 223 169
Gross impaired loans as a % of tangible equity 8.3% 7.5%
Specific allowances as a % of impaired loans 45.2% 45.0%
General allowance 456 331
Impaired loans, net of general

and specific allowances (233) (162)

(1)  Excluding specified items. See Financial Reporting Method on pages 12 and 13.
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PRUDENT CAPITAL
MANAGEMENT
S

Capital management is an important component of financial management at
National Bank. It takes into account regulatory obligations, economic and
market conditions, corporate objectives and creation of shareholder value.

In 2009, the Bank maintained its proactive, prudent capital management
approach in orderto protect itself against deteriorating markets while
simultaneously ensuring sound business growth.

A solid financial foundation

According to the rules of the Bank for international Settlements (BIS) — Basel
II, the Tier 1 and total capital ratios stood at 10.7% and 14.3%, respectively,
as at October 31, 2009, compared to 9.4% and 13.2% as at October 31, 2008.
The capital ratios increased due to the issuance of two series of preferred
shares during the year for a total amount of $315 million as well as to the net
income available to common shareholders (available netincome). The increase
in the total capital ratio was, however, mitigated by the repurchase of
$250 million in subordinated debentures. If these ratios had been calculated
using the former BIS rules under Basel |, they would have been 11.5%
and 15.2%, respectively, as at October 31, 2009, compared to 10.1%
and 14.1%, respectively, as at October 31, 2008. .
Change in the Tier | and total capital ratios

(under Basel Il)

Fourth quarter 2009

Tier1 10.7%
Total GGG s,

Third quarter 2009

Tier1 10.5%
Total NN o,

Second quarter 2009
Tier1 10.3%

Total NN s,

First quarter 2009
Tier 1 10.0%

Total NG 1 oo,

Fourth quarter 2008

Tier 1 9.4%
Total NN oo,

A bank’s capital covers the risks associated with its various activities,
such as the provision for credit losses, unfavourable changes in financial
markets or negative events in terms of operations. The Bank uses the
Standardized Approach for credit risk and operational risk. Subject to the
approval of the Superintendent of Financial Institutions (Canada) (the
Superintendent), the Bank will use the Advanced Internal Rating-Based
Approach for credit risk to calculate its capital ratios as of the first quarter of
2010. Using this approach will translate into an increase in Tier 1 capital by
125 to 150 basis points.

Positive contribution from the segments

In 2009, shareholder value added, i.e., available net income less a cost of
capital of 11%, was $234 million. Altogether, allocated economic capital
increased by 10%, reflecting growth in activities across all segments during
the year.

Allocation of economic capital
Year ended October 31

(millions of dollars)
%

2009 2008 change

Average capital 5,104 4,551 12
Available netincome 795 744 7
Cost of capital 561 501 12
Shareholder value added 234 243 (4)
Allocated economic capital 3,726 3,381 10
Unallocated economic capital 1,378 1,170 18
Capital allocated by segment

Personal and Commercial 1,412 1,374 3

Wealth Management 385 396 3

Financial Markets 1,750 1,442 21

Other 179 169 6
Capital allocated by risk type

Credit risk 1,771 1,494 19

Market risk 754 659 14

Operational risk 522 540 3)

Business risk 679 688 (1)
Dividends

In fiscal 2009, the Bank declared $398 million in the form of dividends to

common shareholders, representing 40% of available netincome, excluding
specified items.

Growth in dividends

2009 $2.48
2008 $2.48
2007 $2.28
2006 $1.96

2005 $1.72
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BUSINESS SEGMENT ANALYSIS

PERSONAL AND COMMERCIAL

The Personal and Commercial segment provides transaction services, - More than 9,500 employees

grants financing and offers insurance, savings and investment solutions - More than 2.4 million personal and commercial clients combined
to Bank clients. These products are offered by front-line sales and service — 328 million transactions per year

personnel throughout the branches and commercial banking centres. — 855 banking machines

— 445 branches
— 76 business centres

WEALTH MANAGEMENT

The Wealth Management segment develops and manages savings and — 56 mutual funds

investment solutions for clients of the Bank and its specialized subsidiaries - 33 turnkey investment solutions in various investment funds
and third parties. In addition to its significant position in Quebec, this ~ Direct and full-service brokerage services

segment has achieved critical mass in many centres across Canada and ~ Trust and portfolio management services

is growing its footprint across the country. ~ Private investment services

~ Wealth management services

FINANCIAL MARKETS

The Financial Markets-segment serves the needs of corporations and - Presence across Canada

institutions. It participates in capital markets on behalf of this clientele < "Diverse array of investment banking activities

and the Bankin addition to providing advisory services: o - ‘Recognized risk management expertise and solutions
Personal and Commercial Wealth Management Financial Markets
M Revenues B Revenues M Revenues, excluding non-controlling interest
& Expenses & Expenses and specified items
" Net Income * Net Income & Expenses

“:NetIncome
I, 2,294 . 57

2009 2009 &

2008 &

2007

Business mix® Geographic distribution of total revenues®
Year ended October 31, 2009 Year ended October 31, 2009 (2008)
Personal and Commercial Quebec — 64% (66%)

# Other provinces — 25% (28%)

Total revenues
% International and unallocated — 11% (6%)

Net income
Economic capital
Wealth Management
Total revenues

Net income
Economic capital
Financial Markets
Total revenues

Net income
Economic capital

(1) Excluding specified items.
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PERSONAL AND CMRCIAL

Segment results - Personal and Commercial
Year ended October 31
(millions of dollars)

% %
change change
2009 2008 2007 2009-2008 2008-2007
Net interest income 1,414 1,390 1,369 2 2
Other income 880 842 823 5 2
Total revenues 2,294 2,232 2,192 3 2
Operating expenses 1,339 1,302 1,315 3 1
Contribution 955 930 877 3 6
Provision for credit losses 215 179 151 20 19
Income before income taxes 740 751 726 1) 3
Income taxes 236 247 243 (4) 2
Net income 504 504 483 - 4
Net interest margin 2.51% 2.66% 2.80%
Average assets 56,269 52,306 48,874 8 7
Risk-weighted assets 28,189 29,133 24,752 3) 18
Average deposits 33,565 31,779 29,907 6 6
Average loans and acceptances 55,892 51,904 48,207 8 8
Net impaired loans 151 134 108 13 24
Net impaired loans as a % of loans and
acceptances 0.3% 0.3% 0.2%
Efficiency ratio 58.4% 58.3% 60.0%

The mission ofthe Personal and Commercial segment is to offerthe Bank’s
wide range of financial products and services to clients through its branches,
service outlets and remote banking as well as through a network of partners
coast to coast. In so doing, it can meet the diverse needs of all its clients
across Canada.

Financial results

Net income for the Personal and Commercial segment reached $504 million
in 2009, the same result as in 2008, despite a 20% increase in the provision
for credit losses. Total revenues increased by $62 million or 3% to $2,294 million
compared to $2,232 million in 2008, with identical 3% increases in both
Personal Banking and Commercial Banking revenues. For the segment as a
whole, revenue growth was driven mainly by higher toan volumes, which more
than offset tighter spreads on deposits. Net interest margin declined to 2.51%
in 2009 compared to 2.66% in 2008 and 2.80% in 2007.

Operating expenses rose 3% in 2009, reflecting substantial investments
in service improvements, including the hiring of additional staff in client-facing
positions, the deployment of new banking machines and the introduction of
smart cards. As a result, the efficiency ratio, at 58.4%, remained stable
compared to 58.3% in 2008, for a sustained improvement over 2007, when
the efficiency ratio was 60.0%.

The provision for credit losses increased to $215 million from $179 million
in 2008. Losses on credit card receivables and personal loans were $42 million
higher than in 2008, offset partly by a decrease in credit losses at Commercial
Banking.

Net income for 2008 stood at $504 million, up 4% from the figure of
$483 million recorded in 2007. Revenues grew 2% owing to higher loan
volumes and increased foreign exchange activities for businesses. Operating
expenses declined $13 million or 1%, while the provision for credit losses
increased 19% due to more difficult economic conditions.
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PERSONAL BANKING

OVERVIEW

Personal Banking provides a full range of financial products and services
to more than 2.3 million retail clients across Canada - from everyday
transaction solutions to mortgage loans, consumer loans, credit cards
and a range of savings and investment options to suit every need. Through
specialized subsidiaries, the Bank offers comprehensive insurance
solutions, including home and automobile coverage, life and health

Financial results

Total revenues for Personal Banking rose 3% to $1,544 million in 2009
compared to $1,502 million in 2008, driven mainly by growth in loan volumes.
Creditvolumes increased 8% compared to 2008, mainly as a result of sustained
growth in secured credit, particularly home equity lines of credit. Significant
growth was also recorded in investment loans.

The Bank continued to expand its insurance activities, which translated
into 10% revenue growth in 2009. Despite an increase in personal deposits
outstanding, revenues from savings and investing activities as well as from
transaction activities decreased by 26% and 8%, respectively, mainly as a
result of narrower net interest margins on deposits.

Total revenues — Personal Banking
Year ended October 31
(millions of dollars)

2009 1,544

2008 1,502

Change in total revenues 3 %
Credit activities 18 %
Transaction activities 8)%
Insurance activities 10 %
Savings and investing activities 26)%
Other activities 7 %
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insurance, as well as credit protection on these loans. The Bank’s products
and services are conveniently accessible through telephone and internet
banking, more than 850 banking machines and approximately 450
branches.

Retail credit including securitization
As at October 31, 2009
(millions of dollars)

Total retail credit 40,285
Year-over-year change 8 %

Secured credit 32,725
Year-over-year change 9 %
Insured residential mortgage loans 3%
Conventional residential mortgage loans 9%
Home equity lines of credit 52 %
Total mortgage credit 8 %
Investment loans 15 %

Other personal loans 7,560
Year-over-year change 2%
Credit card receivables 1%
Regular lines of credit 2%
Other loans 2 %

Strategies and achievements

The Bank’s objective is to drive revenue growth at Personal Banking by
increasing its business with existing clients and attracting new clients. This
objective will be achieved through an increased emphasis on personalized
service, advice and integrated solutions. Success also requires greater
cooperation across organizational lines to ensure the Bank can provide each
client with the level of service that meets their financial goals and aspirations.
The Bank’s One client, one bank approach, launched at the end of 2008,
responds to these imperatives, and its implementation is a priority for the
Bank.

wm# Re-position the branch network as the key element
of our retail distribution strategy

During 2009, the Bank reshaped the organizational structure of its
Quebec branches to transform the way it serves clients. It increased the
number of client-facing positions, introduced new sales tools and launched
a multi-year branch upgrade program. The Bank’s actions are based entirely
on a client-centric approach, and the new structure and responsibilities of
the branch network have one ultimate purpose: to further enhance client
satisfaction. The measures deployed in 2009 clearly position the branches
and their employees at the centre of the Bank’s retail distribution strategy.



MANAGEMENT’S DISCUSSION AND ANALYSIS
BUSINESS SEGMENT ANALYSIS
PERSONAL AND COMMERCIAL

Regional managers now have greater accountability for their results,
and all Quebec branches are led by branch managers with local market
knowledge who are responsible for sales and service. Extensive training
completed in 2009 stressed the development of branch managers’ leadership
and coaching skills.

In addition to the new branch managers, the Bank has created and
staffed 90 new client-facing positions in high-potential branches, primarily
investment advisors. All branch staff in client-facing roles completed a
comprehensive training program on their new roles and responsibilities, client
segmentation and the new sales tools and processes the Bank has developed
to help them deliver a consistent standard of client experience across the
branch network.

In 2009, the Bank completed major renovations and relocations
involving 39 branches, with plans to upgrade an additional 126 branches
in 2010 and 2011. As part of its service improvements, the Bank replaced
all of the banking machines in its network during the year.

mm Develop intersegment synergies and the referral program

As the main entry point for clients into the Bank, branches have a pivotal
role in building long-term client relationships. By increasing the number of
investment advisors, the Bank has strengthened the advisory capabilities in
the branches. Through training and incentives, the Bank is also promoting
greater synergies, both within Personal Banking and with other business
units and divisions across the Bank.

During the second half of 2009, the Bank began implementing a referral
program with clear guidelines and rules of engagement to facilitate the
migration of client relationships within the Bank. In addition, the Bank aligned
sales force compensation in Personal Banking to support teamwork, quality
service delivery and the achievement of its financial and client satisfaction
objectives.

Together, these measures, combined with strong leadership throughout
the Bank, will break down organizational boundaries and make One client,
one bank a reality.

@ Pursue growth outside Quebec through focused initiatives

As a super regional bank, the Bank’s objective is to sustain growth in
its retail presence outside Quebec through targeted initiatives in selected
Canadian regions. The Bank has an established foundation to build on with
a network of retail branches, a qualified mobile sales force as well as third-
party distribution of its products through partnership agreements.

Implementation of One client, one bank in its Canadian branches will
take place during 2010, thereby increasing the Bank’s sales and advisory
capacity. The Bank will also finalize decisions for expanding the scope of its
services in selected locations where it currently has a presence through its
branches and Commercial Banking centres.

@ Increase efficiency through specific actions and continuous
improvement

Effective cost management and continuous productivity improvements
are vital to the Bank’s profitability. Focused efforts are under way throughout
the Bank to achieve economies of scale through the grouping of operational
units under a single management, the development of shared service centres
and the simplification and standardization of operational processes. The
Bank has also centralized information technology services and renegotiated
agreements with major suppliers.

Cost savings and efficiency initiatives will be used to support growth
and service enhancements. in 2009, the efficiency ratio for Personal Banking
remained stable despite substantial investments in the sales force, including
the hiring of additional employees, deployments of new banking machines
and the introduction of smart cards. In 2010, the Bank expects progress in
process simplification to reduce the administrative burden on branch employees
and allow more time for client-facing activities.

Highlights

Credit activities

—  Retail credit volumes increased 8% despite the weak economy, led by
continued growth in home equity lines of credit, particularly the popular
All-In-One Banking solution.

- Indirect term lending volumes were higher as a result of business
development agreements with large retailers and an improved offering
to auto dealers. Direct term lending declined as clients opted for variable
rates on personal lines of credit.

- MasterCard sales increased 10%, driven by the development of distinct
premium cards and a successful marketing and sales campaign
supported by television advertising.

Transaction activities and operations

- The Bank’s clients conducted more than 328 million transactions, of
which 90% were made electronically, including 8% through the Internet.
In-branch and cheque transactions accounted for the balance.

—  According to the 2009 report of rating firm Service Quality Measurement
Group Inc. (SQM), the Bank’s TelNat client service centre ranks among
the world leaders, placing in the first quartile in six of seven performance
measures and in the second quartile in the seventh measure.

—  The deployment of the Bank’s MasterCard Smartcard progressed
according to plan. This technology offers greater protection against
counterfeit and fraud, while providing payment fiexibility through the
unique PayPass feature that allows clients to settle amounts under $50
at participating merchants without signature or personal identification
number.
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Insurance activities

- Partnerships and referrals between National Bank General Insurance Inc.,
National Bank Life Insurance Company, and National Bank Insurance
Firm Inc. strengthened the Bank’s ability to provide clients with
integrated insurance solutions.

- It was a record year for the number of new automobile and home
insurance policies, and the Bank achieved a 10% increase in premiums
as a result of distribution and marketing initiatives as well as the
addition of value-added features such as insurance for legal costs and
roadside assistance.

- Mass market premiums increased 11% (National Bank Life Insurance),
driven by multichannel marketing activities and the launch of several
new products, including injury and critical illness insurance.

- Premiums under management increased 18% (National Bank Insurance
Firm), a testament to the Bank’s strengthened positioning in group
insurance.

Savings and investing activities

- Managed product volumes increased 11% as a result of the growth in
financial markets during the year.

—  Deposit volumes increased 5% in a competitive environment.

- Marketing and sales initiatives aimed at encouraging the opening of
Tax Free Savings Accounts (TFSA) met the Bank’s objectives.

Priorities and outlook for 2010

The Bank’s new retail distribution model is fully in place throughout the
Quebec branch network, and 2010 will mark the beginning of the execution
phase. With more employees in client-facing roles and the progressive rollout
of new sales tools, the Bank is now positioned to provide a higher level of
service and forge closer client relationships. Personal Banking will work closely
with the other parts of the Bank to offer advice and integrated solutions, in
order to continue to provide the Bank’s clients with convenient everyday
banking services.

The Bank has a strong retail franchise and believes its One client, one
bank approach will provide a competitive edge in the context of slow economic
growth in the years ahead.
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COMMERCIAL BANKING

OVERVIEW

Commercial Banking serves the needs of small and medium-sized
enterprises (SME) and large companies across Canada. The Bank offers a
fult range of services, including credit, deposit and investment solutions,
international trade services such as trade finance and foreign exchange,
payroll, cash management, insurance, electronic transactions and
complementary services. Among the Canadian banks, National Bank is

Financial results

Commercial Banking revenues totalled $750 million in 2009, up 3% from
$730 million in 2008. Higher credit volumes combined with improved margins
resulted in a 16% increase in revenues from credit activities. This increase
was partly offset by lower revenues from deposit activities due to narrower
net interest margins. Revenues from other activities, which include international
services such as foreign exchange, increased 4%. Foreign exchange revenues
were down due to a Canadian dollar that was less volatile than its American
counterpart. This decrease was more than offset by revenues from new services
and higher net interest income on economic capital.

Total revenues — Commercial Banking
Year ended October 31

(millions of dollars)
%o

2009 2008 change
Small businesses and SMEs 40 42 ©)
Commercial 335 282 19
Credit activities 375 324 16
Deposit activities 202 239 (15)
Other activities 173 167 4
Total 750 730 3

Strategies and achievements

The Bank’s objective is to grow revenues and market share in commercial
banking by increasing its penetration in non-credit activities while continuing
to expand loan volumes. Under the One client, one bank approach, the Bank
is using its large retail network to enhance service to small businesses and
SME clients while taking targeted actions to strengthenrelationships with
larger commercial clients. The Bank is also promoting greater synergies
between Commercial Banking, Financial Markets and Wealth Management
to seize market opportunities in Quebec and in selected Canadian regions
and industry sectors.

the market share leader in Quebec in terms of commercial credit and a
recognized lender in certain industry sectors outside Quebec. While
providing financial and transactional solutions for businesses, the Bank
is proactive in meeting the personal financial needs of entrepreneurs and
business owners/managers.

wx# Enhance service to small businesses and SMEs

The Bank’s new distribution strategy for small businesses and SMEs
was fully deployed in Quebec during 2009, making its retail branches the key
contact points for these client segments.

Nearly 875 personal banking advisors across the network have been
trained to serve the needs of small businesses and their owners, with at least
one resource now present in every branch, and new service packages have
been developed to serve these clients.

For SMEs, the Bank hired an additional 32 managers, bringing the number
of dedicated SME managers in branches to 68. SME managers now serve
clients in 20% of the Bank’s Quebec branches. Professionals experienced in
international trade, foreign exchange and cash management, dedicated to
meeting the specific needs of SMEs, have also been hired. in total,
approximately 40 new positions have been created and staffed to serve the
Bank’s large and growing SME client base.

mae Expand existing relationships and attract new commercial clients

One of the Bank’s priorities is to expand relationships with its existing
commercial clients by providing additional products and services as well as
integrated solutions. Under its new distribution model, the Bank has increased
the number of client-facing positions, while continuing to build a proactive
sales and advisory-services culture throughout commercial banking.

More than 40 specialist positions in financing solutions, international
trade and cash management were added in 2009 to expand coverage and
offer more products and solutions to commercial clients. The Bank has also
embedded 28 financial planners into its commercial banking teams to offer
personalized services to meet the individual needs of business owners/
managers.

New tools and processes are in place to assist commercial account
managers in their sales efforts. For example, a new workflow tool has been
developed to support the identification of sales opportunities and sales
management. The Bank is taking steps to reduce the administrative workload
so that account managers can spend more time with clients, while also
improving the credit granting process.
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#+% Work closely with other Bank divisions to capitalize on opportunities

The Bank’s new distribution strategy emphasizes closer cooperation
among the three main business segments. Commercial Banking is working
closely with Financial Markets to offer merger & acquisition and other capital
markets advisory services to its larger clients.

Through its close relationships with Quebec entrepreneurs, the Bank is
well-positioned to capitalize on the expected wave of business ownership
transfers in the coming years. Close cooperation among Personal and
Commercial Banking, Wealth Management and Financial Markets will enable
the Bank to capture its share of new business in advisory services and in
lending and investment solutions resulting from these transactions.

#%z Pursue growth outside Quebec

Outside Quebec, the Bank is targeting growth by increasing the scope
of its offerings in markets where it already has a presence by hiring dedicated
product specialists and by expanding its presence in industry sectors where
its expertise is recognized.

The Bank’s growth initiatives will be supported by the implementation
of the One client, one bank approach outside Quebec in 2010, the closer
integration of Commercial Banking with the Bank’s branch network and closer
cooperation with the Financial Markets segment.

Highlights

Credit activities

- Sustained demand for credit resulted in an 8% increase in loan volumes
and bankers’ acceptances.

- Improved margins on loans were due to adjusted pricing on certain
products.

- More than $218 million in new lending was generated from business
transfers.

Deposit activities
- Depositsincreased 7%in a highly competitive environment characterized
by less favourable interest rates.

Other activities

- Revenues from international services remained stable despite a
decrease in margins on foreign exchange trading.

-  The interest rate environment contributed to a notable increase in
revenues from risk management solutions.
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Priorities and cutlook for 2010

The strength of the Canadian dollar and impact of the recession have strained
many businesses. While continuing to support its business clients, the Bank
remains vigilant in order to protect the quality of its loan portfolio.

The measures implemented in 2009 have strengthened the Bank’s
ability to serve small businesses, SMEs and commercial clients. For small
businesses and SMEs, the Bank will increase emphasis on banking services
packages as well as on transaction and financing solutions. For commercial
clients, the Bank will build on its early success in risk management solutions
to expand relationships by offering a full range of services. The Bank will
continue to build a sales and advisory culture so that owners/managers have
access to integrated solutions for their business and personal needs.
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WEALTH MANAGEMENT

OVERVIEW

Wealth Management serves the investment and savings needs ofabroad -

range of clients to whom it also offers an array of complementary services.
Investment solutions, products and specialized services are provided

directly to clients or through dedicated subsidiaries and business units, -

internal partners and third parties under an integrated offering.

- National Bank Financial (NBF) is the leading full-service broker in

Quebec, and among the largest in Canada, with more than 800 -

investment advisors in over 90 service outlets across the country.
-  National Bank Direct Brokerage Inc. (NBDB) is one of the largest
discount brokers in Canada and a leader in Quebec.
- National Bank Securities Inc. (NBS) manages and promotes the
Bank’s diverse selection of mutual funds.

Segment results - Wealth Management
Year ended October 31

(taxable equivalent basis®)

(millions of dollars)

Natcan Investment Management Inc. (Natcan) delivers a full range
of portfolio management services for the Bank and institutional
investors.

National Bank Trust Inc. (NBT) offers discretionary asset management
and mutual fund administration services as well as securities custody
services forinstitutional investors. It is a leader in Private Investment
Management.

The Bank is further strengthening its presence in the Canadian
market through National Bank Advisor Distribution, which offers
investment solutions and products to over 15,000 independent
investment advisors across Canada and through its Correspondent
Network (NBCN Inc.), Canada’s premier provider of clearing and
brokerage services, serving more than 100 investment management
companies.

% %
change change
2009 2008 2007 2009-2008 2008-2007
Excluding specified items®
Net interest income 124 137 117 9) 17
Fee-based revenues 358 407 410 (12) 1)
Transaction and other revenues 275 290 341 (5) (15)
Total revenues 757 834 868 9) (4)
Operating expenses 588 601 626 2) (4)
income before income taxes and non-controlling
interest 169 233 242 27) 4
Income taxes 51 77 77 (34) -
Non-controlling interest 3 3 5 - (40)
Net income excluding specified items 115 153 160 (25) @
Specified items after taxes(® - - (11) - -
Net income 115 153 149 (25) 3
Average assets 674 693 . 662 (3) 5
Risk-weighted assets 6,532 4,451 3,782 47 18
Average deposits 11,565 9,012 7,554 28 19
Efficieny ratio excluding specified items 77.7% 72.1% 72.1%

(1) See financial Reporting Method on pages 12 and 13.
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Assets under management or under administration and revenues - Wealth Management

Year ended October 31
(taxable equivalent basis®)
(millions of dollars)

Assets under management

or under administration Revenues
% %
2009 2008 change 2009 2008 change
Personal Banking - NBF 49,967 44,389 13 386 411 6
NBCN Inc. (Correspondent Network) 33,522 51,775 (35) 86 94 (©)
Innocap Investment Management Inc. 1,976 2,679 (26) 17 22 23)
National Bank Direct Brokerage 11,626 10,175 14 55 54 2
Securities brokerage 97,091 109,018 an 544 581 (6)
National Bank Securities 11,864 10,750 . 10 159 181 12)
Natcan Investment Management 24,391 21,239 15 50 69 (28)
National Bank Trust 59,205 59,377 - 84 98 (14)
Other - - - 3 3 -
Subtotal 192,551 200,384 (4) 840 932 (10)
Intercompany eliminations (83) (98)
Total Wealth Management 192,551 200,384 (4) 757 834 (9)

(1) See Financial Reporting Method on pages 12 and 13.

Financial results

Wealth Management netincome declined to $115 million in 2009 compared
to $153 million in 2008. This decrease was primarily due to the lower revenues
resulting from the economic environment and low interest rates.

Total revenues decreased 9% to $757 million compared to $834 million
in 2008, as a result of a decline in assets under management and administration,
lower transaction volumes, and a narrower spread on deposits. Retail assets
under management and under administration declined 4% to $192.6 billion,
mainly due to a decrease in assets held on behalf of member companies in
the Bank’s Correspondent Network.

Operating expenses declined by $13 million to $588 million, mainly
due to a decrease in variable compensation. Reflecting the lower revenues,
the efficiency ratio stood at 77.7% compared to 72.1% in 2008.

For 2008, net income, excluding specified items for the Wealth
Management segment of $153 million, was down $7 million or 4% from 2007
due to the 15% decline in transaction revenues, which was partly offset by
the rise in net interest income.
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Strategies and achievements

Wealth Management, present in both Quebec and elsewhere in Canada, sees
strong opportunities ahead, driven by population aging and the resulting
need for investment and financial advice as well as an expected spike in the
number and value of business ownership transfers in the commercial and
corporate sectors during the next several years. The Bank’s objectives are to
raise its profile as an integrated financial group, gain more business from
existing clients, accelerate its penetration in Quebec and increase its growth
momentum outside the province.
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s Align distribution along client segments to improve service, increase
referrals and optimize the client experience

Significant progress was made in 2009 to refine the Bank’s wealth
management offering and align internal distribution along the One client,
one bank approach to ensure that clients receive the level of service that
meets their needs and expectations, regardless of their point of entry into
the Bank.

With this in mind, a major achievement was the launch of National Bank
Private Wealth 1859, bringing together expertise from all of the Wealth
Management subsidiaries and Personal Banking, to provide comprehensive
turnkey solutions to affluent clients, including investment, private banking,
insurance, tax and estate planning, trust and concierge services. This client-
centric initiative was well received, and the new business unit is working
closely with other Bank divisions to ensure the seamless migration of client
relationships and successful capture of new business.

Clear guidelines have been established, based on client segmentation,
to promote referrals across the Bank to ensure that all clients are given the
opportunity to choose the level of advice and service that best suits their
situation. For the high-net-worth client segment, investment advisors were
twinned with financial planners to offer a comprehensive and integrated offer
to banking clients. The Bank also refocused the responsibilities of in-branch
financial planners in the wealth management strategy as well as their critical
role in identifying referral opportunities to investment advisors and National
Bank Private Wealth 1859.

An important ongoing priority is to increase the number of investment
advisors and provide them with all the necessary training and support.

e Offer a top-rated portfolio of investment solutions and products for
the retail market

Product manufacturing is among the Bank’s longstanding strengths. To
achieve its growth objectives, the Bank is increasingly focusing on the
development of integrated investment solutions.

During 2009, retail product development was placed under a single
management, bringing together mutual funds, pooled funds, managed
solutions, separately managed accounts and structured products. This new
structure optimizes teamwork, idea generation and efficiency.

A major achievement was the streamlining and simplification of the
Bank’s portfolio of products and investment solutions, involving mutual fund
mergers, changes in investment objectives and fund name changes. The end
result is a better alignment of the Bank’s offering with its client segments,
lower fees for some funds and a more attractive integrated offering for both
the advisors in the Bank’s various networks and the independent advisors
who distribute the Bank’s products.

The Bank’s investment solutions are underpinned by the strong
performance of Natcan, which is responsible for managing approximately
85% of its portfolio of assets, with the balance managed by respected third-
party firms. Natcan continued to surpass the majority of its performance
objectives in most of the funds entrusted to it. As a result, 75% of the Bank’s
exclusive mutual fund portfolio solutions ranked in the first or second
performance quartile on a one-year, three-year, and five-year basis as at
October 31, 2009.

ts Meritage portfolios, which are distributed by independent advisors,
celebrated their three-year anniversary at the end of 2009 with a stellar track
record. Over a two-year period, 99% of the assets in Meritage portfolios were
ranked in the first and second performance quartiles.

s Create a consistent brand experience for clients and increase brand
recognition

As the Bank becomes more client-centric, it is building a distinctive
brand of client experience across all Wealth Management activities. Through
the alignment of internal distribution, the focus on investment management
solutions and training, the Bank aims to create a consistent brand experience
to become the benchmark in terms of client experience in the wealth
management market in Quebec and a strong player across Canada.

The Bank will be more aggressive in marketing and branding to increase
its visibility as an integrated financial group. In 2009, Wealth Management
spearheaded a multi-faceted bank-wide campaign to position the Bank as
the leader in the Quebec retirement planning market, featuring television and
print advertising, the launch of a National Bank Retirement Index, publication
of a comprehensive retirement guide and four brochures, as well as numerous
branch events across the network. The Bank plans to follow up in 2010 with
an even more intense branding effort.

The Bank’s branding in the wealth management market will prominently
feature National Bank Financial Group in all communications while continuing
to leverage complementary brands such as Natcan, Innocap, Altamira, Omega
Funds and Meritage Portfolios. These brands have strong resonance both in
Quebec and with the Bank’s networks of independent advisors across
Canada.

@2 Grow revenues outside Quebec by leveraging third-party distribution

Wealth Management is well positioned to increase revenues from activities
outside Quebec. One of the key components of its growth strategy is to
leverage partnerships and networks developed across Canada overthe years.
These relationships, which have become an increasingly important source
of revenues for the Bank, were previously managed by different groups.

In 2009, the Bank created a single business unit called Third-Party
Business Solutions to market investment solutions and products to this large
client base of Wealth Management and to expand the Bank’s wholesale
footprint outside Quebec.

Under its partnerships offering, the Bank has signed agreements with
major non-bank financial institutions for the distribution of integrated credit
and investment solutions by their advisors under the Bank’s brand or their
own. A new agreement was signed with Sun Life Financial at the end of
fiscal 2009, and distribution of the solutions should begin in the coming
months.

The Bank developed relationships with nearly 15,000 independent
advisors who distribute a wide range of its banking and investment solutions
undervarious brands. Through the Correspondent Network, it provides clearing
and brokerage services to one-third of the members of the Investment Industry
Regulatory Organization (IIROC). By serving these members through an
integrated approach and a single point of contact, Third-Party Business
Solutions is looking to increase business volumes and identify cross-selling
opportunities.
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Highlights

New agreements signed in the Partnerships sector gave the Bank access
to an additional 7,000 new sales representatives Canada-wide for its
credit and investment solutions.

The Bank’s full-service brokerage subsidiary launched a new regional
management structure for retail sales that should facilitate greater
synergies with Personal Banking.

National Bank Direct Brokerage increased its new accounts transaction
volumes by 25%. The unit continued to focus on investor education as
a key component of its business development strategy, including
organizing online seminars on investing that has attracted thousands
of participants.

The Bank organized its mutual funds into four families — National Bank
Mutual Funds, Altamira, Omega Funds and Meritage Portfolios. In so
doing, it has reduced management fees and merged 29 funds with
similar investment objectives, a move that has proven to be a major
streamlining initiative.

Eight of the Bank’s mutual funds received Canadian Lipper Fund Awards
forthe best risk-adjusted returns in their category. Seven of these funds
are managed by Natcan.

Five of the Bank’s mutual funds were selected among the 50 best funds
available in Quebec, in a ranking compiled by industry veteran Michel
Marcoux and published in the September 2009 issue of Les Affaires
Plus magazine. Three of the funds are managed by Natcan.

Priorities and outlook for 2010

After a year of significant internal alignment and difficult market conditions,
Wealth Management will strive to resume growth in revenues and assets
in 2010. To do so, it will focus more on attracting new clients while continuing
to build on existing relationships. The Bank expects to benefit from the
integration of various business development teams into a single, unified
group in 2009, an integrated offering of investment management solutions
and heightened marketing and sales activities.

32
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OVERVIEW

Financial Markets provides corporate, public sector and institutional
clients with banking and investment banking services, as well as giving
its clients access to the Canadian capital markets through its fixed income,
equities and derivatives business lines.

As the leading investment bank in Quebec with a strong presence
across Canada, the Financial Markets segment provides a diverse range
of financing solutions, from bank credit to debt and equity. It offers
extensive advisory services in the areas of mergers and acquisitions and
financing as well as risk management products based on its derivative
activities in interest rates, equities, foreign exchange and commodities.

Segment results - Financial Markets
Year ended October 31

(taxable equivalent basis)

{millions of dollars)

in fixed income and equities, the Bank is a major Canadian player,
providing origination, underwriting, distribution, top-ranked research
and liquidity through secondary market activities. Through offices outside
Canada, it markets Canadian debt and equities to institutional investors
in the United States, the United Kingdom and Continental Europe. The
Financial Markets segment is also active in proprietary trading and
investment activities.

% %
change change
2009 2008 2007 2009-2008 2008-2007
Excluding specified items®
Net interest income 790 708 (26)
Otherincome 639 196 1,274
Non-controlling interest 2 197 (46)
Total revenues 1,431 1,101 1,202 30 ®)
Operating expenses 681 634 692 7 (8)
Contribution 750 467 510 61 ®
Provision for credit losses 26 2 - - -
Income before income taxes and ]
non-controlling interest 724 465 510 56 )
Income taxes 220 134 159 64 (16)
Non-controlling interest 1 1 (€))] - -
Net income excluding specified items 503 330 352 52 ©
Specified items after taxes® - 57 (17) (100) -
Net income 503 387 335 30 16
Average assets 97,805 87,196 88,854 12 ()]
Risk-weighted assets 23,886 24,485 20,802 ) 18
Average deposits 32,720 32,833 34,447 - (5)
Average loans and acceptances
{corporate and investment banking only) 7,072 6,247 5,562 13 12
Net impaired loans 72 35 21 106 67
Net impaired loans as a % of average loans
and acceptances 1.0% 0.6% 0.4%
Efficiency ratio excluding specified items® 47.6% 57.6% 57.6%

(1) See Financial Reporting Method on pages 12 and 13.
(2) Adjusted for gains or losses mainly attributable to third parties.
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Financial results

Financial Markets net income increased 30% in 2009 to $503 million from
$387 million in 2008. Total revenues rose 58% to $1,429 million from
$904 million in 2008. Including non-controlling interest related to trading
activities, revenues totalled $1,431 million compared to $1,101 million
in 2008.

Revenue growth was driven mainly by trading activities on behalf of
clients. Revenues from banking services were also up, reflecting higher
demand for bank credit, while financial market fees were slightly higher than
in 2008. Gains on available-for-sale securities amounted to $93 million in
2009, whereas impairment losses of $24 million had been incurred in 2008
due to the unfavourable capital markets environment. These increases were
mitigated by a decline in Other revenues, which is explained by the gain
recorded in 2008 on the sale of an interest in Asset Management Finance
Corporation.

Operating expenses were $681 million, up 7% from $634 million in 2008,
driven mainly by higher variable compensation arising from the strong financial
performance in the year. The efficiency ratio was 47.6% compared to 57.6%
in 2008. Reflecting weaker economic conditions, the Financial Markets
segment recorded a provision for credit losses of $26 million. This compares
with a provision of $2 million in 2008.

Average assets, consisting primarily of securities, increased to
$97.8 billion compared to $87.2 billion in 2008. Credit to corporations
increased to $7.1 billion compared to $6.2 billion in 2008. This explains the
28% increase in revenues from banking services.

Net income before specified items for 2008 totalled $330 million as
against $352 million in 2007. The decrease of 6% was primarily attributable
to the declines in trading revenues and financial market fees resulting from
market conditions that prevailed during the previous fiscal year.

Revenue breakdown - Financial Markets
Year ended October 31
(taxable equivalent basis™)

(millions of dollars) o

2009 2008 change
Excluding specified items®
Adjusted for non-controlling interest
Trading activity revenues
Equities 206 148 39
Fixed income 387 91 325
Commodities and foreign exchange 91 114 20)
684 353 94
Financial market fees 227 223 2
Gains (losses) on available-for-sale
securities, net 93 (24)
Banking services 239 186 28
Other 188 363 (48)
Total 1,431 1,101 30

(1) See Financial Reporting Method on pages 12 and 13.
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Strategies and achievements

In 2009, the Financial Markets segment completed the second year of its
five-year strategic plan with results ahead of objectives. During this time,
activities have been organized along client needs and there has been
heightened emphasis on information sharing and internal collaboration across
business lines within Financial Markets and with other Bank divisions,
consistent with the Bank’s One client, one bank approach.

Overthe year, the Financial Markets segment made substantial progress
towards the key priorities of its strategy.

=l ncrease focus on Canadian mid-market companies

The Bank aims to deepen relationships with Canadian mid-market
companies and generate revenue growth by leveraging its differentiation
compared to investment banking boutiques and investment dealers owned
by financial institutions. Responsive and solutions-driven, the Bank is
recognized for its ability to provide a customized level of service to each client
while also offering a complete array of solutions that are backed by a strong
balance sheet. Its strategy is to use the resulting competitive advantage to

- increase its share of the Canadian mid-market by offering more services and

developing new relationships with emerging companies.

The organizational alignment around client needs allows the Bank to
deploy resources from corporate and investment banking, sales, trading and
research to its target sectors in a coordinated fashion. [t is expanding its
coverage and competing by providing clients with advisory services, integrated
solutions to accessing the capital markets and comprehensive risk management
solutions.

Inthe junior energy sector, where the Bank is well established as a major
lender, it has built a strong investment banking presence by hiring senior
equity market professionals and aligning its advisory, sales, trading and
research activities to serve the needs of companies. The Bank has also
broadened its offering by establishing a commodity derivatives team based
in Calgary to offer price hedging tools to these clients.

With an increased focus on mid-market companies, the Bank has
generated excellent results with existing clients and has been successful in
raising its profile in target sectors. The true extent of its success should be
evident in the comingyears as the economy stabilizes and conditions improve
in equity capital markets.
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smm Deploy risk management solutions to corporate and
commercial clients

The Bank sees revenue growth opportunities in risk management products
for both corporate and commercial clients. its strategy is to work closely with
corporate clients to identify their needs and develop products in all asset
classes to help them manage risks. As part of its approach, risk management
solutions are built into advisory and financing proposals. The Bank has also
developed a broader offering of risk management solutions designed for its
commercial and SME clients and sold through its advisory channels. This
expanded offering builds on the Bank’s existing relationships and historically
strong position as a provider of international trade services to this client base,
mainly foreign exchange products.

The number of corporate and commercial clients actively using interest
rate, energy and foreign exchange risk management products increased
significantly in 2009.

w#ms Become the Canadian leader in structured products

The Bank is building on its strong position in structured products for
retail and institutional investors to maintain its leadership in the Canadian
market. This is being achieved through the allocation of resources to design
products that meet specific client needs and provide secondary market
liquidity through the implementation and maintenance of state-of-the-art
trading systems.

Highlights

Strength in the fixed income markets resulted in a number of notable
achievements in this segment.

- TheBank led 19 issues for Quebec public sector borrowers, including
the Government of Quebec, Hydro-Québec and Financement Québec,
raising a total of $9.2 billion.

—  Forthe Province of British Columbia, the Bank was the sole lead manager
for an $800 million issuance, representing the Bank’s first lead of a
syndicated issuance outside of Quebec. It also co-led a $1.0 billion
two-tranche Province of Ontario issue, the first-ever provincial billion-
dollar-bought deal in Canada. The Bank’s number one position in
municipal financing continued, including leading three issues for the
City of Montreal for a total of $670 million and its first-ever sole lead
manager position for the Municipal Finance Authority of B.C. for a
$290 million issuance.

—  For corporate clients, the Bank acted as co-lead on a $1.0 billion note
offering for Manulife Financial Capital Trust Il that qualified as Tier 1
capital for regulatory purposes. it was a joint lead for two Hydro One Inc.
issues totalling $600 million. For Bombardier Inc., the Bank was sole
lead arranger and bookrunner on a US$500 million revolving credit
facility, the first non-investment grade financing in Canada based on
credit default swaps pricing. It also acted as co-lead for the $350 million
medium term notes issued by Bell Aliant Regional Communications LP,
for the $275 million issue by Ontario Air Ambulance Service and a
$200 million issue by AltaGas income Trust.

In the equity market, the Bank led several new issues in the year with
notable transactions including a $115 million issue of convertible debentures
for Cominar REIT as well as acting as co-lead on a $185 million secondary
offering of Cineplex Galaxy Income Fund units held by Onex Corporation.

Priorities and outlook for 2010

The strategic plan for the Financial Markets segment builds on its strengths
and reinforces the diversification of its activities. Key priorities in 2010 are
to continue the internal alignment of resources along client lines while
increasing teamwork and collaboration with other Bank divisions.

The gradual recovery in the economy and investor confidence observed
in the second half of 2009 should lead to higher capital markets activity
in 2010. If liquidity continues to improve, greater opportunities are expected
in merger and acquisition advisory services and equity financing by existing
and new issuers after two years of decline.

The Bank’s fixed income group is well positioned to serve the growing
financing needs of the government sector. It has also expanded its offering
to this sector by setting up a specialized team to focus on infrastructure
financing in anticipation of major government projects in the coming years.

The Financial Markets segment has consistently generated superior
risk-adjusted returns through the diversification of its activities, strong risk
management and effective controls. These principles underpin its long-term
strategy which is based on leveraging its current strengths and relationships
by focusing solely on client needs.
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Segment results - Other
Year ended October 31
(millions of dollars)

2009 2008 2007
Excluding specified items®
Net interest income (402) (320) (323)
Other income 231 95 28
Total revenues 171) (225) (295)
Operating expenses 55 22 23
Provision for credit losses 62) (64) (48)
Loss before income taxes and non-controlling interest (164) (183) (270)
Income tax recovery (159) (191) (226)
Non-controlling interest 56 48 18
Net loss before specified items (61) (40) 62)
Specified items after income taxes® (207) (228) (364)
Net loss (268) (268) (426)
Average assets (13,770) (11,876) (12,426)

(1) See Financial Reporting Method on pages 12 and 13.

The Other heading presents revenues and expenses that are not specifically
allocated to any one of the Bank’s business segments. The data provided
in this heading includes securitization operations, certain non-recurring
items such as investment revaluations and the unallocated portion of
corporate units such as Technology, Business Intelligence and Organizational
Performance; Operations; Human Resources & Corporate Affairs; and
Finance, Risk and Treasury.

Financial results

The net loss excluding specified items for the Other heading of segment results
was $61 million for 2009 compared to $40 million one year earlier. Securitization
activities contributed $75 million in 2009, up $57 miltion due to the higher
volume of securitized mortgage loans and the favourable interest rate spread.
This contribution was more than offset by the decrease in net interest income
on excess capital due to lower interest rates and the increase in operating
expenses related to variable compensation, severance pay, marketing expenses
and the allowance for litigation. After tax, specified items totalled $207 million
in 2009 and consisted of charges related to holding ABCP and a general
allowance for credit losses on loans and credit facilities granted to clients
holding ABCP and secured by ABCP. In 2008, specified items after tax totalled
$228 million, consisting of $180 million related to holding ABCP, $36 million
for the write-off of intangible assets and $44 million in restructuring charges.
These items were partly reduced by the $32 million gain on the sale of the
subsidiary in Nassau.
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Securitization

The Bank uses securitization as an effective method of financing, transferring
riskand managing capital. The Bank participates in both the Mortgage-Backed
Securities program issued in accordance with the Canadian National
Housing Act (NHA) and the Canada Mortgage Bond (CMB) program. The Bank
also periodically sells, on a revolving basis, new credit card receivables to a
trust to replace receivables that are paid by clients. As at October 31, 2009,
the outstanding amount of NHA securities issued by the Bank and sold to
third parties totalled $7.5 billion compared to $6.7 billion for 2008. The
increased gain from the sale of assets ($302 million for 2009 compared to
$181 million for 2008) was mainly due to an increase of the excess spread
on mortgage loans sold during fiscal 2009. Refer to Note 11 to the consolidated
financial statements, Transfer of receivables, for additional information.

Corporate units

The Technology, Business Intelligence and Organizational Performance unit
ensures that IT standards and solutions are developed to support the long-
term business aspirations of the Bank to increase efficiency of corporate
functions aligned with client needs in all sectors.

As forthe Operations unit, it is a strategic, proactive and trusted business
partner having a focus on quality of service and productivity, in order to have
a positive impact on the client experience.

The Human Resources & Corporate Affairs unit acts as a trusted business
partner in managing human resources, especially in strategy design and
implementation of any changes within the organization. It also assists all
units within the Bank in strengthening the Bank’s name and reputation in
the markets they serve,

As forthe Finance, Risk and Treasury unit, it provides various specialized
services, including strategic and financial planning, financial reporting, tax,
capital management, risk management, funding and asset/liability management
(Treasury results are included in the Financial Markets segment). The various
units support business lines and corporate functions in their financial
performance, ensure compliance with regulatory requirements and reporting
to stakeholders. Refer to pages 55 to 63 for additional information about risk
management.
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Analysis of consolidated results

Total revenues

In 2009, total revenues on a taxable equivalent basis amounted to
$4,279 million, up $434 million or 11% from 2008 (see Table 1 on page 66).
Excluding the specified items for 2009 and 2008, total revenues on ataxable
equivalent basis were $4,457 million, up $504 million or 13% from a year
earlier.

Net interest income

Net interest income totalled $2,095 million in 2009 versus $1,978 million in
2008 (see Table 2 on page 66), for an increase of $117 million. Net interest
income at Personal and Commercial increased by $24 million or 2% to total
$1,414 million in 2009. Loan and deposit volumes experienced strong growth
owing to the $4.0 billion increase in average assets, particularly in consumer
loans and home equity lines of credit. A narrowing of the net interest margin
resulted mainly from lower interest rates, thereby reducing the net interest
margin on deposits, partly offset by a wider net interest margin on credit card
receivables. Net interest income at Wealth Management totalled $124 million,
down $13 million due to the narrower spread on deposits, particularly in the
high-interest account. At Financial Markets, the $82 million year-over-year
increase in netinterest income came mainly from trading activities and should
be examined together with the other items that make up trading activity
revenues. Furthermore, net interest income from the ABCP portfolio was
$40 million in 2009 compared to a financing cost of $63 mitlion in 2008, due
to the collection of interest in arrears and the restructuring of ABCP. Lastly,
the loss recorded in net interest income in the Other heading decreased by
$24 million.

Otherincome

Other income on a taxable equivalent basis totalled $2,184 million in 2009
compared to $1,867 million the previous year (see Table 3 on page 67).
Trading revenues allocated to Other income grew $278 million to total
$31 million in 2009. Including the portion allocated to net interest income
and non-controlling interest, trading revenues reached $692 million, up
$304 million from 2008 (see Table 4 on page 67). The increase was mainly
attributable to fixed-income securities resulting from higher transaction
volumes and a favourable rate curve.

As shown in Table 3 on page 67, underwriting and advisory fees went
from $312 million in 2008 to $329 million in 2009, foran increase attributable
to a higher number of public issuances than in 2008. Securities brokerage
commissions totalled $220 million, a $20 million decrease explained mainly
by fewer transactions for brokerage activities during the year. Card service
revenues, revenues from lending fees, and revenues from acceptances and
letters of credit and guarantee totalled $296 million in 2009, a $71 million
increase from last year that stems from a higher mortgage prepayment rate
and an increase in bankers’ acceptances. Deposit and payment service
revenues were up slightly by $2 million, totalling $230 million for 2009.

Alower average volume of assets under management and administration
than in 2008, resulting from a downturn in the stock markets, explains the
decrease in revenues from trust services and mutual funds, which stood at
$327 million in 2009 versus $354 million in 2008.

Securitization revenues amounted to $351 million, up $125 million or
55% due to a higher volume of new securitization activities of insured mortgage
loans and favourable rate spreads. The Other category of Other income totalled
$270 million, a decrease of $107 million that is largely due to the gain recorded
on the sale of an investment in Asset Management Finance Corporation and
the $32 million gain on the sale of the Bank’s subsidiary in Nassau in 2008.

Provision for credit losses

The provision for credit losses was $305 million in 2009 (see Table 5 on
page 68), an increase of $161 million that is partly attributable toa $126 million
increase in the allowance for credit facilities to clients holding ABCP, which
brought the general allowance to $456 million.

The provision for consumer credit losses was increased $21 million to
$96 million in 2009 given the strong growth in losses on credit card receivables.
The provision for credit losses for commercial loans was $53 million in 2009,
down $6 million from 2008. Lastly, a $26 million provision for credit losses
was taken for corporate financing activities in 2009, compared to $2 million
in 2008, due to a more difficult economic environment. Overall, the specific
provisions for credit losses in 2009, excluding specified items, accounted
for 0.32% of average loans and acceptances compared to 0.22% in 2008,
which is relatively low given the current economic environment.

Operating expenses
Operating expenses stood at $2,662 million in 2009, down $33 million or
1% from the previous year (see Table 6 on page 69). Excluding the specified
items for 2009 and 2008, operating expenses posted an increase of
$104 million or 4%.

Salaries and staff benefits stood at $1,538 mitlion in 2009, up 6% from
lastyear. Factors contributing to this increase included the increased staffing
needed to implement a new distribution model in the branch network and
the higher variable compensation at Financiat Markets, given the significant
increase in revenues in this segment.

Technology expenses, including amortization, stood at $390 million,
down $55 million from 2008 due to a $54 million write-off of intangible assets
in the fourth quarter of 2008. Occupancy expenses were $155 million in
2009, representing a $17 million increase partly attributable to an adjustment
to the provision for vacant premises. Professional fees were $180 million in
2009, down $34 million from last year when expenses were incurred for a
business process review, technology developments and ABCP-related charges.
In 2008, restructuring charges of $66 million, consisting of severance payments
and fees to professional services firms, were recorded, but no charge of this
kind was recorded in 2009. Advertising and external relation expenses stood
at $50 million, for a year-over-year increase of $7 million attributable to events
related to the Bank’s 150" anniversary.

Income taxes

Detailed information about the Bank’s income taxes is provided on page 143
in Note 26 to the consolidated financial statements. For fiscal 2009, income
taxes amounted to $252 million, for an effective tax rate of 21.7%, compared
to income taxes of $167 million in 2008, for an effective tax rate of 20.9%.
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Quarterly financial information

Certain trends and factors have an impact on quarterly earnings, revenues
and expenses. A summary of results for the past 12 quarters is provided in
the Quarterly Results table on pages 64 and 65. The results for the past eight
quarters have been affected by various favourable and unfavourable
factors.

—  Over the past eight quarters, the Bank recognized a number of
ABCP-related items, including an impairment charge, a loss on available-
for-sale securities, interest received or receivable on ABCP held, losses
and gains on economic hedge transactions, ABCP-related financing
costs and professional fees, and a provision for credit losses related to
ABCP-secured credit facilities.

—  The results for the first quarter of 2008 included a gain on the sale of
the Bank’s subsidiary in Nassau.

- Theresults forthe third quarter of 2008 included a gain from the merger
of Montreal Exchange Inc. and TSX Group Inc.

- Avrestructuring charge was recorded in the fourth quarter of 2008.

- Inthefourth quarterof 2008, a loss resulting from a write-off of intangible
assets was recorded.

—  The results of the four quarters of 2008 were affected by a number of
acquisitions.

Consolidated netincome overthe past eight quarters has been positive,
demonstrating sustained performance by the Bank’s business segments
despite the impact of ABCP in certain quarters. Effective cost management
helped to maintain this trend as well.

Net interest income stabilized over the past two quarters of 2009. The
quarter-to-quarter fluctuation in net interest income stems mainly from the
volatility in net interest income from trading activities.

The decreases in Other income in the fourth quarter of 2008 and the
first quarter of 2009 were due to the various ABCP-related items recorded in
those periods. However, in the third and fourth quarters of 2009, Other income
increased substantially owing to trading activity revenues. The provision for
credit losses has trended upward over the past eight quarters as a result of
growth in consumer and commercial loan volumes coupled with a deteriorating
credit quality, particularly on credit card advances. Still, credit quality remained
solid in the current economic environment. The increase in the provision for
credit losses in the first quarter of 2009 was mainly due to the provision for
credit facilities granted to clients holding ABCP. The increase in expenses in
the fourth quarter of 2008 was due to a restructuring charge and a write-off
of intangible assets. Non-controlling interest declined significantly, from
income being reported in 2008 to an expense in 2009. This change was mainly
due to losses stemming from third-party use of the Innocap platform in 2008.
The income tax rate remained stable over the past eight quarters, except
during the second quarter of 2008, when it decreased considerably further
toanincrease in tax-exemptincome. In addition, tax recoveries were recorded
in the fourth quarter of 2008 and the first quarter of 2009 due to the recognition
of expenses related to holding ABCP.

For additional information concerning the fourth quarter of 2009,
visit the Bank’s website at www.nbc.ca and SEDAR’s website at
www.sedar.com to consult the Press Release for the fourth quarter of 2009,
filed on December 3, 2009.
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Analysis of Consolidated Cash Flows

Due to the nature of the Bank’s business, most of its revenues and expenses
are cash items. Moreover, certain activities, such as trading activities, generate
significant cash flow movements that can impact certain assets and liabilities,
including held-for-trading securities, securities sold short, or securities sold
under repurchase agreements.

In 2009, cash and cash equivalents decreased by $1.3 billion compared
to an increase of $0.5 billion in 2008. As at October 31, 2009, cash and cash
equivalents totalled $2.2 billion versus $3.5 billion at the same date last
year.

Operating activities in 2009 required $0.4 billion in cash, mainly due
toa $3.1 billion increase in held-for-trading securities, offset by a $0.6 billion
increase in amounts due to clients, dealers and brokers and a $1.6 billion
change in other items. In 2008, operating activities required $1.5 billion in
cash, mainly due to a $3.0 billion increase in held-for-trading securities and
a $2.0 billion decrease in amounts due to clients, dealers and brokers, offset
by a $2.0 billion decrease in amounts due from clients, dealers and brokers
and a $1.1 billion change in other items.

Financing activities generated cash inflows of $1.6 billion in 2009,
mainly due to a $5.6 billion increase in securities sold under repurchase
agreements, partly offset by a $2.6 billion decrease in obligations related to
securities sold shortand a $0.9 billion decrease in deposits. In 2008, financing
activities generated cash inflows of $11.6 biltion, mainly due to a $5.1 billion
increase in securities sold under repurchase agreements and a $5.2 billion
increase in deposits as well as to $0.8 billion from the issuance of NBC CapS
I securities.

Lastly, investing activities in 2009 required $2.5 billion in cash. The
$4.1 billion in cash generated by securitization activities was used to fund a
portion of the $5.3 billion growth in loan volumes, while the $1.4 bitlion
increase in available-for-sale securities accounted for the remainder of the
use of funds. In 2008, investing activities required $9.6 billion in cash, mainly
due to a $7.3 biltion increase in loans, a $3.7 billion increase in available-
for-sale securities and a $1.9 billion increase in securities purchased under
reverse repurchase agreements, partly offset by $3.8 billion in proceeds from
securitization activities.
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Analysis of Consolidated Balance Sheet

As at October 31, 2009, the Bank had total assets of $132.1 billion compared
to $129.3 billion at year-end 2008, a 2% increase (refer to the Consolidated
Balance Sheets on page 78) that stems mainly from securities and, to a lesser
extent, toans.

Cash and deposits with financial institutions

Cash and deposits with financial institutions totalled $2.2 billion as at
October 31, 2009, down $1.5 billion or approximately 40% from $3.7 billion
ayearearlier. Adescription of the Bank’s liquidity risk management practices
is provided on pages 61 and 62 of this Annual Report.

Securities

Securities totalled $50.2 billion as at October 31, 2009 (representing 38%
of total assets), up $4.0 billion from $46.2 billion as at October 31, 2008.
Available-for-sale securities, i.e., securities generally held long term, totalled
$13.3 billion atyear-end, up $1.0 billion since October 31, 2008. The increase
in available-for-sale securities is attributable to a $2.0 billion increase in
acquisitions of securities issued or guaranteed by the Government of Canada,
partly offset by a decrease in other debt securities. Held-for-trading securities
rose $3.1 billion from the previous year due to growth in equity securities
and other debt securities as part of business strategies on the financial
markets. The Bank’s market risk management policies are described on
pages 59 to 61 of this Annual Report. Lastly, securities purchased under
reverse repurchase agreements stood at $7.6 billion as at October 31, 2009,
a slight $0.2 billion decrease from the same date last year.

Loans and acceptances
Accounting foralmost 44% of total assets, loans and acceptances amounted
to $58.4 billion as at October 31, 2009, for an increase of $2.4 billion or 4%.

Outstanding mortgage loans totalled $15.0 billion as at October 31, 2009,
down $0.4 billion due in large part to a $0.8 billion increase in securitized
loans and a $0.2 billion increase in mortgage loans transferred to a mutual
fund, partly offset by a $0.3 billion decrease in mortgage-backed securities
retained. As at October 31, 2009, mortgage loans, including securitized loans,
amounted to $23.3 billion versus $23.1 billion a year earlier. The modest
growth in conventional mortgage loans was mainly due to the popularity of
home equity lines of credit.

Personal loans and credit card receivables totalled $18.3 billion at year-
end 2009, up 17% from $15.7 billion at year-end 2008. This significant
increase owes to the volumes generated by the various partnerships entered
into by the Bank as well as to home equity lines of credit. At $1.9 billion before
securitization, credit card receivables were unchanged from October 31, 2008.
As at October 31, 2009, the Bank had securitized $1.2 billion in credit card
receivables, the same amount as last fiscal year.

Totalling $25.1 billion at October 31, 2009, loans and acceptances to
businesses and government consisted mostly of $16.4 billion in loans to
small and medium-sized enterprises, for an increase of about $0.9 billion
since year-end 2008. Corporate loans and acceptances were unchanged from
2008, totalling $7.0 billion as at October 31, 2009.

Table 8 on page 71 shows, among other information, commercial loans
by industry type as at October 31, 2009 and 2008 and as at September 30
for the years 2005 to 2007. in 2009, the proportion of residential mortgage
loans to total loans fell slightly to 28.1% from 29.4% in 2008, while personal
loans now account for 34.3% of total toans versus 30.1% in 2008. The main
reason for these changes was the popularity of home equity lines of credit
over conventional residential mortgage loans. As for commercial loans, the
construction and real estate industry’s share of the portfolio continued to
grow, rising from 2.4% of loans outstanding in 2008 to 3.2% in 2009. The
financial institutions industry, on the other hand, represented onty 5.7% of
the loan portfolio as at October 31, 2009 compared to 6.6% a year eatrlier.

Impaired loans
Gross impaired loans totalled $407 million as at October 31, 2009 versus
$307 miltion as at October 31, 2008, for an increase of 33% (see Table 9 on
page 71). These loans represented 7% of adjusted tangible capital and
allowances, for a slight 1% increase since October 31, 2008. Net of specific
allowances, impaired loans totalled $223 million, representing a year-over-
year increase of $54 million owing to almost all types of impaired loans but,
more specifically, to credit granted to corporations.

A detailed description of the Bank’s credit risk management practices
is provided on pages 56 to 59 of this Annual Report as well as in Note 5 to
the consolidated financial statements.

Other assets

As at October 31, 2009, other assets amounted to $13.7 billion compared
to $15.6 billion at the same date in 2008. This item consists mainly of the
fair value of derivative financial instruments, premises and equipment,
goodwill, intangible assets, amounts due from clients, dealers and brokers,
and other assets. The $1.9 billion decrease stems mainly from a decrease in
the fair value of derivative financial instruments, which totalled $7.5 bitlion
as at October 31, 2009 versus $9.8 billion at the same date a year earlier.

Deposits

Deposits totalled $75.2 billion as at October 31, 2009, a slight $0.9 biltion
or 1% decrease from last year. Personal deposits of $34.6 billion, as shown
in Table 10 on page 72, accounted for 46% of all deposits, for an increase of
$1.5 billion or 5%. This increase was mainly due to client preference for
traditional savings products in uncertain economic conditions, particularly
transaction accounts and the high-interest CashPerformer account. An overview
of total personal savings is provided on page 44. ’

As at October 31, 2009, commercial deposits totalled $18.4 billion, up
$2.1 billion from lastyear as businesses, like individuals, were more prudent
in managing their liquidity. At $22.2 billion, purchased funds decreased
$4.5 billion from $26.7 billion (ast year, as the Bank reduced its cash as the
interbank market gradually returned to normal. In 2009, purchased funds
came more from the United States, which explains the increase in U.S. deposits
from $4.3 billion as at October 31, 2008 to $7.1 billion at the end of fiscal
2009.
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Other liabilities

Other liabilities, excluding acceptances, totalled $41.5 billion as at
October 31, 2009, up 6% from $39.2 billion the previous year. This year-over-
year increase was largely the result of a $5.6 billion increase in securities
sold under repurchase agreements and a $1.3 billion increase in other
liabilities. These increases were offset by a $2.6 billion decrease in obligations
related to securities sold short and a $2.6 billion decline in the fair value of
derivative financial instruments.

Subordinated debentures

Subordinated debentures stood at $2.0 billion at year-end, a $238 million
decrease from last year due to a repurchase for cancellation of $250 million
in subordinated debentures on April 16, 2009 as well as to the change in the
adjustment to the carrying value of debentures covered by a fair value
hedge.

Contractual obligations

As at October 31, 2009
{(millions of dollars)

Less than 1to 3to Over
lyear 3years 5years 5years Total

Long-term financing 864 - - - 864
Subordinated debentures - - - 1,897 1,897
Obligations under leases

for premises, equipment

and furniture, contracts

for outsourced IT services,
__and other contracts® 538 796 520 539 2,393

1,402 796 520 2,436 5,154

(1) The majority of these commitments are related to operating leases.

Non-controlling interest

Non-controlling interest was $1.2 billion as at October 31, 2009, for a
$0.8 billion decrease that resulted mainly from a decrease in non-controlling
interests in consolidated entities in accordance with the application of
AcG-15, since certain Innocap Investment Management Inc. funds no longer
met the consolidation criteria. For additional information, refer to the Special
Purpose Entities table on page 47 and to Note 21 to the consolidated financial
statements.

Shareholders’ equity
As at October 31, 2009, the Bank’s shareholders’ equity totalled $6.5 billion
versus $5.5 billion as at October 31, 2008. The Consolidated Statement of
Changes in Shareholders’ Equity, which appears on page 81 of this Annual
Report, presents the items that make up shareholders’ equity. The increase
was mainly due to net income less dividend payments and the issuances of
preferred shares.

During 2009, the Bank issued First Preferred Shares Series 24 and 26
for a total consideration of $315 miltion. The Bank did not repurchase any
common shares during the year.
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As at October 31, 2009, the Bank had 161.2 million common shares
issued and outstanding compared to 159.4 million a year earlier. In addition,
six series of preferred shares were outstanding at year-end. The table below
provides the details of the capital stock.

Shares and stock options

Number
As at October 31, 2009 of shares $ million
First Preferred Shares
Series 15 8,000,000 200
Series 16 8,000,000 200
Series 20 6,900,000 173
Series 21 8,050,000 201
Series 24 6,800,000 170
Series 26 5,800,000 145
43,550,000 1,089
Common shares 161,201,125 1,729
Stock options

7,79,096“)

(2) As at November 27, 2009, there were 161,682,766 common shares and 7,773,051 stock
options outstanding.

Regulatory capital

The Bank’s Tier 1 and total capital ratios, according to the rules of the Bank
for International Settlements (BIS) — Basel Il — were 10.7% and 14.3%,
respectively, as at October 31, 2009 compared to 9.4% and 13.2%, respectively,
as at October 31, 2008.

The increase in the capital ratios is attributable to the net income for
the year and to the issuances of preferred shares in an amount of $315 million.
The total capital ratio was also affected by the repurchase of $250 million in
subordinated debentures. Under the rules of Basel Il, risk-weighted assets
remained stable at $58.6 billion as at October 31, 2009 compared to
$58.1 billion as at October 31, 2008.

If these ratios had been calculated using the former BIS rules — Basel |
- theywould have been 11.5% and 15.2%, respectively, as at October 31, 2009
compared to 10.1% and 14.1%, respectively, as at October 31, 2008. Under
Basel |, risk-weighted assets would have been $56.3 billion as at
October 31, 2009. For additional information, refer to Table 14 on
page 74. .

Subject to Superintendant approval, the Bank will use the Advanced
Internal Rating-Based Approach (the Advance IRB Approach) for credit risk to
calculate capital ratios starting in the first quarter of 2010. Using this approach
will translate into an increase in Tier 1 capital ratio by 125 to 150 basis
points.

Capital management standards and procedures are explained in greater
detail on pages 53 and 54 of this Annual Report. Additional information about
capital management is provided in Tables 11 to 14 and on pages 72 to 74 as
well as in Note 6 to the consolidated financial statements.
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Related party transactions

The Bank grants loans to its directors and officers under various conditions.
Loans to eligible officers are granted under the same conditions as those
applicable to loans granted to any other employee of the Bank. The principal
conditions are as follows: the employee must meet the same credit requirements
as a client; mortgage loans are granted at the posted rate less 2%; personal
loans bear interest at the client rate divided by two; credit card advances bear
interest at a prescribed fixed rate in accordance with Bank policy; and personal
lines of credit bear interest at the Canadian prime rate less 3%, but never
lower than Canadian prime divided by two. The amounts granted by the Bank
to its directors and officers are not material.

For personal loans and personal lines of credit, employees may not
borrow more than 50% of their annual gross base salary at the reduced rate.
The Canadian prime rate is applied to the remainder.

Moreover, in accordance with the Bank Act (Canada), the aggregate of
loans granted to an officer of the Bank, excluding a mortgage loan granted
on the officer’s principal residence, cannot exceed two times the officer's
base salary.

in the normal course of business, the Bank provides various banking
services and concludes contractual agreements and other transactions with
companies over which it has significant influence as well as with directors
and officers under conditions similar to those offered to non-related third
parties.

Moreover, the Bank offers the Deferred Stock Unit Plan to directors who
are not Bank employees. For additional information, refer to Note 24 to the
consolidated financial statements.

Master asset vehicles

On August 20, 2007, the Bank announced a number of measures to relieve
its clients from the uncertainties related to the liquidity problem in the asset-
backed commercial paper (ABCP) market. During the fourth quarter of 2007,
the Bank purchased $2,138 million of ABCP, issued by 26 trusts, including
$1,084 million from mutual funds and $559 million from pooled funds
administered by the Bank, as well as the ABCP held by its individual retail
clients and certain other clients. This amount was in addition to the $156 million
of ABCP already held by the Bank.

On December 23, 2007, the Pan-Canadian Investors Committee for
Third-Party Structured ABCP approved an agreement in principle to restructure
the affected series of ABCP issued by 20 trusts. On December 24, 2008, an
agreement was reached between all the main stakeholders, including the
governments of Canada, Quebec, Ontario and Alberta, concerning the
restructuring of $32 billion in third-party ABCP. The implementation of the
restructuring plan was finalized on January 21, 2009.

Restructuring plan
The affected ABCP was replaced with new longer-term floating rate notes with

maturities designed to more closely match the maturities of the underlying
assets, with the pooling of certain assets as well as the establishment of
margin funding facilities to support any future collateral calls.

The series of affected ABCP supported in whole or in part by synthetic
assets were pooled into the Master Asset Vehicles (I and 1) as follows:

- Master Asset Vehicle | (MAV I) is a vehicle for investors who elected to
commit their pro rata share of a margin funding facility associated with
their underlying assets;

—  Master Asset Vehicle 1| (MAV Il) is a vehicle for investors who elected
to commit less than, or none of their pro rata share of a margin funding
facility, in which case third parties will fund the remaining portion.

The margin funding facilities in MAV | and MAV Il are provided by third-
party lenders, including Canadian banks, asset providers, noteholders and
the governments of Canada, Quebec, Ontario and Alberta. The facilities
provided by the governments rank seniorto all other margin funding facilities
and, in the event of margin calls, they will be the last in and the first out.
These facilities are designed to reduce the risk that the newly formed vehicles
will not be able to meet margin calls if future circumstances warrant them.
The Bank committed to contribute $911 million to these margin funding
facilities. As at October 31, 2009, no amount had been advanced by the
Bank.

The key parties to the restructuring also agreed to enhance the transaction
by including a moratorium of 18 months following the closure, i.e.,
January 21, 2009, during which time margin calls would not be permitted.

In connection with the contribution to MAV | and MAV |l of assets supported
by the margin funding facility, investors received a mix of Class A-1, Class A-2,
Class B and Class C notes with an expected maturity in January 2017. Ineligible
assets in MAV | and MAV |l were segregated, and noteholders holding series
of ABCP secured in part by ineligible assets received ineligible asset (IA)
tracking notes that reflect the performance of the underlying individual
asset.

Athird vehicle, which silos each series secured exclusively by traditional
assets or ineligible assets, was created under Master Asset Vehicle 1ll (MAV
II). Two main types of notes were created in MAV Ill: TA tracking notes for
traditional assets and IA tracking notes for ineligible assets. All tracking notes
are tied to the net return and maturities of their respective underlying
assets.

On January 21, 2009, MAV | and MAV Il Class A-1 and Class A-2 notes
were assigned an “A” rating. On August 11, 2009, MAV Il Class A-2 notes were
downgraded to BBB (low), and the rating “under review with negative
implications” was maintained. The ratings assigned to MAV | Class A-2 notes
were also rated “under review with negative implications.” The “A” ratings of
Class A-1 notes issued by the MAVs were maintained. During the last two
quarters of 2009, credit premiums improved.
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As at October 31, 2009, the face value of ABCP held by the Bank was
$1,954 million ($2,198 million as at October 31, 2008), of which $1,685 million
was designated as Held-for-trading securities under the fair value option,
and an amount of $269 million was classified as Available-for-sale securities
($2,198 million classified in Available-for sale securities as at October 31,
2008). During the fourth quarter of 2009, the Bank received principal repayment
related to the ABCP notes for a total of $18 million. In the third quarter of 2009,
a note of $29 million was extinguished and the Bank received $47 million in
principal repayments. In the second quarter of 2009, a credit default swap
excluded from the moratorium was terminated and the Bank’s share in the
notes related to this derivative was $43 million; the Bank also received a
principal repayment related to the ABCP notes for an amount of $69 million.
The table below provides a breakdown of the ABCP face value as at
October 31, 2009:

(millions of dollars)

MAV |
Class A-1 604
Class A-2 553
Class B 94
Class C 39
|A tracking notes for ineligible assets 77
Total MAV | 1,367
MAV Il
Class A-1 98
Class A-2 79
Class B 14
Class C 6
IA tracking notes for ineligible assets 11
Total MAV [l 208
MAV LI
TA tracking notes for traditional assets 85
1A tracking notes for ineligible assets 148
Total MAV HI 233
ABCP not included in the Pan-Canadian restructuring plan 146
Total 1,954

Establishing fair value
To determine the value of the ABCP it is holding, the Bank has established

ranges of estimated fair value. The carrying value of the ABCP heild by the
Bank in an investment portfolio as at October 31, 2009, designated as Held-
for-trading securities, was $1,147 million, and $78 million was classified in
Available-for-sale securities ($1,529 million classified in Avajlable-for-sale
securities as at October 31, 2008). The notes held in an investment portfolio
with one or more embedded derivatives were designated as Held-for-trading
securities under the fair value option, and the other notes were classified in
Available-for-sale securities. For fiscal 2009, a loss of $190 million was
recorded in Losses on available-for-sale securities, net in the Consolidated
Statement of Income following implementation of the restructuring plan.
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The table below provides a breakdown of the carrying value of ABCP
held as at October 31, 2009:

Residual contractual maturities

(millions of dollars)

1to5 Morethan

years 5 years Total
MAV | and MAV I 6 1,103 1,109
MAV 24 48 72
ABCP not included in the Pan-Canadian
restructuring plan 19 25 44
Carrying value of the notes 49 1,176 1,225
Margin funding facitities - (63) (63)
Total 49 1,113 1,162

In establishing the fair value of the MAV notes and excluding ineligible
assets, the Bank considered the quality of the underlying assets. The Bank
determined the fairvalue using a discounted cash flow analysis. The discount
rate is based 80% on the CDX.IG index tranches and 20% on a basket of
securities backed by assets such as credit card receivables, Residential
Mortgage-Backed Securities (RMBS), Commercial Mortgage-Backed Securities
(CMBS) and automobile loans. Credit ratings and coupons are based on the
anticipated terms of the MAV notes. Maturities are based on the anticipated
cash flows of the underlying assets.

For ineligible assets, the fair value of the tracking notes is based on an
analysis of the underlying assets of the notes and the market value of
comparable instruments. For RMBS, fairvalues were based on the ABX index;
for CMBS, CMBS indices, including the CMBX index, were chosen. As for
derivative financial instruments, the Bank used valuation models which are
commonly used by market participants with inputs that are based on factors
observable in the markets: CDX.IG indices, base correlation and interest
rates.

The Bank’s valuation was based on its assessment of the conditions
prevailing as at October 31, 2009, which may change in subsequent periods.
The most important assumptions to determine the fair value of the notes are
observable discount rates and the credit ratings of the notes. The sensitivities
of these assumptions on fair value as at October 31, 2009 are as follows:

- A10-basis-point change in the discount rate would result in a $9 million
decrease or increase in the fair value;

- Adecrease in the credit rating of one letter grade would result in a
decrease in the fair value between a range of $60 million to $80 million;
and

- Anincrease in the credit rating by one letter grade would result in a fair
value increase within a range of $50 million to $65 million.

Determining the fairvalue of ABCP is complex and involves an extensive
process that includes the use of quantitative modelling and relevant
assumptions. Possible changes that could have a significant impact on the
future value of the ABCP include (1) changes in the value of the underlying
assets, (2) changes regarding the liquidity of the market for ABCP that is not
currently traded on an active market, and (3) the impacts of a marked and
prolonged economic slowdown in North America.
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Credit facilities to clients holding MAV notes

The Bank offered improved credit facilities to commercial and corporate clients
holding MAV notes for their liquidity needs. These credit facilities cover up
to 75% of the face value of the notes. The credit agreements also provide for
an option in favour of the borrower atlowing the borrower to assign to the
Bank, on or after the maturity date of the credit facility, the restructured notes
in payment of the principal of the credit facility. These credit facilities are
available for a period of two to three years with the possibility of being
extended by the Bank if borrowers maintain a normal banking relationship
with the Bank during the period of the credit facility.

During theyearended October 31, 2009, the Bank recorded a provision
for credit losses of $126 million related to the new credit facilities provided
to clients holding MAV notes. A general allowance for credit risk for ABCP-
secured loans of $23 million was recorded during 2008. These amounts were
recorded in Allowance for credit losses in the Consolidated Balance Sheet.
These allowances are based on the Bank’s assessment of the value of the
collateral at the maturity date of the loans and are mainly due to the credit
facilities secured by notes backed by ineligible assets.

As at October 31, 2009, improved credit facilities outstanding stood at
$285 million (nil as at October 31, 2008). In total, the collateral related to
the credit facilities offered to clients is estimated as follows:

(miltions of dollars)

Credit facilities
Credit facilities related to other
related to notes notes included in
Face value backed by the restructuring
Collateral of the notes | ineligible assets @) plan®
MAV I
Class A-1 423 - 327
Class A-2 405 - 311
Class B 73 - 56
Class C 28 - 22
IA tracking notes for
ineligible assets 130 | 94 -
Total MAV Il 1,059 94 716
MAV Il
TA tracking notes for
traditional assets 45 - 27
|A tracking notes for
ineligible assets 156 130 -
Total MAV Il1 201 130 27
Total

(1)  These credit facilities represent 75% of the face value of the notes and are guaranteed by
the notes less repayment of the principal.

(2) These credit facilities represent 75% of the face value of the notes, of which 30% are
full recourse to the borrower and 45% guaranteed by the notes less repayment of the
principal.

The Bank had also provided credit facilities to borrowers for their liquidity
needs until the improved credit facilities were made available. As at
October 31, 2009, these outstanding credit facilities represented $53 million
($233 million as at October 31, 2008) with recourse to the borrowers.

Regulatory investigation

In early 2008, the Autorité des marchés financiers (AMF), the Ontario Securities
Commission (OSC) and the Investment Dealers Association of Canada (now
known as the Investment industry Regulatory Organization of Canada ~ [IROC)
acknowledged thatthey were carrying on an industry-wide investigation into
the Canadian sale and distribution of third-party ABCP and the conduct of
various market participants in the weeks leading to the liquidity crisis in
mid-August 2007. Stemming from such an industry investigation, regulators
may seek orders to sanction market participants.

The Bank’s investment dealer subsidiary, National Bank Financial (NBF),
has been notified of the preliminary findings of the regulators’ staff. The
enforcement notice identified matters that were the subject of the investigation
and indicated that the securities regulators’ staffis contemplating commencing
proceedings in relation to those matters against NBF. NBF has an opportunity
to respond to this notice before the regulators’ staff renders a decision
regarding a potential lawsuit against it. NBF is collaborating with the securities
regulators’ staff.

Referalso to the Litigation section of Note 28, Guarantees, Commitments
and Contingent Liabilities to the consolidated financial statements.
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OFF-BALANCE SHEET
ARRANGEMENTS

In the normal course of business, the Bank is party to various financial
arrangements that, under Canadian GAAP, are not required to be recorded
onthe Consolidated Balance Sheet or are recorded under amounts other than
their notional or contractual values. These arrangements include, among
others, assets under administration and assets under management,
transactions with variable interest entities (VIEs), derivative financial
instruments, the issuance of guarantees, restructuring of certain ABCP
conduits, credit instruments, and financial assets received as collateral.

Assets under administration
and assets under management

As at October 31, 2009, total assets under administration and assets under
management amounted to $200.8 billion, for a year-over-year decrease of
$7.2 billion or 3%. A table on page 30 provides a detailed breakdown of the
assets from the Wealth Management segment.

Client assets administered or managed by the Bank’s Correspondent
Network amounted to $33.5 billion as at October 31, 2009, down 35% from
last year due to a more competitive environment. In contrast, the securities
brokerage subsidiaries reported 13% or $5.6 billion growth in NBF Individual
Investor Services and 14% or $1.5 billion growth at NBDB. These increases
are attributable to the stock market rebound at year-end.

Assets administered or managed by Natcan grew 15% to $24.4 billion,
also because of the rebound in stock markets.

As at October 31, 2009, personal savings under administration totalted
$106 billion, up 9% from $97 billion at the end of fiscal 2008. The assets of
NBF’s clients accounted for approximately 40% of these savings, while 33%
were made up of bank deposits, including the outstanding Altamira High-
Interest account, which rose by $0.6 billion. Overall, off-balance sheet personal
savings stood at $71 billion, up $7 billion or 11% year-over-year. This increase
was primarily due to growth in the stock market.

Total personal savings
As at October 31

(billions of doltars})

0/Q

2009 2008 change
Deposits 35 33 6
Full-service brokerage 46 41 12
Mutual funds 12 11 9
Other ' 13 12 8
Total personal savings 106 97 9

B

Variable interest entities (VIEs)

VIEs are entities in which holders of equity investments at risk do not have a
controlling financial interest or where the equity investment at risk is not
sufficient to permit the entity to finance its activities without additional
subordinated financial support provided by other parties. Accounting Guideline
No. 15, Consolidation of Variable Interest Entities (AcG-15) of the Canadian
Institute of Chartered Accountants (CICA) Handbook sets out the consolidation
principles applicable to VIEs. AcG-15 requires the consolidation of a VIE by
its primary beneficiary, defined as the party that absorbs the majority of the
entity’s expected losses, receives the majority of the entity’s expected residual
returns, or both.
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The Bank uses VIEs to diversify its funding sources and manage its
capital requirements by securitizing its own assets, namely residential
mortgages and credit card receivables, and issuing innovative capital
instruments. The Bank also uses one of these entities to offer services to
clients, such as assisting them in securitizing their financial assets or providing
them with investment opportunities.

For additional information on VIEs, refer to the Additional Disclosure -
Financial Stability Board section on pages 46 and 47 of this Annual Report.

Securitization programs
Securitization involves selling receivables to a trust, which funds the purchase
by issuing term bonds or commercial paper. Sales of receivables are most

- often accompanied by a credit enhancement so that the bonds or commercial

paper may benefit from higher credit ratings. This enhancement takes the
form of first-loss protection at the expense of the party selling the receivables,
and second-loss protection assumed by a third party. First-loss protection is
usually composed of two elements: the excess interest, i.e., the difference
between the interest received on the receivables and the interest due to
investors plus expenses related to the securitization program in question,
and an escrow account deposit, if required. Second-loss protection may be
assumed directly by a loan guarantor or indirectly by a subordinate class.

Securitization programs often feature interest rate swap agreements
and liquidity guarantee arrangements in order to guarantee interest payments
and payment of principal to investors.

Securitization of the Bank’s financial assets

The Bank has set up the Canadian Credit Card Trust (CCCT), a securitization
program for its own assets. This VIE is a qualifying special purpose entity
under CICA Accounting Guideline No. 12, Transfers of Receivables, and is thus
expressly exempt from consolidation under AcG-15. The Bank also participates
in two Canada Mortgage and Housing Corporation (CMHC) securitization
programs: the Mortgage-Backed Securities Program under the National Housing
Act (Canada) (NHA) and the Canada Mortgage Bond (CMB) program. These
programs are tools for managing liquidity, capital and risk.

In all the securitization programs used for its own assets, the Bank acts
as the servicer of the receivables sold, maintaining its relationships with
clients. Furthermore, it administers the securitization programs and ensures
that all related procedures are stringently followed and that investors are
paid according to the provisions of these programs. Under the program, the
Bank may also be asked to act as counterparty in interest rate swap agreements
and, if required, may provide first-loss protection.

Gains or losses on the Bank’s asset securitization transactions and

'servicing revenues from the sold receivables are presented in the Consolidated

Statement of Income under Securitization revenues. Amore detailed description
of these revenues is provided in Note 11 to the consolidated financial
statements.

The Bank may retain certain interests in the securitized receivables in
the form of subordinated certificates, rights to future excess interest and, in
some cases, a cash reserve account. Retained interests are recognized at
their fairvalue and included in Available-for-sale securities in the Consolidated
Balance Sheet. The assumptions related to the fairvalue of retained interests
are periodically reviewed, and any other-than-temporary decline in fairvalue
isrecorded in the Consolidated Statement of Income. The impact of securitization
transactions on the Consolidated Balance Sheet is described in Note 11 to
the consolidated financial statements.

The following is a detailed description of the Bank’s asset securitization
programs.



MANAGEMENT'S DISCUSSION AND ANALYSIS
OFF-BALANCE SHEET ARRANGEMENTS

Securitization of credit card receivables

As at October 31, 2009, the credit card receivables portfolio that the Bank
sold to CCCT represented an amount outstanding of $1.7 billion, of which
$1.2 billion was financed through the issuance of certificates sold to third
parties and $0.5 billion through the participation of the Bank. New credit
card receivables are sold periodically to the structure on a revolving basis to
replace receivables that are repaid by clients. The different series of certificates
are rated by both DBRS Limited and Standard & Poor’s Corporation.

From this portfolio of sold receivables, the Bank retains the excess
spread, i.e., the residual net interest income after all the expenses related to
this structure have been paid. This excess spread is used to cover any losses
on the portfolio and thus serves as first-loss protection. The fair value of the
excess spread is recorded on the Consolidated Balance Sheet as retained
interests. Furthermore, second-loss protection for Series 2005-1, Series 2005-2
and Series 2008-1 is provided by certificates subordinated to the senior
notes, representing 5.5% of the amount of the senior notes. This securitization
program does not feature interest rate swap agreements or liquidity guarantee
arrangements.

The Bank uses the CCCT program to manage its capital requirements as
it reduces its risk-weighted assets and consequently improves its regulatory
capital ratios.

NHA Mortgage-Backed Securities and Canada Mortgage Bond programs
The Bank participates in the NHA Mortgage-Backed Securities (NHA-MBS)
program and, since its inception in june 2001, has participated in the Canada
Mortgage Bond (CMB) program. Under the latter program, lenders sell NHA
securities to Canada Housing Trust (CHT), which finances the purchase through
the issuance of mortgage bonds insured by CMHC. Moreover, these mortgage
bonds feature an interest rate swap agreement under which a CMHC-certified
counterparty pays CHT the interest due to investors and receives the interest
on the NHA securities.

As at October 31, 2009, the outstanding amount of NHA mortgage-backed
securities issued by the Bank and sold to third parties was $7.5 billion. The
mortgage loans sold consist of fixed or variable rate residential loans that
are insured against potential losses by a loan insurer. In accordance with the
NHA-MBS Program, the Bank advances the funds required to cover late
payments and, if necessary, obtains reimbursement from the insurer that
insured the loan in default.

The NHA-MBS Program and the CMB Program do not use liquidity
guarantee arrangements. The Bank uses these securitization programs mainty
to diversify its funding sources. The Bank does not use these programs to
manage its capital requirements. This is because they do not have a significant
impact on the Bank’s risk-weighted assets, since substantially all NHA securities
issued by the Bank are backed by mortgage loans insured by CMHC. The sale
of NHA securities issued by the Bank therefore has no significant impact on
the Bank’s regulatory capitat ratios.

Securitization of third-party financial assets

The Bank administers a multi-seller conduit that purchases various financial
assets from clients and finances those purchases by issuing asset-backed
commercial paper. Clients use this multi-seller conduit to diversify their
sources of financing and reduce funding costs, while continuing to manage
the financial assets and providing a certain amount of first-loss protection.
The Bank acts as a financial agent and provides administrative and transaction
structuring services to this conduit. The Bank provides backstop liquidity and
credit enhancement facilities under the commercial paper program. These
facilities are presented and described in Note 28 to the consolidated financial
statements. The Bank holds significant variable interests in this conduit due
to the following: participation in the commercial paper program, backstop
liquidity and credit enhancement facilities provided to the conduit, and
coltection of fees as a financial agent and administrator. However, the Bank
is not required to consolidate the entity under AcG-15, as it does not have to
absorb the majority of the conduit’s expected losses or receive the majority
of the conduit’s expected residual returns.

In order to meet the needs of investors, the Bank has concluded derivative
contracts with this conduit, the fairvalue of which is presented on the Bank’s
Consolidated Balance Sheet. The total assets of the conduit were $494 million
as at October 31, 2009 ($673 million as at October 31, 2008).

NBC Capital Trust

On June 15, 2006, the Bank issued an innovative instrument in the form
of 225,000 transferable non-voting trust units called Trust Capital Securities-
Series 1, or NBC CapS — Series 1, via NBC Capital Trust, an open-ended trust
established during fiscal 2006.

The gross proceeds of $225 million from the offering were used by the
Trust to acquire a deposit note from the Bank. Since the Bank does not
consolidate the Trust, the deposit note is presented on the Consolidated
Balance Sheet under Deposits.

Each $1,000 of principal of the deposit note is convertible at any time
into 40 First Preferred Shares, Series 17 of the Bank at the option of the Trust.
The Trust will exercise this conversion right in circumstances in which holders
of NBC Cap$S - Series 1 exercise their exchange rights.

The Trust is a VIE under AcG-15. Although the Bank owns the equity and
voting control of the Trust, the Bank does not consolidate the Trust because
it is not the primary beneficiary. As a result, NBC CapS - Series 1 issued by
the Trust are not reported on the Bank’s Consolidated Balance Sheet, but the
deposit note is presented in the Consolidated Balance Sheet under Deposits.
For additional information, refer to Note 17 to the consolidated financial
statements.

Derivative financial instruments

The Bank uses various types of derivative financial instruments to meet its
clients’ needs, enable it to earn revenues from its trading activities and
manage its exposure to exchange, interest, and credit rate risk as well as
other market risks.

All derivative financial instruments, including embedded derivative
financial instruments that must be bifurcated and those used as hedging
items, are accounted for at fair value on the Consolidated Balance Sheet.

Transactions in derivative financial instruments are expressed as notional
amounts, which serve as points of reference. These amounts are not presented
as assets or liabilities on the Consolidated Balance Sheet. They represent
the set underlying principal of a derivative financial instrument and serve as
a reference for determining the amount of cash flows to be exchanged.

Notes 1 and 29to the consolidated financial statements provide additional
information on the types of derivatives used by the Bank and their accounting
basis.
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(Guarantees

Inthe normal course of business, the Bank enters into guarantee agreements
that satisfy the definition in CICA Accounting Guideline No. 14 Disclosure of
Guarantees (AcG-14). The principal types of guarantees are letters of guarantee,
backstop liquidity and credit enhancement facilities under asset-backed
commercial paper conduit programs further to securitization transactions,
certain derivative financial instruments, indemnification agreements and
securities lending activities. Note 28 to the consolidated financial statements
provides detailed information on these guarantees, including the amounts
presented in the Consolidated Balance Sheet in relation to these activities
and the maximum payments the Bank could be required to make underthese
commitments.

Aliability is recorded to reflect the fair value of the obligation assumed
at the inception of guarantees that satisfy the definition in AcG-14. No
subsequent remeasurement at fair value is required, unless the financial
guarantee is considered a derivative financial instrument.

Restructuring of certain ABCP conduits

On December 23, 2007, the Pan-Canadian Investors Committee for Third-Party
Structured Asset-Backed Commercial Paper (ABCP) approved an agreement
in principle to restructure the affected series of ABCP issued by 20 trusts. On
December 24, 2008, an agreement was reached between all the main
stakeholders, including the governments of Canada, Quebec, Ontario and
Alberta, concerning the restructuring of $32 billion in third-party ABCP. The
implementation of the restructuring plan was finalized on January 21, 2009.
To support the restructuring plan, the Bank has pledged to contribute
$911 million to the margin funding facilities. For additional information, refer
to Note 9 to the consolidated financial statements.

Credit instruments

In the normal course of business, the Bank enters into various off-balance
sheet credit commitments. The credit instruments used to meet the financing
needs of its clients represent the maximum amount of additional credit that
the Bank could be required to extend if the commitments were fully drawn.
For additional information on these off-balance sheet credit instruments and
other items, refer to Note 28 to the consolidated financial statements.

Financial assets received as collateral

In the normal course of business, the Bank receives financial assets as
collateral as a result of transactions involving securities acquired under reverse
repurchase agreements, borrowing and securities lending agreements, and
derivative financial instrument transactions. For further information regarding
financial assets received as collateral, please referto Note 28 to the consolidated
financial statements.
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ADDITIONAL DISCLOSURE -
FINANCIAL STABILITY BOARD

The Superintendent of Financial Institutions has asked Canadian banks to
apply certain recommendations published in April 2008 in the report of the
Financial Stability Forum (now the Financial Stability Board). The
recommendations were issued to enhance transparency and valuation with
respect to certain exposures, in particular special purpose entities, subprime
and Alt-A exposures, collateralized debt obligations, residential and
commercial mortgage-backed securities, and leveraged financing
structures.

The Bank does not market any specific mortgage financing program to
subprime or Alt-A clients. Subprime loans are generally defined as loans
granted to borrowers with a higher credit risk profile than prime borrowers,
and the Bank does not grant this type of loan. Alt-A loans are granted to
borrowers who cannot provide standard proof of income. The Bank’s Alt-A
loan volume was $110 million as at October 31, 2009.

Credit derivative positions in collateralized debt obligations are provided
in the following table. The Bank does not have any significant direct position
in residential and commercial mortgage-backed securities.

Credit derivative positions (notional amounts)
As at October 31, 2009

(millions of dollars)
Credit portfolio ¥ Trading

Protection  Protection | Protection Protection
purchased sold | purchased sold

Credit default swaps
Indices and single

names 131 64 9,370 8,056
Tranches on indices - - 1,165 1,176
Collaterized

debt obligation - - 32 32
Total return swaps 21

(1) Protection sold is solely for the purpose of reducing protection purchased.

Leveraged finance loans are defined by the Bank as loans granted to
large corporate and financial sponsor-backed companies that are typically
non-investment grade with much higher levels of debt relative to the industry
in which they operate. Leveraged finance is commanly employed to achieve
a specific objective, for example, to make an acquisition, complete a buy-out
orrepurchase shares. Leveraged finance risk exposure takes the form of both
funded and unfunded commitments. As at October 31, 2009, total commitments
for this type of loan stood at $190 million.

Details about other exposures are provided in the table concerning
special purpose entities on the following page.



MANAGEMENT'S DISCUSSION AND ANALYSIS
ADDITIONAL DISCLOSURE — FINANCIAL STABILITY BOARD

Special purpose entities

Special purpose entities are not operating entities; they do not generally have any employees and they can include variable interest entities (VIEs) as defined
in Accounting Guideline No. 15, Consolidation of Variable Interest Entities (AcG-15). AcG-15 requires the consolidation of a VIE by its primary beneficiary,
defined as the party that absorbs the majority of the entity’s expected losses, receives the majority of the entity’s expected residual returns, or both. The

Bank has concluded interest rate swaps with some of these entities.

As at October 31, 2009
(millions of doltars)

Bank’s exposure

Undrawn
liquidity,

investments  margin funding

Total special

and other facilities purpose entity
Notes assets and other assets
NON-CONSOLIDATED SPECIAL PURPOSE ENTITIES
VIEs in which the Bank has a significant variable interest
Securitization entity for the Bank’s credit card
receivables (qualifying special purpose entity) 1 59 N/A 1,668
Multi-seller asset-backed commercial paper conduit
administered by the Bank 2 40 449 494
Other asset-backed commercial paper conduits 3 1,225 911 -
NBC Capital Trust 4 2 N/A 207
Private capital funds and investments 5 P 145 N/A 1,634
1,471 4,003
CONSOLIDATED SPECIAL PURPOSE ENTITIES 6
VIEs
National Bank hedge fund managed accounts (Innocap platform) 7 923 N/A 1,260
Mutual funds 8 320 N/A 413
Buitding 9 89 N/A 89
Private investments 10 14 N/A 33
Other
NBC Asset Trust 11 300 N/A 1,071
1,646 2,866
3,117

N/A - Not applicable

(1) The Bank’s exposure represents the retained rights relating to future excess interest as well as certain securities issued by the entity and acquired by the Bank.
(2) The main underlying assets are residential and commercial mortgages, car leases, car loans and other receivables. The assets are located in Canada. As at October 31, 2009, the notional
committed amount of the global-style liquidity facility totalled $489 million, representing the total amount of commercial paper outstanding. The Bank also provides a series-wide credit
enhancement facility that is limited to certain asset classes for a notional committed amount of $30 million. The maximum exposure to loss cannot exceed the amount of commercial paper
outstanding. As at October 31, 2009, the Bank held $40 million of commercial paper and, consequently, the maximum potential amount of future payments as at October 31, 2009 was limited

to $449 million.

6,869

(3) Refer to the Master Asset Vehicles section on pages 41 to 43 of Management’s Discussion and Analysis. The total amount of commercial paper outstanding totalled $34 billion as at

October 31, 2009.
(4) Referto Note 17 to the consolidated financial statements.

(5} The underlying assets are private investments. The disclosed amount of total assets of the special purpose entities is the amount for the most recent available period.

(6) Forthe consolidated special purpose entities, the Bank’s exposure is net of the non-controlling interest.

(7) The underlying assets are various financial instruments (trading portfoli). The total assets of the Innocap platform are presented on a net asset basis.
(8) The underlying assets are various financial instruments and are presented on a net asset basis. Certain mutual funds are in a trading portfolio.

(9) The underlying asset is a building located in Canada.
(10) The investments are presented on an equity basis.

(11) Referto Note 21 to the consolidated financial statements. The average maturity of the undertying assets is three years.
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MANAGEMENT'S DISCUSSION AND ANALYSIS

CRITICAL ACCOUNTING
ESTIMATES

A summary of the significant accounting policies used by the Bank is presented
in Note 1 to the consolidated financial statements of this Annual Report.
Certain of these accounting policies are considered critical because they are
important to the presentation of the Bank’s financial condition and operating
results and require difficult, subjective and complex judgments and estimates
because they relate to matters that are inherently uncertain. Any change in
these judgments and estimates could have a material impact on the
consolidated financial statements of the Bank. The Bank’s critical accounting
estimates are as follows.

Allowance for credit losses

The atlowance for credit losses reflects management’s best estimate of losses
in its credit portfolio as at the balance sheet date. This allowance relates
primarily to loans but may also cover the credit risk associated with deposits
with financial institutions, derivative financial instruments, loan substitute
securities and other credit instruments such as acceptances, commitments
to extend credit, letters of guarantee and letters of credit. Management reviews
portfolio credit quality on an ongoing basis to ensure that the amount of the
allowance for credit losses is adequate. In assessing the adequacy of the
amount of the allowance for credit losses, management must use its judgment
in establishing reasonable assumptions and subjective and critical estimates
concerning the probability of default, probable losses in the event of default,
the amount at risk in the event of default, the amount and dates of future
cash flows, the value of the underlying collateral and realization costs. Any
changes in these estimates and assumptions, as well as the use of different,
but equally reasonable, estimates and assumptions, could have an impact
on the allowance for credit losses and, consequently, on the provision for
credit losses for the year.

A detailed description of the methods used to calculate the allowance for
credit losses can be found in Note 1 to the consolidated financial statements.

All operating segments, except Wealth Management, are affected by
this accounting estimate.

Fair value of financial instruments

When they are initially recognized, all financial assets and liabilities, including
derivative financial instruments, are recorded at fairvalue in the Consolidated
Balance Sheet. In subsequent periods, they are measured at fair value, except
for certain available-for-sale equity securities not quoted in an active market,
which are recorded at cost, and items that are classified in the following
categories, which are measured at cost or amortized cost calculated using
the effective interest rate method: financial assets held-to-maturity, loans
and receivables, and financial liabilities not held for trading purposes. To
date, the Bank has not classified any financial asset as held-to-maturity.
When a financial instrument is initially recognized, its fair value is the
amount of consideration forwhich the financial instrument would be exchanged
in an arm’s length transaction between knowledgeable, willing parties who
are under no compulsion to act. The best evidence of the fair value of a
financial instrument at initial recognition is the transaction price, i.e., the fair
value of the consideration received or paid. In certain circumstances, the
initial fair value may be based on other observable current market transactions
for the same instrument, without modification or repackaging, or based on
avaluation technique whose variables include only observable market inputs.
When the Bank uses a valuation technique based on observable market
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inputs to determine the initial fair value or when the risks associated with
the derivative contract are fully offset by other contracts entered into with
third parties, the difference between the transaction price and the initial
estimated fair value is recognized in the Consolidated Statement of income.
When the Bank uses a valuation technique based on significant unobservable
market inputs, the difference between the fair value of the consideration
received or paid and the amount determined using the valuation technique
is deferred in the Consolidated Balance Sheet. The amount of the deferred
gain or loss is recognized over the term of the financial instrument using the
effective interest rate method. The unamortized balance is immediately
recognized in netincome when (i) observable market inputs can be obtained
and support the fair value of the transaction, (ii) the risks associated with
the initial contract are substantially offset by other contracts entered into
with third parties, (iii) the gain or loss is realized through a cash receipt or
payment, or (iv) the transaction is terminated early or on maturity.

When financial instruments are subsequently remeasured, quoted
market prices in an active market provide the best evidence of fairvalue, and
when such prices are available, the Bank uses them to measure financial
instruments. A financial instrument is considered to be quoted in an active
market when quoted prices are readily and regularly available from an exchange,
dealer, broker, industry group, pricing service, or regulatory agency and those
prices reflect actual and regularly occurring market transactions on an arm’s
length basis. The fair value of a financial asset traded in an active market
generally reflects the bid price and that of a financial liability traded in an
active market, the ask price. If the market for a financial instrument is not
active, the Bank establishes fair value using a valuation technique that
primarily makes use of observable market inputs. Such valuation techniques
include using available information concerning recent market transactions,
reference to the current fair value of a comparable financial instrument,
discounted cash flow analysis, option pricing models, and all othervaluation
techniques commonly used by market participants where it has been
demonstrated that the technique provides reliable estimates.

In cases where the fairvalue is established using valuation models, the
Bank makes assumptions about the amount, the timing of estimated future
cash flows and the discount rates used. These assumptions are based primarily
on observable market inputs such as interest rate yield curves, foreign exchange
rates, credit curves as well as price and rate volatility factors. When one or
more significant inputs are not observable in the markets, fair value is
established primarily on the basis of internal estimates and data, taking into
accountthe valuation policies in effect at the Bank, the economic environment,
the specific characteristics of the financial asset or liability and other relevant
factors. In certain specific cases, the Bank makes adjustments to the fair
value to reflect the uncertainties in determining the fair value of financial
instruments. These adjustments can stem from various factors such as the
choice of valuation technique, the availability of observable market inputs,
orassumptions used in the valuation techniques. The Bank may take market
liquidity risk into account in determining the fair value of financial instruments
not quoted in an active market when it believes that such instruments could
be disposed of for a consideration below the fairvalue otherwise determined,
due to a lack of market liquidity or an insufficient volume of transactions in
a given market.



MANAGEMENT’S DISCUSSION AND ANALYSIS
CRITICAL ACCOUNTING ESTIMATES

As judgment is used in applying a wide range of acceptable techniques
and estimates in calculating fairvalue amounts, fair values are not necessarily
comparable among financial institutions. The calculation of estimated fair
value is based on market conditions at a specific point in time and may
therefore not be reflective of future fair values. Additional information on the
determination of fair value is presented in Notes 4, 9, 11 and 18 to the
consolidated financial statements.

Establishing fairvalueis a critical accounting estimate and has an impact
on Held-for-trading securities, Available-for-sale securities other than available-
for-sale equity securities that are not traded in an active market and are
therefore presented at cost, Obligations related to securities sold short,
Financial instruments designated as held-for-trading, and Fair value of
derivative financial instruments in the Consolidated Balance Sheet. This
estimate also has an impact on Interest income and Other income in the
Consolidated Statement of Income of the Financial Markets segment.
Furthermore, this estimate also has an impact on Other Comprehensive income
in the Consolidated Statement of Comprehensive Income.

Other-than-temporary impairment
of available-for-sale securities

Available-for-sale securities are measured periodically to determine whether
there is objective evidence of impairment. Determining whether or not there
is objective evidence of impairment requires judgment and estimates.
Management examines the fair value of available-for-sale securities on an
ongoing basis in order to determine whether there has been an other-than-
temporary decline in fair value. The examination involves analyzing the facts
specific to each investment and assessing expected future returns. Also,
effective November 1, 2008, impairment losses recognized in income relating
to an available-for-sale debt security must be reversed in income when, in a
subsequent period, the fair value of the security increases, and the increase
can be objectively associated with an event occurring after the loss was
recognized.

As part of this exercise, management assesses a variety of factors that
could be indicative of impairment. The factors the Bank considers when
determining whether there is objective evidence of impairment include the
significance of the impairment in relation to its cost or amortized cost, the
duration of the impairment the financial condition and prospects of the issuer
as well as the Bank’s ability and intent to hold the investment until it fully
recovers its fair value.

Any change in the evaluation of one or more of these factors used to
identify Available-for-sale securities that have experienced an other-than-
temporary decline in value resulting from objective evidence of impairment
and the estimate of fair value could have an impact on the amount of losses
that are recognized.

This critical accounting estimate has an impact on Available-for-sale
securities in the Consolidated Balance Sheet as well as on Other comprehensive
income in the Consolidated Statement of Comprehensive Income and Other
income in the Consolidated Statement of Income for all business
segments.

Securitization

Securitization is a process by which the Bank sells receivables to a trust,
which funds the purchase by issuing term bonds or commercial paper to
investors.

Securitization transactions are accounted for as sales when the Bank is
deemed to have surrendered control over the sold assets and receives
consideration other than beneficial interests in the sold assets. Additional
details on the Bank’s securitization transactions can be found in Notes 1 and
11 to the consolidated financial statements and in the Variable Interest Entities
section of this Annual Report.

To calculate the gain or loss on securitization transactions, the previous
carrying value of the receivables is allocated between the assets sold and
the retained interests based on their relative fairvalue on the date of transfer.
Since quoted market pricesare not available for retained interests, the Bank
estimates the initial and future fair value using primarily the present value of
estimated cash flows. The Bank must therefore use estimates and assumptions
concerning, in particular, the weighted average term, expected credit losses,
prepayment rates, discount rates commensurate with the risks involved and
anticipated excess spread (net of expected credit losses). The use of different
estimates and assumptions could have a significant impact on income. Note
11 to the consolidated financial statements presents an analysis of the
sensitivity of the current fairvalue of the retained interests to immediate 10%
and 20% adverse changes in key assumptions. The balance of retained
interests for securitized insured mortgage loans and that of securitized credit
card receivables were $311 million and $36 million, respectively, as at
October 31, 2009.

This accounting estimate has an impact on Available-for-sale securities
in the Consolidated Balance Sheet, Securitization revenues in the Consolidated
Statement of Income and Other income under Other in the segment results.

Goodwill, intangible assets
and long-lived assets

Under Canadian GAAP, goodwill and intangible assets with indefinite lives
are tested periodically for impairment to ensure that their fair value remains
greater than or equal to their carrying value. The fair value of goodwill and
intangible assets with indefinite lives is obtained using valuation models
that take into account various factors, such as projected future cash flows
and discount rates. The use of different estimates and assumptions in applying
the impairment tests for goodwill and intangible assets with indefinite lives
could have a material impact on income. Note 15 to the consolidated financial
statements presents additional information in this regard.

Premises and equipment and intangible assets with determinable useful
lives are tested for impairment when events or changes in circumstances
indicate that their carrying value may not be recoverable in the long term. An
impairment loss is recorded in the Consolidated Statement of Income if the
expected future undiscounted cash flows from the use of these assets and
their eventual disposal are lower than their carrying value.

Goodwill, Intangible assets and Premises and equipment in the
Consolidated Balance Sheet are affected by this accounting estimate.

The aggregate impairment loss, if any, is recognized as an operating
expense for the corresponding segment and presented under the Other item.
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Pension plans and other employee future benefits

The Bank’s pension and other employee future benefit obligation as well as
the related costs are based on actuarial valuations and management’s
assumptions. The key assumptions used to calculate these amounts include
the discount rates for pension benefit and other employee future benefit
obligations, the expected long-term rate of return on plan assets, the rate of
compensation increase, mortality rates, the rate of employee turnover and
changes in the cost of healthcare benefits. The use of different assumptions
could have a material impact on the prepaid pension benefit cost (accrued
benefit expense) presented in Other assets (Other liabilities) in the Consolidated
Balance Sheet and on pension plan and other employee future benefit expenses
presented in Salaries and staff benefits in the Consolidated Statement of
Income. All segments are affected by this accounting estimate.

Additional information, including the significant actuarial assumptions
used to determine the Bank’s pension and other employee future benefit
expense and the sensitivity analysis for key assumptions, can be found in
Note 23 to the consolidated financial statements.

Income taxes

The Bank formulates assumptions to estimate the income tax expense as
well as future income tax assets and liabilities. This process includes estimating
the actual amount of income taxes payable and evaluating tax loss carry
forwards and temporary differences as a result of differences between the
values of the items reported for accounting and for income tax purposes.
Future income tax assets and liabilities, presented in Other assets and Other
liabilities in the Consolidated Balance Sheet are calculated according to the
tax rates to be applied in future periods. Previously recorded future income
tax assets and liabilities must be adjusted when the expected date of the
future event is revised based on current information. The Bank periodicalty
evaluates future income tax assets to assess recoverability. In the Bank’s
opinion, based on current information, itis more likely than not that all future
income tax assets will be realized prior to their expiration.

This accounting estimate affects /ncome taxes in the Consolidated
Statement of Income for all business segments. Furtherinformation on income
taxes may be found in Notes 1 and 26 to the consolidated financial
statements.
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Litigation

In the normal course of their business, the Bank and its subsidiaries are
involved in various claims, including, in particular, court proceedings,
investigations or claims of a regulatory nature, class actions or other legal
remedies of varied natures. Several of the court proceedings are related to
lending activities, which occur, in particular, when the Bank takes steps to
recover its claims.

The Bank is also more specifically involved as a defendant in class
actions instituted by consumers who contest, inter alia, certain transaction
fees and the unsolicited increase of credit card limits or who wish to avail
themselves of certain provincial legislative provisions relating to consumer
protection. All of these involve several complex issues and their resolution
could thus extend over several years. These class actions are defended
vigorously by the Bank, which has serious grounds of contestation.

Even though it is impossible to determine the outcome of the claims
instituted or which may be instituted against the Bank and its subsidiaries,
the Bank considers that, according to the information at its disposal, while
the amount of contingent liabilities pertaining thereto, taken individually or
inthe aggregate, could have an impact on its operating income for a particular
year, itwould not have a material adverse impact on the Bank’s consolidated
financial position.

Variable interest entities (VIEs)

In the normal course of business, the Bank enters into arrangements with
VIEs. Further details are provided in the Off-Balance Sheet Arrangements
section of this Annual Report on pages 44 to 46 and in Note 13 to the
consolidated financial statements. Management is required to exercise its
judgment when determining whether the VIEs should be consolidated. This
process involves understanding the arrangements, determining whether the
entity is considered a VIE under the accounting rules and determining the
Bank’s variable interests in the VIE. These interests are then compared to
those of unrelated outside parties in order to identify the party that must
absorb the majority of the VIE’s expected losses, receive the majority of the
expected residual returns of the VIE, or both, to determine whether the Bank
should consolidate the entity.
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RECENT ACCOUNTING
STANDARDS ADOPTED
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Gbodwil( and intangible assets

In January 2008, the CICA issued Handbook Section 3064, Goodwill and
Intangible Assets. This new accounting standard reinforces the approach
underwhich assets are recorded only if they satisfy the definition of an asset
and the recognition criteria for an asset. It also clarifies the application of
the concept of matching costs with revenues, so as to eliminate the practice
of recognizing as assets items that do not meet the definition of an asset or
satisfy the recognition criteria for an asset. Subsequent to the adoption of
this standard, the Bank retrospectively reclassified the net carrying value of
the intangible assets related to software and technology developments from
the Premises and equipment item to the Intangible assets item in the
Consolidated Batance Sheet. For additional information, refer to Notes 14
and 15 to the consolidated financial statements.

Credit risk and the fair value of financial assets and
financial liabilities

On January 20, 2009, the Emerging Issues Committee issued Abstract 173
(EIC-173), Credit Risk and the Fair Value of Financial Assets and Financial
Liabilities. EIC-173 stipulates that an entity’s own credit risk and the credit
risk of the counterparty should be taken into account in determining the fair
value of financial assets and financial liabilities, including derivative financial
instruments. EIC-173 applies to the Bank effective November 1, 2008 and
must be applied retrospectively without restatement of prior periods. In
accordance with EIC-173, certain financial assets and financial liabilities,
including derivative financial instruments, had to be remeasured as at
November 1, 2008. Any adjustment to the fair value must be recorded as an
adjustment to the balance of retained earnings as at that date, except certain
adjustments related to derivative financial instruments in a hedging
relationship. In certain specific cases, any resulting difference would be
recorded either in Accumulated other comprehensive income or as an
adjustment to the carrying value of the hedged item. The initial application
of EIC-173 did not have a significant impact on the Bank’s consolidated
financial statements.

Financial instrument disclosures

InJune 2009, the CICA amended Handbook Section 3862, Financial Insiruments
- Disclosures, to enhance disclosures about fair value measurements and
the liquidity risk of financial instruments.

All financial instruments recognized at fair value on the Consolidated
Balance Sheet must be classified in three fair value hierarchy levels, which
are as follows:

- Level 1 - valuation based on quoted prices (unadjusted) observed in
active markets for identical assets or liabilities

- Level 2 — valuation techniques based on inputs that are quoted prices
of similar instruments in active markets; quoted prices for identical or
similar instruments in markets that are not active; inputs other than
quoted prices used in a valuation model that are observable for that
instrument; and inputs that are derived principally from or corroborated
by observable market data by correlation or other means

—  Level 3 - valuation techniques with significant unobservable market
inputs

This information is presented in Note 4 to the consolidated financial
statements.

Impairment of financial assets

On August 20, 2009, the CICA amended Handbook Section 3855, Financial
Instruments — Recognition and Measurement. The amendments apply to
annual financial statements relating to fiscal years beginning on or after
November 1, 2008 with retroactive application to the beginning of the fiscal
year. The Bank adopted the amendments described below in the fourth quarter
of the fiscal year ended October 31, 2009 with retroactive application to
November 1, 2008.

The definition of the “loans and receivables” financial asset category,
which is measured at cost or amortized cost calculated using the effective
interest method, has been modified. As a result, debt securities that are not
quoted in an active market can be classified as loans and receivaoles, and
impairment is measured using the incurred credit loss model of Section 3025,
Impaired Loans. Loans and receivables that an entity intends to sellimmediately
or in the near term must be classified as held-for-trading, and loans and
receivables for which the holder may not recover substantially all of its initial
investment, other than because of credit deterioration, must be classified as
available-for-sale.

Reclassification of financial assets from the held-for-trading and available-
for-sale categories to the loans and receivables category is permitted under
certain circumstances.

Impairment losses recognized in income relating to an available-for-sale
debt security must be reversed in income when, in a subsequent period, the
fair value of the security and the increase can be objectively related to an
event occurring after the loss was recognized.

The initial application of these amendments did not impact the Bank’s
consolidated financial statements.
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Business combinations, consolidated financial
statements and non-controlling interests

On january 5, 2009, three new sections of the CICA Handbook were issued:
Section 1582, Business Combinations, Section 1601, Consolidated Financial
Statements, and Section 1602, Non-controlling Interests. The main impacts
of these standards are described below.

Business combinations

On the date on which an acquirer obtains control of a business, the acquirer
must measure the business acquired as a whole in order to determine its fair
value. The acquirer must measure the identifiable assets acquired, the liabilities
assumed and any non-controlling interest in the acquiree at their acquisition-
date fair value. Acquisition-related costs are accounted for as expenses in
the periods in which the costs are incurred and the services are received,
except for costs to issue debt securities, which are capitalized and amortized
using the effective interest method, or costs to issue share capital, which are
recognized as capital transactions. The standard provides fora measurement
period afterthe acquisition date during which the acquirer may retrospectively
adjust the provisional amounts recognized on the acquisition date. This new
standard will apply prospectively at the Bank to business combinations carried
out on or after November 1, 2011. Earlier application is permitted provided
Sections 1601 and 1602 are applied at the same time.

Consolidated financial statements and non-controlling interests

Section 1601 establishes standards for the preparation of consolidated
financial statements after the acquisition date and certain aspects of
consolidation on the acquisition date. Section 1602 establishes standards
for the accounting and presentation of non-controlling interests subsequent
to a business combination. These new standards are applicable to the Bank
effective November 1, 2011. Earlier application is permitted provided Section
1582 is applied at the same time.
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International Financial Reporting Standards (IFRS)

In February 2008, the Canadian Accounting Standards Board confirmed that
all publicly accountable enterprises would be required to report under IFRS
forfiscal years beginning on or after January 1, 2011. The Bank will apply [FRS
commencing November 1, 2011. It will present its consolidated financial
statements for the quarter ending January 31, 2012 prepared on an IFRS basis
and will present comparatives for the year commencing November 1, 2010.

In order to prepare for the transition to IFRS, the Bank has established
an enterprise-wide project, formed a dedicated projectteam and put in place
a formal governance structure. The project team reports on a regular basis to
the executive committee and the steering committee, which are made up of
senior members of management from all relevant departments.

The Bank has developed a detailed project plan, assessed the resource
requirements for its implementation, and commenced staff training. It has
already identified the major differences between existing Canadian GAAP
and current IFRS. Standards that could have a significantimpact on the Bank’s
consolidated financial statements include those relating to financial instruments
recognition and measurement and to consolidation. As IFRS are in constant
evolution, the Bank has created a scorecard to track the changes.

The Bank is currently assessing how adoption of IFRS will impact
information technology, operations and internal controls. A strategy has been
defined for the dual-accounting period.

At this time, the Bank is unable to quantify how the transition to IFRS
will impact its consolidated financial statements, but it believes that this
impact could be significant.

Inthe periods preceding the first fiscal year in which IFRS will be applied,
the impacts of the transition to international standards on the Bank’s
consolidated financial statements will be disclosed as they become
known.
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CAPITAL MANAGEMENT

Capital management framework

Capital management consists in maintaining the capital required to cover
risks, complying with the regulatory capital ratios defined by the Office of the
Superintendent of Financial Institutions (Canada) {the Superintendent) and
assessing the economic capital required for the Bank’s operations. The Bank
uses both regulatory and economic capital to evaluate the performance of
its business units and to make strategic, tacticat and transaction decisions
while ensuring a competitive return on shareholders’ equity. The Bank’s
capital management policies set out the principles and practices the Bank
incorporates into its capital management strategy and the basic criteria it
adopts to ensure that it has sufficient capital at all times and prudently
manages such capital in view of its future capital requirements. A capital plan
sets operational targets and takes into account expected levels for risk-
weighted assets, determined under the regulatory approach. Moreover, this
capital plan presents the different strategies that are available to the Bank
to optimize capital management, including the issuance and repurchase of
equity securities and subordinated indebtedness and the dividend policy.

Structure and governance

The Board of Directors oversees the structure and development of the Bank’s
capital management policies and ensures that it maintains sufficient capital
in accordance with regulatory requirements and taking into account the market
situation. The Board of Directors delegates certain responsibilities to the
ARMC, which then recommends capital management policies and oversees
their application. Accordingly, the Board of Directors, on the recommendation
of the ARMC:

~  reviews and approves the capital management policy

- reviews and approves the Bank’s risk tolerance, including the main
capital and risk targets and the corresponding limits

- reviews and approves the capital plan and strategy on an annual basis,
including the Bank’s internal capital adequacy assessment process and
the breakdown as well as allocation of capital among the Bank’s
business segments

~  reviews and approves the implementation of significant measures
respecting capital, including contingency measures

~  reviews significant capital-related disclosures, including Basel |l capital
adequacy reporting

The Office of the President is responsible for defining the Bank’s strategy
and plays a key role in guiding measures and decisions regarding capital.

The Asset/Liability Management Committee oversees capital management
under the delegated authority of the Global Risk Management Committee of
the Office of the President. The Asset/Liability Management Committee is
chaired by the Chief Financial Officer and Executive Vice-President of Finance,
Risk and Treasury and comprises the officers from these functions as well as
the individuals in charge of each business unit. The role of this committee
includes reviewing and making recommendations concerning the capital
management policy, the capital plan and strategy, and the implementation
of all significant measures respecting capital, including contingency
measures.

Capital management in 2009

Management activities

In order to maintain an appropriate capital structure, on January 14, 2009,
the Bank issued 6.8 million First Preferred Shares, Series 24, with a non-
cumulative preferential dividend for a consideration of $170 million. In
addition, on January 30, 2009, the Bank issued 5.8 million First Preferred
Shares, Series 26, with a non-cumulative preferential dividend for a
consideration of $145 million. The annual fixed dividend rate for these
preferred shares is 6.6% for the initial five-year period commencing on the
issue closing date.

Dividends

The dividend on common shares remained stable since 2008 to stand at
$2.48 per share. The dividend payout ratio of 43% in 2008 and 40% in 2009,
excluding specified items, is consistent with the Bank’s target payout range
of 40% to 50%.

Capital and regulatory capital ratios

The Bank ensures that capital levels at all times exceed the minimum capital
requirements established by the guidelines of the Superintendent according
to the standards of the Bank for International Settlements (BIS).

The definition adopted by BIS distinguishes between three types of
capital. Tier 1 capital consists of common shareholders’ equity and non-
cumulative preferred shares, the eligible amount of innovative instruments
and non-controlling interests, less goodwill. Tier 2 capital consists of preferred
shares not eligible for Tier 1 capital, the eligible portion of subordinated
debentures, the eligible general allowance for credit risk as well as the eligible
amount of innovative instruments that could not be included in Tier 1 capital.
A third tier of capital is intended specifically to cover market risk, which is
also covered by Tier 1 capital. Total regulatory capital is the sum of all capital
net of investments in companies subject to significant influence and first-loss
protection with respect to asset securitization.

Underthe requirements of the Basel Il Accord standards framework, the
capital of insurance companies held by the Bank and investments in entities
over which the Bank exercises significant influence are deducted in equal
parts from Tier 1 capital and Tier 2 capital. However, on a provisional basis,
the Superintendent is allowing the entirety of these amounts to be deducted
from Tier 2 capital for all investments made before January 1, 2007. This
transitional period ended on October 31, 2008 for entities over which the
Bank exercises significant influence and will end on October 31, 2011 for
insurance companies.

The Superintendent considers financial institutions well-capitalized if
they maintain a Tier 1 capital ratio of 7% and a total regulatory capital ratio
of 10%. Capital ratios are calculated by dividing the tiers of capital described
previously by risk-weighted assets. Credit, market and operational risks are
considered in the calculation of risk-weighted assets for regulatory
purposes.
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The Tier 1 and total capital ratios under the BIS rules (Basel If) were
respectively 10.7% and 14.3% as at October 31, 2009, compared to 9.4%
and 13.2% as at October 31, 2008. The same ratios under the old BIS rules
{Basel ) would have been 11.5% and 15.2%, respectively, as at October 31,
2009, as against 10.1% and 14.1% as at October 31, 2008. The increase in
ratios was attributable to capital management activities, capital issued
externally and capital generated internally. in addition to regulatory capital
ratios, banks are expected to meet an assets-to-capital multiple test. The
assets-to-capital multiple is calculated by dividing a bank’s total assets,
including specified off-balance sheet items, by its total regulatory capital. As
at October 31, 2009, the multiple was 15.4.

Tangible common equity, which is not a regulatory ratio, is calculated
by dividing common equity, non-controlling interests less goodwill and other
intangible assets by risk-weighted assets plus risk-weighted securitized
assets. As at October 31, 2009, tangible common equity was 6.9% compared
to 6.4% one year earlier.

Economic capital

Economic capital is the internal measure used by the Bank to determine its
solvency and the capital required to pursue its business operations., Economic
capital takes into consideration the credit, market, operational and business
risks to which the Bank is exposed, in addition to the risk diversification effect
between them and among its different business segments. Economic capital
thus helps determine the equity capital the Bank requires to protect itself
against such risks and ensure its long-term viability. The method used to
assess economic capital is reviewed regularly so as to accurately quantify
these risks.

Risk-adjusted return on capital (RARQOC) and shareholder value added
(SVA), which are obtained from the assessment of required economic capital,
are calculated quarterly for each of the Bank’s business segments. The results
are then used to guide management in allocating capital among the different
business segments.

Available capital and active capital management

As part of the active capital management process, the concepts of available
capital (equity capital), regulatory capital and economic capital are emphasized
in order to maximize SVA. This process leads first to the development of the
capital plan and then to the allocation of capital among the different business
segments in order to optimize SVA creation without unduly impacting the
Bank’s regulatory capital ratios.

Basel It Accord

The standards for calculating and disclosing capital in accordance with Basel Il
Accord took effect in Canada on November 1, 2007. To comply with certain
disclosure requirements, some additional information has been added to
this MD&A in the Additional Financial Information section and in the
Supplementary Financial Information available on the Bank’s website at
www.nbc.ca. Information concerning other disclosure requirements is presented
in Notes 5 and 6 to the consolidated financial statements. The rules should
allow for greater uniformity in terms of capital requirements in the international
banking industry while providing for enhanced sensitivity of capital to credit
risks. They also require a new explicit capital charge to cover operational risk
and require more detailed reporting of risk management.
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The Basel |l Accord proposes a range of approaches of varying complexity,
the choice of which will determine, to a greater or lesser extent, the sensitivity
of risk capital. A less complex approach, such as the Standardized Approach,
will use regulatory weightings, while a more complex approach will use the
Bank’s internal estimates of risk components to establish risk-weighted assets
and calculate regulatory capital.

The Bank adopted the new regulatory framework on November 1, 2007.
It is currently using the Standardized Approach for credit risk but will apply
the Advanced Internal Rating-Based Approach for its major portfolios effective
November 1, 2009, subject to approval by the Superintendent. The Bank is
using the Standardized Approach for operational risk. With respect to market
risk, the Bank continues to use the models and the Standardized Approach
in accordance with the Basel | Accord.

Effective the first quarter of 2010, the Bank will apply the Advanced IRB
Approach for credit risk. Under the Basel Il Accord, the Bank must demonstrate
to the Superintendent that it has met Advanced IRB Approach requirements
and that its presentation of capital is accurate and of high quality. In 2009,
the Superintendent carried out comprehensive reviews for the purpose of
approving the use of the Advanced IRB Approach. The Bank expects to receive
official approval by December 31, 2009.

The Bank’s capital management process was already largely compliant
with the principles of the Basel Il Accord, but nevertheless it implemented a
rigorous internal capital adequacy assessment process. Assessing capital
adequacy is an integral part of capital planning and the capital strategy.
Capital Management is, with its partners from Risk Management, Treasury
and Finance, responsible for maintaining integrated controls and control
processes so thatan overall assessment of capital adequacy may be performed.
The capital adequacy assessment consists of:

- conducting an overall risk assessment

- measuring significant risks and the capital requirements on the Bank’s
financial budget for the next fiscal year and current and prospective
risk profiles

- integrating stress testing across the organization and a sensitivity
analysis to determine a margin of capital above minimum regulatory
levels

- aggregating capital and monitoring the reasonableness of internal
capital compared with regulatory capital

- comparing projected internal capital with regulatory capital levels,
internal operating targets, and competing banks

- providing attestation of the adequacy of the levels of capital at the
Bank

In December 2009, an initial version of the internal capital adequacy
assessment process was presented to the Board. The Bank’s internal capital
adequacy assessment process demonstrated that it has a solid financiat
structure and sufficient capital to meet management’s assessment of capital
requirements under both normal market conditions and a range of severe but
plausible stress testing scenarios. This process is a key tool in establishing
the Bank’s capital strategy and will be subject to quarterly review and periodic
amendment.
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The Bankviews risk as an integral part of its development and the diversification
of its activities, and advocates a risk management approach consistent with
its business expansion strategy. The purpose of sound risk management is
to provide reasonable assurance thatincurred risks do not exceed acceptabie
thresholds and that risk-taking contributes to the creation of shareholder
value. For the Bank, this means striking a healthy balance between return
and risk.

The Bank s affected by risk in two ways. First, it exposes itself voluntarily
to certain categories of risk, especially credit and market risk, in order to
generate revenue. Second, it must assume the operational risks that are
inherent to its activities and to which it does not choose to expose itself and
that do not generate revenue. These risks may result in losses that could
adversely affect expected earnings from value-creating activities.

In the normal course of business, the Bank is primarily exposed to the
following risks:

Credit risk

Risk of a financial loss if an obligor does not fully honour its contractual
commitments to the Bank. Obligors may be borrowers, issuers, counterparties
or guarantors.

Market risk

Risk of a financial loss resulting from unfavourable changes in underlying
market factors, namely, interest rates, foreign exchange rates, equity prices,
commodity prices, credit risk and market volatility.

Liquidity risk
Risk that the Bank will be unable to honour daily cash commitments without
resorting to costly and untimely measures.

Operational risk
Risk of loss resulting from an inadequacy or a failure ascribable to people,
processes, technology or external events.

Regulatory risk

Risk related to the consequences of failing to meet compliance obligations,
i.e., when the Bank or one of its employees fails to comply with relevant
legislation in effect where the Bank carries on its operations, which can lead
to penalties, sanctions and heavy financial losses.

Reputational risk

Risk that the Bank’s operations or practices will be judged by the public to
be negative, whetherthat judgment is with or without basis, and will adversely
affect the perception, image or trademarks of the Bank, potentially resulting
in costly litigation or loss of income.

Risk, in all its forms, must be rigorously managed. That means it must
be identified, measured and controlled to ensure that Bank operations yield
an adequate return for the level of risk assumed. In other words, the risk-return
trade-off must be optimized.

Risk management requires a solid understanding of all risks Bank-wide,

and assurance that risk levels do not exceed acceptable thresholds. Moreover,
effective risk management can help reduce the volatility of the Bank’s
results.

Despite the exercise of stringent risk management, risk cannot be
suppressed entirely, and the residual risk may occasionally lead to considerable
losses.

Risk management framework

To achieve its risk management objectives, the Bank has a risk management
framework that comprises the following elements:

~ arisk management culture

~  agovernance structure

~  definition of an overall risk appetite and a risk tolerance

~  risk management policies

~  areview of risk decisions by independent professionals

—~  allocation of capital to the business units based on the level of risk
assumed by each unit

~  independent oversight by the Corporate Compliance Department

- anindependent assessment by the Internal Audit Department

Risk management culture
The Bank and its management routinely promote a risk management culture
through internal communications that advance a balanced model where
business development initiatives are accompanied by a constant concern for
sound risk management.

Governance structure
The Bank’s governance structure sets out the roles and responsibilities of all
levels of the organization.

The Audit and Risk Management Committee of the Board (ARMC)

The ARMC approves risk management policies and sets risk tolerance limits.
In addition to ensuring that the appropriate resources, policies and procedures
are in place to properly and effectively manage risk on an ongoing basis, it
examines and approves all significant aspects of risk assessment systems.

The Global Risk Committee

The Global Risk Committee defines, across the Bank and its subsidiaries, the
parameters of the policies that determine their risk tolerance and the overall
risk strategy, and sets limits as well as tolerance and intervention thresholds
enabling the Bank to properly manage the main risks to which it is exposed.
Specifically, the Committee approves and monitors all [arge credit facilities.
The following committees report to the Global Risk Committee: the Market
Risk Management Committee, the Operational Risk Management Committee
and the Asset/Liability Management Committee.

The Bank’s Management
The Bank’s Management promotes a risk management culture Bank-wide and
manages the primary risks to which it is exposed.
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The Risk Management Group

This group proposes risk management policies and imptements tools and
models for identifying, measuring and monitoring risks. In addition to instituting
and applying various independent risk review and approval procedures, this
group sets risk limits that reflect the risk tolerance established by the ARMC
and informs management and the Board of significant risks.

The Business Units

The business units manage risks related to their operations within established
limits and in accordance with risk management policies by identifying, analyzing
and understanding the risks to which they are exposed and implementing
risk mitigation mechanisms.

Risk management policies

Risk management policies, along with the related guidelines and procedures,
are the essential elements of the risk management framework. They describe
how business units must manage risk and the approval process for risk
decisions and, in particular, set the risk limits to be adhered to. These policies
cover all the main risks defined in the Bank’s risk management approach and
are reviewed on a regular basis ~ in most cases, annually - to ensure that
they are still relevant given changes in the markets and the business plans
of the Bank’s many business units. Other policies, standards and procedures
complement the risk management policies and cover more specific aspects
of management, such as business continuity, and the launch of new products,
initiatives or activities. These policies, standards and procedures generally
apply across the Bank.

Credit risk management

As credit risk represents 48% of the Bank’s total economic capital, as illustrated
in the table on page 21, it is the most significant risk facing the Bank in the
normal course of business. The Bank is exposed to credit risk not only through
its direct lending activities and transactions, but also through commitments
to extend credit, letters of guarantee, letters of credit, over-the-counter
derivatives trading, available-for-sale debt securities, securities purchased
under reverse repurchase agreements, deposits with financiat institutions,
brokerage activities, and transactions carrying a settlement risk for the Bank
such as fund transfers to third parties via electronic payment systems.

A policy framework centralizes the governance of activities that generate
credit risk forthe Bank as a whole. The framework is supplemented by a series
of subordinate internal or sectoral policies and guidelines used to provide
more thorough coverage of the given business lines or deal with specific
management issues such as credit limits, collateral requirements or risk
assessment. For example, the institutional activities of the Bank and its
subsidiaries on financial markets are governed by sector-specific directives
that set out standards adapted to the specific environment of financial markets.
This also applies to activities in the Bank’s retail brokerage subsidiaries. In
some cases, a business unit or subsidiary may have its own credit policy,
and that policy must always fall within the spirit of the Bank’s poticy framework
and be reviewed and approved by the management of the Credit Risk
Management Group. The Credit Risk Management Group is responsible for
defining the scope of the universe of subsidiaries carrying significant credit
risks and the magnitude of the risks incurred.
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Credit risk is controlled through a rigorous and methodical process that
comprises the following elements:

- credit risk assessment

—  assessment of capital at risk

—  credit-granting process

-~ risk mitigation

- account follow-up and recovery

- identification of impaired loans and provisioning for credit losses

Credit risk assessment of loans

Before a sound and prudent credit decision can be taken, the credit risk
represented by the borrower or counterparty must be accurately assessed.
This assessment is performed at the outset of the credit application process.
Each application is analyzed and assigned one of 19 grades on a scale of 1
to 10 using a credit rating system developed by the Bank for all portfolios
exposed to credit risk. As each grade carresponds to a borrower’s or
counterparty’s probability of default, the credit risk can be determined for the
Bank. The credit risk assessment method varies according to portfolio type.

Consumer credit portfolios

This category comprises credit portfolios composed of residential mortgage
loans, consumer loans and loans to some small businesses. The credit risk
of these portfolios is measured using credit scoring models. These tools use
proven statistical methods that measure applicants’ characteristics and
history based on internal and external information to estimate future credit
behaviour and assign a risk rating. Consequently, consumer credit risk
assessments are based on a group of borrowers with similar credit histories
and behaviour profiles.

Commercial and government credit portfolios

This category comprises commercial (other than some small businesses,
which are classified in consumer credit portfolios), government and financial
institution credit portfolios.

These credit portfolios are assigned a risk rating based on a detailed
individual analysis of the financial and non-financial aspects of the barrower,
inctuding its financial health, sector of economic activity, competitive ability,
access to capital and management quality. The Bank has risk-rating tools and
models enabling it to specifically assess the risk specific to an obligor in
relation to its industry and peers.

The Bank also uses individual assessment models to assign arisk rating
to the credit facility based on the collateral and guarantees the obligoris able
to provide and, in some cases, other factors.

The Bank consequently has a bi-dimensional risk-rating system that,
using internal and external historical data, establishes a default risk rating
for each obligor, and models that assign a risk rating to the credit facility that
is independent of the risk rating assigned to the obligor.
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Assessment of capital at risk

The assessment of the Bank’s capital at risk, or economic capital, is based on
the credit risk assessments of various borrowers. These two activities are
therefore interlinked. The different models used to assess the credit risk of a
given portfolio type also enable the Bank to determine the default correlation
among borrowers. This information is a critical component in the evaluation
of potential losses for all portfolios carrying a credit risk. Potential losses,
whether expected ornot, are based on past loss experience, portfolio monitoring,
market data and statistical modelling. The significant risk factors are:

- probability of default

-~ balance outstanding at the time of default

- expected loss in the event of default

- correlation between transactions

—~  term of credit commitments

- impact of economic and sector-based cycles on asset quality

Expected and unexpected losses are factors in the assessment of capital
at risk for each sector of activity. The Bank also carries out stress tests to
evaluate its sensitivity to crisis situations in certain sectors of activity and
key portfolios (e.g., forestry products, manufacturing, etc.). A global stress
test methodology will cover most commercial and government credit portfolios
as well as consumer credit portfolios to provide the Bank with an overview
of the situation. By simulating very specific extreme scenarios, these tests
enable the Bank to measure the level of regulatory capital necessary to absorb
potential losses and determine how solvent it would be if the scenarios were
to play out.

Credit granting process
Credit granting decisions are based first and foremost on the results of the
risk assessment. In addition to the client’s solvency, credit granting decisions
are also influenced by factors such as available collateral, transaction
compliance with policies, standards and procedures, and the Bank’s overall
risk-adjusted return objective. Each credit granting decision is made by
authorities within the risk management teams and management who are
independent of the business units and are at a reporting level commensurate
with the size of the proposed credit transaction and the associated risk.
Decision-making authority is determined in compliance with the
delegation of authority set out in the Credit Risk Management Policy. A person
in a senior position in the organization approves credit facilities that are
substantial or carry a higher risk for the Bank. The Bank’s Global Risk Committee
approves and monitors all substantial credit facilities. Credit applications
that exceed management’s latitudes are submitted to the Board forapproval.
The credit granting process demands a high level of accountability from
managers, who must proactively manage the credit portfolio.

Risk mitigation

The Bank also controls credit risk with various risk mitigation techniques. in
addition to the usual technique of requiring collateral on the credit it grants,
the Bank also uses synthetic protection mechanisms such as credit derivative
financial instruments and securitization, syndication and loan assignments
as well as an orderly reduction in the amount of credit granted, if required.

The most common method used to mitigate credit risk is to obtain quality
collateral from counterparties in guarantee of the Bank’s commitments. in
the Bank’s opinion, obtaining collateral cannot replace a rigorous assessment
of a counterparty’s ability and willingness to meet its obligations, but, beyond
a certain risk threshold, it is an essential complement. Collateral is not required
in all credit commitments; it depends upon the level of risk presented by the
borrower and the type of credit granted. However, if the level of risk to the
Bank is considered high, the counterparty will likely be asked to pledge
collateral. The legal validity of any collateral obtained and the Bank’s ability
to correctly measure the collateral’s value on a regular basis are critical for
this mechanism to play its proper role in risk mitigation. The Bank has
established specific requirements in its internal policies with respect to the
appropriate legal documentation and assessment for the kinds of collateral
that business units may require in guarantee of the credits they grant to their
counterparties. The categories of eligible collateral and the lending value of
these assets have also been defined by the Bank. For the most part, they
include the following asset categories:

- accounts receivable

- inventory

- machinery and equipment and rolling stock

- real estate mortgages on residential, commercial and office buildings
and on industrial facilities

-~ cash and marketable securities

Portfolio diversification and management

The Bank is exposed to credit risk not only under its commitments to a
particular borrower, but also through the sectoral distribution (activity sector)
of its commitments and the exposure of its various credit portfolios to
geographical, concentration and settlement risks.

The Bank’s approach to controlling these diverse risks begins with
optimizing diversification of its commitments. The management criteria set
out in its internal policies and procedures include measures designed to
maintain a healthy degree of diversification of credit risk in its portfolios.
These instructions are mainly reflected in the application of various limits on
the scope of its commitments: credit approval limits and country limits by
hierarchal level; limits on counterparty credit concentration; and credit
concentration limits by industry, country, region and type of financial instrument.
Compliance with these limits is monitored through periodic reports submitted
by Risk Management officers to the Board.

The criteria established for portfolio diversification and the specific
limits set for economic, industrial or geographical sectors are based on the
findings of sector-hased studies and analyses conducted by economists and
the Bank’s Risk Management Group, and are approved by the Global Risk
Committee. Continuous analyses are performed in order to identify problems
with a sector or borrower before they materialize as defaulted payments.

Financial market instruments

. The mitigation techniques for the credit risk on commitments related to

transactions involving financial instruments are somewhat different from
those used for loans and advances. The mechanisms used depend on the
nature of the instrument or the type of contract traded.
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Obligations related to the trading of contracts on derivative financial
instruments are frequently subject to credit risk mitigation measures. The
first of these, and the most widely used, is the signing of International Swaps
& Derivatives Association, Inc. (ISDA) Master Agreements with the appropriate
counterparties. These agreements make it possible to apply full netting of
the gross amounts of the market price assessments, when one of the contracting
parties defaults on the agreement, for each of the transactions covered by
the agreement and in force at the time of default. The amount of the final
settlement is therefore the net balance of gains and losses on each transaction,
which increases the likelihood of recovery when a counterparty defaults. The
Bank’s policies require signing an ISDA agreement with each counterparty
trading derivative financial instruments with its traders. Under certain
conditions, foreign exchange contracts are exempt from this rule, but the
Bank prefers signing ISDA agreements as often as possible.

Another mechanism for reducing credit risk complements the 1ISDA
Master Agreement in many cases and provides the Bank and its counterparty
(or both parties, if need be) with the right to request collaterat from the
counterparty when the net balance of gains and losses on each transaction
exceeds a threshold defined in the agreement. These agreements, known as
Credit Support Annexes (CSAs), are very popular with financial institutions
active in international financial markets since they make it possible to limit
credit risk while providing traders with additional flexibility to continue trading
with the counterparty. The Bank has greatly increased its use of this type of
legal agreement over the last few years. The Bank’s internal policies establish
the conditions governing the implementation of such agreements. With
financial institutions and large corporations, the use of such agreements is
optional but recommended in most cases. With smaller counterparties, signing
a CSA or its equivalent is required when the Bank believes that the risk
associated with the quality of the counterparty’s credit or with the nature of
the transactions is high.

Requiring collateral as part of a securities lending transaction or reverse
repurchase agreement is not solely the result of a credit decision. In such
cases, itis amandatory market practice imposed by self-regulating organizations
such as the Investment Industry Regulatory Organization of Canada.

Other risk mitigation methods

Credit derivative financial instruments

To some extent, the Bank also reduces credit risk by using the protection
provided by derivative financial instruments such as credit default swaps.
When the Bank acquires credit protection, it pays interest on the swap to the
counterparty in exchange for the counterparty’s commitment to pay if a credit
eventoccurs. Since, like borrowers, providers of credit protection must receive
a default risk rating, the Bank’s internal policies set out all the criteria under
which a counterparty may be judged eligible to mitigate the Bank’s credit
risk.

Loan syndication
For loan syndication, the Bank has developed specific instructions on the
approptiate objectives, responsibilities and documentation requirements.
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Securitization

Securitization represents a means for transferring to a third party a portion
of the credit risk incurred on loans originally granted by the Bank. A more
detailed analysis of this activity is provided in the Off-Balance Sheet
Arrangements section on pages 44 to 46 of this Annual Report.

Account follow-up and recovery

Credit granted and borrowers are monitored on an ongoing basis and in a
manner commensurate with the related risk. Loan portfolio managers rely on
an array of methods to conduct a particularly rigorous follow-up on problem
loans. When credit commitments continue to deteriorate and there is an
increase in risk to the point where monitoring has to be increased, a group
specialized in managing problem accounts steps in to maximize collection
of the committed amounts and tailor strategies to these accounts.

Allloan portfolio managers are required to prepare and submit a detailed
monitoring report each month to track the status of at-risk obligors and the
corrective measures undertaken. The management of each credit department
concerned performs follow-ups on the reports, and each quarter the credit
monitoring committee meets to review the action plans and monitoring reports
of obligors that have commitments of $2 million or more. The authority to
approve allowances for credit losses is granted using limits delegated on the
basis of hierarchical level under the credit risk management policy.

Detailed information concerning provisioning for credit losses, the
specific allowances for impaired loans and the general allowance for credit
risk are presented in Note 1 to the consolidated financial statements.

Counterparty risk

Counterparty risk is a credit risk that the Bank incurs on various types of
transactions involving financial instruments. The most significant risks are
those it faces when it trades with derivative financial instrument counterparties
on the over-the-counter market or when it purchases securities under reverse
repurchase agreements or sells securities under repurchase agreements.
Securities lending transactions and securities brokerage activities are also
a source of counterparty risk. Note 29 to the consolidated financial statements
provides a complete description of this risk for financial instruments by type
of product traded. The Risk Management Group has developed a methodology
and models by category of financial instrument so that it can use its own
factors to estimate this risk for the purposes of calculating economic capital
and establishing internal limits for the Financial Markets segment.

The Bank’s credit policies and holdback reserves for trading portfolios
set out the rules to follow when establishing holdback reserves for the credit
risk associated with trading activities and for obtaining the collateral required
to minimize this risk. These policies cover methodological considerations as
well as the guidelines and processes to be applied. The mechanism used to
monitor collateral is presented in the section on risk mitigation.
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Settlement risk

Settlement risk occurs in any transaction that features simultaneous payment
or settlement reciprocity between the Bank and a counterparty. Foreign
exchange contracts represent an example of transactions that can generate
significant levels of settlement risk. However the imptementation of multilateral
settlement systems that allows settlement netting amang participating
institutions (e.g., CLS Settlement) has contributed greatly to reducing the
risks associated with the settiement of foreign exchange transactions among
large banks.

There are several othertypes of transactions that may generate settlement
risk, in particuiar the use of electronic fund transfer services. This risk is
associated with the possibility that the Bank may make a payment or settlement
on a transaction without receiving the amount required from the counterparty,
leaving the Bank with no opportunity to recover the funds delivered.

The ultimate means for completely eliminating such a risk is for the Bank
to complete no payments or setttements before receiving the funds due from
the counterparty. Such an approach cannot, however, be used systematically.
For several electronic payment services, the Bank is able to implement
mechanisms that allow it to make its transfers revocable, or to debit the
counterparty in the amount of the settiements before it makes its own transfer.
On the other hand, the nature of transactions in financial instruments makes
it impossible for such practices to be widely used. For example, on foreign
exchange transactions involving a currency other than the U.S. dollar, time
zone differentials impose strict payment schedules on the parties. The Bank
cannot unduly postpone a settlement without facing large penalties, due to
the significance of the amounts involved. The most effective way for the Bank
to control settlement risks, both for financial market transactions and
irrevocable transfers, is to impose internal risk limits based on the counterparty’s
ability to pay.

Market risk management

Market risk is intrinsically interlinked with participation in financial market
activities. Managing this risk is a core competency for the Bank in its trading,
investing and asset/liability management activities.

The relative importance of this risk is illustrated by the fact that it accounts
for roughly 20% of the Bank’s total economic capital, as shown in the table
on page 21.

Assessing market risk

One of the main tools used to manage market risk is the Value-at-Risk (VaR)
simulation model. VaR is the maximum value of patential daily losses, in the
portfolios held, measured at a 99% confidence level, which means that actual
losses are likely to exceed the value only one day out of 100. VaR is calculated
on an ongoing basis for both major classes of financial instruments (including
derivative financial instruments) and all portfolios of the Financial Markets
segment of the Bank. By calculating this value, the Bank seeks to ensure that
trading and investment decisions do not entail risks in excess of preset limits.
The VaR calculation modet is based on two years of historical data.

Outstanding VaR is monitored daily in relation to established limits for
each product, each portfolio and each business unit as well as by type of
activity, i.e., trading, investing and asset/liability management. Investment
activities, i.e., available-for-sale securities, are governed by an investment
guideline in addition to the Market Risk Management Policy. in addition, a
Board-approved VaR limit is set for asset and liability matching, alsc known
as structural interest rate risk management. Moreover, the Bank has an overail
limit covering all financial market operations. The Bank also carries out
backtesting in order to verify the capacity of the Bank’s VaR model to estimate
the maximum risk of market losses and thus validate, retroactively, the guality
of the results obtained using the model. Other limits are used in tandem with
VaR to control the associated residual risks, in particular, concentration,
volatility and liquidity risk.

Stress tests and sensitivity analyses

The VaR model simulates losses in market situations similar to thase revealed
by historical data, i.e., market conditions that are supposedly normal. The
Bank also simulates the impact of abnormal situations, i.e., rare extreme
events (such as a stock market crash), on the various portfolios of the financial
Markets segment. It does this by carrying out daily stress tests as well as
sensitivity analyses for all risk categories: interest rate risk, equity and
commodity price risk, foreign exchange risk and market volatility rick.

This battery of stress tests and sensitivity analyses simulate the results
that the portfolios of the Financial Markets segment would generate if the
extreme scenarios in question were to occur. Stress tests and sensitivity
analyses are subject to maximum potential loss limits, which are approved
by the Board. These tests and analyses are jointly established by the Risk
Management Group and the management of the business units. They are
regularly reviewed in light of changes in market conditions, new products
and trading strategies.

Trading activities
The Bank holds trading portfolios for market making, trading on its own behalf,
liquidity for its institutional clients and the sale of financial products.

The Bank assesses the specific risk of the shares held in its trading
portfolios using an internal model. This risk represents a particular variant
of market risk associated with unfavourable changes in market prices due to
factors associated with the issuer of a security, and it applies as much to debt
securities as to share prices. The Bank is currently developing an internal
model that will estimate specific interest rate risk. Using internal models to
estimate such risk separately from overall market risk will become a 1egulatory
requirement.
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The following table shows daily trading revenues and VaR. The table showing the VaR distribution of trading portfolios by risk category as well as the risk
diversification effect is presented in Note 5 to the consolidated financial statements in the Market Risk Management section of this Annual Report. As shown
in the table, the global VaR of trading activities is usually lower than the VaR of the individual portfolios, which explains the risk diversification effect.

Daily trading revenues were positive more than 89% of the days in the year ended October 31, 2009. Net daily trading losses in excess of $1 million were

recorded on only 17 days. None of these losses exceeded the VaR limit.

Daily trading revenues®

(millions of dollars)

W Trading revenues N V3R (CAN)

20

(10)

Nov-08
Dec-08
Jan-09
Feb-09 1
Mar-09 -
April-09

(1) Excluding the impact of economic hedge transactions undertaken to protect the ABCP portfolio.

Structural interest rate risk

As part of its non-trading activities, such as granting mortgage loans and
accepting term deposits, the Bank is exposed to structural interest rate risk.
Interest rate movements cause changes in interest income and interest
expense and, although these changes move in the same direction, their
relative magnitude will have a favourable aor unfavourable impact on net
interest income and the economic value (present value of estimated cash
flows) of shareholders’ equity. The extent of that impact depends on several
factors, including asset and liability matching and the interest rate curve.
Assets and liabilities are managed to optimize the impact of interest rate
movements in view of anticipated rate changes.

Regular simulations are performed to assess the impact of various
scenarios on annual netinterestincome and the economic value of shareholders’
equity and to guide the management of structural interest rate risk.

Interest risk management is managed under a specific policy, the revision
and application of which are overseen by various management committees,
among others. The policy sets risk limits based on the impact of a change in
interest rates on the following parameters: annual net interest income and
economic value. In addition, the duration of shareholders’ equity must be
maintained within certain limits.

The table presented in Note 5 to the consolidated financial statements
in the Market Risk Management section of this Annual Report provides the
potential before-tax impact of an immediate and sustained 100-basis-point
increase or decrease in interest rates on net interest income and on the
economic value of shareholders’ equity of the Bank’s non-trading portfolios,
assuming no further hedging is undertaken.
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Structural foreign exchange risk .

The Bank’s structural foreign exchange risk arises from investments in self-
sustaining foreign operations denominated in currencies other than the
Canadian dollar. This risk is measured by assessing the impact of currency
fluctuations. The Bank uses derivative and non-derivative financial instruments
to hedge structural foreign exchange risk. In a hedge of a net investment in
a self-sustaining foreign operation, the financial instruments used will offset
foreign exchange gains and losses on the investments. Management of this
risk is governed by a specific policy that is nevertheless subordinate to the
market risk management policy.

Available-for-sale securities portfolios

The Bank has created available-for-sale securities portfolios made up of liquid
or non-liquid securities for strategic, long-term investment and liquidity
purposes. These investments carry not only market risk, but also credit risk,
liquidity risk, concentration risk and reputational risk as well as risk of non-
compliance with laws and regulations in effect.

The Investment Guidelines set out the guiding principles and general
management standards followed by all those who manage portfolios of
available-for-sale securities included in the portfolios of the Bank and its
subsidiaries. Under these guidelines, business units that are active in managing
this type of portfolio adopt internalinvestment policies that set, among other
things, targets and limits for the allocation of assets in the portfolios concerned
and internal approval mechanisms. The primary objective is to reduce
concentration risk by industry, issuer, country, type of financial instrument
and credit quality. Lastly, a limitis set on the amount of non-liquid securities
in the available-for-sale portfolios in proportion to the Bank’s equity.
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Available-for-sale securities — debt securities
In keeping with the Bank’s capital requirement commitments, the Standardized
Approach, as defined in the Capital Adequacy Requirements of the Basel li
Accord, was adopted on November 1, 2007 for all the Bank’s available-for-
sale debt securities portfolios (the Requirements use the term “banking book”)
and this approach was applied during the year ended Octaber 31, 2009.
Effective the first quarter of 2010, the Bank will apply the Advanced
Internal Rating-Based Approach (the Advanced IRB Approach) for credit risk.
Under the Basel Il Accord, the Bank must demonstrate to the Superintendent
thatit has met Advanced IRB Approach requirements and that its presentation
of capitalis accurate and of high quality. In 2009, the Superintendent carried
out comprehensive reviews for the purpose of approving the use of the
Advanced IRB Approach. The Bank expects to receive official approval by
December 31, 2009.

Available-for-sale securities — equity securities

Unlike available-for-sale debt securities, assets in the form of equity securities,
which comprise common shares, perpetual or convertible preferred shares,
mezzanine debt with warrants and mutual funds, will continue to be excluded
from the credit risk quantification process implemented by the Bank. Under
the current approach (Standardized) for capital requirement purposes, the
Bank applies a weighting factor of 100% to the equity securities of the
available-for-sale securities portfolios. Subject to Superintendent approval,
the Bank will apply a special method related to the Advanced IRB Approach
for Capital Adequacy Requirements, namely the simple risk weight method
under the “market-based” approach, as the term is used in the Basel il Accord,
to these portfolios effective November 1, 2009.

Accordingly, the Bank’s Capital Management department has examined
the impact of the transition to the Advanced IRB Approach of the Basel Il
Accord. The new rules require proactive management of the capital allocated
to these portfolios since the cost of capital becomes prohibitive beyond a
certain threshold.

The Investment Guidelines require that the Bank’s investments in equity
securities in available-for-sale securities portfolios that meet certain materiality
criteria be approved by an additional authority to the one within the business
unit in question. In this way, the Bank ensures that any investment decision
under which it acquires a significant interest in the equity of a company or
assumes a high monetary risk are known and approved by the Bank’s senior
management. Moreover, given the impact of investments in available-for-sale
equity securities on capital requirements, all decisions involving significant
investments in shares are subject to an assessment of the regulatory cost of
capital before being formally accepted.

Liquidity risk management

Liquidity risk arises when sources of funds become insufficient to meet
scheduled payments under the Bank’s commitments. Liquidity risk stems
from mismatched cash flows related to assets and liabilities as well as the
characteristics of certain products, such as credit commitments and non-fixed
term deposits.

The Bank’s primary objective as a financial institution is to manage
liquidity so as to ensure timely access to the market in order to support the
Bank’s business strategy and enable it to honour its commitments when they
come due, even in extreme conditions. This is done primarily by implementing
a policy framework, approved by the Board of Directors, which establishes a
risk tolerance threshold, monitoring structures controlled by the various
committees, risk indicators, reparting procedures, delegation of responsibilities
and segregation of duties.

Roles and responsibilities
Corporate Treasury manages liquidity and funding needs Bank-wide. These
activities comprise:

- ensuring day-to-day cash flow and collateral management and short-term
funding

- ensuring long-term funding as well as management of the Bank’s capital
in conjunction with the Finance team

- developing and implementing the policy

~  monitoring, measuring and reporting on the Bank’s exposure to liquidity
risk

- establishing an adequate risk assessment process and sound
controls

The Liquidity and Funding Committee, composed of Corporate Treasury
and Risk Management Group representatives, reviews and assesses the
Bank’s liquidity position. The Asset/Liability Management Committee, which
reports to the Global Risk Committee, oversees the Bank’s liquidity and
funding framework and approves the strategy.

Liquidity management

The Bank manages liquidity risk on a consolidated basis by placing limits on
the various liquidity risk indicators. The funds transfer pricing system of the
Bank prices liquidity by aliocating the cost to the various operating segments
or by compensating them, as applicable. Liquidity costs are allocated to
liquidity-intensive activities, mainly illiquid long-term loans, commitments
to extend credit or illiquid securities as well as strategic investments. The
liquidity compensation is credited to their suppliers of funds, primarily funding
in the form of core deposits and securities eligible as collateral by central
banks.

Short-term day-to-day funding decisions are based on a daily cumulative
net cash position, which is controlled by means of limits set on liquidity ratios.
In addition, the Bank closely monitors the nominal value of new funds obtained
on the institutional market with terms of one to seven days.

Moreover, the Bank’s collateral pledging activities related to derivative
financial instrument transactions (exchange-traded and over-the-counter
contracts) are tracked on a daily basis in relation to the global limit set by the
Bank and are tested once a week using a series of simulations. In particular,
the Bank uses various scenarios to estimate the potential amounts of additional
coliateral that could be demanded from it in the event its credit rating
deteriorates. The Bank also regularly tracks unencumbered securities
outstanding in proportion to its total assets and in proportion to unsecured
institutional market funds due in less than one year.
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The Bank’s survival period, an indicator designed to measure the number
of days it would take to utilize the Bank’s liquid assets if the Bank were to
lose deposits prematurely or if funds from the institutional market were not
renewed at maturity, is measured weekly using six scenarios. A survival period
limit is established based on four of these scenarias. As at October 31, 2009,
the Bank’s consolidated surplus liquid asset position up to 90 days, measured
in the course of normal operations, totalled $15.5 billion compared to $11.6
billion as at October 31, 2008. The surplus liguid asset position is total liquid
assets, less secured and unsecured disbursement requirements and contingent
liabilities.

Anotherindicator known as “net cash capital,” also calculated monthly,
measures the portion of term loans being used to finance the Bank’s illiquid
assets. Moreover, the Bank closely monitors its financial leverage to ensure
that its assets-to-capital multiple respects the level prescribed by the
Superintendent. Lastly, the Bank maintains an up-to-date liquidity contingency
plan describing the measures to be taken in the event of a critical liquidity
situation, This plan is reviewed and approved by senior management.

Funding

Core deposit liabilities are the Bank’s primary funding source. In this context,
diversification of funding by origination and term structure is an important
element of a liquidity management strategy. The Bank seeks to diversify its
funding sources by geographic location, currency, instrument, term and
depositor. The first table below shows the soundness of the funding structure.
In addition, the Bank is actively involved in securitization programs (e.g.,
residential mortgage loans and credit card receivables) that give it access to
long-term funding. The second table below shows the maturity profile of funds
purchased in the institutional market.

Diversified Funding Base
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Operational risk management

Operationalriskis presentin every activity of the Bank. Fraud and unauthorized
activities, system failures, human error, changes to or faiture to comply with
legal or regulatory requirements, litigation with clients and damage to physical
property are just a few of the events which, because they can result in financial
losses forthe Bank or adversely affect its reputation, are considered operational
risks.

Although operational risk cannot be eliminated entirely, it must be
managed in a thorough, transparent mannerto keep it at an acceptable level.
Each business unit has assigned specific risk management responsibilities
to employees of the unit to ensure proactive management of the unit’s
operational risks. In addition, the management committee of the business
unit monitors losses and operational risks, as well as events observed in
otherfinancial institutions. If necessary, action plans are drawn up to improve
the control environment.

The Operational and Reputational Risk Department develops operational
risk identification, measurement and monitoring standards and procedures
and assists the business units in implementing them. This team collects and
compiles data on the {evel of risk present in the business units and reports
on its work to the Operational Risk Management Committee.

Collection and analysis of data on operational losses at the bank

The Operational and Reputational Risk Department has a process for collecting
operational loss data across the Bank, including its subsidiaries. The
information captured, namely, the amount of each loss and a description of
the triggering events, is fed into a centralized loss event database, which is
used to better understand the root causes of operational tosses and develop
risk mitigation strategies.

Collection and analysis of data on operational events

observed in the industry

Collecting and analyzing information reported in the media on operational
events experienced by other financial institutions atlows the Bank to assess
the effectiveness of its own risk management practices and reinforce them,
if need be.

Operational risk self-assessment

This formal self-assessment process gives each business unit the means to
proactively identify key operating risks, evaluate the effectiveness of mitigating
controls, and develop action plans to maintain such risks at acceptable
levels.

& Long-term Debt

W Tier1
@& Tier 2
] - M Securitization
2016 2017 2018 After 2018



MANAGEMENT'S DISCUSSION AND ANALYSIS
RISK MANAGEMENT

Specialized risk assessment programs

Certain specialized groups have implemented programs with their own risk-
specific policies and procedures as well as oversight mechanisms to ensure
they are adhered to. Such specialized programs exist for managing:

- financial reporting risk

- technological risks and information security
-~ business continuity

—  outsourcing risk

- fraud

— information confidentiality

Insurance program

In order to protect itself against any material losses related to its exposure
to unforeseeable operational risks, the Bank also has adequate insurance,
the nature and amount of which meet its enterprise-wide coverage
requirements.

Regulatory capital
The Bank received regulatory approval allowing it to use, as of fiscal 2008,
the Standardized Approach to report regulatory capital for operational risk.

Regulatory risk management

The Bank operates in a highly regulated industry. The diversity of its activities
and its geographical reach in Canada and abroad add to this complexity,
since its operations are overseen by various regulatory bodies and self-
regulatory organizations.

The Bank ensures sound regulatory risk management by using a proactive
approach and emphasizing the integration of regulatory requirements in its
day-to-day operations, as well as ongoing communication to remind its
employees of the importance of complying with laws and regulations.

Regulatory risk management ensures that events stemming from regulatory
non-compliance that could have an impact on the activities and reputation
of the Bank and its subsidiaries are proactively identified and understood
and that mitigating strategies are implemented. It also allows the Bank to
obtain reasonable assurance that it is in compliance with legislation,
regulations, principles, standards, directives, guidelines, decisions,
recommendations, codes of practice and voluntary commitments relevant to
its operations.

The implementation of a regulatory risk management framework across
the organization is entrusted to the Corporate Compliance Department, which
is mandated to:

- make sure that policies and procedures that ensure compliance with
the regulations in effect in all territories where the Bank and its
subsidiaries operate, including regulations related to money laundering
and terrorist financing activities, are in place and operational

—-  develop compliance training and information programs for employees
of the Bank and its subsidiaries :

- exercise independent oversight of compliance by the Bank and its
subsidiaries with policies and procedures

- referrelevant matters with respect to compliance and money laundering
and terrorist financing to the Bank’s Board of Directors.

The Bank has high regulatory risk management standards in order to
merit the trust of its clients, its shareholders, the market and the general
public.

Reputational risk management

Reputationalrisk generally arises from a deficiency in managing anotherrisk.
The Bank’s reputation may, for example, be adversely affected by non-
compliance with laws and regulations or by process faitures. All risks must
therefore be managed effectively in order to protect the Bank’s reputation.
The Bank seeks to ensure that its employees are constantly aware of
the potential repercussions of their actions an the Bank’s reputation and

- image. in addition to the previously discussed operational risk management

initiatives, a variety of mechanisms are in place to support sound reputational
risk management, including codes of professional conduct applicable to all
employees, policies regarding ethics and corporate governance and appropriate
training programs. The Bank also has a policy, approved by the Board of
Directors, that covers reputational risk stemming from structured transactions
and products. This policy sets forth practices for managing reputational risk
and describes the approvals required by the various committees that assess
risk whenever new products are introduced within the business units.
Specifically, the policy requires that new products, operations or initiatives
for which the reputational risk is determined to be high be submitted to the
Global Risk Committee for approval.

The activities of the Corporate Compliance Department, Legal Affairs
Department, Corporate Secretary’s Office, Public Relations Department and

‘Investor Relations Department complete the reputational risk management

framework.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

ADDITIONAL FINANCIAL INFORMATION

QUARTERLY RESULTS

(millions of dollars, except per share amounts)

2009
B Total Q4 Q3 Q2 Q1
Income statement
Net interest income 1,966 465 454 560 487
Other income 2,165 627 678 471 389
Total revenues 4,131 1,092 1,132 1,031 876 B
Provision for credit losses 305 - 54 46 41 164
Operating expenses 2,662 700 663 654 645
Income taxes (recovery) 252 69 110 80 )]
Non-controlling interest 58 28 10 15 5
Net income (loss) 854 241 303 241 69
Earnings (loss) per common share
Basic : $ 49 S$ 140 S 179 S 141 S 036
__Dituted 4,94 1.39 1.78 1.41 0.36
Dividends (per share) .
Common $ 248 $ 0.62 $ 0.62 $ 0.62 S 0.62
Preferred
Series 15 1.4625 0.3656 0.3656 0.3657 0.3656
Series 16 1.2125 0.3031 0.3031 0.3032 0.3031
Series 20 1.5000 0.3750 0.3750 0.3750 0.3750
Series 21 1.3438 0.3360 0.3360 0.3359 0.3359
Series 24 1.3765 0.4125 0.4125 0.4125 0.1390
Series 26 1.3042 0.4125 0.4125 0.4792 -
Return on common shareholders’ equity 15.6 % 16.7% 22.1% 18.5% 4.6%
Total assets 132,138 134,589 137,935 136,989
Long-term financial liabilities® 2,017 2,023 2,095 2,348
Net impaired loans 223 216 175 178
Number of common shares outstanding (thousands)
Average — Basic 160,263 161,034 160,322 159,927 159,758
Average - Diluted 160,901 162,276 161,236 160,114 159,901
End of period 161,201 160,604 159,883 159,679
Per common share :
Book value $ 3343 S 3251 S 31.88 S 30.54
Stock trading range
High 62.08 62.08 58.11 46.43 45.95
Low 25.62 56.00 43.36 30.71 25.62
Number of employees 17,747 17,772 17,343 17,199

Number of branches in Canada 445 446 446 448

(1) Subordinated debentures.
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2008 2007

Total Q4 Q3 Q2 Q1 Total Q4 Q3 Q2 Q1
1,852 619 446 361 426 1,116 294 304 245 273
1,785 146 611 526 502 ) 2,301 105 704 776 716
3,637 765 1,057 887 928 3,417 399 1,008 1,021 989
144 49 30 34 31 103 29 22 23 29
2,695 770 659 634 632 2,626 637 673 660 656
167 (23) 95 28 67 79 (123) 71 75 56
(145) (101) (13) 26 (57) 68 31 1) 30 8
776 70 286 165 255 541 (175) 243 233 240

$ 4.69 $ 037 $ 173 $ 1.01 $ 1.58 $ 3.25 $ Q14 $ 149 $ 1.42 $ 1.45
4.67 0.37 1.73 1.00 1.58 3.22 (1.14) 1.48 1.40 1.43

$ 2.48 $ 0.62 $ 0.62 $ 0.62 $ 0.62 $ 228 $ 0.60 $ 0.60 $ 054 $ 054
1.4625 0.3657 0.3656 0.3656 0.3656 1.4625 0.3657 0.3656 0.3656 0.3656
1.2125 0.3032 0.3031 0.3031 0.3031 1.2125 0.3032 0.3031 0.3031 0.3031
0.8692 0.3750 0.4942 - - - - - - -
0.5596 0.5596 - - - - - - - -
16.4% 5.0% 23.7% 14.3% 22.9% 11.5% (16.0)% 20.6% 20.3% 20.7%
129,332 121,931 123,608 120,124 113,085 123,353 135,172 121,402

2,255 2,182 1,683 1,656 1,605 1,882 1,935 1,942

169 142 134 140 129 110 110 112

158,663 159,382 158,890 158,373 158,001 159,811 157,790 159,209 160,588 161,681
159,255 159,818 159,473 158,991 158,731 161,190 157,790 160,567 162,032 164,398
159,447 159,115 158,364 158,141 157,806 157,858 159,418 161,367

$ 29.70 $ 29.44 $ 28.76 $ 28.13 $ 26.85 $ 28.70 $ 28.92 $ 28.34

54.63 53.66 54.63 53.73 54.25 66.59 60.28 66.14 65.87 66.59
42.25 42.25 45.75 44.39 45.15 50.50 50.50 60.61 61.96 61.36
17,146 17,232 17,093 16,856 16,863 17,169 16,852 16,908

446 445 446 446 447 448 450 450
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MANAGEMENT'S DISCUSSION AND ANALYSIS
ADDITIONAL FINANCIAL INFORMATION

TABLE 1 —~ OVERVIEW OF RESULTS

Year ended October 31
(taxable equivalent basis(®)
(millions of dollars)

2009 2008 2007 2006 2005
Net interest income 2,095 1,978 1,244 1,406 1,531
Otherincome 2,184 | 1,867 2,378 2,569 2,286
Total revenues 4,279 3,845 3,622 3,975 3,817
Operating expenses 2,662 2,695 2,626 2,538 2,463
Contribution 1,617 1,150 996 1,437 1,354
Provision for credit losses 305 144 103 77 33
Income before income taxes and non-controlling interest 1,312 1,006 893 1,360 1,321
Income taxes 400 375 284 457 441
Non-controlling interest 58 (145) 68 32 25
Net income 854 776 541 871 855
Average assets 140,978 128,319 125,964 106,192 90,794
(1) See financial Reporting Method on pages 12 and 13.
TABLE 2 — CHANGES IN NET INTEREST INCOME
Year ended October 31
{taxable equivalent basis®)
(millions of doilars)

2009 2008 2007 2006 2005

Personal and Commercial
Net interest income 1,414 1,390 1,369 1,330 1,275
Average assets 56,269 52,306 48,874 46,182 42,979
Net interest income as a percentage of average assets 2.51% 2.66% 2.80% 2.88% 2.97%
Wealth Management
Net interest income 124 137 117 120 103
Average assets 674 693 662 669 678
Financial Markets
Net interest income 790 708 (26) 172 332
Average assets 97,805 87,196 88,854 69,255 52,943
QOther
Net interest income (233) (a57) (216) (216) 179
Average assets (13,770) (11,876) (12,426) (9,914) (5.806)
Total
Net interest income 2,095 1,978 1,244 1,406 1,531
Average assets 140,978 128,319 125,964 106,192 90,794

(1) See Financial Reporting Method on pages 12 and 13.
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MANAGEMENT'S DISCUSSION AND ANALYSIS
ADDITIONAL FINANCIAL INFORMATION

TABLE 3 - OTHER INCOME

Year ended October 31
(taxable equivalent basis®)
(millions of dollars)

2009 2008 2007 2006 2005
Underwriting and advisory fees 329 312 381 373 428
Securities brokerage commissions 220 240 267 256 254
Deposit and payment service charges 230 228 229 223 218
Trading revenues (losses) 31 247) 586 375 251
Gains (losses) on available-for-sale securities
(before 2007: Investment account), net 97 88) {407) 180 92
Card service revenues 37 42 34 34 43
Lending fees 140 106 121 130 136
Insurance revenues 117 119 115 113 101
Revenues from acceptances, letters of credit and guarantee 119 77 68 68 61
Securitization revenues 351 226 179 175 194
Foreign exchange revenues 110 121 103 98 76
Trust services and mutual funds 327 354 367 317 274
Other 270 377 335 227 158
2,184 1,867 2,378 2,569 2,286
Domestic 2,102 1,963 2,060 2,336 2,069
(nternational
United States 5 240 103 96 57
Other 77 (336) 215 137 - 160
Other income as a percentage of total revenues on a taxable equivalent
basis® 51.0% 48.6 % 65.7 % 64.6 % 59.9%
Other income as a percentage of total revenues on a taxable equivalent
basis and excluding specified items™ 53.9% 48.4% 70.0% 64.2% 59.9 %
(1) See Financial Reporting Method on pages 12 and 13.
TABLE & - TRADING ACTIVITY REVENYESY
Year ended October 31 )
(taxable equivalent basis®?)
(millions of doltars)
2009 2008 2007 2006 2005
Financlal markets
Equities 206 148 299 266 243
Fixed income 387 21 88 51 71
Commodities and foreign exchange 91 114 @ 25 28
684 353 380 342 342
Other segments B8 35 14 12 16
Total 692 388 394 354 358

(1) Including net interest income and other income, adjusted for non-controlling interest.
(2)  See financial Reporting Method on pages 12 and 13.
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ADDITIONAL FINANCIAL INFORMATION

TABLE 5 — PROVISION FOR CREDIT LOSSES

Year ended October 31
(millions of dollars)

2009 2008 2007 2006 2005

Provision for credit losses

Personal 96 75 62 53 46

Commercial 53 59 43 22 20

Corporate 26 2 - 4 8

Real estate - - 1 2) 1

Other 4 (19) 3) - -

ABCP-secured loan - 4 - - -

Total 179 121 103 77 75
General allowance for credit risk 126 23 - - 42)
Total provision for credit losses 305 144 103 77 33
Average loans and acceptances 56,236 53,053 50,408 49,392 45,926
Specific provision for credit losses as a percentage

of average loans and acceptances® 0.32% 0.22% 0.20% 0.16% 0.16%
Provision for credit losses as a percentage of average loans

and acceptances 0.54% 0.27% 0.20% 0.16% 0.07%
Allowance for credit losses

Balance at beginning 471 430 428 455 580

Provision for credit losses 305 144 103 77 33

Write-offs (208) (2194) (154) (168) (215)

Recoveries® 74 91 53 64 57

Balance at end 642 471 430 428 455
Composition of allowances:

Portion related to securities 2 2 2 2 4

Specific allowances 184 138 120 118 143

General allowance® 456 331 308 308 308

(1) Excluding specificied items. See Financial Reporting Method on pages 12 and 13.

(2) Including exchange rate fluctuations.

(3) The general allowance for credit risk was established taking into account the Bank’s overall credit portfolio, including an amount for ABCP-secured loans and credit facilities.
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ADDITIONAL FINANCIAL INFORMATION

TABLE 6 - OPERATING EXPENSES

Year ended October 31
(mitlions of doltars)

2009 2008 2007 2006 2005
Salaries and staff benefits 1,538 1,454 1,498 1,479 1,451
Occupancy 155 138 127 124 121
Technology 319 351 378 358 356
Amortization — capital assets 37 39 42 40 39
Amortization - technology 71 94 36 29 24
Communications 76 78 73 74 81
Professional fees 180 214 180 133 124
Restructuring charges - 66 7 - -
Advertising and external relations 50 43 47 49 49
Stationery 24 24 30 26 25
Travel 15 19 22 21 21
Security and theft 18 15 18 14 20
Capital and payroll taxes 50 54 50 67 56
Other 129 106 118 124 96°
Total 2,662 2,695 2,626 2,538 2,463
Domestic 2,477 2,490 2,407 2,360 2,289
International
United States 122 131 126 92 105
Other 63 74 93 86 69
Operating expenses as a percentage of total revenues on a taxable
equivalent basis® 62.2% 70.1% 72.5% 63.9% 64.5%
Operating expenses as a percentage of total revenues on a taxable
equivalent basis and excluding specified items® 59.7% 64.7% 63.0% 64.2% 64.5%

(1) See Financial Reporting Method on pages 12 and 13,
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TABLE 7 — CHANGE IN AVERAGE VOLUMES

Year ended October 31
{millions of dollars)

2009 2008 2007 2006 2005
Average Average Average —' Average Average
volume Rate volume Rate volume Rate volume Rate volume Rate
S % $ % $ % $ % $ %

Assets
Deposits with financial institutions 2,069 0.58 7,361 2.81 9,881 4.28 9,348 3.36 8,646 2.24
Securities 53,888 2.24 | 46,017 2,61 46,513 3.27 34,401 3.16 26,354 2.95
Residential mortgage loans 15,314 4.23 | 15,990 5.15 16,109 517 16,067 489 16,371 4.61
Personal loans and credit card receivables 16,726 3.61°| 13,965 6.07 12,030 6.69 10,381 6.34 8,540 5.64
Business and government loans 29,523 2,50 | 29,021 4.37 27,254 4.95 26,739 4.37 24,801 3.53
Net impaired loans (116) (1.29) (164) 0.79) (171) (0.58) (181) 0.39) (207) 0.48)
Interest-bearing assets 117,404 2.74 (112,190 3.87 111,616 4.42 96,755 4.15 84,505 3.65
Other assets 23,574 - | 16,129 — 14,348 - 9,437 - 6,289 -
Total assets 140,978 2.28 (128,319 3.39 125,964 3.91 106,192 3.78 90,794 3.40
Liabilities and shareholders’ equity
Personal deposits 33,427 1.89 | 30,758 2.65 28,675 2,77 27,222 2.50 24,234 2.19
Deposit-taking institutions 8,380 0.71 8,162 3.07 10,559 4.48 9,916 3.44 6,549 2.74
Other deposits 35,846 1.11 | 34,378 201 32,309 422 26,972 3.40 26,198 2.36

77,653 1.40 | 73,298 240 71,543 3.68 64,110 3.01 56,981 2.33
Subordinated debentures 2,030 5.01 1,886 5.21 1,940 5.14 1,592 5.67 1,565 6.38
Obligations other than deposits 31,857 0.80 | 31,652 1.92 33,876 2.80 25,402 2.55 20,365 1.93
Interest-bearing liabilities 111,540 1.00 (106,836 2.22 107,359 3.43 91,104 2.85 78,911 1.97
Other liabilities 23,318 - | 16,362 - 13,675 - 10,451 - 7,412 -
Shareholders’ equity 6,120 - 5,121 - 4,930 - 4,637 - 4,471 -~
Liabilities and shareholders’ equity 140,978 0.79 |128,319 1.85 125,964 2.93 106,192 ‘245 90,794 1.71
Gross margin 1.49 1.54 0.98 1.33 1.69
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MANAGEMENT'S DISCUSSION AND ANALYSIS
ADDITIONAL FINANCIAL INFORMATION

TABLE 8 ~ DISTRIBUTION OF GROSS LOANS BY BORROWER CATEGORY

As at October 31
(millions of dollars)

2009 2008 20070 2006 2005

$ % $ % $ % $ % $ %

Residential mortgage 14,961 28.1 | 15,366 29.4 15,577 31.5 14,957 31.3 15,929 33.3
Personal@ 18,313 34.3 | 15,695 30.1 13,026 263 11,205 23.5 9,647 20.2
Non-residential mortgage 1,318 2,5 1,350 2.6 1,371 2.8 1,322 2.8 1,186 2.5
Agricultural, fishing and trapping 1,911 3.6 1,952 3.7 1,950 3.9 1,847 3.9 1,796 3.8
Financial institutions 3,022 5.7 3,428 6.6 4,012 8.1 5,056 10.6 3,353 7.0
Manufacturing . 2,153 4.0 2,219 4.3 2,280 4.6 2,047 4.3 2,249 4.7
Construction and real estate 1,686 3.2 1,264 2.4 1,295 2.6 1,226 2.6 1,277 2.7
Transportation and communications 834 1.6 890 1.7 536 11 475 1.0 442 0.9
Mines, quarries and energy 1,109 2.1 1,456 2.8 1,247 25 1,223 2.6 787 1.6
Forestry 75 0.1 115 0.2 143 0.3 166 0.3 174 0.4
Government 1,262 2.4 1,171 2.2 1,126 2.3 1,023 2.1 1,237 2.6
Wholesale 585 1.1 570 11 597 1.2 533 1.1 592 1.2
Retail 1,534 2.9 1,362 2.6 1,194 2.4 1,119 2.3 1,137 2.4
Services 1,991 3.7 3,019 5.8 2,677 5.4 3,678 7.7 6,372 13.3
Other 2,523 4.7 2,353 4.5 2,407 5.0 1,848 3.9 1,659 3.4

53,277 100.0 | 52,210 100.0 49,438 100.0 47,725 100.0 47,837 100.0

(1) The corresponding figures for 2007 and prior years are presented as at September 30.
(2) Including consumer loans, credit card receivables and other personat loans.

TABLE 9 — IMPAIRED LOANS

As at October 31
(millions of dollars)

2009 2008 2007 2006 2005
Net impaired loans
Personal® 56 47 39 31 25
Commercial 90 80 66 63 55
Corporate 72 32 19 20 27
Real estate 5 7 3 - 8
Other : - 3 2 2 2
Total impaired loans, net@ 223 169 129 116 117
Impaired loans, gross 407 ( 307 249 234 260
Specific allowance for credit losses 184 138 120 118 143
Impaired loans, net 223 169 129 116 117
Provisioning rate 45.2% 45.0% 48.2% 50.4% 55.0%
As a percentage of average loans and acceptances 0.4% 0.3% 0.3% 0.2% 0.3%
As a percentage of common shareholders’ equity 4.1% 3.6% 3.0% 2.6% 2.8%

(1) Including $32 million of net consumer loans in 2009 (2008: $23 million; 2007: $24 million; 2006: $20 million; 2005: $17 million).

(2) Whenever a payment is contractually 90 days past due, loans are classified as impaired unless they are fully secured and collection efforts are reasonably expected to result in repayment of the
debt within 180 days. Loans that are 180 days in arrears are impaired in all situations, except when they are guaranteed or insured by a Canadian government (federal or provincial) or a Canadian
government agency; such loans are impaired at 365 days in arrears. Credit card receivables are written off when payments are 180 days in arrears.
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TABLE 10 - DEPOSITS

As at October 31
(millions of dollars)

2009 2008 2007 2006 2005
s % $ D/D $ % $ % $ O/O
Personal 34,609 46.0 | 33,098 43,5 30,215 42.7 29,092 40.5 26,385 42.4
Commercial 18,388 24,5 | 16,273 21.4 16,263 23.0 18,069 25.1 17,018 27.4
Purchased funds 22,173 29.5 | 26,651 35.1 24,320 34.3 24,756 34.4 18,816 30.2
Total 75,170 100.0 | 76,022 100.0 70,798 100.0 71,917 100.0 62,219 100.0
Domestic 65,461 87.1 | 68,887 90.6 57,624 81.4 61,910 86.1 55,765 89.6
International
United States 7,114 9.5 2,858 3.8 7,338 10.4 1,851 2.6 ° 540 0.9
Other 2,595 3.4 4,277 5.6 5,836 8.2 8,156 11.3 5,914 9.5
Total 75,170 100.0 | 76,022 100.0 70,798 100.0 71,917 100.0 62,219 100.0
Personal deposits as a percentage of total assets 26.2 25.6 26.7 25.0 24.4
TABLE 11 - RISK-WEIGHTED ASSETS
As at October 31
(millions of dollars)
Balance sheet amount Risk-weighted balance Risk-weighted balance
Basel Il Basel | Basel Il Basel | Basel i Basel | Basel |
2009 2009 2009 2008 2008 2007 2006 2005
Balance sheet assets
Cash resources 2,228 386 386 589 575 488 2,077 1,306
Securities 48,636 1,413 2,672 2,957 2,957 3,050 2,083 2,269
Securitization 1,597 611 - - - - - -
Secured mortgage loans 20,794 4,326 6,015 4,307 7,653 6,205 5,647 5,121
Other loans 39,480 23,298 25,712 22,653 23,095 22,318 21,727 21,903
Other assets 19,403 7,438 7,395 5,978 5,987 5,371 5,549 5,650
132,138 37,472 42,180 36,484 40,267 37,432 37,083 36,249
General allowance for credit risk 456 456 331 331 308 308 308
Total balance sheet assets 132,138 37,928 42,636 36,815 40,598 37,740 37,391 36,557
Off-balance sheet assets
Letters of guarantee and
documentary letters of credit 1,476 1,476 1,674 1,674 1,107 1,096 1,033
Commitments to extend credit 4,989 6,621 4,074 5,126 5,174 5,085 4,731
Securitization 474 - - - - -~ -
Derivative financial instruments(®
Interest rate contracts 424 296 364 248 96 122 110
Foreign exchange contracts 444 253 755 433 428 234 220
Equities, commodities and credit
derivative contracts 2,854 1,535 1,827 1,046 1,223 499 418
Total off-balance sheet assets 10,661 10,181 8,694 8,527 8,028 7,036 6,512
Market risk items 3,894 3,459 6,623 5,765 3,568 2,871 3,168
Operational risk items 6,124 5,937 - - - -
58,069 54,890 49,336 47,298 46,237

58,607 56,276

(1) Since November 1, 2006, all derivative financial instruments have been recorded in the Consolidated Balance Sheet,
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TABLE 12 - SOURCES OF REGULATORY CAPITAL

As at October 31
(millions of doltars}

Basel Il Basel | Basel Il Basel | Basel | Basel | Basel |
2009 2009 | 2008 2008 2007 2006 2005
Regulatory capital at beginning 7,679 7,717 6,116 6,116 6,607 5,925 5,319
Internally generated capltal
Net income 854 854 776 776 541 871 855
Dividends on common and preferred shares (457) (457) (426) (426) (385) (341) (312
397 397 350 350 156 530 543
External financing
Eligible subordinated debentures® (255) (255) 512 512 (300) 347 194
Preferred shares 315 315 374 374 - - 25
Innovative instruments included in Tier 1 capital - - 450 450 (53) 208 (11)
Common shares 80 80 81 81 64 54 65
Repurchase of common shares - - - - (315) (310) (224)
Non-controlling interest in subsidiaries 1 1 - - 8 (123) 128
141 141 1,417 1,417 (596) 176 177
Other
Unrealized foreign exchange gains (losses), net (29) 29 127 127 (88) 66) (16)
Other? 211 307 (331) (293) 37 42 (98)
182 278 (204) (166) (51) 24) (114)
Regulatory capital generated (used) 720 816 1,563 1,601 (491) 682 606
. Regulatory capital at end ‘ 7,679 7,717 6,116 6,607 5,925

)} |nclud|ng |ssuam'°s of $500 million of subordinated debentures on November 2, 2006 and 2005,

(2) Representsthe changaa in the eligible amount of the general allowance, amounts of regulatory capital deducted for goodwill, the eligible deduction for intangible assets, mvestments in companies

subject to significant mﬂU\ =nce and amounts related to securitization transactions.

TABLE 13 - QAﬁTAL AE}EQEJAiY UNDER BASEL #}

As at October 31
{millions of dolars)

Risk-weighted assets

v 2009 2008
Approaches for credit risk
Retail residential mortgages 4,326 3,997
Other retail 7,853 6,915
Corporate 26,557 27,065
Bank 1,697 1,582
Tradmg pertfolio 3,635 2,826
Securitization 1,085 115
45,153 42,500
Equity securities 1,131 975
Other assets . 2,305 2,034
Total - Credit risk 48,589 45,509
Approaches for market risk
Standardized approach 2,977 5,084
Advanced measurement approach 917 1,539
Total — Market risk . 3,894 6,623
Approaches for operational risk 6,124 5,937
Total capital requirements for risk 58,607 58,069
Tier 1 capital ratio 10.7% 9.4%
Total capital ratio 14.3% 13.2%
L

National Bank of Canada / 2009 Annual Report



MANAGEMENT’S DISCUSSION AND ANALYSIS
ADDITIONAL FINANCIAL INFORMATION

TABL ATORY CAPITAL AND CAPITAL RATIOS
As at October 31
(millions of doltars)
(in accordance with BIS guidelines)
Basel Il Basel | Basel l Basel | Basel | Basel ! Basel |
2009 2009 2008 2008 2007 2006 2005
Tier 1 capital
Common shareholders’ equity 5,282 5,282 4,797 4,797 4,399 4,478 4,216
Unrealized foreign exchange gains and losses, net. '
of hedging activities and after taxes, included in

Accumulated other comprehensive income (100) (100) 71) 71) (180) 92) (2¢)
Accumulated net after-tax realized losses on
available-for-sale equity securities included in

Accumulated other comprehensive income (11) (11) 88) (88) - ) - -
Non-cumulative permanent preferred shares 1,089 1,089 774 774 400 400 400
Innovative instruments® 971 - 971 828 828 509 562 354
Non-controlling interest@ : 19 19 18 18 17 9 133

7,250 7,250 6,258 6,258 5,145 5,357 5,077
Less: goodwill (746) (746) 740) (740) (703) (683) 662)
Less: intarigible assets in excess of limit (35) (35) - - - - -
Less: gains on sales recorded upon securitizations 36) - (38) - - - -
Less: investment in companies subject to :

significant influence ' (118) - - - - - -

Less: deduction for securization (ABCP) (50) - - - - - -
6,265 6,469 5,480 5,518 4,642 4,674 ‘4,415
Tier 2 capital .
Subordinated debentures 1,897 1,897 2,153 2,153 1,641 1,949 1,602
Eligible general allowances for credit risk 456 456 331 331 308 308 308

Accumulated net after-tax unrealized gains on
available-for-sale equity securities included

in Accumulated other comprehensive income Co- - - - 80 - -
Excess Tier 1 qualifying innovative instruments® 4 4 147 147 - - -
2,357 2,357 2,631 2,631 2,029 2,257 1,910
Less: investments in companies subject
to significant influence and the capital
of insurance companies (173) (293) 432) 432 (353) (289) - (360)
Less: first-loss protection , - - - - @ (35 (40)
Less: deduction for securization (ABCP) (50) - - - - - -
. 2,134 . 2,064 2,199 2,199 1,674 - 1,933 - 1,510
Total capital 8,399 8,533 7,679 7,717 6,116 6,607 5,925
Regulatory capital ratios
Tier 1 capital ratio 10.7% 11.5% 9.4% 10.1% T 9.0% 9.9% 9.6%
Total capital ratio 14.3% 15.2% 13.2% 14.1% 12.4% 140% | 12.8%
Tangible common equity ratio 6.9% 7.2% 6.4% 6.8% 6.8% 7.3% 7.-6%
Assets-to-capital multiple® 15.4 1 16.7 18.6 18.7 17.8 20.0

(1) 400,000 NBC Cap$ Ii - Series 1 and 350,000 NBC Caps Il - Series 2 issued by NBC Asset Trust presented in Non-controlling interest and ihe 225,000 NBC Caps - Series | issued by NBC Capital Trust.
(2) Excluding 400,000 NBC CapS i! - Series 1 and 350,000 NBC Cap$ |l - Series 2 issued by NBC Asset Trust, mutual funds and other entiti2s consolidated pursuant to the application of AcG-15.
(3) The assets-to-capital multiple corresponds to total balance sheet assets and direct credit substitutes divided by total capital as defined by capital adequacy requirements.
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MANAGEMENT'S REPORT

The consolidated financial statements of National Bank of Canada (the Bank)-and the otherﬁnancial information presented in'the Annual Report were prepared
by Management, which is responsible for their integrity, including the material estimates and judgments incorporated therein. The consolidated financial
statements were prepared in accordance with Canadian generally accepted accounting prmaples - :

In dischargingits responsnbllitles and ensuring thatthe Bank’s assets are safeguarded, Management maintains the necessary accounting and-control systems
These controls include standards for hiring and training personnel, the deﬁnlng and evaluation of tasks and functuons operating policies and procedures and
budget controls.

The Board of Directors (the Board) is responsible for reviewing and approving the financial information contained in the Annual Report. Acting throtigh the
Audit and Risk Management Committee (the Committee), the Board also aversees the presentation of the consalidated financial statements and ensures that
accounting and control systems are maintained.

The Committee, composed of directors who are nelther officers nor employees of the Bank, is responSIble for evaluating mtemal controt procedures on an
ongoing basis and reviewing the consolidated financial statements and recommendmg them to the Board for approval The Comm|ttee oversees a team of
internal auditors, which reports to it on a regular basis.

The control systems are further supported by the Bank’s observance of the laws and regulations that apply toits operations. The Su'penntendent of Financial
Institutions regularly examines the affairs of the Bank to ensure that the provisions of the Bank Act (Canada) with respect to the protectmn of the Bank’s
depositors are being duly observed and that the Bank i is in a'sound ﬁnancnal condmon ,

The independent auditors, Samson Bélair/Deloitte & Touche s.e.n.c.r.l., whose report follows, were appointed by the shareholders on the recommendation
of the Board. They had full and unrestricted access to the Committee to discuss their audit and financial reporting matters.

Louis Vachon ' : Patricia Cisradeau-Groy .
President and Chief Executive Officer : Chief Financial Officer and-Executive Vice-President

Finance, Risk and Treasury

Montreal, Canada, December 2, 2009
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AUDITORS’ REPORT

To the Shareholders of National Bank of Canada

We have audited the Consolidated Balance Sheets of National Bank of Canada (the Bank) as at October 31, 2009 and 2008 and the Consolidated Statements
of Income, Comprehensive Income, Changes in Shareholders’ Equity and Cash Flows for the years then ended. These financial statements are the responsibility
of the Bank’s Management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards require that we plan and perform an audit to
obtain reasonable assurance whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates
made by Management, as well as evaluating the overall financial statement presentation.

In our opinion, these consolidated financial statements presevnt fairly, in all material respects, the financial position of the Bank as at October 31, 2009

and 2008 and the results of its operations and its cash flows for the years then ended in accordance with Canadian generally accepted accounting
principles.

- k . —
W m!/o%} (Befl Som.C 2 /

Samson Bélair/Deloitte & Touche s.e.n.c.r..®

Montreal, Canada, December 2, 2009

(1) Chartered accountant auditor permit No. 9335
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CONSOLIDATED FINANCIAL STATEMENTS

CONSOLIDATED BALANCE SHEETS

(millions of dollars)

As at October 31

2009

Notes 2008
ASSETS
Cash 296 254
Deposits with financial institutions 1,932 3,406
Securities 9 :
Available-for-sale 8 13,281 12,322
Held-for-trading 10 36,952 33,863
50,233 46,185
Securities purchased under reverse repurchase agreements 7,637 7,868
Loans 5and 11
Residential mortgage 14,961 " 15,366
Personal and credit card 18,313 15,695
Business and government 20,003 21,149
53,277 52,210
Allowance for credit losses (640) (469)
52,637 51,741
Other assets )
Customers’ liability under acceptances 5,733 4,274.
Fair value of derivative financial instruments 29 7,516 9,814
Premises and equipment 14 362 259
Goodwill 15 746 740
Intangible assets 15 397 384
Amounts due from clients, dealers and brokers 2,578 2,273
Other 16 2,071 2,134
19,403 19,878
132,138 129,332

LIABILITIES AND SHAREHOLDERS’ EQUITY

Deposits 5and 17
Personal 34,609 33,098
Business and government 36,698 36,872
Deposit-taking institutions 3,638 5,827
Deposit from NBC Capital Trust 225 225
75,170 76,022
Other liabilities
Acceptances 5,733 4,274
Obligations related to securities sold short 13,221 15,829
Securities sold under repurchase agreements 112,736 7,151
Fair value of derivative financial instruments 29 5,947 8,588
Amounts due to clients, dealers and brokers 3,017 2,389
Other 19 6,623 5,286
47,277 43,517
Subordinated debentures 20 2,017 2,255
Non-controlling interest 21 1,197 2,029
Shareholders’ equity
Preferred shares 22 1,089 774
Common shares 22 1,729 1,656
Contributed surplus 24 48 31
Retained earnings 3,515 3,110
Accumulated other comprehensive income (loss) 96 62)
‘ 6,477 5,509
129,332

Louis Vachon Paul Gobeil
President and Chief Executive Officer Director
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CONSOLIDATED FINANCIAL STATEMENTS

CONSOLIDATED STATEMENTS OF INCOME

(millions of dollars)

Year ended October 31 Notes 2009 2008
Interest income
Loans 2,029 2,974
Available-for-sale securities 399 213
Held-for-trading securities 756 ‘865
Deposits with financial institutions 12 207
3,196 4,259 -
Interest expense
Deposits 820 1,685
Subordinated debentures 102 98
Other 308 624
. 1,230 2,407
Net interest income 1,966 1,852
Other income
Underwriting and advisory fees 329 312
Securities brokerage commissions 220 240
Deposit and payment service charges 230 228
Trading revenues (losses) 7 12 (329)
Losses on available-for-sale securities, net i 97) (88)
Card service revenues 37 | 42
Lending fees 140 106
Insurance revenues 117 119
Revenues from acceptances, letters of credit and guarantee 119 77
Securitization revenues 11 351 226
Foreign exchange revenues 110 121
Trust services and mutual funds 327 354
Other 270 377
2,165 1,785
Total revenues 4,131 3,637
Provision for credit losses’ 5 305 144
3,826 3,493
Operating expenses
Salaries and staff benefits 1,538 1,454
Occupancy 192 177
Technology 390 445
Communications 76 78
Professional fees 180 214
Restructuring charges 25 - 66
Qther 286 261
2,662 2,695
Income before income taxes and non-controlling interest 1,164 798
Income taxes 26 252 167
912 631
Non-centrolling interest 21 58 (145)
Net income 854 776
Dividends on preferred shares 22 59 32
Net income available to common shareholders 795 744
Number of common shares outstanding (thousands) 27
Average - Basic 160,263 158,663
Average — Diluted 160,901 159,255
Earnings per common share (dollars) 27
Basic 4.96 4.69
Diluted 4.94 4.67
Dividends per common share (dollars) 22 2.48 2.48
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CONSOLIDATED FINANCIAL STATEMENTS

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(millions of dollars)

Year ended October 31 2009 2008
Net income 854 776
Other comprehensive income, net of income taxes
Net unrealized gains (losses) on translating financial statements
of self-sustaining foreign operations (185) 513
Impact of hedging net foreign currency translation gains or losses 156 (404)
Net change in unrealized foreign currency translation gains
and losses, net of hedging activities (29) 109
Net unrealized gains (losses) on available-for-sale securities 265 (156)
Reclassification to net income of (gains) losses on available-for-sale securities (94) (51)
Net change in unrealized gains and losses on available-for-sale securities,
net of fair value hedge transactions 171 (207)
Net gains (losses) on derivative financial instruments designated as cash flow hedges 62 206
Reclassification to net income of (gains) losses on derivative
financial instruments designated as cash flow hedges (46) 7)
Net change in gains and losses on derivative financial instruments
designated as cash flow hedges 16 199
Total other comprehensive income, net of income taxes 158 101
1,012 877

Total comprehensive income

INCOME TAXES — OTHER COMPREHENSIVE INCOME

The inconie tax charge or recovery for each component of other comprehensive income is presented in the following table:

2008

Year ended October 31 2009
Net unrealized gains (losses) on translating financial statements

of self-sustaining foreign operations 8) 15
Impact of hedging net foreign currency translation gains or losses 63 (155)
Net unrealized gains (losses) on available-for-sale securities 118 (70)
Reclassification to net income of (gains) losses on available-for-sale

securities (41) 23)
Net gains (losses) on derivative financial instruments designated

as cash flow hedges 22 94
Reclassification to net income of (gains) losses on derivative

financial instruments designated as cash flow hedges (21) )]
Total income taxes (recovery) (141)

80 National Bank of Canada / 2009 Annual Report




CONSOLIDATED FINANCIAL STATEMENTS

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS” EQUITY

(millions of dollars)

Year ended October 31 Notes 2009 2008
Preferred shares at beginning 774 400
Issuances of preferred shares, Series 20, 21, 24 and 26 22 315 374
Preferred shares at end 1,089 774
Common shares at beginning 1,656 1,575
Issuances of common shares

Dividend Reinvestment and Share Purchase Plan 29 17

Stock Option Plan 42 41

Acquisitions 223and 33 - 24

Other 2 (4h)]
Common shares at end 22 1,729 1,656
Contributed surplus at beginning 31 32
Stock option expense 24 13 11
Stock options exercised ) ©)
Other 10 ©
Contributed surplus at end 48 31
Retained earnings at beginning 3,110 2,793
Netincome 854 776
Dividends

Preferred shares 22 (59 (32)

Common shares . 22 (398) (394)
Share issuance and other expenses, net of income taxes 8 (33)
Retained earnings at end 3,515 3,110
Accumulated.other comprehensive loss at beginning, net of income taxes (62) (163)
Net change in unrealized foreign currency translation gains and losses, net of hedging activities (29) 109
Net change in unrealized gains and losses on available-for-sale securities,

net of fair value hedge transactions 171 207)
Net change in gains and losses on derivative financial instruments designated as cash flow hedges 16 199
Accumulated other comprehensive income (loss) at end, net of income taxes 96 (62)

Shareholders’ equity

RETAINED EARNINGS AND ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS), NET OF INCOME TAXES

As at October 31 2009 2008
Retained earnings 3,515 3,110
Accumulated other comprehensive income (loss), net of income taxes
Unrealized foreign currency translation gains and losses, net of hedging activities . (100) 71)
Unrealized gains and losses on available-for-sale securities,
net of fair value hedge transactions 32 (139)
Gains and losses on derivative financial instruments designated as cash flow hedges 164 148
96 62)
Total 3,611 3,048
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CONSOLIDATED FINANCIAL STATEMENTS

CONSOLIDATED STATEMENTS OF CASH FLOWS

(millions of dollars)

Year ended October 31 2009 2008
Cash flows from operating activities
Net income 854 776
Adjustments for:
Provision for credit losses 305 144
Amortization of premises and equipment and intangible assets 112 82
Write-off of intangible assets - 54
Future income taxes 70 (5)
Translation adjustment on foreign currency subordinated debentures (5) 11
Losses (gains) on sale of available-for-sale securities, net 60 (190)
Other-than-temporary impairment charges 37 220
Gains on asset securitizations and other transfers of receivables, net (302) (181)
Stock option expense 13 11
Change in interest payable (123) (439)
Change in interest and dividends receivable 52 (12)
Change in income taxes payable 246 70
Change in the fair value of derivative financial instruments, net (360) 249
Change in held-for-trading securities (3,089) (3,035)
Contributions in excess of the employee pension plans expense (192) -
Change in amounts due from clients, dealers and brokers (305) 2,040
Change in amounts due to clients, dealers and brokers 628 (1,952)
Change in other items 1,630 1,119
(369) (1,536)
Cash flows from financing activities
Change in deposits (852) 5,224
Issuance of NBC CapS il - 750
Issuance of subordinated debentures - 500
Issuances of common shares 73 81
Issuances of preferred shares 315 374
Redemption of NB Capital preferred shares - (312
Repurchase of subordinated debentures (250) -
Share issuance expenses (10) 19)
Dividends paid on common shares (373) (484)-
Dividends paid on preferred shares (56) (25)
Change in obligations related to securities sold short (2,608) (394)
Change in securities sold under repurchase agreements 5,585 5,081
Change in other items (256) 831
1,568 11,607
Cash flows from investing activities
Change in deposits with financial institutions pledged as collateral 136 138
Change in loans (excluding securitization) (5,302) (7,338)
Proceeds from securitization of new assets and other transfers of receivables 4,101 3,813
Maturity of securitized assets - (400)
Purchases of available-for-sale securities (42,067) (26,370)
Sales of available-for-sale securities 40,634 | 22,642
Change in securities purchased under reverse repurchase agreements © 231 (1,902)
Net change in premises and equipment and intangible assets (228) (184)
(2,495) (9,601)
Increase (decrease) in cash and cash equivalents (1,296) 470
Cash and cash equivalents at beginning 3,466 2,996
Cash and cash equivalents at end 2,170 3,466
Cash and cash equivalents
Cash 296 254
Deposits with financial institutions 1,932 3,406
Less: Amount pledged as collateral (58) (194)
2,170 3,466
Supplementary information
Interest paid 1,353 2,846
Income taxes paid 50 (24)
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CONSOLIDATED FINANCIAL STATEMENTS

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

(millions of dollars)

NOTE 1

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements of National Bank of Canada (the Bank) were prepared in accordance with section 308(4) of the Bank Act (Canada), which
states that, except for as otherwise specified by the Superintendent of Financial Institutions (Canada) (the Superintendent), the consolidated financial
statements are to be prepared in accordance with Canadian generally accepted accounting principles (GAAP).

Use of estimates and assumptions ‘

The preparation of consolidated financial statements in conformity with Canadian GAAP requires Management to make estimates and assumptions that affect
the carrying value of assets and liabilities.on the balance sheet date, income and other related information. The most significant items for which Management
has prepared estimates and assumptions are the allowance for credit losses, the fair value of financial instruments, the other-than-temporary impairment of
available-for-sale securities, asset securitization, variable interest entities, goodwill and intangible assets, the impairment of long-lived assets, pension plans
and other employee future benefits, income taxes, and the provision for contingencies. Accordingly, actual results could differ from these estimates, in which
case the impact would be recognized in the consolidated financial statements in future fiscal periods.

Unless otherwise indicated, all amounts are expressed in Canadian dollars.

Basis of consolidation
The corisolidated financial statements include the assets, liabilities, operating results and cash flows of all subsidiaries and variable interest entities (VIEs)
where the Bank is the primary beneficiary, after elimination of intercompany transactions and balances.

VIEs are entities in which the holders of the equity investments at risk do not have a controlling financial interest or where the equity investment at risk is not
sufficient to permit the entity to finance its activities without additional subordinated financial support provided by other parties. Accounting Guideline No. 15,
Consolidation of Variable Interest Entities (AcG-15), of the Canadian Institute of Chartered Accountants (CICA) Handbook requires the consolidation of a VIE
by its primary beneficiary, defined as the party that absorbs the majority of the entity’s expected losses, receives the majority of the entity’s expected residual
returns, or both. ) :

Investments in companies over which the Bank exercises significant influence are accounted for using the equity-method and are presented in Other assets
in the Consolidated Balance Sheet. The Bank’s share of income (loss) from these companies is included in Other under Other income in the Consolidated
Statement of income. o

The proportionate consolidation method is used to account for investments in which the Bank exercises joint control, whereby only the Bank’s pro rata share
of assets, liabilities, revenues and expenses is consolidated.

Translation of foreign currencies :

Foreign currency denominated monetary assets and liabilities of the Bank and its integrated branches and subsidiaries are translated into Canadian dollars
at the rate in effect on the balance sheet date, whereas non-monetary assets and liabilities are translated into Canadian dollars at historical rates. Revenues
and expenses denominated in foreign currencies are translated at the average exchange rates for the period. Translation gains and losses arising from operations
in integrated branches and subsidiaries are recorded in Other income in the Consolidated Statement of Income, except for unrealized gains and losses on
their available-for-sale securities, which are recorded in Other comprehensive income.

All foreign currency denominated assets and liabilities of self-sustaining foreign branches and subsidiaries are translated into Canadian dollars at the rate in
effect on the balance sheet date, whereas the revenues and expenses of such foreign operations are translated into Canadian dollars at average exchange
rates for the period. Gains and losses on translating the financial statements of self-sustaining branches and subsidiaries, along with related hedge and tax
effects, are presented in Accumulated other comprehensive income in the Consolidated Balance Sheet. When there is a reduction in the net investment, an
appropriate portion of these accumulated translation gains and losses is reclassified to Other income in the Consolidated Statement of Income.

Classification and measurement of financial instruments

The accounting framework for financial instruments requires that all financial assets and liabilities be classified based on their characteristics, Management’s
intention, or the choice of category in certain circumstances. When they are initially recognized, all financial assets are classified as held-for-trading, held to
maturity, available-for-sale or loans and receivables, while financial liabilities are classified as held-for-trading or not held-for-trading purposes. When they
are initially recognized, all financial assets and liabilities, including derivative financial instruments, are recorded at fair value in the Consolidated Balance
Sheet. In subsequent periods, they are measured at fair value, except for certain available-for-sale equity securities not quoted in an active market, which are
recorded at cost, and items that are classified in the following categories, which are measured at cost or amortized cost calculated using the effective interest
rate method: financial assets held-to-maturity, loans and receivables, and financial liabilities not held for trading purposes. To date, the Bank has not classified
any financial asset as held-to-maturity. -
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CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dollars)

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
T

Underthe fairvalue option, a financial asset or liability may also be irrevocably designated as held-for-trading when it is first recognized. Financial instruments
thus designated are accounted for under the fair value option, and any change in fair value is recorded in Other income in the Consolidated Statement of
Income.

The Superintendent has issued guidelines limiting the circumstances under which this option may be used. The Bank may use this option in the following
cases:

- If, consistent with a documented risk management strategy, using this option allows the Bank to eliminate or significantly reduce the measurement or
recognition disparity of measuring financial assets or liabilities on a different basis, and if the fair values are reliable; or

- Ifagroup of financial assets and financial liabilities to-which an instrument belongs is managed and its performance is evaluated on a fair value basis,
in accordance with the Bank’s documented risk management or investment strategy, and information is provided on that basis to senior management,
and if the fair values are reliable. Consequently, the Bank may use the fair value option provided it has implemented a documented risk management
strategy to manage the group of financial instruments together on the fair value basis and can demonstrate that significant financial risks are eliminated
or significantly reduced, and.if the fair values are reliable; or

~ For hybrid financial instruments with one or more embedded derivatives that would significantly modify the cash flows of the financial instruments and
that would otherwise be bifurcated and accounted for separately.

Inthe years ended October 31, 2008 and 2009, the CICA made a number of amendments to Section 3855, Financial Instruments — Recognition and Measurement,
including the following: '

~ Effective August 1, 2008, a financial asset, other than a derivative financial instrument or a financial asset that, upon initial recognition, was designated
as held-for-trading, may be reclassified out of the held-for-trading category in rare circumstances if the financial asset is no longer held for the purpose
of selling it in the near term. The financial asset must be reclassified at its fair value on the date of reclassification, and this fair value becomes its new
cost or amortized cost, as applicable.

- OnAugust 20, 2009, the definition of the loans and receivables financial asset category was modified. As a result, retrospectively since November 1, 2008,
debt securities not quoted in an active market can be classified as loans and receivables, and impairment is determined using the incurred credit loss
model of Section 3025, Impaired Loans. Prior to that date, such debt securities were excluded from the loans and receivables category and classified as
available-for-sale. During the year ended October 31, 2009, the Bank did not classify any debt securities in the loans and receivables category. Furthermore,
loans and receivables that an entity intends to sell immediately or in the near term must be classified as held-for-trading, and loans and receivables for
which the holder may not recover substantially all of the initial investment, other than because of credit deterioration, must be classified as available-
for-sale. During the year ended October 31, 2009, no loan or receivable was classified as held-for-trading or as available-for-sale.

Cash and deposits with financial institutions

Cash and deposits with financial institutions consist of cash and cash equivalents as well as amounts pledged. Cash comprises cash on hand, bank notes
-and coin. Cash equivalents consist of deposits with the Bank of Canada, deposits with financial institutions — including net receivables related to cheques

and other items in the clearing process — as well as the net amount of cheques and other items in transit.

Available-for-sale securities
Securities not classified as held-for-trading are classified as available-for-sale securities. The Bank accounts for transactions on available-for-sale securities
on the trade date and the related transaction costs are capitalized.

Available-for-sale securities are recognized at fair value, except for certain equity securities that do not have a quoted market price in an active market, which
are recognized at cost.

Unrealized gains and losses are recognized, net of income taxes, provided they are not hedged by derivative financial instruments in a fair value hedging
relationship, in Accumulated other comprehensive income. in the event of disposal, the realized gains or losses, determined on an average cost basis, are
reclassified to Other income in the Consolidated Statement of Income on the trade date.

The amortization of premiums-and discounts, under the effective interest rate method, as well as dividend and interest income are recognized in Interest
income in the Consolidated Statement of Income.
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CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dollars) '

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
S

" Available-for-sale securities are measured periodically to determine whether there is objective evidence of impairment. When making this assessment, the
Bank takes into account the significance of the impairment in relation to its cost or amortized cost, the duration of the impairment, the financial condition
and prospects of the issuer as well as the Bank’s ability and intent to hold the investment until it recovers its fair value. If there is objective evidence of
impairment and that the decline in fair value below its cost or amortized cost is other than temporary, the accumulated loss previously recorded in Accumulated
other comprehensive income is reclassified to Other income in the Consolidated Statement of Income. Effective November 1, 2008, impairment losses recognized
in income relating to an available-for-sale debt security must be reversed in income when, in a subsequent period, the fair value of the security increases,
and the increase can be objectively associated with an event occurring after the loss was recognized.

Held-for-trading securities }

Held-for-trading securities are generally purchased for sale in the near term or are part of portfolios of identified financial instruments that are managed
together and for which there is evidence of a recent actual pattern of short-term profit taking. The Bank accounts for held-for-trading securities transactions
on the settlement date in the Consolidated Batance Sheet. Changes in fair value between the trade date and the settlement date are included in Other income
in the Consolidated Statement of income.

Held-for-trading securities are recorded at fair value and any transaction fees are included directly in the Consolidated Statement of Income. Realized and
unrealized gains and losses on such securities are recorded in Other income in the Consolidated Statement of Income. Dividend and interest income are
recorded in Inferest income in the Consolidated Statement of Income.

Securities purchased under reverse repurchase agreements and sold under repurchase agreements

The Bank purchases securities under reverse repurchase agreements and sells securities under repurchase agreements. The Bank records these transactions
on the settlement date. Reverse repurchase agreements and repurchase agreements are treated as guaranteed loans and borrowings and are recorded in the
Consolidated Balance Sheet at amortized. cost using the effective interest rate method. Interest income from reverse repurchase agreements and interest
expense from repurchase agreements are recorded in Other income in the Consolidated Statement of Income.

Loans
Loans, including transaction fees directly attributable to the granting of the loans, are recognized in the Consolidated Balance Sheet at amortized cost calculated

using the effective interest rate method.

A loan, other than a credit card receivable, is considered impaired when, in Management’s opinion, there is no longer reasonable assurance of the timely
collection of the full amount of principal and interest. Whenever a payment is contractually 90 days past due, loans are classified as impaired unless they are
fully secured and collection efforts are reasonably expected to result in repayment of debt within 180 days. In all cases, loans that are more than 180 days
past due are considered impaired, except when they are fully guaranteed or insured by the Government of Canada, a Canadian provincial government or a
Canadian government agency, in which case, they are classified as impaired when they are more than 365 days in arrears. Loans are returned to performing
status when the timely collection of principal and interest is reasonably assured and when all principal and interest payments in arrears have been collected.
Credit card receivables are written off when payments are 180 days in arrears.

When a loan is deemed impaired, interest ceases to be recorded and the carrying value of the loan is reduced to its estimated realizable amount by writing
off all or part of the loan or by taking an allowance for credit losses.

Held-for-sale foreclosed assets in settlement of an impaired loan are accounted for at fair value less cost to sell at the date of foreclosure. Any difference
between the carrying value of the loan before foreclosure and the initially estimated realizable amount of the assets is recorded under Provision for credit
losses. For any subsequent change in their fair value, gains and losses are recognized under Other income in the Consolidated Statement of Income. Gains
must not exceed the losses in value recognized after the foreclosure date. Revenue generated by foreclosed assets as well as operating expenses are recorded
in Other under Other income in the Consolidated Statement of Income.

Held-for-use foreclosed assets in settlement of an impaired loan are measured at fair vaiue at the date of foreclosure. Any difference in the carrying value of

the loan exceeding this fairvalue is recorded under Provision for credit losses in the Consolidated Statement of iIncome. Subsequent to the date of foreclosure,
these assets are recorded as premises and equipment and in accordance with the applicable accounting rules.
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CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dollars)

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
I

Loan origination fees, including commitment, restructuring and renegotiation fees, are considered an integral part of the yield earned on the loan and are
deferred and amortized to /Interest income overthe term of the loan. Direct costs for originating a loan are netted against origination fees. Ifthere is a reasonable
expectation that a commitment will result in a loan, commitment fees receive the same accounting treatment: they are amortized to Interest income over the
term of the loan. Otherwise, they are included in Other income over the term of the commitment. Loan syndication fees are recorded in Other income, unless
the yield on any loan retained by the Bank is less than that of other comparable lenders involved in the financing. In such cases, an appropriate portion of the
fees is deferred and amortized to /nterest income over the term of the loan. Certain mortgage loan prepayment fees are recognized as Lending fees in the
Consolidated Statement of Income when earned. Commissions, if any, are amortized under the effective interest rate method.

Allowance for credit losses

The allowance for credit losses reflects Management’s best estimate of losses in its credit portfolio as at the balance sheet date. This allowance relates primarily
to loans but may also cover the credit risk associated with deposits with financial institutions, derivative financial instruments, loan substitute securities and
other credit instruments such as acceptances, commitments to extend credit, letters of guarantee and letters of credit. The allowance for credit losses, which
consists of specific allowances for impaired loans and the general allowance for credit risk, is increased by the provision for credit losses charged to the
Consolidated Statement of Income and decreased by the amount of write-offs net of recoveries.

Specific allowances are recorded in order to recognize the estimated losses for loans classified as impaired. Loans to businesses and governments include
loans to businesses otherthan certain small businesses classified in consumer credit portfolios, government entities and financial institutions. The credit risk
for these portfolios is assessed individually and on an ongoing basis, and the Bank records a specific allowance as soon as a loan is deemed impaired. The
loans in these portfolios are written off when all reasonable collection efforts have been exhausted or the borrower is bankrupt, liquidation is in process and
further recovery of balances owing is not expected. Personal loans, which include residential mortgage loans, consumer loans and loans to certain small
businesses, comprise a large number of homogeneous balances that are managed together, for which specific allowances are established on the basis of
historical net write-off experience. Personal loans without collateral for which all the signatories have declared bankruptcy are automatically written off.

The general allowance allocated for credit risk represents Management’s best estimate of probable losses within the portion of the credit portfolio that has
notyet been specifically identified as impaired. This amount is determined by applying expected loss factors to outstanding loans and undrawn commitments.
The allocated general allowance for the business and government loan portfolio is based on the application of expected default and loss factors, determined
by statistical loss migration analysis, delineated by loan type, to which is added an additional amount that takes into account the discovery period and
migration risk. For personal loans, the general allowance is based on specific parameters by product and no discovery period is calculated. Losses are
determined by the application of loss ratios established through statistical analysis of loss migration over an economic cycle. The unallocated general allowance
for credit risk is based on Management’s assessment of probable losses in the portfolio that have not been captured in the determination of the specific
allowances for impaired loans and the allocated general allowance. This assessment takes into account general economic and business conditions, recent
credit loss experience, and credit quality and concentration trends when the general allowance was created on the date of the Consolidated Balance Sheet.
This allowance also reflects model and estimation risks. The unallocated general allowance does not represent future losses or serve as a substitute for the
allocated general allowance.

Asset securitization

The Bank securitizes residential mortgage loans and credit card receivables by sellmg them to-trusts that issue securities to investors. These transactions are
recorded as sales when the Bank is deemed to have surrendered control over the assets sold and recelves consideration other than beneficial interests in
these assets. For control to be considered surrendered, the following conditions must be met:

—  The transferred assets have been isolated from those of the Bank, even in bankruptcy or other receivership;

-~ The purchaser has the right to pledge or exchange the assets it received or, if the purchaser is a qualifying special-purpose entity (QSPE) as defined in
CICA Accounting Guideline No. 12, Transfers of Receivables (AcG-12), each investor in the QSPE has the right to sell or pledge its beneficial interests in
the QSPE; and

-  The Bank does not maintain effective control over the transferred assets.

If these conditions are not all met, the sale is considered a secured borrowing, the assets remain on the Bank’s Consolldated Balance Sheet and the proceeds
are recognized as a liability.
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As part of securitization. transactions, the Bank may retain certain interests in the securitized receivables in the form of subordinated certificates, rights to
future excess interest.and, in some cases, a cash reserve.account. Gains or losses on securitizations, net of transaction fees, are included in Securitization
revenues in the Consolidated Statement of Income. Gains or losses recognized on the sale of receivables are dependent in part on the allocation of the previous
carrying value of the receivables to the assets sold and the retained interests. This allocation is.based on their relative fair value at the date of transfer. Fair
value is based on market prices, when available. However, as quotes are usually not available for retained interests, their initial and future fair values are
determined primarily using the present value of expected future cash flows based on assumptions on weighted average terms, expected credit losses,
prepayment rates, anticipated excess spreads (net of expected credit losses), and discount rates commensurate with the risks involved. o

Retained interests are recorded at fairvalue and included in available-for-sale securities. Changes in fair value are recognized in Accumulated other comprehensive
income. Ifthere is objective evidence of an other-than-temporary impairment in fair value, the accumulated loss reflected in Accumulated other comprehensive
income is reclassified to Gains (losses) on available-for-sale securities in the Consolidated Statement of Income.

The Bank generally transfers receivables on a fully serviced basis. At the time of transfer, a servicing liability is recognized in the Consolidated Balance Sheet
and recorded in the Consolidated Statement of income over the term of the transferred receivables. This servicing liability is presented in Other liabilities in
the Consolidated Balance Sheet.

Acceptances and customers’ liability under acceptances
The potential liability of the Bank under acceptances is recorded as a liability in the Consolldated Balance Sheet. The Bank’s potential recourse against
customers is recorded as an equivalent offsetting asset. Fees are recorded in Other income in the Consolidated Statement of Income.

Premises and equipment
Buildings, equipment and furniture, leasehold improvements, and-computer equipment leased under a capital lease are recognized at cost less accumulated
amortization and are amortized over their estimated useful lives according to the following methods and rates. Land is recorded at cost.

: Methods Rates
Buildings ! (@ or (b): 2% to 14%
Equipment and furniture . (@) or(b) 20% to 50%
Leasehold improvements : _ : : @ ©
Computer equipment leased under a capital lease @ ©

(@) Straight-line.
(b) Declining balance.
() Amortization period corresponds to the lesser of the useful life orthe lease term plus the first renewal option, if applicable.

Premises and equipment are tested for impairment when events or changes in circumstances indicate that their carrying value might not be recoverable. The
carrying value of a long-lived asset is not recoverable if it is greater than the undiscounted cash flows that would likely be generated from the use and eventual
disposal of the asset. An impairment charge equal to the amount by which the carrymg value exceeds fair value would then be recognized in the
Consolidated Statement of Income.

Goodwill and intangible assets

The purchase method is used to account for the acquisition of subsidiaries. Goodwill represents the excess of the price paid for the acquisition of subsidiaries
over the fair value of the net assets acquired. Goodwill is tested for impairment annually, or more frequently if changes in circumstances indicate that the asset
might be impaired. The goodwill impairment test consists of comparing the carrying value of the reporting unit, including the allocated goodwill, with its fair
value. A reporting unit is either an operating segment or a component of a segment. If the carrying value of a reporting unit, including the allocated goodwill,
exceeds its fair value, goodwill impairment is measured as the excess of the carrying value of the reporting unit’s allocated goodwill over the implied fair value
of the goodwill, based on the fair value of the assets and liabilities of the reporting unit. Any goodwill impairment is charged to the Consolidated Statement of
Income for the period during which the impairment has been determined.
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Intangible assets of the Bank resulting from the acquisition of subsidiaries or groups of assets consist mainly of management contracts and are recorded at
fair value at the time of acquisition. Since most of these assets have indefinite useful lives and therefore are not subject to amortization, they are tested for
impairment annually, or more frequently if changes in circumstances indicate that they might be impaired. The impairment test consists of comparing the fair
value of the asset with its carrying value. Any excess of the carrying value over the fair value is charged to the Consolidated Statement of Income in the period
during which the impairment is determined. Certain intangible assets, such as software, with finite useful lives are amortized over their estimated useful lives,
which varies between four and ten years. Intangible assets subject to amortization are tested for impairment when events orchanges in circumstances indicate
that their carrying value might not be recoverable. The carrying value of a long-lived asset is not recoverable if it is greater than the undiscounted cash flows
that would likely be generated from the use and eventual disposal of the asset. An impairment charge equal to the amount by which the carrying value
exceeds fair value would then be recognized in the Consolidated Statement of Income.

Obligations related to securities sold short :

These financial liabilities represent the Bank’s obligation to deliver securities it sold but did not own at the time of sale. Obligations related to securities sold
short are recorded at fair value and presented as liabilities in the Consolidated Balance Sheet. Realized and unrealized gains and losses are recognized in
Other income in the Consolidated Statement of Income.

Income taxes

The Bank provides for income taxes under the asset and liability method. It determines future income tax assets and liabilities based on the differences
between the carrying values and the tax bases of assets and liabilities, in accordance with enacted or substantively enacted income tax laws and income tax
rates that will apply on the date the differences will reverse. Future income tax assets represent tax benefits related to deductions the Bank may claim to reduce
its taxable income in future years. A valuation allowance is established, if necessary, to reduce the future income tax asset to an amount that is more likely
than not to be realized. No future income tax expense is recorded for the portion of Retained earnings of foreign subsidiaries that is permanently
reinvested.

Derivative financial instruments
In the normal course of business, the Bank uses derivative financial instruments to accommodate the needs of its clients, enable it to generate income from
its trading activities, and manage its exposure to interest rate risk, foreign exchange risk and credit risk, as well as other market risk.

All derivative financial instruments are recorded at fair value in the Consolidated Balance Sheet. Derivative financial instruments with a positive fair value are
included in assets, and derivative financial instruments with a negative fair value are included in liabilities in the Consolidated Balance Sheet.

Embedded derivative financial instruments

An embedded derivative financial instrument is a component of a financial instrument or another contract, the characteristics of which are similar to those of
a derivative. Taken together, the financial instrument or contract is considered to be a hybrid instrument comprising a host contract and an embedded derivative
financial instrument.

Embedded derivatives are bifurcated and accounted for-separately if, and only if, the following three conditions are met: the economic characteristics and
risks of the embedded derivative are not closely related to those of the host contract, the embedded derivative is a separate instrument that meets the
definition of a derivative financial instrument, and the hybrid contract is not recorded at fair value.

Embedded derivative financial instruments are classified with the host contract on the Consolidated Balance Sheet and measured at their fair value. Realized
and unrealized gains and losses are recorded in Other income in the Consolidated Statement of Income. For deposits whose return is based on portfolio
management, realized and unrealized gains and losses are recognized in Net interest income in the Consolidated Statement of income.

Held-for-trading derivative financial instruments
Derivative financial instruments are recognized at fair value, and realized and unrealized gains and losses are recorded in Other income in the Consolidated

Statement of Income.
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NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
S

Hedging derivative financial instruments

Policy

The purpose of hedging transactions is to modify the Bank’s exposure to one or more risks by creating an offset between changes in the fair value of, or the
cash flows attributable to, the hedged item and the hedging item. Hedge accountmg ensures that offsetting gains, losses, revenues and expenses are recognized
in Netincome in the same period or periods.

Documentation v

At the inception of the hedging relationship, the Bank designates and formally documents all hedging relationships, detailing the risk management objective
and the hedging strategy. The documentation identifies the specific asset, liability or cash flows being hedged, the related hedging item, the nature of the
specific risk exposure or exposures being hedged, the intended term of the hedging relationship, the method for assessing the effectiveness of the hedging
relationship, and the method for measuring the ineffectiveness of the hedging relationship. Both at the inception of the hedging relationship and throughout
its term, the Bank ensures that the hedging relationship is effective and consistent with its originally documented risk management objective and strategy.
When hedge accounting is appropriate, the hedging relationship is designated as a fair value hedge, a cash flow hedge or a foreign exchange hedge of a net
investment in a self-sustaining foreign operation.

Fair value hedge

In a fair value hedge, the Bank mainly uses interest rate swaps to hedge changes in the fair value of a hedged item. The carrying value of the hedged item is
adjusted based on the effective portion of the gains or losses attributable to the hedged tisk, which are recognized in the Consolidated Statement of Income,
as is the change in the fair value of the hedging item. The resulting ineffective portion is included in Other income in the Consolidated Statement of Income.

Hedge accounting is discontinued prospectively if the hedging relationship no longer qualifies as an effective hedge or if the hedging item is settled. The
hedged item is no longer adjusted to reflect changes in fair value. Amounts previously recorded as cumulative adjustments with respect to the effective portion
of gains and losses attributable to the hedged risk are amortized using the effective interest method and recognized in the Consolidated Statement of Income
over the remaining useful life of the hedged item. Hedge accounting is also discontinued if the hedged item is sold or terminated before maturity. In such a
situation, the cumulative adjustments with respect to the effectlve portion of gains and losses attributable to the hedged risk are immediately recorded in the
Consolidated Statement of Income.

Cash flow hedge

In a cash flow hedge, the Bank mainly uses interest rate swaps to hedge exposure of the future cash flows related to a floating rate financial asset or liability.
The effective portion of changes in fair value of the hedging item is recorded in Accumulated other comprehensive income and the ineffective portion in Other
income in the Consolidated Statement of income.

The amounts recorded in Accumulated other comprehensive income are reclassified to the Consolidated Statement of Income in the period or periods during
which the cash flows of the hedged item affect the Consolidated Statement of Income.

When the derivative financial instrument no longer satisfies the conditions of effective hedging, hedge accounting is discontinued prospectively. The amounts
previously recorded in Accumulated other comprehensive income are reclassified to the Consolidated Statement of Income in the period or periods during
which the cash flows of the hedged item affect the Consolidated Statement of Income.

Hedge of a net investment in a self-sustaining foreign operation

Derivative and non-derivative financial instruments are used to hedge the foreign exchange risk related to investments made in self-sustaining forelgn operations
whose activities are denominated in a currency other than the Canadian dollar. The effective portion of the gains and losses on the hedging item is recorded
in Accumulated other comprehensive income and the ineffective portion in Other income in the Consolidated Statement of Income.

Offsetting of financial assets and liabilities

Financial assets and liabilities are offset and the net amount is presented in the Consolldated Balance Sheet when the Bank has a legally enforceable right to
set off the recognized amounts and intends to settle on a net basis or to realize the asset and settle the liability simultaneously.

- National Bank of Canada / 2009 Annual Report 39



CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dollars)

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
T N

Guarantees

CICA Accounting Guideline No 14, Disclosure of Guarantees (AcG- 14) defines a guarantee as a contract (including an indemnity) that contingently requires
the guarantor to make payments (in cash, financial instruments, other assets, shares of the guarantor, or provision of services) to the beneficiary due to (a)
changes in an interest rate, security or commodity price, foreign exchange rate, index or othervariable, including the occurrence or non-occurrence of a specified
event that is related to-an asset, a liability or an equity security of the beneficiary of the guarantee, (b) failure of a third party to perform undera contractual
agreement, or (c) failure of a third party to pay its indebtedness when due.

Liabilities are recorded for the fair value of the obligation assumed at the inception of guarantees that satisfy the definition in AcG-14. No subsequent
remeasurement at fair value is required, unless the financial guarantee is considered a derivative financial instrument.

Insurance revenues and expenses ‘ :
Premiums less claims and changes in actuarial liabilities are recognized in Other income in the Consolidated Statement of Income.

Assets under administration and assets under management

The Bank administers and manages assets that are owned by clients but that are not recorded in the Consolidated Balance Sheet. Asset management fees
are earned for providing investment and mutual fund management services. Asset administration fees are earned for providing trust, estate administration
and custodial services. Fees are recognized in Other income in the Consolidated Statement of Income as the services are provided.

Employee future benefits v

The Bank offers defined benefit pension plans that cover substantially all salaried employees. These defined benefit plans are funded pension plans. The
Bank also offers its employees certain post-retirement and post-employment benefits, compensated leave and termination benefits (non-pension employee
benefits) that are generally not funded. These benefits include healthcare, life insurance and dental benefits. Employees eligible for post-retirement benefits
are those who retire at certain retirement ages. Employees eligible for post-employment beneﬁts are those on long-term disability or maternity leave.

Actuarial valuations are made periodically to determine the present value of plan obligations. The actuarial valuation of accrued pension benefit obligations
and of the accured post-retirement benefit obligations is based on the projected benefit method prorated on services using the most likely assumptions
according to Management regarding future salary levels, cost escalation, retirement age and other actuarial factors. The accrued benefit obligation is valued
using market rates as at the measurement date. The assumption regarding the discount rate is determined using a yield curve for high- quality corporate bonds.
With regard to the expected long-term returns on plan assets used to calculate pension expense, most of the fixed-income securities in the plans are measured
using fair value, while equity securities and other assets are measured using a market-related value. This value is based on the recognition of changes in the
fair value of assets over a three-year period.

The cost of pension and other post-retirement benefits earned by employees is established by calculating the sum of the following: the current period accrued
benefit cost; the notional interest on the accrued benefit obligation, the expected long-term return on plan assets, based on the fair value or a market-related
value, the amortization of net actuarial gains and losses, and the amortization of past service costs. The cumulative excess of pension plan contributions over
the amounts recorded as expenses is recognized in Other assets of the Consolidated Balance Sheet, while the cumulative cost of post-retirement benefits,
net of disbursements, is recognized in Other liabilities of the Consolidated Balance Sheet.

Past service costs arising from amendments to the plans are amortized on a straight-line basis over the average remaining service period of active employees
on the date of the amendments. The portion of the net actuarial gain or loss which exceeds 10% of either the accrued benefit obligation or the fair value of
plan assets (market-related value for certain assets), whichever is higher, is amortized over the average remaining service period of active employees. This
average remaining service period varies from 8 to 12 years, depending on the plan. When the restructuring of an employee benefit plan gives rise to both a
curtailment and a settlement of obligations, the curtailment is accounted for before the settlement.
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Stock-based compensation plans ' ' .
The Bank has several stock-based compensation plans: the Stock Option Plan, the Stock Appreciation Rights (SAR) Plan, the Deferred Stock Unit (DSU) Plan,
the Restricted Stock Unit (RSU) Plan, the Deferred Compensation Plan of National Bank Financial, and the Employee Share Ownership Plan.

The Bank has used the fair value based method to account for stock options awarded under its stock option plan since November 1, 2002. The fair value of
the stock options is estimated on the award date using the discrete dividend Black-Scholes model. This cost is recognized on a straight-line basis over the
vesting period, i.e., fouryears, as an increase in Salaries and staff benefits and Contributed surplus. When the options are exercised, the Contributed surplus
amount is credited to Shareholders’ equity — Common shares in the Consolidated Balance Sheet. The proceeds received from the employees when these
options are exercised are also credited to Shareholders’ equity — Common shares in the Consolidated Balance Sheet.

SARs are recorded at intrinsic value by measuring, on an ongoing basis and until they are exercised, the excess of the market price of the Bank’s common
stock over the exercise price of the right. The obligation, which results from the variation in the stock’s market price, is recognized in income gradually over
the vesting period of four years, and the corresponding amount is included in Other liabilities in the Consolidated Balance Sheet. When the vesting period
expires and until the SARs are exercised, the change in the obligation attributable to variations in the stock price is recognized in Salaries and staff benefits
in the Consolidated Statement of Income for the period in which the variations occur. When a SAR is exercised, the Bank makes a cash payment equal to the
increase in the stock price since the date of the award.

The obligation that results from the award of a DSU and RSU is generally recognized in income gradually over the vesting period, and the corresponding amount
is included in Other liabilities in the Consolidated Balance Sheet. The change in the obligation attributable to variations in the stock price and dividends paid
on common shares for these plans is recognized in Salaries and staff benefits in the Consolidated Statement of Income for the period in which the variations
occur. On the redemption date, the Bank makes a cash payment equal to the value of the common shares on that date.

Compensation costs related to awards granted to employees eligible to retire at the award date are immediately recognized on the grant date. Compensation
costs related to awards granted to employees who will become eligible to retire during the vesting period are recognized over the period from the award date
to the date the employee becomes eligible to retire. '

For all of these plans, cancellations and forfeitures are recognized as they occur.

The Bank uses derivative financial instruments to hedge the risks associated with some of these plans. The compensation expense for these plans, net of
related hedges, is recognized in the Consolidated Statement of income.

The Bank’s contributions to the Employee Share Ownership Plan are expensed as incurred.

Comparative figures
Certain comparative figures from the previous year have been reclassified to conform to the presentation adopted in fiscal 2009.
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NOTE 2

CHANGES IN ACCOUNTING POLICIES

2A. RECENT ACCOUNTING STANDARDS ADOPTED

Goodwill and intangible assets

In January 2008, the CICA issued Handbook Section 3064, Goodwill and Intangible Assets. This new accounting standard reinforces the approach under which
assets are recorded only if they satisfy the definition of an asset and the recognition criteria for an asset. It also clarifies the application of the concept of
matching costs with revenues, so as to eliminate the practice of recognizing as assets items that do not meet the definition of an asset or satisfy the recognition
criteria for an asset. Subsequent to the adoption of this standard, the Bank retrospectively reclassified the net carrying value of the intangible assets related
to software and technology developments from the Premises and equipment item to the Intangible assets item in the Consolidated Balance Sheet. For additional
information, refer to Note 14 and 15.

Credit risk and the fair value of financial assets and financial liabilities

On January 20, 2009, the Emerging Issues Committee issued Abstract 173 (EIC-173), Credit Risk and the Fair value of Financial Assets and Financial Liabilities.
EIC-173 stipulates that an entity’s own credit risk and the credit risk of the counterparty should be taken into account in determining the fair value of financial
assets and financial liabilities, including derivative financial instruments. EIC-173 applies to the Bank effective November 1, 2008 and must be applied
retrospectively without restatement of prior periods. In accordance with EIC-173, certain financial assets and financial liabilities, including derivative financial
instruments, had to be remeasured as at November 1, 2008. Any adjustment to the fair value must be recorded as an adjustment to the balance of retained
earnings as at that date, except certain adjustments related to derivative financial instruments in a hedging relationship. In certain specific cases, any resulting
difference would be recorded either in Accumulated other comprehensive income or as an adjustment to the carrying value of the hedged item. The initial
application of EIC-173 did not have a significant impact on the Bank’s consolidated financial statements.

Financial instrument disclosures
In June 2009, the CICA amended Handbook Section 3862, Financial Instruments — Disclosures, to enhance disclosures about fair value measurements and the
liquidity risk of financial instruments.

All financial instruments recognized at fair value on the Consolidated Balance Sheet must be classified in three fair value hierarchy levels, which are as follows:
- Level 1 - valuation based on quoted prices (unadjusted) observed in active markets for identical assets or liabilities;

- Level 2 - valuation techniques based on inputs that are quoted prices of similar instruments in active markets; quoted prices for identical or similar
instruments in markets that are not active; inputs other than quoted prices used in a valuation model that are observable for that instrument;
and inputs that are derived principally from or corroborated by observable market data by correlation or other means;

~  Level 3 - valuation techniques with significant unobservable market inputs.,
This information is presented in Note 4.

Impairment of financial assets )

On August 20, 2009, the CICA amended Handbook Section 3855, Financial Instruments — Recognition and Measurement. The amendments apply to annual
financial statements relating to fiscal years beginning on or after November 1, 2008 with retroactive application to the beginning of the fiscal year. The
Bank adopted the amendments described below in the fourth quarter of the year ended October 31, 2009 with retroactive application to
November 1, 2008.

The definition of the “loans and receivables” financial asset category, which is measured at cost or amortized cost calculated using the effective interest rate
method, has been modified. As a result, debt securities that are not quoted in an active market can be classified as loans and receivables, and impairment
is measured using the incurred credit loss modet of Section 3025, Impaired Loans. Loans and receivables that an entity intends to sell immediately or in the
near term must be classified as held-for-trading, and loans and receivables for which the holder may not recover substantially all of its initial investment, other
than because of credit deterioration, must be classified as available-for-sale.

Reclassification of financial assets from the held-for-trading and available-for-sale categories to the loans and receivables category is permitted under certain
circumstances.

Impairment losses recognized in income relating to an available-for-sale debt security must be reversed in income when, in a subsequent period, the fair
value of the security increases, and the increase can be objectively related to an event occurring after the loss was recognized.

The initial application of these amendments did not impact the Bank’s consolidated financial statements.
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NOTE 2 CHANGES IN ACCOUNTING POLICIES (cont.)
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2B. RECENT ACCOUNTING STANDARDS PENDING ADOPTION

Business combinations, consolidated financial statements and non-controlling interests
On January 5, 2009, three new sections of the CICA Handbook were issued: Section 1582, Business Combinations, Section 1601, Consolidated Financial
Statements, and Section 1602, Non-controlling Interests. The main impacts of these standards are described below.

Business combinations

On the date on which an acquirer obtains control of a business, the acquirer must measure the business acquired as a whole in order to determine its fair
value. The acquirer must measure the identifiable assets acquired, the liabilities assumed and any non-controlling interestin the acquiree, attheiracq uisition-
date fair value. Acquisition-related costs are accounted for as expenses in the periods in which the costs are incurred and the services are received, except
for costs to issue debt securities, which are capitalized and amortized using the effective interest rate method, and costs to issue share capital, which are
recognized as capital transactions. The standard provides for a measurement period after the acquisition date during which the acquirer may retrospectively
adjust the provisional amounts recognized on the acquisition date. This new standard will be applicable prospectively at the Bank to business combinations
carried out on or after November 1, 2011. Earlier application is permitted provided Sections 1601 and 1602 are applied at the same time.

Consolidated financial statements and non-controlling interests
Section 1601 establishes standards for the preparation of consolidated financial statements after the acquisition date and certain aspects of consolidation

on the acquisition date. Section 1602 establishes standards for the accounting and presentation of non-controlling interests subsequent to a business
combination. These new standards are applicable to the Bank effective November 1, 2011. Earlier application is permitted provided Section 1582 is applied
at the same time.

International Financial Reporting Standards (IFRS)

In February 2008, the Canadian Accounting Standards Board confirmed that all publicly accountable enterprises would be required to report under {FRS for
fiscal years beginning on or after January 1, 2011. The Bank will apply IFRS commencing November 1, 2011. It will present its consolidated financial statements
for the quarter ending January 31, 2012 prepared on an IFRS basis and will present comparatives for the year commencing November 1, 2010.

In order to prepare for the transition to IFRS, the Bank has established an enterprise-wide project, formed a dedicated project team and put in place a formal
governance structure. The project team reports on a regular basis to the executive committee and the steering committee, committees that are made up of
senior levels of management from all relevant departments.

The Bank has developed a detailed project plan, assessed the resource requirements for its implementation, and commenced staff training. It has already
identified the major differences between existing Canadian GAAP and current IFRS. Standards likely to have a significant impact on the consolidated financial
statements include those relating to financial instrument recognition and measurement and to consolidation. As IFRS are in constant evolution, the Bank has
created a scorecard to track the changes.

The Bank is currently assessing how adoptlon of IFRS will impact mformatlon technology, operations and internal controls. A strategy has been defined for
the dual-accounting period.

At this time, the Bank is unable to quantify how the transition to IFRS will impact its consolidated financial statements, but it believes that this impact could
be significant.

In the periods preceding the first fiscal year in which IFRS will be adopted, the impacts of the transition to international standards on the Bank’s consolidated
financial statements will be disclosed as they become known. .

National Bank of Canada / 2009 Annual Report 93



CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dollars)

NOTE 3

CARRYING VALUES OF FINANCIAL ASSETS AND FINANCIAL LIABILITIES BY CATEGORY
Financial assets and financial liabilities are recognized in the Consolidated Balance Sheet at fair value, cost or amortized cost according to the categories
determined by the accounting framework for financial instruments. The carrying values for each category of financial asset and liability are presented in the

table below.

As at October 31, 2009

Financial Derivative Derivative
instruments Financial financial financial
required to instruments Financial instruments instruments
be classified designated liabilities designated designated
as held-for- as held-for- Available- Loans and at cost or as cash flow as fair value
trading trading for-sale receivables - amortized cost hedges hedges
Financial assets )
Cash 296 - - - - ‘ - -
Deposits with financial institutions - - - 1,932 - - -
Securities
Available-for-sale A - - 13,281 - - - -
Held-for-trading ’ : 33,041 3,911 = - - - -
Securities purchased under reverse )
repurchase agreements - - - 7,637 - - -
Loans - - - 52,6370 - - -
Other assets -
Customers' liability under acceptances ) - : - - 5,733 - - -
Fair value of derivative financial
instruments ' 6,798 - ' - - - 449 269
Amounts due from clients, dealers v
and brokers ' - - - 2,578 - C- -
Other assets - - - 379 - = -
. Total financial assets 40,135 3,911 13,281 70,896 - 449 269

Financial liabilities

Deposits
Personal - - - - 34,609 - -
Business and government - 662 - - 36,0361 - -
Deposit-taking institutions - - - - 3,638 - -
Deposit from NBC Capital Trust - - - - 225 - -
Other liabilities X
Acceptances - - - - 5733 - -
Obligations related to securities

sold short 13,221 - - - - - -
Securities sold under repurchase :

agreements - 2,667 - - 10,069 - -
Fair value of derivative financial

instruments 5,859 - - - - 53 35
Amounts due to clients, dealers and brokers - - - - 3,017 - -
Other liabilities - - - - 5,004 - -
Subordinated debentures - - - - 2,017 - -

- Total financial liabilities 19,080 3,329 100,348 53 35

(1) Including embedded derivative financial instruments.
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NOTE 3 CARRYING VALUES OF FINANCIAL ASSETS AND FINANCIAL LIABILITIES BY CATEGORY (cont.)
]

As at October 31, 2008 .
Financial . Derivative Derivative
instruments ' financial financiat
required to Financial Financial instruments instruments
be classified instruments liabilities designated designated
as held-for-  designated as Available- Loans and at cost or as cash flow as fairvalue
trading held-for-trading ) for-sale receivables amortized cost hedges hedges

Financial assets
_.Cash ) 254 P - -
Deposits with financialinstitutions : So- - ‘

3,406 = - -

Securities
Available-for-sale ) . - - 12,322 . -~ - - -
Held-for-trading 32,178 1,685 - - - - -

_ Securities purchased under reverse .
repurchase agreements - - - 7,868 ; - . - -

Loans - - - 51,7410 - ‘ - -

Other assets ) :
Customers' liability under acceptances - - - 4,274 .- - -
Fair value of derivative financial . )

instruments , 9,241 - - - - 305 268
Amounts due from clients, dealers . -

and brokers - - - 2,273 - - -
Other assets - - - 431 - . - -

Total financial assets 41,673 1,685 12,322 69,993 - 305 268

Financial liabilities
Deposits ;
Personal ‘ - - - 33,098 - -
Business and government - 567 - - ' 36,3050 - ' -
Deposit-taking institutions ) - ) - - © 5,827 - -
Deposit from NBC Capital Trust - \ - - - 225 - -

t

Other liabilities
Acceptances . - - - - 4,274 - ’ -
Obligations related to securities

sold short 15,829 - - - - - -
Securities sold under repurchase

agreements - - - - 7,151 - -
Fair value of derivative financial

instruments 8,502 - - - - 35 51
Amounts due to clients, dealers and brokers - - - - 2,389 - -
Other liabilities - - - - 4,094 - -

Subordinated debentures - - - - 2,255 - -
Total financial liabilities 24,331 567 ~ — 95,618 35 51
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Establishing fair value
The Bank has policies governing the process for determining fairvalue. These policies are documented and periodically reviewed by the Risk Management
group. All valuation models are validated, and controls have been implemented to ensure that they are applied.

As judgment is used in applying a large number of acceptable valuation techniques and estimates to calculate fair value, fair values are not necessarily
comparable among financial institutions. The estimated fair value reflects market conditions on a given date and, consequently, may not be indicative
of future fair value. .

When a financial instrument is initially recognized, its fair value is the amount of consideration for which the financial instrument would be exchanged
in an arm’s length transaction between knowledgeable, willing parties who are under no compulsion to act. The best evidence of the fair value of a
financial instrument at initial recognition is the transaction price, i.e., the fair value of the consideration received or paid. In certain circumstances, the
initial fair value may be based on other observable current market transactions for the same instrument, without modification or repackaging, or based
on avaluation technique whose variables include only observable market inputs. When the Bank uses a valuation technique based on observable market
inputs to determine the initial fair value or when the risks associated with the derivative contract are fully offset by other contracts entered into with third
parties, the difference between the transaction price and the initial estimated fair value is recognized in the Consolidated Statement of Income. When
the Bank uses a valuation technique based on significant unobservable market inputs, the difference between the fair value ofthe consideration received
or paid and the amount determined using the valuation technique is deferred in the Consolidated Balance Sheet. The amount of the deferred gain or
loss is recognized over the term of the financial instrument using the effective interest rate method. The unamortized balance is immediately recognized
in net income when (i) observable market inputs can be obtained and support the fair value of the transaction, (ii) the risks associated with the initial
contract are substantially offset by other contracts entered into with third parties, (iii) the gain or loss is realized through a cash receipt or payment, or
(iv) the transaction is terminated early or on maturity.

When financial instruments are to be subsequently remeasured, quoted market prices in an active market provide the best indication of fair value, and
when such prices are available, the Bank uses them to measure the financial instruments. A financial instrument is considered to be quoted in an active
market when quoted prices are readily and regularly available from an exchange, dealer, broker, industry group, pricing service, or regulatory agency and
those prices reflect actual market transactions on an arm’s length basis. The fair value of a financial asset traded in an active market generally reflects
the bid price and, that of a financial liability traded in an active market, the ask price. If the market for a financial instrument is not active, the Bank
establishes fairvalue using a valuation technique that primarily makes use of observable market inputs. Such valuation techniques include using available
information concerning recent market transactions, reference to the current fairvalue of a comparable financial instrument, discounted cash flow analysis,
option pricing models, and all other valuation techniques commonly used by market participants where it has been demonstrated that the technique
provides reliable estimates.

In cases where the fair value is established using valuation models, the Bank makes assumptions about the amount, the timing of estimated future cash
flows and the discount rates used. These assumptions are based primarily on observable market inputs such as interest rate yield curves, foreign exchange
rates, credit curves as well as price and rate volatility factors. When one or more significant inputs are not observable in the markets, fair value is
established primarily on the basis of internal estimates and data, taking into account the valuation policies in effect at the Bank, the economic environment,
the specific characteristics of the financial asset or liability and other relevant factors. In certain specific cases, the Bank makes adjustments to the fair
value to reflect the uncertainties in determining the fair value of financial instruments. These adjustments may stem from various factors such as the
choice of valuation technique, the availability of observable market inputs, or assumptions used in the valuation techniques. The Bank may take market
liquidity risk into account in determining the fair value of financial instruments not quoted in an active market when it believes that such instruments
could be disposed of for a consideration below the fairvalue otherwise determined, due to a lack of market liquidity or an insufficient volume of transactions
in a given market.
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‘NOTE 4 FAIR VALUE OF FINANCIAL INSTRUMENTS (cont.)
——

The following table presents the carrying values and estimated fair values of financial assets and liabilities.

As at October 31 2009 2008
B Carrying Fair Carrying Fair
value value value value

Financial assets

Cash ' 296 296 254 254
Deposits with financial institutions 1,932 1,932 3,406 3,406
Securities
Available-for-sale 13,281 13,320 12,322 12,337
Held-for-trading : 36,952 36,952 33,863 33,863
Securities purchased under reverse repurchase agreements 7,637 7,514 | 7,868 7,868
Loans 52,637 51,795 51,741 51,684
Other assets ‘
Customers' liability under acceptances : 5,733 5,733 4,274 4,274
Fair value of derivative financial instruments 7,516 7,516 9,814 9,814
Amounts due from clients, dealers and brokers 2,578 2,578 2,273 2,273
Other 379 379 431 431
Total financial assets 128,941 128,015 126,246 126,204
Financial liabilities
Deposits 75,170 74,089 76,022 75,665
Other liabilities
Acceptances 5,733 5,733 4,274 4,274
Obligations related to securities sold short 13,221 13,221 15,829 15,829
Securities sold under repurchase agreements 12,736 12,915 7,151 7,151
Fair value of derivative financial instruments 5,947 5,947 8,588 8,588
Amounts due to clients, dealers and brokers 3,017 3,017 2,389 2,389
Other 5,004 5,004 4,094 . 4,094
Subordinated debentures 2,017 1,981 2,255 2,046
Total financial liabilities 122,845 121,907 120,602 120,036

Valuation methods and assumptions

Financial instruments whose fair value is equal to their carrying value

The carrying value of certain financial assets and financial liabilities corresponds to a reasonable approximation of fair value. The Bank considers that
the carrying value of cash; deposits with financial institutions; customers’ liabilities under acceptances and acceptances; amounts due from and to
clients, dealers and brokers; as well as certain other assets and liabilities, corresponds to the fair value.

Held-for-trading securities and obligations related to securities sold short .

These financial instruments are presented at fair value on the Consolidated Balance Sheet. Their fair values are based on quoted market prices in an
active market or, where quoted market prices in an active market are not readily available, quoted market prices of securities that are substantially the
same. If such prices are not available, fairvalue is determined using a valuation technique that incorporates assumptions based primarily on observable
market inputs, including current market prices and the contractual prices of the underlying instruments, the time value of money, interest rate yield curves
and currency rates.

When one or more significant inputs are not observable in the markets, fair value is established primarily on the basis of estimates and data obtained
internally, taking into account valuation policies in effect at the Bank, the economic environment, the specific characteristics of the financial asset or
liability and other relevant factors.
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Available-for-sale securities

These financial assets are presented on the Consolidated Balance Sheet at fair value, except for investments in equity securities that do not have a
quoted market price in.an active market, which are presented at cost. For additional information, refer to Note 8. For securities presented at fair value,
quoted market prices in an active market are used. Where quoted market prices in an active market are not readily available, fairvalue is estimated using
market prices of securities that are substantially the same. If such prices are not available, fair value is determined using valuation techniques that
incorporate assumptions based on observable market inputs, including current market prices and the contractual prices of the underlying instruments,
the time value of money, interest rate yield curves and currency rates.

The fair value of retained interests is determined by discounting expected future cash flows. The key assumptions used to measure the fair value of retained
interests are weighted average term, expected credit losses, prepayment rates, anticipated excess spread (net of expected credit losses) and the discount
rate based on the risks incurred.

The methods used to determine the fairvalue of master asset vehicle notes issued subsequent to the restructuring of third-party asset-backed commercial
paper classified as available-for-sale are described in Note 9.

Derivative financial instruments

The fairvalue of derivative financial instruments is based on quoted prices in an active market, where ava|lable Otherwise, fair value is determined using
valuation models that incorporate assumptions based primarily on inputs observed in external markets, such as current market prices and the contractual
prices of the underlying instruments, the time value of money, interest rate yield curves, credit curves, currency rates as well as price and rate volatility

" factors. When one or more significant inputs are not observable in the markets, the fairvalue is established primarily on the basis of internal estimates

and data, taking into account valuation policies in effect at the Bank, the economic conditions, the specific characteristics of the financial asset or liability
and other relevant factors. In establishing the fair value of derivative financial instruments, the Bank incorporates credit risk, taking into consideration
the financial capacity of the counterparties to the contracts, the measurement of the current or future market value of the transactions as well as credit
risk mitigation measures such as master netting arrangements and collateral agreements.

Loans and securities purchased under reverse repurchase agreements :
The fairvalue of loans and securities purchased under reverse repurchase agreements is determined as at the balance sheet date by discounting expected
future contractual cash flows, adjusted for prepayment options using market interest rates currently charged for similar new financial instruments.

Deposits and securities sold under repurchase agreements

The fair value of deposits and securities sold under repurchase agreements is determined as at the balance sheet date by discounting expected future
contractual cash flows and using market interest rates currently offered for financial instruments with similar terms. The estimate of future cash flows
takes into account early redemption options on deposits, if any.

Subordinated debentures

The fair value of subordinated debentures is based on quoted market prices in an active market. If such prices are not available, fair value is determined
by discounting future contractual cash flows using market interest rates currently offered for similar financial instruments and that have the same term
to maturity.

Fair value hierarchy
Financial instruments recorded at fair value on the Consolidated Balance Sheet are classified using a fair value hierarchy that reflects the significance of
the'inputs used in making the measurements. The fair value hierarchy has the following levels:

- Level 1 —valuation based on quoted prices (unadjusted) observed in active markets for identical assets or liabilities;

—  Level 2 —valuation techniques based on inputs that are quoted prices of similar instruments in active markets; quoted prices for identical or
similar instruments in markets that are not active; inputs other than quoted prices used in a valuation model that are observable for
that instrument; and inputs that are derived principally from or corroborated by observable market data by correlation or other means;

- Level 3 - valuation techniques with significant unobservable market inputs.

The fair value hierarchy requires the use of observable market inputs whenever such inputs exist. A financial instrument is classified to the lowest level
of the hierarchy for which a significant input has been considered in measuring fair value.
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The following table presents the financial instruments recorded at fair value in the Consolidated Balance Sheeton a recurring basis, classified using the
fair value hierarchy described on the previous page:

As at October 31, 2009

Total
financial
assets/
financial
liabilities at
Level 1 Level 2 tevel 3 fair value
Financial assets

Cash 296 - - 296

Securities .

Available-for-sale 7,557 5,222 115 12,894

Held-for-trading 18,662 17,009 1,281 36,952

Loans . - - (138) (138)

Other assets .

Fair value of derivative financial instruments 319 7,166 31 7,516
Total financial assets 26,834 - 29,397 1,289 57,520
Financial liabilities

Deposits ) .

Business and government - 683 20 703

Other liabilities

Obligations related to sec_urities sold short 9,449 3,772 - 13,221

Securities sold under repurchase agreements - 2,667 - 2,667

Fair value of derivative financial instruments 351 5,563 33 5,947
Total financial liabilities 9,800 12,685 53 22,538

The categories of financial instruments whose fair values are classified in Level 3 consist mainly of the following:

- held-for-trading financial instruments: investments in the master asset vehicle notes (foradditional information, refer to Note 9), certain investments
in asset-backed debt securities, investments in hedge funds for which there are certain restrictions on unit or security redemptions, as well as
certain derivative financial instruments whose fair value is established using internal valuation models that are based on significant unobservable
market inputs; _

-~ available-for-sale securities: investments in master asset vehicle notes, as well as certain retained rights to future excess interest on securitization

* transactions;

—  embedded derivatives related to the credit facilities provided to clients holding master asset vehicle notes (for additional information, refer to Note

9) and included in the general allowance for ABCP-secured loans and credit facilities (for additional information, refer to Note 5); and

~  structured notes classified in business and government deposits and whose fair value is established using internal valuation models that are
based on significant unobservable market inputs.

The Bank performs sensitivity analyses for fair value measurements classified in Level 3, substituting the unobservable inputs with one or more reasonably
possible alternative assumptions. Except for the investments in master asset vehicle notes (for additional information, refer to Note 9), these sensitivity
analyses result in a negligible change in the fair value of financial instruments classified in Level 3.

Changes in the fair value of financial instruments classified in Level 3

The following table summarizes the changes in the fair value of financial instruments classified in Level 3 for the year ended October 31, 2009. The Bank
classifies financial instruments in this level when the valuation technique is based on at least one significant input that is not observable in the markets
or due to a lack of liquidity in certain markets. The valuation technique may also be based, in part, on observable market inputs. The gains and losses
presented hereafter may therefore include changes in fair value based on observable and unobservable inputs. The Bank may hedge the fair value of
financial instruments classified in the various existing levels through inverse hedge positions. Gains and losses for financial instruments classified in
Level 3 presented hereafter do not reflect the inverse gains and losses on financial instruments used for economic hedging purposes that may have been
classified by the Bank in Level 1 or 2. In addition, the Bank may hedge the fair value of financial instruments classified in Level 3 using other financial
instruments classified in Level 3. The effect of these hedges is not included in the net amount presented in the following table.
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Change in the fair value of financial instruments classified in Level 3

Fair value
Available- of derivative Business and
for-sale Held-for-trading financiat government
Year ended October 31; 2009 securities securities Loans instruments(? deposits
Fair value as at November 1, 2008 1,567 93 (23) 17) (18)
Total realized and unrealized gains (losses) included
in Net income®@ (95) 33) (115) 15 )
Purchases, sales, settlements and other® (1,357) 1,221 - - -
Fair value as at October 31, 2009 115 1,281 (138) ) (20)
Changes in unrealized gains (losses) included in income with
respect to financial assets and financial liabilities held as at .
October 31, 2009@ - (30) (115) 16 2)

(6]
@

The fair value of derivative financial instruments is presented on a net basis.
Anet loss of $115 million was included in Other income. A loss of $115 million was included in Provision for credit losses and is part of the general allowance established for ABCP-secured

loans and credit facilities (for additional'information, refer to Note 5).

3
@

d)

Including amounts of $1,396 million and $14 million related to purchases and other net variance, and an amount of $1,546 million related to sales.
Net loss of $16 million included in Other income and a net loss of $115 miltion included in Provision for credit losses.

Deferred unrealized gains and losses at inception

Financial instruments, for which the Bank uses a valuation technique based on unobservable significant market inputs, are recorded at inception at the
transaction price, i.e., the fair value of the consideration received or paid. Since the fair value established at inception using the valuation technique may
differ from the transaction price, the related gain or loss is deferred. As at October 31, 2009 and 2008, the deferred amount was negligible.

NOTE 5

MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS

The Bank views risk as an integral part of its development and the diversification of its activities and advocates a risk management approach consistent with
its business expansion strategy. The purpose of sound risk management is to provide reasonable assurance that incurred risks do not exceed acceptable
thresholds and that risk-taking contributes to the creation of shareholder value. For the Bank, this means striking a healthy balance between return

and risk.

In the normal course of business, the Bank is primarily exposed to the risks described below:

Credit risk Risk of a financial loss if an obligor does not fully honour its contractual commitments to the Bank. Obligors may be borrowers,
issuers, counterparties or guarantors.

Market risk Risk of a financial loss resulting from unfavourable changes in underlying market factors, namely, interest rates, foreign
exchange rates, equity prices, commaodity prices, credit risk and market volatility.

Liquidity risk Risk that the Bank will be unable to honour daily cash. commitments without resorting to costly and untimely measures.

Operational risk

Risk of loss resulting from an inadequacy or a failure ascribable to people, processes, technology or external events.

Regulatory risk Risk related to the consequences of failing to meet compliance obligations, i.e., when the Bank or one of its employees fails
to comply with relevant legislation in effect where the Bank carries on its operations, which could resultin penalties, sanctions
and substantial financial losses.

Reputational risk Risk that the Bank’s operations or practices will be judged by the public to be negative, whether that judgment is with or
without basis, and will adversely affect the perception, image or trademarks of the Bank, potentially resulting in costly
litigation or loss of income.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)
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RISK MANAGEMENT FRAMEWORK

To achieve its risk management objectives, the Bank has a risk management framework that comprises the elements presented hereafter.

Risk management culture
The Bank and its management routinely promote a risk management culture through internal communications that advance a balanced model where business

development initiatives are accompanied by a constant concern for sound risk management.

Governance structure
The governance structure at the Bank sets out the roles and responsibilities of all levels of the organization.

The Audit and Risk Management Committee (ARMC) of the Board of Directors :
The ARMC approves risk management policies and sets risk tolerance limits. In addition to ensuring that the appropriate resources and processes are in place
to properly and effectively manage risk on an ongoing basis, it examines and approves all significant aspects of risk assessment systems.

The Global Risk Committee

The Global Risk Committee defines the parameters of the policies that determine risk tolerance and the overall risk strategy, for the Bank and its subsidiaries
as a whole, and sets limits as well as tolerance and intervention thresholds enabling the Bank to properly manage the main risks to which it is exposed.
Specifically, the Committee approves and monitors all large credit facilities. The following committees report to the Global Risk Committee: the Market Risk
Management Committee, the Operational Risk Management Committee, and the Asset/Liability Management Committee.

The Bank’s Management
The Bank’s Management promotes the risk management culture Bank-wide and manages the primary risks to which the Bank is exposed.

The Risk Management Group
This group proposes risk management policies and implements tools and models for identifying, measuring and monitoring risks. In addition to instituting

and applying various independent risk review and approval procedures, this group also proposes risk limits that reflect the risk tolerance established by the
ARMC and informs Management and the Board of Directors of significant risks.

The Business Units

The business units manage risks related to their operations within established limits and in accordance with risk management policies by identifying, analyzing
and understanding the risks to which they are exposed and by implementing risk mitigation mechanisms.

Risk management policies

Risk management policies, along with the related guidelines and procedures, are essential elements of the risk management framework. They describe how
business units must manage risk and the approval process for risk decisions and, in particular, set the risk limits to be adhered to. These policies cover all
the main risks defined in the Bank’s risk management approach and are reviewed on a regular basis — in most cases, annually — to ensure that they are still
relevant given changes in the markets and the business plans of the Bank’s many business units. Other policies, standards and procedures complement the
risk management policies and cover more specific aspects of management such as business continuity and the launch of new products, initiatives or activities.
These policies, standards and procedures generally apply across the Bank. ‘

CREDIT RISK MANAGEMENT

Credit risk represents the most significant risk facing the Bank in the normal course of business. The Bank is exposed to credit risk not only through its direct
lending activities and transactions, but also through commitments to extend credit, letters of guarantee, letters of credit, over-the-counter derivatives trading,
available-for-sale debt securities, securities purchased under reverse repurchase agreements, deposits with financial institutions, its brokerage activities,
and transactions carrying a settlement risk for the Bank such as fund transfers to third parties via electronic payment systems.

A policy framework centralizes the governance of activities that generate credit risk for the Bank as a whole and is supplemented by a series of subordinate

internal or sectoral policies and guidelines used to provide more thorough coverage of the given business lines or deal with specific management issues such
as credit limits, collateral requirements and risk assessment.
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Credit risk assessment of loans

Before a sound and prudent credit decision can be taken, the credit risk represented by the borrower or counterparty must be accurately assessed. This assessment
is performed at the outset of the credit application process. Each application is analyzed and assigned one of 19 grades on a scale of 1 to 10 using a credit rating
system developed by the Bank for all portfolios exposed to credit risk. As each grade corresponds to a borrower’s or counterparty’s probability of default, the
credit risk can be determined for the Bank. The credit risk assessment method varies according to portfolio type.

Consumer credit portfolios

This category comprises credit portfolios composed of residential mortgage loans, consumer loans and loans to some small businesses. The credit risk of
these portfolios is measured using credit scoring models. These models use proven statistical methods that measure applicants’ characteristics and history
based on internal and external information to estimate future credit behaviour and assign a risk rating. Consequently, consumer credit risk assessments are
based on a group of borrowers with similar credit histories and behaviour profiles.

Business and government credit portfolios ) o ‘
This category comprises business (other than some small businesses classified in consumer credit portfolios), government and financial institution credit
portfolios.

These credit portfolios are assigned a risk rating based on a detailed individual analysis of the financial and non-financial aspects of the borrower, including
its financial health, sector of economic activity, competitive ability, access to capital and management quality. The Bank has risk-rating tools and models
enabling it to specifically assess the tisk represented by a borrower in relation to its industry and peers.

The Bank also uses individual assessment models to assign a risk rating to the credit facility based on the collateral and guarantees the obligor is able to
provide and, in some cases, based on other factors.

The Bank consequently has a bi-dimensional risk-rating system that, using internal and external historical data, establishes a default risk rating for each
obligor, and models that assign a risk rating to the credit facility that is independent of the risk rating that is assigned to the obligor.

Credit granting process

Credit granting decisions are based first and foremost on the results of the risk assessment. In addition to the client’s solvency, decisions are also influenced
by factors such as available collateral, transaction compliance with policies, standards and procedures, and the Bank’s overall risk-adjusted return objective.
Each credit granting decision is made by authorities within the risk management teams and management, who are independent of the business units, and
are at a reporting level commensurate with the size of the proposed credit transaction and the associated risk.

Decision-making authority is determined in compliance with the delegation of authority set out in the Credit Risk Management Policy. A person in a senior
- position in the organization approves credit facilities that are substantial or carry a higher risk for the Bank. The Bank’s Global Risk Committee approves and
monitors all substantial credit facilities. Credit applications that exceed management’s limits are submitted to the Board of Directors for approval. The credit
granting process demands a high level of accountability from managers, who must proactively manage the credit portfolio.

Risk mitigation . )

The Bankalso controls credit risk through various risk mitigation techniques. The most common method used to mitigate credit risk is to obtain quality collateral
from counterparties in guarantee ofthe Bank’s commitments. In the Bank’s opinion, obtaining collateral cannot replace a rigorous assessment of a counterparty’s
ability and willingness to meet its obligations, but, beyond a certain risk threshold, it is an essential complement. Collateral is not required in all credit
commitments; it depends upon the level of risk presented by the borrower as well as the type of credit granted. However, if the level of risk to the Bank is
considered high, the counterparty will likely be asked to pledge collateral. The legal validity of any collateral obtained and the Bank’s ability to correctly measure
the collateral’s value on a regular basis are critical for this mechanism to play its proper role in risk mitigation. The Bank has established specific requirements
in its internal policies with respect to the appropriate legal documentation and assessment for the kinds of collateral that business units may require in
guarantee of the credits they grant to their counterparties. The categories of eligible collateral and the lending value of these assets have also been defined
by the Bank. For the most part, they include the following asset categories: accounts receivable, inventory, machinery and equipment, rolling stock, real estate
mortgages on residential, commercial and office buildings and on industrial facilities, as well as cash and marketable securities.
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Obligations related to the trading of contracts on derivative financial instruments are frequently subject to credit risk mitigation measures. The first of these,
and the most widely used, is the signing of International Swaps & Derivatives Association, Inc. (ISDA) Master Agreements with the appropriate counterparties.
These agreements make it possible to apply full netting of the gross amounts of the market price assessments, when one of the contracting parties defaults
on the agreement, for each of the transactions covered by the agreement and in force at the time of default. The amount of the final settlement is therefore
the net balance of gains and losses on each transaction, which increases the likelihood of recovery when a counterparty defaults. The Bank’s policies require
signing an ISDA agreement with each counterparty trading derivative financial instruments with its traders. Under certain conditions, foreign exchange contracts
are exempt from this rule, but the Bank prefers signing ISDA agreements as often as possible.

Another mechanism for reducing credit risk co‘mplements the ISDA Master Agreement in many cases and provides the Bank or its counterparty (or both parties,
ifneed be) with the right to request collateral from the counterparty when the net balance of gains and losses on each transaction exceeds a threshold defined
in the agreement. These agreements are known as Credit Support Annex (CSAs).

Portfolio diversification and management
The Bank is exposed to credit risk not only under its commitments to a particular borrower, but also through the sectoral distribution (activity sector) of its

commitments and the exposure of its various credit portfolios to geographical, concentration and settlement risks.

The Bank’s approach to controlling these diverse risks begins with optimizing diversification of its commitments. The management criteria set outin its internal
policies and procedures include measures designed to maintain a healthy degree of diversification of credit risk in its portfolios. These instructions are mainly
reflected in the application of various limits on the scope of its commitments: credit approval limits and country limits by hierarchical tevel; limits on counterparty
credit concentration; and credit concentration limits by industry, country, region and type of financial instrument. Compliance with these limits is monitored
through periodic reports submitted by Risk Management officers to the Board of Directors.

The criteria established for portfolio diversification and the specific limits set for economic, industrial or geographical sectors are based on the findings of
sector-based studies and analyses conducted by economists and the Bank’s Risk Management Group, and are approved by the Global Risk Committee.
Continuous analyses are performed in order to identify problems with a sector or borrower before they materialize as defaulted payments.

Other risk mitigation methods

—  Credit derivative financial instruments
To some extent the Bank also reduces credit risk by using the protection provided by derivative financial instruments such as credit default swaps. When
the Bank acquires credit protection, it pays interest on the swap to the counterparty in exchange for the counterparty’s commitment to pay if a credit
event occurs. Since, like borrowers, providers of credit protection must receive a default risk rating, the Bank’s internal policies set out all the criteria
under which a counterparty may be judged eligible to mitigate the Bank’s credit risk. ’

- Loan syndication
For loan syndication, the Bank has developed specific instructions on the appropriate objectives, responsibilities and documentation requirements.

- Securitization
Securitization represents a means for transferring to a third party a portion of the credit risk incurred on loans originally granted by the Bank. A more
detailed analysis of this activity is provided in Note'11.

Account follow-up and recovery
Credit granted and borrowers are monitored on an ongoing basis and in a manner commensurate with the related risk. Loan portfolio managers rely on an
array of methods to conduct a particularly rigorous follow-up on problem loans. When credit commitments continue to deteriorate and there is an increase in
 risk to the point where monitoring has to be increased, a group specialized in managing problem accounts steps in to maximize collection of the committed
amounts and tailor strategies to these accounts. All loan portfolio managers are required to prepare and submit a detailed monitoring report each month to
track the status of at-risk obligors and the corrective measures undertaken. The management of each credit department concerned performs follow-ups on
the reports, and each quarter a credit monitoring committee meets to review the action plans and monitoring reports of obligors that have commitments of
$2 million or more. The authority to approve atlowances for credit losses is granted using limits delegated on the basis of hierarchical level under the Credit
Risk Management Policy.

Detailed information regarding impaired loans and allowances for credit losses is presented in Note 1.
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Maximum credit risk exposure

The amounts shown in the table below represent the Bank’s maximum exposure to credit risk as at the balance sheet date without taking into account any
collateral held or any other credit enhancements.

As at October 31, 2009 ' ‘ Maximum exposure to credit risk under Basel asset categories
Other
Undrawn Repo-style . oTC off-balance
Drawn®  commitments®  transactions® derivatives®”  sheet items® Total
Retail residential mortgages 21,154 6,317 - C - - 27,471
Other retail 11,334 4,808 - - : - 16,142
Corporate 21,727 14,785 1,457 40 1,497 39,506
Sovereign 11,646 1,331 7,808 63 - 215 21,063
Bank 7,023 2,116 11,108 . 281 712 21,240
Trading book - - - 6,343 - 6,343
Securitization 1,250 1,003 - - - 2,253
Total — Credit risk 74,134 30,360 20,373 6,727 2,424 134,018

As at October 31, 2008 Maximum exposure to credit risk under Basel asset categories
Other
Undrawn Repo-style o1C off-balance
Drawn®  commitments® transactions® derivatives® sheet items® Total
Retail residential mortgages ) 20,133 5,062 - - - 25,195
Other retail 10,105 5,584 - - i - 15,689
Corporate 23,057 12,226 26 78 1,883 37,270
Sovereign 9,719 1,026 3,903 36 . . 114 14,798
Bank : ) 7,911 1,984 11,090 277 41 21,303
Trading book - - - 5,445 - 5,445
Securitization 24 - - - 91 115
Total — Credit risk 70,949 25,882 15,019 5,836 2,129 119,815

(1) The amounts drawn represent certain deposits with financial institutions, available-for-sale debt securities, gross loans, customers’ liability under acceptances and other assets.

(2) Undrawn commitments represent unused portions of authorized credit facilities in the form of loans, acceptances, letters of guarantee and documentary letters of credit, excluding investment
banking activities.

(3) Represent securities purchased under reverse repurchase agreements and sold under repurchase agreements.

(4) Represent forwards, futures, swaps and options. )

(5) Letters of guarantee and documentary letters of credit that represent the Bank’s commitment to make payments in the event that a client cannot meet its financial obligations to third parties.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)
I

Allocation of gross and impaired loans by borrower category

. Asat Year ended
October 31, 2009 October 31, 2009

Specific

. provisions

Gross Impaired Specific for credit
loans loans allowances losses Write-offs
Residential mortgage 14,961 32 3 (4) 2
Personal® 18,313 52 23 98 160
Non-residential mortgage 1,318 14 4 1) 2
Agriculture, fishing and trapping 1,911 55 25 10 7
Financial institution 3,022 2 2 2 -
Manufacturing 2,153 91 37 31 15
Construction and real estate 1,686 15 8 2 5
Transportation and communication 834 2 1 1 -
Mines, quarries and energy 1,109 4 - 1 3 7
Forestry 75 3 2 - 1
Government 1,262 - - - =
Wholesale 585 9 6 5 1
Retail 1,534 38 26 7 2
Services 1,991 62 24 14 3
Other 2,523 28 22 11 3
Total — Business and government 20,003 323 158 85 46
Total 53,277 407 184 179 208

As at Year ended
October 31, 2008 October 31, 2008

Specific

provisions

Gross Impaired Specific for credit
loans loans allowances losses Write-offs
Residential mortgage 15,366 31 3 ) 1
Personal® 15,695 37 14 74 123
Non-residentiat mortgage 1,350 18 6 2 -
Agriculture, fishing and trapping 1,952 47 20 17 9
Financial institution 3,428 - - - -
Manufacturing 2,219 20 10 ) 7
Construction and real estate 1,264 15 9 19) 23
Transportation and communication 890 2 2 3 4
Mines, quarries and energy 1,456 7 6 4 1
Forestry 115 5 3 6 1
Government 1,171 - - - -
Wholesale 570 6 3 10 8
Retail 1,362 38 21 5 2
Services 3,019 54 14 9 8
Other 2,353 27 27 17 7
Total ~ Business and government 21,149 239 121 49 70
Total 52,210 307 138 121 194

(1)  Including-consumer loans, credit card receivables and other personal loans.

(2) Including a specific allowance for an ABCP-secured toan of $4 million.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)

Residual contractual maturities of loans

As at October 31 2009 2008
More than
Less than 1 year 1to 5 years 5 years Total Total
Loans
Residential mortgage . 8,183 6,387 388 14,958 15,363
Personal and credit card 17,035 1,055 200 18,290 15,681
Business and government 17,086 2,552 207 19,845 21,028
Subtotal ‘ 42,304 9,994 795 53,093 52,072
Less: General allowance® 331
Total loans 795 51,741
(1) The general allowance for credit risk was created taking into account the Bank’s averall credit portfotio, including an amount for ABCP-secured loans and credit facilities.
Credit quality of loans
Residential Personal and Business and
As at October 31, 2009 : mortgage credit card government(® Total
Neither past due®@ nor impaired 14,795 18,225 19,507 52,527
Past due®@ but not impaired : 134 36 173 343
impaired ) 32 52 323 407
' 14,961 18,313 20,003 53,277
Less: Specific allowances : ' 3 23 158 184
Subtotal 14,958 18,290 19,845 53,093
Less: General allowance® ’ 456
Total ——. 52,637
Residential Personat and Business and
As at October 31, 2008 mortgage credit card government® Total
Neither past due® nor impaired ‘ 15,235 15,628 20,813 51,676
Past due®@ but not impaired \ ' 100 30 97 227
Impaired 31 37 239 307
. 15,366 15,695 21,149 52,210
Less: Specific allowances’ 3 14 121 138
Subtotal ’ 15,363 15,681 21,028 52,072
Less: General allowance® ) 331
Total : 51,741

(1) Business credit portfolios are closely monitored and a monthly watchlist of problem commitments is produced. The watchlist is analyzed by the loan portfolio managers, who must then submit
a report to Credit Risk Management. ' .

(2) Aloan s considered to be past due when the counterparty has not made a payment the day of the contractual expiry date.

(3) The general allowance for credit risk was established taking into account the Bank’s overall credit portfolio, including an amount for ABCP-secured loans and credit facilities.

106  National Bank of Canada / 2009 Annual Report



CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dotlars)

NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)
—

Loans past due but not impaired

As at October 31 2009 2008
Residential Personal and Business and Residential Personal and Business and
mortgage credit card government mortgage credit card government

Past due but not impaired

1 month late ' 47 14 105 39 12 33
2 months late 24 9 28 14 7 25
3 months late and more® 63 13 40 47 11 39

Total 134 36 . 173 100 30 97

(1) Includes futly secured loans for which, in the opinion of Management, there is reasonable assurance as to the ultimate collection of principal or interest. Credit card receivables are included in
this category because they are written off only when payment is 180 days in arrears.

Impaired loans

As at October 31 2009 2008
Specific . Specific

Gross allowances Net Gross allowances Net

Loans
Residential mortgage 32 3 29 31 3 28
Personal and credit card 52 23 29 37 14 23
Business and government 323 158 165 239 121 118
Total 407 184 223 307 138 169
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)

Allowances for credit losses

Residential Personal and Business and
Year ended October 31, 2009 mortgage credit card government Total
Specific allowances at beginning 3 C 14 121 138
Provision for credit losses ) ; @) 98 85 179
Write-offs ()] (55) (46) (103)
Write-offs on credit cards ) - (105) - (105)
Recoveries 6 71 (2) 75
Specific allowances at end - 3 23 158 184
General allowance at beginning® 331
Provision for credit losses@ ' 126
Write-offs (1)
General allowance at end® 456
Allowances at end 640
Residential Personal and Business and
Year ended October 31, 2008 mortgage credit card government Total
Specific allowances at beginning ) 1 12 107 120
Provision for credit losses - )] 74 494 121
Write-offs )] (48) 70) (119
Write-offs on credit cards . , - (75) -~ (75)
Recoveries 5 51 35 91
Specific allowances at end 3 14 121 138
General allowance at beginning® ) 308
Provision for credit losses® . ) . 23
General allowance at end® v 331
Allowances at end . 469

(1) The general allowance for credit risk was established taking into account the Bank’s overall credit portfolio, including an amount of $23 million for ABCP-secured loans.

(2) Provision related to ABCP-secured loans and credit facilities.

(3) The general allowance for credit risk was established taking into account the Bank’s overall credit portfolio, including an amount of $148 million for ABCP-secured loans and credit facilities.
(4) Including a specific allowance for an ABCP-secured loan of $4 million.

(5) The general allowance for credit risk was established taking into account the Bank’s overall credit portfolio.

MARKET RISK MANAGEMENT

Market risk is intrinsically interlinked with participation in financial markets. Managing this risk is a core competency for the Bank in its trading, investing and
asset/liability management activities.

Assessing market risk

One of the main tools used to manage market risk is the Value-at-Risk (VaR) simulation model. VaR is the maximum value of potential daily losses, in the
portfolios held, measured at a 99% confidence level, which means that actual tosses are likely to exceed the value only one day out of 100. VaR is calculated
on an ongoing basis for both major classes of financial instruments (including derivative financial instruments) and all portfolios of the Financial Markets
segment of the Bank. By calculating this value, the Bank seeks to ensure that trading and investment decisions do not entail risks in excess of preset limits.
The VaR calculation model is based on two years of historical data.

Outstanding VaR is monitored daily in relation to established limits by product, by portfolio and by business unit and by type of activity, i.e., trading, investing
and asset/liability management. Moreover, investment activities, i.e., available-for-sale securities, are governed by an investment guideline in addition to the
Market Risk Management Policy. In addition, the Bank carries out backtesting in order to verify the capacity of the Bank’s VaR model to estimate the maximum
risk of market losses and thus validate, retroactively, the quality of the results obtained using the model.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)

The VaR model simulates losses in market situations similar to those revealed by historical data, i.e., market conditions that are supposedly normal. The Bank
also simulates the impact of abnormal situations, i.e., rare extreme events (a stock market crash, for example), on the various portfolios of the Financial
Markets segment. It does this by carrying out daily stress tests as well as sensitivity analyses for all risk categories: interest rate risk, equity and commodity
price risk, foreign exchange risk and market volatility risk.

This battery of stress tests and sensitivity analyses simulate the results that the portfolios of the Financial Markets segment would generate if the extreme
scenarios in question were to occur. Stress tests and sensitivity analyses are subject to maximum potential loss limits, which are approved by the Board of
Directors. These tests and analyses, which are jointly established by the Risk Management Group and the management of the business units, are regularly
reviewed in light of changes in market conditions, new products and trading strategies. -

Trading activities
The following table illustrates the VaR distribution of trading portfolios by risk category and the risk diversification effect.

Global VaR by risk category®)

Year ended October 31 ) 2009 2008
Low : High Average Period end Period end
interest rate (5.0) (14.7) (9.5) (6.6) (9.8)
Foreign exchange : (0.8) (5.3) (2.5) (1.6) (1.3)
Equity (2.8) 8.1) (4.8) (3.1) (3.8)
Commodity 0.7) 3.5) (1.5) (1.6) (1)
Correlation effect® n.m. n.m. 8.6 7.3 5.7
Global VaR (5.4) (14.1) ©.7 (5.6) {10.3)

n.m. — Computation of a correlation effect for the high and low is not meaningful as highs and lows may occur on different days and may be attributable to different types of risk.
(1) Amounts are presented on a pre-tax basis and represent one-day VaR.
(2) The correlation effect is the result of the diversification of types of risk.

Available-for-sale securities portfolios

The Bank has created available-for-sale securities portfolios made up of liquid or non-liquid securities for strategic, long-term investment and liquidity purposes.
These investments carry not only market risk, but also credit risk, liquidity risk, concentration risk and reputational risk as well as risk of non-compliance with
laws and regulations in effect.

The Investment Guidelines set out the guiding principles and general management standards to be followed by all those who manage portfolios of available-
for-sale securities included in the portfolios of the Bank and its subsidiaries. Under these guidelines, business units that are active in managing this type of
portfolio are required to adopt internal investment policies that set, among other things, targets and limits for the allocation of assets in the portfolios concerned
and internal approval mechanisms. The primary objective is to reduce concentration risk by industry, issuer, geographic location, type of financial instrument
and credit quality. Lastly, a limit is set on the amount of non-liquid securities in the available-for-sale securities portfolios in proportion to the Bank’s
equity. K

Structural interest rate risk

As part of its non-trading activities, such as granting mortgage loans and accepting term deposits, the Bank is exposed to structural interest rate risk. Interest
rate movements cause changes in interest income and interest expense and, although these changes move in the same direction, their relative magnitude
will have a favourable or unfavourable impact on annual net interest income and the economic value (present value of estimated cash flows) of shareholders’
equity. The extent of that impact depends on several factors, including asset and liability matching and the interest rate curve. Assets and liabilities are
managed to optimize the impact of interest rate movements in view of anticipated rate changes.

Regular simulations are performed to assess the impact of various scenarios on annual net interest income and the economic value of shareholders’ equity
and to guide the management of structural interest rate risk.

Interest rate risk is managed under a specific policy, the revision and application of which are overseen by various management committees, among others.

. The policy sets risk limits based on the impact of a change in interest rates on the two following parameters: annual net interest income and economic value.
In addition, the duration of shareholders’ equity must be maintained within certain limits.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)
I
The following table provides the potential before-tax impact of an immediate and sustained 100-basis-point increase or decrease in interest rates on net

interest income and on the economic value of shareholders’ equity of the Bank’s non-trading portfolios, assuming that no further hedging is undertaken.

Interest rate sensitivity — Non-trading activities (before tax)

As at October 31 2009 2008

100-basis-point increase in the interest rate _
Impact on net interest income (for the next 12 months) 19 -
Impact on shareholders' equity : (143) 74

100-basis-point decrease in the interest rate
Impact on net interest income (for the next 12 months) (5) (15)
Impact on shareholders' equity

Hedge of structural foreign exchange risk and interest rate risk

Hedge of a net investment in a self-sustaining foreign operation

The Bank’s structural foreign exchange risk arises from investments in self-sustaining foreign operations denominated in currencies other than the Canadian
dollar. This risk is measured by assessing the impact of currency fluctuations. The Bank uses derivative and non-derivative financial instruments to hedge
structural foreign exchange risk. In a hedge of a netinvestment in a self-sustaining foreign operation, the financial instruments used will offset foreign exchange
gains and losses on the investments. When non-derivative financial instruments are designated as foreign exchange risk hedges, only the changes in value
that are attributable to foreign exchange risk are taken into account in assessing and calculating the effectiveness of the hedge.

Forthe year ended October 31, 2009, unrealized foreign exchange losses of $193 million (unrealized foreign exchange gains of $528 million for the year ended
October 31, 2008) were recorded in Other comprehensive income related to the Bank’s net investment in self-sustaining foreign operations. These gains and
losses were respectively offset by gains of $219 million (losses of $559 million for the year ended October 31, 2008) related to financial instruments designated
as foreign exchange risk hedges. Non-derivative financial instruments designated as hedges represent foreign currency-denominated liabilities and totalled
$2.0 billion as at October 31, 2009 ($2.1 billion as at October 31, 2008).

As at October 31, 2009, a 1% appreciation of the value of the Canadian dollar would have reduced shareholders’ equity by $0.7 million.

Fair value hedge
Fair value hedge transactions mainly use interest rate swaps to hedge changes in the fair value of a financial asset or liability arising from changes in market

interest rates. In a fair value hedge, the change in fair value of the derivative financial instruments used as hedging items will offset the change in fair value
of the hedged item. The Bank uses this strategy primarily for its securities, fixed-rate deposit and subordinated debenture portfolios.

For the year ended October 31, 2009, the amount representing the ineffective portion was recorded in Other income in the Consolidated Statement of Income

and was negligible (unrealized gain of $1 million for the year ended October 31, 2008). Al the components of the change in fair value of the derivative financial
instruments designated as hedges were taken into account in assessing the effectiveness of the fair value hedge.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)
N B

Cash flow hedge : . . ‘
Cash flow hedge transactions mainly use interest rate swaps to hedge exposure of the future cash flows related to a floating-rate financial asset or liability.

In a cash flow hedge, the derivative financial instruments used as hedging items will mitigate the variability in future cash flows related to the hedged item.
The Bank uses this strategy primarily for its loan portfolios, personal lines of credit and variable-rate deposits.

For the year ended October 31, 2009, an unrealized gain of $84 million (unrealized gain of $300 million for the year ended October 31, 2008) was recorded
in Other comprehensive income for the effective portion of changes in fair value of derivative financial instruments designated as cash flow hedges. The
amounts recognized are reclassified to Net interest income in the periods during which the cash flows of the hedged items are recognized. Consequently, a
net gain of $67 million was reclassified to Net income in thie year ended October 31, 2009 (net gain of $9 million for the year ended October 31, 2008). An
estimated net gain of $118 million deferred in Accumulated other comprehensive income as at October 31, 2009 is expected to be reclassified to Netincome
during the next 12 months. The maximum period over which the Bank hedges jts exposure to the variability in future cash flows is 11 years.

For the year ended October 31, 2009, an unrealized gain representing the ineffective portion was recognized in Other income in the Consolidated Statement
of Income in the amount of $2 million (an unrealized gain of $1 million for the year ended October 31, 2008). All the components of the change in fair value
of the derivative financial instruments designated as hedges were taken into account in assessing and calculating the effectiveness of the-cash flow hedge.

LIQUIDITY RISK MANAGEMENT

Liquidity risk arises when sources of funds become insufficient to meet scheduled payments under the Bank’s commitments. Liquidity risk stems from
mismatched cash flows related to assets and liabilities as well as the characteristics of certain products such as credit commitments and non-fixed term
deposits. -

The Bank’s primary objective as a financial institution is to manage liquidity so as to ensure timely access to the market in order to support the Bank’s business
strategy and enable it to honour its commitments when they come due, even in extreme conditions. This is done primarily by implementing a policy framework,
approved by the Board of Directors, which establishes a risk tolerance threshold, monitoring structures controlled by the various committees, risk indicators,
reporting procedures, delegation of responsibilities and segregation of duties. :

Liquidity management .

The Bank manages liquidity risk on a consolidated basis by placing limits on the various indicators of liquidity risk. Short-term day-to-day funding decisions
are based on a daily cumulative net cash position, which is controlled by means of limits set on liquidity ratios. Similarly, the Bank closely monitors the nominal
value of new funds obtained on the institutional market with terms of one to seven days.

Moreover, the Bank’s collateral pledging activities related to derivative financial instrument transactions (exchange-traded and over-the-counter contracts)
are tracked on a daily basis in relation to the global limit set by the Bank and are tested once a week using a series of simulations. The Bank also regularly
tracks unencumbered securities outstanding in proportion to total assetsand in proportion to unsecured institutional market funds due in less than one
year.

The Bank’s survival period, an indicator designed to measure the number of days it would take to utilize the Bank’s liquid assets if the Bank were to lose
deposits prematurely or if institutional market funds were not renewed at maturity, is measured weekly using six scenarios. As of October 31, 2009 the
consolidated excess liquidity over a 90-day horizon under business as usual totalled $15.5 billion compared to $11.6 billion on October 31, 2008. The excess
liquidity represents.the difference of liquid assets less unsecured/secured purchased funds and contingent liabilities. Another indicator known as “net cash
capital” and calculated monthly, measures the portion of term loans being used to finance the Bank’s illiquid assets. Moreover, the Bank closely monitors its
financial leverage to ensure that its assets-to-capital multiple respects the level prescribed by the Office of the Superintendent of Financial Institutions. Lastly,
the Bank maintains an up-to-date liquidity contingency plan describing the measures to be taken in the event of a critical liquidity situation.

Funding

Core deposit liabilities are the Bank’s primary funding source. In this context, diversification of funding by origination and term structure is an important
element of a liquidity management strategy. The Bank seeks to diversify its funding sources by geographic location, currency, instrument, term and depositor.
In addition, the Bank is actively involved in securitization programs (e.g., residential mortgage loans and credit card receivables) that give it access to long-
term funding.
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NOTE 5 MANAGEMENT OF THE RISKS ASSOCIATED WITH FINANCIAL INSTRUMENTS (cont.)

The following table presents financial liabilities and loan commitments by contractual maturity.

Contractual maturities

Payable on
demand and Payable on
As at October 31 3 after notice a fixed date 2009 2008
Less than 1to2 2to5 More than
1year years years 5 years Total Total
Personal 19,131 6,900 3,538 4,963 77 34,609 33,098
Other 16,380 18,642 1,125 3,422 992 40,561 42,924
Total deposits 35,511 25,542 4,663 8,385 1,069 . 75,170 76,022
Less than 1to2 2to5 . Morethan No
1year years years 5 years maturity Total Total

Obligations related to securities sold short - - - - 13,221 13,221 15,829
Securities sold under repurchase agreements 12,736 - - - - 12,736 7,151
Designated derivative financial instruments :

Fair value hedges - 7 16 12 - 35 51

Cash flow hedges 40 - - : 13 -~ 53 35
Total designated derivative .

financial instruments . . 40 7 16 25 ~ 88 86
Derivative financial instruments . .

held-for-trading 1,324 893 2,565 1,063 14 5,859 8,502
Subordinated debentures 167 - 1,000 850 - 2,017 2,255
Loan commitments 29,463 26,037

NOTE 6

CAPITAL DISCLOSURE

Capital management objectives, policies and procedures
Capital management consists of maintaining the balance between risk-adjusted capital, regulatory capital ratios that satisfy the minimum requirements for a
well-capitalized financial institution, as defined by the Superintendent and the production of a competitive return on shareholders’ equity.

Each year, the Board of Directors, on the recommendation of the ARMC, approves a detailed capital management policy and the Bank’s capital plan. This
policy sets out the principles and practices the Bank incorporates into its capital management strategy and the basic criteria it adopts to ensure that it has a
sufficient level of capital at all times and prudently manages such capital in view of its future capital requirements. The capital plan sets operational targets
and takes into account expected levels for risk-weighted assets, determined under the regulatory approach. Moreover, the capital plan presents an analysis
of the different strategies that are available to the Bank to optimize capital management, including the issuance and repurchase of equity securities and
subordinated debt securities and the dividend policy.

Capital management

The capital ratio is the ratio, expressed as a percentage, of regulatory capital to risk-weighted assets. Risk-weighted assets are calculated in accordance with
the rules established by the Superintendent for balance sheet and off-balance sheet risks. Credit, market and operational risks are considered in calculating
risk assets for regulatory purposes. The definition adopted by the Bank for international Settlements (BIS) distinguishes between three types of capital: Tier 1
capital, which consists of common shareholders’ equity and non-cumulative preferred shareholders’ equity, the eligible amount of innovative instruments and
non-controlling interests in subsidiaries, less goodwill; and Tier 2 capital, which consists of preferred shares not eligible for Tier 1 capital, the eligible portion
of subordinated debentures, the eligible general allowance for credit risk as well as the eligible amount of innovative instruments that could not be included in
Tier 1 capital. In accordance with BIS rules, the Superintendent defines a third tier of capital intended specifically to cover market risk, which is also covered by
Tier 1 capital. Total regulatory capital is the sum of all capital net of investments in companies subject to significant influence and first-loss protection with
respect to asset securitization.
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NOTE 6 CAPITAL DISCLOSURE (cont.)
I

On November 1, 2007, the Bank adopted the requirements of the Basel Il Accord capital standards. These rules, established in 2004 by the BIS in Basel,
Switzerland, and adopted by many countries around the world, including Canada, amend the capital adequacy rules introduced in 1988.

Since November 1, 2007, the Bank has been using the Standardized Approach for credit risk. Subject to Superintendent approval, the Bank plans to adopt
the Advanced Internal Rating-Based Approach, which provides for enhanced sensitivity of capital to the credit risk of borrowers and counterparties with which
it does business, beginning in the first quarter of 2010. The Bank has been using the standardized approach for operational risk since November 1, 2007.
This approach imposes a capital charge to cover operational risk.

The Superintendent considers financial institutions to be well-capitalized if they maintain a Tier 1 capital ratio of 7% and a total regulatory capital ratio of 10%.
The Bank maintained ratios that satisfied these requirements in both 2009 and 2008.

in addition to regulatory capital ratios, banks are expected to meet an assets-to-capital multiple test. The assets-to-capital multiple is calculated by dividing

a bank’s total assets, including specified off-balance sheet items, by its total capital. The Bank met the assets-to-capital multiple test in both 2009
and 2008.

Regulatory capital according to Basel Il

As at October 31 2009 2008

Tier 1 Capital
Common shares 1,729 1,656
Contributed surplus ) 48 31
Retained earnings 3,515 3,110
Unrealized foreign exchange gains and losses, net of
hedging activities and after tax, included in
Accumulated other comprehensive income (100) (71)
Accumulated net after-tax unrealized losses on available-for-sale
equity securities included in
Accumulated other comprehensive income (11) (88)
Non-cumulative permanent preferred shares 1,089 774
Innovative instruments® ' 971 828
Non-controlling interest®@ 19 18
Trading in short positions of shares of the Bank (10) -
Gross Tier 1 Capital ’ 7,250 6,258
Goodwill . o ' (746) (740)
Other deductions ' ‘ (35) -
Net Tier 1 Capital 6,469 5,518
Gains on sales recorded upon securitization (36) (38)
Other deductions (168) -
Adjusted Net Tier 1 Capital ) 6,265 " 5,480
Tier 2 Capital
Subordinated debentures 1,897 2,153
Eligible general aliowance for credit risk 456 331
Excess Tier 1 qualifying innovative instruments® 4 147
Tier 2 Capital 2,357 2,631
Other deductions (223) 432)
Adjusted Tier 2 Capital 2,134 2,199
Total capital 8,399 7,679

(1) 400,000 NBC Cap$ Il - Series 1 and 350,000 NBC Cap$ !l - Series 2 issued by NBC Asset Trust presented in Non-controlling interest and 225,000 NBC CapS$ - Series I issued by NBC Capital Trust.
(2 Excluding 400,000 NBC CapS Il - Series 1 and 350,000 NBC Cap$ Il — Series 2 issued by NBC Asset Trust, mutual funds and other entities consolidated pursuant to the application of AcG-15.
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NOTE 7

TRADING ACTIVITY REVENUES

Trading activity revenues comprise net interest income from trading activities, trading revenues recognized as Other income and the impact of non-controlling
interest.

Net interest income comprises interest and dividends related to financial assets and liabilities associated with trading activities, net of interest expenses and
interest income related to the financing of these financial assets and liabilities.

Other income comprises the realized and unrealized gains and losses on securities held-for-trading, income from derivative financial instruments held-for-
trading and the change in fair value of financial instruments designated as held-for-trading.

The impact of non-controlling interest takes into account trading revenues and losses attributable to third parties'.( o

Revenues from trading activities

Year ended October 31 2009 2008
Net interest income . 444 447
Other income (329
Non-controlling interest 197
Total 315
AVAILABLE-FOR-SALE SECURITIES
Available-for-sale securities are presented in the following table:
As at October 31 2009 2008
Term to maturity
Less than 1to5 More than No
1year years 5 years maturity Total Total
Securities issued or guaranteed by:
Canada 5,811 80 - 9,014 7,040
Provinces - 1,424 - 1,876 1,840
Municipalities or school boards - 212 - 274 2
U.S. Treasury and-other U.S. agencies 91 - = 92 100
Other debt securities 63 947 | 2,443
Equity securities : 75 1,078 897
Total available-for-sale securities
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NOTE 8 AVAILABLE-FOR-SALE SECURITIES (cont.)
—

Gross unrealized gains (losses) on available-for-sale securities

As at October 31, 2009

Cost or Gross Gross

amortized unrealized unrealized Carrying
cost gains losses value

Securities issued or guaranteed by: ] :
Canada 8,973 69 (28) 9,014
Provinces ) : 1,853 58 (35) 1,876
Municipalities or school boards 267 16 )] 274
U.S. Treasury and other U.S. agencies 92 - - 92
Other debt securities 937 49 (39) 947
Equity securities 1,091 53 (66) 1,078
Total available-for-sale securities 13,213 245 177 13,281

As at October 31, 2008

Cost or Gross Gross

amortized unrealized unrealized Carrying
cost gains losses value

Securities issued or guaranteed by:
Canada 7,014 29 3) 7,040
Provinces 1,857 4 (0X))] 1,840
Municipalities or school boards ’ 2 - - 2
U.S. Treasury and other U.S. agencies 100 - - 100
Other debt securities 2,494 5 (56) 2,443
Equity securities , 1,024 3 (130) 897
Total available-for-sale securities 12,491 41 (210) 12,322

Reclassification of securities to available-for-sale securities

On August 1, 2008, the Bank reclassified $119 million of ABCP that had been classified in Held-for-trading securities to Available-for-sale securities on the
Consolidated Balance Sheet. The reclassification was made in light of the fact that market activities for third-party ABCP had been frozen since August 2007,
which is a rare event.

Gross unrealized losses

Available-for-sale securities are measured periodically to determine whether there is objective evidence of an impairment in value. Gross unrealized losses on
equity securities are mainly caused by market price fluctuations or foreign exchange movements. The Bank has the ability and intent to hold these securities for
a period of time sufficient to allow for any recovery of their fair value. As at October 31, 2009 and 2008, the Bank concluded that the gross unrealized losses,
recognized in Other comprehensive income, were temporary.

Impairment charges

During the yearended October 31, 2009, a $37 million ($220 million for the year ended October 31, 2008) lmpalrment charge relating to a decline in value of
available-for-sale securities, which the Bank considered as otherthan temporary, was recognized in Losses on available-for-sale securities, net in the Consolidated -
Statement of Income.

Available-for-sale securities presented at cost

The Bank holds equity securities such as mutual fund units and other securities that are classified as available-for-sale but must be presented at cost because
they are not traded in an active market. As at October 31, 2009, these available-for-sale securities presented at cost in the Consolidated Balance Sheet totalled
$387 million ($340 million as at October 31, 2008). Some of these securities had a fair value that could be estimated. The difference between the estimated
fair value and the cost represented an unrealized gain of $39 million as at October 31, 2009 ($15 million as at October 31, 2008). Some available-for-sale
securities presented at cost were sold during the year. When they were sold, their carrying value was $8 million ($1 million as at October 31, 2008), and the
Bank recognized an $11 million gain on their sale ($5 million for the year ended October 31, 2008).
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"NOTE9

MASTER ASSET VEHICLES

On August 20, 2007, the Bank announced a number of measures to relieve its clients from the uncertainties related to the liquidity problem in the asset-backed
commercial paper (ABCP) market. During the fourth quarter of 2007, the Bank purchased $2,138 million of ABCP, issued by 26 trusts, including $1,084 million
from mutual funds and $559 million from pooled funds administered by the Bank, as well as the ABCP held by its individual retail clients and certain other clients.
This amount was in addition to the $156 million of ABCP already held by the Bank. ‘

On December 23, 2007, the Pan-Canadian Investors Committee for Third-Party Structured ABCP approved an agreement in principle to restructure the affected
series of ABCP issued by 20 trusts. On December 24, 2008, an agreement was reached between all the main stakeholders, including the governments of Canada,
Quebec, Ontario and Alberta, concerning the restructuring of $32 billion in third-party ABCP. The implementation of the restructuring plan was finalized on
January 21, 2009.

Restructuring plan
The ABCP affected by the restructuring plan was replaced with new longer-term floating rate notes with maturities designed to more closely match the maturities
of the underlying assets, with the pooling of certain assets as well as the establishment of margin funding facilities to support any future collateral calls.

The series of affected ABCP supported in whole or in part by synthetic assets were pooled into the Master Asset Vehicles (I and 1i) as follows:

—  Master Asset Vehicle | (MAV I) is a vehicle for investors who elected to commit their share of a margin funding facility associated with their underlying
assets;

—  Master Asset Vehicle It (MAV 1) is a vehicle for investors who elected to commit less than, or none of their share of a margin funding facility, in which case
third parties will fund the remaining portion.

The margin funding facilities in MAV 1 and MAV Il-are provided by third-party lenders, including Canadian banks, asset providers, noteholders and the governments
of Canada, Quebec, Ontario and Alberta. The facilities provided by the governments rank senior to all other margin funding facilities and, in the event of margin
calls, they will be the last in and the first out. These facilities are designed to reduce the risk that the newly formed vehicles will not be able to meet margin calls
if future circumstances warrant them. The Bank committed to contribute $911 million to these margin funding facilities. As at October 31, 2009, no amount had
been advanced by the Bank.

The key parties to the restructuring also agreed to enhance the transaction by including a moratorium of 18 months following the closure, i.e., January 21, 2009,
during which time margin calls would not be permitted.

In connection with the contribution to MAV | and MAV 11 of assets supported by the margin funding facility, investors received a mix of Class A-1, Class A-2, Class
B and Class C notes with an expected maturity in January 2017. Ineligible assets in MAV | and MAV |l were segregated, and noteholders holding series of ABCP
secured in part by ineligible assets received ineligible asset (IA) tracking notes that reflect the performance of the underlying individual asset.

A third vehicle, which silos each series secured exclusively by traditional assets or ineligible assets, was created under Master Asset Vehicle 1l (MAV IID). Two main
types of notes were created in MAV l1i: TA tracking notes for traditional assets and A tracking notes for ineligible assets. All tracking notes are tied to the net return
and maturities of their respective underlying assets.

On January 21, 2009, MAV | and MAV |l Class A-1 and Class A-2 notes were assigned an “A” rating. On August 11, 2009, MAV Ii Class A-2 notes were downgraded
to “BBB (low)” and the rating “under review with negative implications” was maintained. The ratings assigned to MAV | Class A-2 notes were also rated “under
review with negative implications.”/The “A” ratings of Class A-1 notes issued by the MAVs were maintained. During the last two quarters of 2009, credit premiums
improved.
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NOTE 9 MASTER ASSET VEHICLES (cont.)
SRR

As at October 31, 2009, the face value of ABCP held by the Bank was $1,954 million ($2,198 million as at October 31, 2008), of which $1,685 million was
designated as Held-for-trading securities under the fairvalue option, and an amount of $269 million was classified as Available-for-sale securities ($2,198 million
classified in Available-for-sale securities as at October 31, 2008). During the fourth quarter of 2009, the Bank received principal repayments related to the
ABCP notes for a total of $18 million. In the third quarter of 2009, a note of $29 million was extinguished and the Bank received $47 million in principal
repayments. In the second quarter of 2009, a credit default swap excluded from the moratorium was terminated and the Bank’s share in the notes related to
this derivative was $43 million; the Bank also received a principal repayment related to the ABCP notes for an amount of $69 million. The table below provides
a breakdown of the ABCP face value as at October 31, 2009:

MAVI
Class A-1 604
Class A-2 553
Class B 94
Class C 39
IA tracking notes for ineligible assets 77
Total MAV I - 1,367
MAVII : :
Class A1 : 98
Class A-2 ) 79
Class B 14
Class C 6
IA tracking notes for ineligible assets 11
Total MAV |1 208
MAVHI
TA tracking notes for traditional assets 85
IA tracking notes for ineligible assets 148
Total MAV il 233
ABCP not included in the Pan-Canadian restructuring plan ) 146
Total

Establishing fair value

To determine the value of the ABCP it is holding, the Bank has established ranges of estimated fair value. The carrying value of the ABCP held by the Bank in
an investment portfolio as at October 31, 2009, designated as Held-for-trading securities, was $1,147 million, and $78 million was classified in Available-
for-sale securities. ($1,529 million classified in Available-for-sale securities as at October 31, 2008). The notes held in an investment portfolio with one or
more embedded derivatives were designated as Held-for-trading securities under the fair value option, and the other notes were classified in Available-for-
sale securities. For fiscal 2009, a loss of $190 million was recorded in Losses on available-for-sale securities, net in the Consolidated Statement of Income
following implementation of the restructuring plan. The table below provides a breakdown of the carrying value of ABCP held as at October 31, 2009:

Residual contractual maturities

More than
1to 5 years 5 years Total

MAV | and MAV Ii ’ ' 6 1,103
MAVIII 24 48
ABCP not included in the Pan-Canadian restructuring plan 19 25
Carrying value of the notes 49 1,176
Margin funding facilities - (63)
Total ) 49 1,113

In establishing the fair value of the MAV notes and excluding ineligible assets, the Bank considered the quality of the underlying assets. The Bank determined
the fair value using a discounted cash flow analysis. The discount rate is based 80% on the CDX.IG index tranches and 20% on a basket of securities backed
by assets such as credit card receivables, Residential Mortgage-Backed Securities (RMBS), Commercial Mortgage-Backed Securities (CMBS) and automobile
loans. Credit ratings and coupons are based on the anticipated terms of the MAV notes. Maturities are based on the anticipated cash flows of the underlying
assets. )

For ineligible assets, the fair value of the tracking notes is based on an analysis of the underlying assets of the notes and the market value of comparable
instruments. For RMBS, fair values were based on the ABX index; for CMBS, CMBS indices, including the CMBX index, were chosen. As for derivative financial
instruments, the Bank used valuation models which are commonly used by market participants with inputs that are based on factors observable in the markets:
CDX.IG indices, base correlation and interest rates. '
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NOTE 9 MASTER ASSET VEHICLES (cont.)
A

The Bank’s valuation was based on its assessment of the conditions prevailing as at October 31, 2009, which may change in subsequent periods. The most
important assumptions to determine the fair value of the notes are observable discount rates and the credit ratings of the notes. The sensitivities of these
assumptions on fair value as at October 31, 2009 are as follows:

- A10-basis-point change in the discount rate would result in a $9 million decrease or increase in the fair value;
- Adecrease in the credit rating of one letter grade would result in a decrease in the fair value between a range of $60 million to $80 million; and
—  Anincrease in the credit rating by one letter grade would result in a fair value increase within a range of $50 million to $65 million.

Determining the fair value of ABCP is complex and involves an extensive process that includes the use of quantitative modelling and relevant assumptions.
Possible changes that could have a significant impact on the future value of the ABCP include (1) changes in the value of the underlying assets; (2) changes
regarding the liquidity of the market for ABCP that is not currently traded on an active market; and (3) the impacts of a marked and prolonged economic
siowdown in North America.

Credit facilities to clients holding MAV notes

The Bank offered improved credit facilities to commercial and corporate clients holding MAV notes for their liquidity needs. These credit facilities cover up
to 75% of the face value of the notes. The credit agreements also provide for an option in favour of the borrower allowing the borrower to assign to the Bank,
on or after the maturity date of the credit facility, the restructured notes in payment of the principal of the credit facility. These credit facilities are available for
a period of two to three years with the possibility of being extended by the Bank if borrowers maintain a normal banking relationship with the Bank during the
period of the credit facility.

During the year ended October 31, 2009, the Bank recorded a provision for credit losses of $126 million related to the new credit facilities provided to clients
holding MAV notes. A general allowance for credit risk for ABCP-secured loans of $23 million-was recorded during 2008. These amounts were recorded in
Allowance for credit losses in the Consolidated Balance Sheet. These allowances are based on the Bank’s assessment of the value of the collateral at the
maturity date of the loans and are mainly due to the credit facilities secured by notes backed by ineligible assets.

As at October 31, 2009, improved credit facilities outstanding stood at $285 million (nil as at October 31, 2008). In total, the collateral related to the credit
facilities offered 4o clients has been estimated as follows:

Credit facilities
Credit facilities related to
related to other notes
notes backed included in the
Face value by ineligible restructuring
Collateral of the notes assets® plan®@
MAVII v :
Class A-1 423 - 327
Class A-2 405 - 311
Class B 73 - 56
Class C 28 - 22
IA tracking notes for ineligible assets 130 94 -
Total MAV Il 1,059 94 716
MAV i
TA tracking notes for traditional assets 45 - 27
1A tracking notes for ineligible assets 156 130 -
Total MAV 1l - 201 130 27

Total 1,260 o 224 _ 743

(1) These credit facilities represent 75% of the face value of the notes and are guaranteed by the notes less their capital repayments.
(2) . These credit facilities represent 75% of the face value of the notes of which 30% are full recourse to.the borrower and 45% guaranteed by the notes less their capital repayments.
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NOTE 9 MASTER ASSET VEHICLES (cont.)
R

The Bank had also provided credit facilities to borrowers for their liquidity needs until the improved credit facilities were made available. As at October 31, 2009,
these outstanding credit facilities represented $53 million ($233 million as at October 31, 2008) with recourse to the borrowers.

Regulatory investigation

In early 2008, the Autorité des marchés financiers (AMF), the Ontario Securities Commission (0SC) and the Investment Dealers Association of Canada (now
known as the Investment Industry Regulatory Organization of Canada ~ HROC) acknowledged that they were carrying on an industry-wide investigation into
the Canadian sale and distribution of third-party ABCP and the conduct of various market participants in-the weeks leading to the liquidity crisis in
mid-August 2007. Stemming from such an industry investigation, regulators may seek orders to sanction market participants.

The Bank’s investment dealer subsidiary, National Bank Financial (NBP), has been notified of the preliminary findings of the regulators’ staff. The enforcement
notice identified matters that were the subject of the investigation and indicated that the securities regulators’ staff is contemplating commencing proceedings
in relation to those matters against NBF. NBF has an opportunity to respond to this notice before the regulators’ staff renders a decision regarding a potential
lawsuit against it. NBF is collaborating with the securities regulators’ staff. '

Refer also to the Litigation section of Note 28, Guarantees, Commitments and Contingent Liabilities.

NOTE 10

HELD-FOR-TRADING SECURITIES

As at October 31 2009 2008
Term to maturity
Less than 1to5 More than No

1year years 5 years maturity Total Total

Securities issued or guaranteed by: .
Canada 4,672 4,811 2,204 - 11,687 11,662

Provinces 2,055 1,950 - 6,009 6,214
Municipalities and school boards ' 127 14 - 494 512
U.S. Treasury and other U.S. agencies 727 185 - 1,025 319
Other debt securities 1,755 1,711 47 5,133 4,600
Equity securities 16 - 12,555 12,604 10,556

2 6,064

Total held-for-trading securities

33,863
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NOTE 11

TRANSFERS OF RECEIVABLES

Asset securitization
New securitization activities
Insured mortgage loans and credit card receivables

The Bank securitizes insured residential mortgage loans by creating mortgage-backed securities. Under a 1998 agreement, the Bank also sells credit card
receivables on a revolving basis to a trust. The pre-tax gain or loss from securitization transactions, net of transaction fees, is recognized in the Consolidated

Statement of Income under Securitization revenues.

Year ended October 31 2009 2008
insured " Insured Credit
mortgage mortgage card
loans loans receivables
Net cash proceeds 3,690 3,339 3980
Asset-backed securities purchased®@ - - 23
Retained rights to future excess interest 274 118 13
Retained servicing liability (22) (18) 3)
i 3,942 3,439 431

Receivables securitized and sold 3,7350) 3,352 423
Gain before income taxes, net of transaction fees 207 87 8
Mortgage-backed securities created and retained included

in Available-for-sale securities - 635 -

(1)  The net cash proceeds received are equal to the gross proceeds of $423 million, less the $23 million used to purchase the securities issued by the Trust and the transaction fees.

(2) These securities are presented under Available-for-sale securities in the Consolidated Balance Sheet.

(3) Includes $160 million of receivables securitized in previous years.
(4)  Includes $541 million of receivables securitized in previous years.

Key assumptions

The key assumptions used to measure the fair value of retained rights to future excess interest as at the securitization date for transacﬁons carried out

during 2009 and 2008 were as follows:

Year ended October 31 2009 2008 2009 2008
Insured Credit card
mortgage loans receivables
Variable Fixed Variable Fixed
rate rate rate rate
Weighted average term (in months) 29.2 30.7 25.7 30.1 - -
Payment rate (per month) - - - - 27.4% 26.2%
Prepayment rate 19.5% 17.3% 20.0% 17.1% - -
Excess spread, net of credit losses 1.2% 3.1% 1.0% 1.6% 10.5% 10.8%
Expected credit losses - - - - 5.1% 3.9%
Discount rate 0.6% 2.0% 4.0% 3.6% 17.0%

17.0%

The static pool credit loss ratio for securitized credit card receivables as at October 31, 2009 was 1.31% (2008: 1.19%). It is calculated by dividing actual and
projected credit losses by the original balance of the receivables securitized. Static pool credit losses are not applicable to insured mortgage loans.
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NOTE 11 TRANSFERS OF RECEIVABLES (cont.)
T

Managed loans

As at October 31 2009 2008
Gross Gross
impaired impaired
Total loans and Total toans and
gross other past Net gross other past Net
loans due loans® write-offs loans due loans® write-offs
Residential mortgage 23,255 95 4) 23,066 78 “)
Personal and credit card 19,536 74 155 16,918 57 117
Business and government 20,003 363 48 21,149 278 35
Total loans 62,794 532 199 61,133 413 148
Less: Mortgage-backed securities created and retained
included in Available-for-sale securities 298 - - 615 - -
Less: Securitized and managed loans
Insured mortgage loans 7,453 - - 6,698 - -
_ Credit card receivables 1,223@ 9 66 1,223@ 9 45
Less: Mortgage loans sold to a mutual fund administered by
the Bank and other : 543 - - 387 - -
Total loans presented on the
Consolidated Balance Sheet 53,277 523 133 52,210 404 103

(1) Comprisesimpaired loans and loans that are 90 days or more past due but are fully secured and for which, in the opinion of Management, there is reasonable assurance that principal and interest
will ultimately be collected. Credit card receivables are not classified as impaired loans but, instead, are written off when payments are 180 days in arrears.
(2) Comprises $23 mitlion of mortgage-backed securities included in Available-for-sale securities in the Consolidated Balance Sheet.

impact of securitization activities on certain items of the Consolidated Statement of income
Securitization revenues

Year ended October 31 2009 2008 2009 2008 2009 2008 2009 2008
Gains on Servicing
salé of assets revenues Other Total
Insured mortage loans 207 87 20 19 - 227 106
Credit card receivables® 95 94 23 23
Total 302 181 42
(1) Revolving securitization transactions and new securitization activities.

impact of securitization activities on certain items of the Consolidated Balance Sheet

As at October 31 2009 2008 2009 2008
Available-for-sale securities Other liabilities

Retained Servicing

interests liability

Insured mortgage loans 311 176 34 30
Credit card receivables 36 38 7 7
Total 347 214 41 37
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NOTE 11 TRANSFERS OF RECEIVABLES (cont.)
P

Cash flows from securitization activities

Year ended October 31 ' 2009 2008 2009 . 2008
Insured
mortgage Credit card
loans receivables
Variable Fixed Variable Fixed
rate rate rate rate
Proceeds from new securitizations 187 3,503 261 3,078 - 398
Proceeds collected and reinvested '
in revolving securitizations . - - - - 3,998 3,618
Cash flows from retained interests ‘ _
in securitizations 7 137 7 94 130 117

Sensitivity of key assumptions to adverse changes

The sensitivity of the current fair value of retained rights to future excess interest to immediate 10% and 20% adverse changes in key assumptions was as
follows:

As at October 31 2009 ) 2008 2009 2008

insured
mortgage Credit card
. loans receivables
Variable Fixed Variable Fixed
rate rate rate rate
Weighted average term (in months) ) 24,7 32.2 20.1 22.0 ) - -
Prepayment rate . 19.9% 17.7% 20.0% 18.2% 27.4% 26.2%
Impact on fair vatue of 10%
adverse change $(0.2) $ (8.6) $(0.3) $ (.6) S (2.6) $(2.8)
Impact on fair value of 20%
adverse change $(0.4) $(16.9) $(0.6) $ 9.0) $ (4.7) $(5.1)
Excess spread, net of credit losses 1.2% 2.2% 1.1% 1.4% 10.5% 10.8%
Impact on fair value of 10% ) ) ;
adverse change $(1.0) $(30.1) $(1.1) $(16.1) $(3.7) $33.9)
Impact on fair value of 20%
adverse change $(2.0) $(61.7) $.3) $(32.2) $(7.3) $(7.8)
Expected credit losses - - - - 51% 3.9%
Impact on fair value of 10% ‘ '
adverse change . - - - - $ (1.8) $(1.4)
Impact on fair value of 20%
adverse change ' - - - - $ (3.5) $(2.8)
Discount rate 0.7% 3.0% 4.3% 3.9% 17.0% 17.0%
Impact on fair value of 10%
adverse change - $ (1.0 $(0.1) $ 0.8 $(0.1) $(0.2)
Impact on fair value of 20% :
adverse change - S (2.0) $(0.1) $ (1.6)

$03 503

These sensitivities are hypothetical and should be used with caution. Changes in fair value attributable to éhanges in assumptions generally cannot be
extrapolated because the relationship between the change in assumption and the change in fair value may not be linear. Changes affecting a given factor may
result in changes to another, which might magnify or counteract the sensitivities attributable to changes in assumptions.
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NOTE 11 TRANSFERS OF RECEIVABLES (cont.)
L]

Other transfers

The Bank sells insured and uninsured mortgage loans to a mutual fund administered by the Bank. The pre-tax gain or loss is recorded in Other income — Other
in the Consolidated Statement of Income. The total outstanding amount of insured and uninsured mortgage loans sold to this mutual fund was $529 million
as at October 31, 2009 ($373 million as at October 31, 2008). The table below summarizes the other transfers carried out by the Bank.

Year ended October 31 2009 2008
Net cash proceeds ‘ } 411 76
Uninsured mortgage loans sold. 399 |- 75
Gain before income taxes 12 1

NOTE 12

B INANCIAL ASSETS TRANSFERRED BUT NOT DERECOGNIZED

In the course of its operations, the Bank concludes transactions in which it transfers financial assets to a third party which are presented in the Consolidated
Balance Sheet because the transactions do not qualify for derecognition.

Carrying values of transferred financial assets

As at October 31 2009 2008

Securities sold under repurchase agreements 12,599 7,243
Loaned securities 7,086 4,348

NOTE 13

VARIABLE INTEREST ENTITIES

The VIEs where the Bank holds a significant variable interest but is not the primary beneficiary as defined in AcG-15 are described below. The Bank’s maximum
exposure to loss resulting from these variable interests consists primarily of investments in these entities, the fair value of the derivative contracts entered
into with them and the backstop liquidity and credit enhancement facilities granted to one of them. '

Securitization entity for the Bank’s assets

The Bank carries out transactions in which certain assets are sold to an entity that finances their purchase by issuing term bonds. This entity is a qualifying
special-purpose entity under AcG-12 and is therefore exempt from the consolidation requirements under AcG-15. Asset securitization transactions for the
years ended October 31, 2009 and 2008 afe described in Note 11 to the consolidated financial statements.

Multi-seller conduit

The Bank administers a multi-seller conduit that purchases financial assets from clients and finances those purchases by issuing asset-backed commercial
paper. Clients use this multi-seller conduit to diversify their funding sources and reduce funding costs, while benefiting from financial asset management
services and providing some amount of first-loss protection. The Bank acts as a financial agentand provides administrative and transaction structuring services
to this conduit. The Bank provides backstop liquidity and credit enhancement facilities under the commercial paper program. These facilities are presented
and described in Note 28 to the consolidated financial statements. The Bank holds significant variable interests in this conduit because of the following:
participation in the commercial paper program, backstop liquidity and credit enhancement facilities provided to the conduit, and collection of fees as a
financial agent and administrator. However, unrelated third parties assume the first credit losses before the commercial paper holders. The Bankis not required
to consolidate this conduit under AcG-15 because it does not have to absorb the majority of the conduit’s expected losses or receive the majority of its expected
residual returns. In order to meet the needs of investors, the Bank has concluded derivative contracts with this conduit, the fair value of which is presented
on the Bank’s Consolidated Balance Sheet. The total assets of the conduit were $494 million as at October 31, 2009 ($673 million as at October 31, 2008).
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NOTE 13 VARIABLE INTEREST ENTITIES (cont.)
I————

Master asset vehicles
The Bank holds significant variable interests in master asset vehicles due to its participation in the ABCP program and the margin funding facility provided.
Under AcG-15, the Bank is not the primary beneficiary of these master asset vehicles and is therefore not required to consolidate them. For additional

information, refer to Note 9.

Investment funds

As part of its investment banking operations, the Bank invests in several limited liability partnerships and incorporated entities. These investment companies
in turn invest in operating companies with a view to reselling these investments at a profit over the medium or long term. The Bank does not intervene in the
operations of these entities; its only role is that of investor. The Bank is not required to consolidate these entities under AcG-15 as it does not absorb the
majority of their expected losses or receive the majority of their expected residual returns. As at October 31, 2009, the recorded value of the Bank’s total
investment was $145 million ($132 million as at October 31, 2008). The total assets of all these entities amounted to $1.6 billion as at October 31, 2009
{$3.0 billion as at October 31, 2008). Moreover, the Bank has commitments to invest in these entities. These commitments are disclosed in Note 28 to the

consolidated financial statements.

NOTE 14

PREMISES AND EQUIPMENT

As at October 31 2009 2008
Net Net

Accumulated carrying Accumulated carrying

Cost amortization value Cost amortization value

Land . 15 - 15 17 - 17
Buildings 187 102 85 185 100 85
Equipment and furniture® : 387 321 66 360 308 52
Computer equipment under a capital lease®@ 85 7 78 - - -
Leasehold improvements 447 329 118 414 309 105
Total 1,121 759 362 976 717 259
Amortization for the year 49 40

(1) Further to the adoption of CICA Handbook Section 3064, Goodwill and Intangible Assets, the net carrying value of $218 million for software acquired and intemally-developed technology
developments was reclassified from the Premises and equipment item to the Intangible assets item in the Consolidated Balance Sheet ($201 miltion as at October 31, 2008).
(2) During the 2009 fiscal year, the Bank entered into a capital lease for computer equipment.
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NOTE 15

GOODWILL AND INTANGIBLE ASSETS
The Bank performs an annual impairment test of goodwill and intangible assets with indefinite useful lives. No impairment loss was recorded for 2009.

The change in the carrying value of goodwill is as follows:

Personal and Wealth Financial

Commercial Management Markets Total

Balance as at October 31, 2007 49 421 233 703

Acquisition of investment management firms (Note 33) _ - 34 - 34
Sale of a controlling interest in Asset Management Finance

Corporation (Note 33) : Co- - 12 (12)

Redemption of Series A preferred shares issued by

NB Capital Corporation (Note 21) 12 - - 12

Other - = 3 3

Balance as at October 31, 2008 ] 61 455 224 740

Other 5 4 3 6

Balance as at October 31, 2009 66 459 221 746

Intangible assets comprise the following:

As at October 31 2009 2008
Accumulated Net carrying Accumulated Net carrying

Cost amortization value Cost amortization value

Software and technology development® 539 321 218 514 313 201
Management contracts® 154 - 154 154 - 154
Trademarks®@ 11 - 11 11 - 11
Other 33 19 14 33 15 18
Total 737 340 397 712 328 384
Amortization and writes-offs for the year® 63 96

(1) Further to the adoption of CICA Handbook Section 3064, Goodwill and Intangible Assets, the net carrying value of $218 million for software acquired and internally-developed technology
developments was reclassified from the Premises and equipment item to the Intangible assets item in the Consolidated Balance Sheet ($201 million as at October 31, 2008).

(2) Not subject to amortization.

(3)  Awrite-off of $54 million for 2008 was recorded for technology developments. This charge was included in Technology in the Consolidated Statement of Income. This was mainly attributable to
the banking industry’s decision to abandon the image-based cheque-clearing project. The written-off assets as well as the corresponding charge are presented under the Other heading of the
Segment Disclosures note.
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NOTE 16

OTHER ASSETS

As at October 31 2009 2008
Interest and dividends receivable 379 431
Prepaid expenses 341 514
Future income tax assets (Note 26) ‘ 91 106
Investments in companies subject to significant influence 243 218
Accrued benefit asset (Note 23) : 617 356
Other ) 400 509

NOTE 17

DEPOSITS
Payable

on demand and Payableona - 2009 2008
As at October 31 after notice fixed date Total Total
Personal ' ' 19,131 15,478 34,609 33,098
Business and government ) 16,112 20,586 36,698 36,872
Deposit-taking institutions ] 268 3,370 3,638 5,827
Deposit from NBC Capital Trust - 225 225 225
) 511 76,022

Deposit from NBC Capital Trust ' v

On June 15, 2006, NBC Capital Trust (the Trust), an open-end trust established under the laws of the Province of Ontario, issued transferable non-voting trust
units called Trust Capital Securities — Series 1, or NBC CapS — Series 1. The gross proceeds of $225 miltion from the offering were used by the Trust to acquire
a deposit note from the Bank. :

The Trust is a variable interest entity as defined in AcG-15. Although the Bank owns the equity and controls the voting rights of the Trust, it is not the primary
beneficiary of the Trust and therefore does not consolidate it; consequently, the NBC CapS -~ Series 1 issued by the Trust are not included in the Consolidated
Balance Sheet of the Bank, but the deposit note is presented under Deposits.

Deposit note
The main terms and characteristics of the $225 million deposit note are as follows:

Date of Date of
conversion redemption
Fixed annual Interest Semi-annual at the option at the option
Issuance date interest rate payment dates payment” Maturity of the Trust® of the Bank®
june 30,
June 15, 2006 5.329%® December 31 $26.645 June 30, 2056 Anytime " June 30, 2011

(1) Per $1,000 principal amount. .

(2) Each $1,000 principal amount of the deposit note is convertible at the option of the Trust into 40 First Preferred Shares, Series 17 of the Bank (Note 22). The Trust will exercise this conversion
right in circumstances in which holders of NBC Cap$S - Series 1 exercise their exchange right.

(3) The Bank may, at its option, redeem the deposit note, in whole or in part, on the date indicated above (and on any subsequent interest payment date), or prior to that date in whole (but not in
part) upon the occurrence of predetermined regulatory events or tax events. Any redemption may be carried out without the consent of the Trust, subject to prior written notice and Superintendent
approval. If the Bank redeems the deposit note in whole or in part, the Trust will be required to redeem a corresponding amount of NBC CapS — Series 1.

(4) The rate of 5.329% will be in effect up to and including June 30, 2016. After that date, the note will bear interest at a fixed annual rate equal to the 180-day bankers’ acceptance rate in effect
plus 1.50%.
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NOTE 17 DEPOSITS (cont)
|

Purchase for cancellation
On or after June 30, 2011, the Bank may, with Superintendent approval, purchase the deposit note in whole or in part on the open market by tender or private
contract at any price. Any part of the deposit note purchased by the Bank will be cancelled and will not be reissued.

Instances of default ‘
Failure by the Bank to make payments or to satisfy its other obligations under the deposit note will not entitle the Trust to accelerate payment of the deposit

note. o -

Trust units issued by NBC Capital Trust-
No cash distributions will be payable by the Trust on NBC Cap$ - Series 1, if the Bank fails to declare regular dividends on its preferred shares or, if no preferred

shares are then outstanding, on its outstanding common shares. In this case, the net distributable funds of the Trust will be paid to the Bank in its capacity
as holder of the Special Trust Securities, representing the residual interest in the Trust. Should the Trust fail to pay the semi-annual distributions in full on the

" NBC Cap$ - Series 1, the Bank will not declare dividends on any of its preferred shares and common shares for a specified period of time. The NBC CapS-—
Series 1 are not redeemable at the option of the holder.

The main terms and characteristics of the NBC Cap$S - Series 1 trust units are presented below:

Semi-annual Date of Date of

. : distribution by conversion at redemption at
Issuance Annual Distribution NBC CapS - " ‘the option of the the option of the
Number date yield date Series 10 holder® Trust®
R June 30,
Series 1 225,000 June 15, 2006 5.329% December 31 $26,645%9 Anytime June 30, 2011

(1) For each unit with a face value of $1,000. -

(2) Holders of NBC Cap$ — Series 1 may exchange, subject to priornotice, each NBC Cap$ ~ Series’1 for 40 First Preferred Shares, Series 17 of the Bank (Note 22). This exchange right will be effected
through the conversion by the Trust of the corresponding amount of the deposit note of the Bank. The NBC Cap$ — Series 1 exchanged for the Bank’s First Preferred Shares, Series 17 will be
cancelled by the Trust. o

(3) The Trust may, at its option, redeem the NBC CapS — Series 1, in whole or in part, on the date indicated above (and at any subsequent distribution date), or prior to that date in whole {but
not in part) upon the occurrence of predetermined regulatory events or tax events. Any redemption may be carried out without the consent of the holders, subject to prior written notice and
Superintendent approval. .

(&) For each distribution date after June 30, 2016, the distribution will be paid at the rate corresponding to one-half of the appticable 180-day bankers’ acceptance rate in effect plus 1.50%.

Automatic exchange :

Each NBC Cap$ - Series 1 will be exchanged automatically, without the consent of the holders, for 40 First Preferred Shares, Series 18 of the Bank, upon the
occurrence of certain specific events (for additional information, refer to Note 22). On an automatic exchange, the Bank will hold all outstanding trust capital
securities of the Trust, the main asset of which is the deposit note. -

Purchase for cancellation .

On and after June 30, 2011, any outstanding NBC Cap$S Il - Series 1 may be purchased at any time, in whole or in part, by the Trust, at the direction of the Bank
and with Superintendent approval, in the open market or by tender or private contract at any price. The NBC Cap$ - Series 1 purchased by the Trust will be cancelled
and will not be reissued. :

Regulatory capital
The $225 million of NBC Cap$S ~ Series 1 qualifies as innovative capital instruments and is therefore eligible as Tier 1 capital.
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NOTE 18

FINANCIAL INSTRUMENTS DESIGNATED AS HELD-FOR-TRADING

Securities

Since the fourth quarter of 2008, the Bank has designated securities purchased to economically hedge certain derivative financial instruments as held-for-
trading. The Bank adopted this option in accordance with its risk management strategy, which allows it to manage these securities and the derivative financial
instruments involved together using the fair value basis and thereby considerably reduce financial risks. During the year ended October 31, 2009, the Bank
designated securities with an initial cost of $2.7 billion ($1.7 billion for the year ended October 31, 2008). As at October 31, 2009, the fair value of these
securities designated as held-for-trading was $2.7 billion ($1.7 billion as at October 31, 2008). The change in fair value of $57 million for the year ended
October 31, 2009 ($8 million for the year ended October 31, 2008) was recorded as a gain in Trading revenues (losses) in-the Consolldated Statement of
Income.

In addition, during fiscal 2009, the Bank also designated the master asset vehicle notes issued after the restructuring of the third-party asset-backed commercial
paper with one or more embedded derivatives as Held-for-trading securities under the fair value option. For additional information, refer to Note 9. As at
October 31, 2009, the fair value of these notes was $1.2 billion, and no change in fair value was recorded in the Consolidated Statement of Income since
implementation of the restructuring plan on January 21, 2009. :

Deposits :
Certain deposits with one or more embedded derivatives are designated as held-for-trading under the fair value option. These deposits are included under
liabilities in Deposits in the Consolidated Balance Sheet. The fair value of these deposits was $662 miltion as at October 31, 2009 ($567 million as at
October 31, 2008). The $72 million change in fair value for the year ended October 31, 2009 (gain of $85 million for the year ended October 31, 2008) was
recorded as a loss in Trading revenues (losses) in the Consolidated Statement of Income. The change in fair value for the year ended October 31, 2009
attributable to credit risk is a $28 million unrealized loss (unrealized gain of $10 million for the year ended October 31, 2008).

To determine the change in fair value due to the change in credit risk for these financial liabilities, the Bank calculates, at the beginning of the period, the
present value of the instrument’s contractual cash flows using the following rates: first, using an observed discount rate that reflects the Bank’s credit spread
and, then, using a rate that excludes the Bank’s credit spread. The difference between those two values is then compared to the difference obtained using
the same rates at the end of the period.

The amount at maturity, which the Bank will be cdntractually required to pay to the holders of these deposits, may vary and will be different from the fair value
as at October 31, 2009.

Securities sold under repurchase agreements

During the year ended October 31, 2009, the Bank designated certain securities sold under repurchase agreements as held-for-trading, in accordance with
its risk management strategy, which allows the Bank to eliminate or significantly reduce the measurement or recognition disparity of measuring assets and
liabilities on different bases. These financial liabilities are fully collateralized with high-quality government bonds, and the change in fair value attributable
to credit risk is not significant.

As at October 31, 2009, the total fairvalue of these financial instruments designated as held-for-trading was $2.7 billion. The change in fairvalue was negligible
for the year ended October 31, 2009 and was recognized in Trading revenues (losses) in the Consolidated Statement of Income.
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NOTE 19

OTHER LIABILITIES

As at October 31 ‘ 2009 2008
Interest and dividends payable 476 570
Income taxes payable 343 97
Future income tax liabilities (Note 26) : 150 : 95
Trade and other payables 737 741
Accrued benefit liability (Note 23) 145 137
Insurance-related obligations : 62 58
Subsidiaries' debts to third parties 3,791 2,783
Accounts payable and deferred income 421
Other 384

5,286

NOTE 20

SUBORDINATED DEBENTURES

Subordinated debentures represent direct unsecured obligations, in the form of notes and debentures, to the Bank's debt holders. The rights of the holders
of the Bank’s notes and debentures are subordinate to the claims of depositors and certain other creditors. Approval from the Superintendent is required
before the Bank can redeem its subordinated debentures in whole or in part.

During the year ended Octob'er 31, 2009, the Bank repurchased for cancellation a total of $250 miliion of subordinated debentures maturing on
April 16, 2014.

During the year ended October 31, 2008, the Bank had issued a total of $500 million of subordinated debentures maturing in 2018 underits Canadian Medium
Term Note Program. Interest at the annual rate of 5.556% is payable semi-annually on May 15 and November 15 of each year until November 15, 2013.
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NOTE 20 SUBORDINATED DEBENTURES (cont.)
R

As at October 31 2009 2008

Denominated in

Maturity date Interest rate  Characteristics foreign currency
April 2014 5.70%® Redeemable since April 16, 2004@ - 250
November 2016  4.456%® Redeemable® 500 500
November 2018 5.556%® Redeemable® ‘ 500 500
December 2019 4.926%" Redeemable® 350 350
November 2020 4.70%° Redeemablet® ' ' 500 500
February 2087 Variable!? Redeemable at the Bank’s option since February 28, 1993 US 44 ) 47 53
. ) 1,897 2,153
Fair value adjustment(!2 125 109
Unamortized issue costs®3) ' (5) @
Total 2,017 2,255

(1) Bearing interest at a rate of 5.70% until April 16, 2009, and thereafter at an annual rate equal to the 90-day bankers’ acceptance rate plus 1%.
(2) Since April 16, 2004, the interest reset date, the Bank has been able, at its option, to redeem all or any portion of the debentures at the following price: i) if the debentures are redeemed before
: April 16, 2009, at the price based on the Government of Canada yield (defined as the yield, compounded semi-annually, that non-callable Government of Canada Bonds would offer if they were
issued at their nominal value on the redemption date, in Canadian dollars, in Canada and for which the term to maturity would equal the term to the interest reset date) plus 15 basis points or
the nominal value, whichever of the two amounts is higher; ii) if the debentures are redeemed on or after April 16, 2009, at their nominal value.

(3) Bearing interest at a rate of 4.456% until November 2, 2011, and thereafter at an annual rate equal to the 90-day bankers’ acceptance rate plus 1%.

(4) The Bank may, at its option, redeem all or any portion of the debentures at the following price: i) if the debentures are redeemed before November 2, 2011, the interest reset date, at the price
based on the Government of Canada yield (as defined in point 2 above) plus 12 basis points or the nominal value, whichever of the two amounts is higher; ii) if the debentures are redeemed
on or after November 2, 2011, at their nominal value.

(5) Bearing interest at a rate of 5.556% until November 15, 2013, and thereafter at an annual rate equal to the 90-day bankers’ acceptance rate plus 2.64%.

(6) The Bank may, at its option, redeem all or any portion of the debentures at the following price: i) if the debentures are redeemed before November 15, 2013, the interest reset date, at the price
based on the Government of Canada yield (as defined in point 2 above) plus 55 basis points, or the-nominal value, whichever of the two amounts is higher; (i) if the debentures are redeemed
on or after November 15, 2013, at their nominal value.

(7) Bearing interest at a rate of 4.926% untit December 22, 2014, and thereafter at an annual rate equal to the 90- day bankers acceptance rate plus 1%

(8) .The Bank may, at its option, redeem all or any portion of the debentures at the following price: i) if the debentures are redeemed before December 22, 2014, the interest reset date, at the price
based on the Government of Canada yield (as defined in point 2 above) plus 17 basis points or the nomlnal value, whichever of the two amounts is higher; ii) if the debentures are redeemed
on or after December 22, 2014, at their nominal value.

(9) Bearing interest at a rate of 4.70% until November 2, 2015, and thereafter at an annual rate equal to the 90-day bankers’ acceptance rate plus 1%

(10) The Bank may, at its option, redeem all or any portion of the debentures at the following price: i) if the debentures are redeemed before November 2, 2015, the interest reset date, at the price
based on the Government of Canada yield (as defined in point 2 above) plus 16 basis points or the nominal value, whlchever of the two amounts is hlgher, u) if the debentures are redeemed
on or after November 2, 2015, at their nominal value.

(11) Bearing interest at an annual rate of 1/8% above LIBOR.

(12) The fair value adjustment reflects the change in the carrying value of the subordinated debentures covered by a fair value hedge.

(13) The unamortized costs related to the issuance of the subordinated debentures represent the initial cost, net of accumulated amortization calculated using the effective interest rate method.

The subordinated debenture maturities are as follows:

201010 2014 _ -
2015 t0 2019 1,350

2020 and thereafter : 547

1,897
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NOTE 21
s
NON-CONTROLLING INTEREST

As at October 31 2009 2008
Trust units issued by NBC Asset Trust (NBC CapS [)

- Series 1 400

- Series 2 350
Mutual funds consolidated in accordance with AcG-15 51
Other entities consolidated in accordance with AcG-15 1,210
Other : 18
Total 2,029

Trust units lssued by NBC Asset Trust

The Bank issued non-voting transferable trust units called Trust Capital Securities or NBC CapS$ II through its subsidiary NBC Asset Trust (the Trust), a
closed-end trust established under the laws of Ontario. These securities are not redeemable or exchangeable for Bank preferred shares at the option of the
holder. The gross proceeds from the investments were used by the Trust to finance the acquisition of mortgage loans from the Bank.

No cash distributions will be payable by the Trust on NBC Cap$ Il if the Bank fails to declare regular dividends on its preferred shares or, if no preferred shares
are then outstanding, on its outstanding common shares. In this case, the net distributable funds of the Trust will be paid to the Bank as the sole holder of
the special trust securities, representing the residual interest in the Trust. Should the Trust fail to' pay the semi-annual distributions in full on the NBC CapS I,
the Bank will withhold from declaring dividends on any of its preferred and common shares during a determined period.

The main terms and characteristics of the NBC CapS Il trust units are presented below:

Date of
. Semi-annual redemption at the
Issuance Annual Distribution distribution per NBC : option
Number date yield date CapS #® of the Trust®
June 30,
Series 1 400,000 January 22, 2008 7.235% December 31 $36.1750) june 30, 2013
june 30, - .
Series 2 350,000 June 30, 2008 7.447% December 31 $37.235@ July 31, 2013

(1) For each unit with a nominal value of $1,000.

(2)  On the redemption date indicated above (or on any subsequent distribution date), or prior to those dates upon the occurrence of predetermined regulatory events or tax events, the Trust may, at
its option, redeem the NBC CapS$ It in whole (but not in part) without the consent of the holders, with prior written notice and with Superintendent approval.

(3) As at June 30, 2008, the paid non-cumulative distribution was $31 715. For each distribution date after June 30, 2018, the distribution will be paid-at the rate equal to one-half the 180-day
bankers’ acceptance rate in effect plus 3.79%.

(4) Foreach distribution date after june 30, 2020, the distribution'will be paid at the rate corresponding to one-half the 180-day bankers’ acceptance rate in effect plus 4.09%.

Automatic exchange

Each NBC CapS |l — Series 1 can be exchanged automatically, without the consent of the holders, for 40 First Preferred Shares, Series 19 of the Bank, and each NBC
CapS I - Series 2 can be exchanged automatically, without the consent of the holders, for 40 First Preferred Shares, Series 23 of the Bank, upon the occurrence of
certain specific events. For additional information, refer to Note 22. On an automatic exchange, the Bank will hold all outstanding trust capital securities of the
Trust.

Purchases for cancellation
For each series, starting from the fifth anniversary of the issuance, the Trust will, with Superintendent approval, be able to purchase NBC CapS Il in whole or in part
on the open market or by tender or private contract at any price. The NBC CapS5 Il purchased by the Trust will be cancelled and will not be reissued.

Regulatory capital
The NBC CapS Il qualify as innovative instruments and are eligible as Tier 1 capital. According to the guidelines of the Superintendent, innovative instruments may
consist of a portion representing up to 15% of net Tier 1 capital and an additional portion of 5% eligible as Tier 2B capita_l.

Redemption of preferred shares

On September 30, 2008, NB Capital Corporation, a Bank subsidiary dissolved in November 2008, repurchased for cancellation all 300,000 Series A preferred
shares. These shares, issued at US$300 million, were repurchased at a price of US$311 million. The premium of US$11 million (CDN$12 million) was recognized
in Goodwill (refer to Note 15).
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NOTE 22

CAPITAL STOCK

Authorized
Common shares
An unlimited number of shares without par value, issuable for a maximum total consideration of $3 billion.

First preferred shares
An unlimited number of shares, without par value, issuable for a maximum aggregate consideration of $5 billion.

Characteristics of first preferred shares (amounts in dollars)

Series 15

Redeemable in cash at the Bank’s option, subject to prior approval of the Superintendent, on or after May 15, 2008, in whole or in part, at a price equal to
$26.00 per share if redeemed before May 15, 2009, at a price equal to $25.75 per share if redeemed during the 12-month period preceding May 15, 2010,
ata price equal to $25.50 per share if redeemed during the 12-month period preceding May 15, 2011, at a price equal to $25.25 per share if redeemed during
the 12-month period preceding May 15, 2012, and at a price equal to $25.00 per share if redeemed on or after May 15, 2012, plus, in all cases, all declared
and unpaid dividends at the date fixed for redemption.

Series 16

Redeemable in cash at the Bank’s option, subject to prior approval of the Superintendent, on or after May 15, 2010, in whole or in part, at a price equal to
$26.00 per share if redeemed before May 15, 2011, at a price equal to $25.75 per share if redeemed during the 12-month period preceding May 15, 2012,
ata price equal to $25.50 per share if redeemed during the 12-month period preceding May 15, 2013, at a price equal to $25.25 per share if redeemed during
the 12-month period preceding May 15, 2014, and at a price equal to $25.00 per share if redeemed on or after May 15, 2014, plus, in all cases, all declared
and unpaid dividends at the date fixed for redemption.

Series 20

Redeemable in cash at the Bank’s option, subject to prior approval of the Superintendent, on or after May 15, 2013, in whole or in part, at a price equal to
$26.00 per share if redeemed before May 15, 2014, at a price equal to $25.75 per share if redeemed during the 12-month period preceding May 15, 2015,
at a price equal to $25.50 per share if redeemed during the 12-month period preceding May 15, 2016, at a price equal to $25.25 per share if redeemed during
the 12-month period preceding May 15, 2017, and at a price equal to $25.00 per share if redeemed on or after May 15, 2017, plus in all cases, all declared
and unpaid dividends at the date fixed for redemption.

Series 21
Redeemable in cash atthe Bank’s option, subject to prior approval of the Superintendent, on orafterAugust 16,2013 and August 16 every five years thereafter,
in whole or in part, at a price equal to $25.00 per share, plus all declared and unpaid dividends at the date fixed for redemption.

Series 24

Redeemable in cash at the Bank’s option, subject to prior approval of the Superintendent, on or after February 15, 2014 and February 15 every five years
thereafter, in whole or in part, at a price equal to $25. 00 per share, plus all declared and unpaid dividends at the date fixed for redemption. Convertible into
floating-rate non-cumulative first preferred shares, Series 25 of the Bank, subject to certain conditions, on February 15, 2014 and on February 15 every five
years thereafter.

Series 25

Redeemable in cash at the Bank’s option, subject to prior approval of the Superintendent, on or after February 15, 2019 and February 15 every five years
thereafter, in whole or in part, at a price equal to $25.00 per share, plus all dividends declared and unpaid thereon on the date fixed for redemption or at
$25.50 per share, plus all dividends declared and unpaid thereon on the date fixed for redemption on any other date on or after February 15, 2014.

Series 26

Redeemable in cash at the Bank’s option, subject to prior approval of the Supermtendent on or after February 15, 2014 and February 15 every five years
thereafter, in whole orin part, ata price equal to $25.00 per share, plus all declared and unpaid dividends at the date fixed for redemption. Convertible into
floating-rate non-cumulative first preferred shares, Series 27 of the Bank, subject to certain conditions, on February 15, 2014 and on February 15 every five
years thereafter. )

Series 27

Redeemable in cash at the Bank’s option, subject to prior approval of the Superintendent, on or after February 15, 2019 and February 15 every five years
thereafter, in whole or in part, at a price equal to $25.00 per share, plus all dividends declared and unpaid thereon on the date fixed for redemption or at
$25.50 per share, plus all dividends declared and unpaid thereon on the date fixed for redemption on any other date on or after February 15, 2014.
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NOTE 22 CAPITAL STOCK (cont.)
A

Second preferred shares
15 million shares without par value, issuable for total maximum consideration of $300 million.

The second preferred shares were created and reserved for future issuance by the Bank under three issuances of convertible innovative capital instruments,
which may be exchanged under certain conditions. As at October 31, 2009, no shares of these series had been issued or traded.

Characteristics of second preferred shares
Series 17
Each NBC CapS — Series 1 is exchangeable at any time, upon prior notice, for 40 First Preferred Shares, Series 17 of the Bank. The Bank’s First Preferred Shares,

" Series 17 pay semi-annual non-cumulative cash dividends and are redeemable at the Bank’s option, subject to the prior approval of the Superintendent, on
or after June 30, 2011, but are not redeemable at the option of the holders.

Series 18 :

Each NBC Cap$S — Series 1 can be exchanged automatically, without the consent of the holders, for 40 First Preferred Shares, Series 18 of the Bank, upon the
occurrence of any one of the following events: (i) proceedings are commenced for the winding-up of the Bank; (ji) the Superintendent takes control of the
Bank; (iii) the Bank has a Tier 1 capital ratio of less than 5% or a total capital ratio of less than 8%; or (iv) the Superintendent has directed the Bank to increase
its capital or to provide additional liquidity and the Bank elects such automatic exchange or the Bank fails to comply with such direction to the satisfaction of
the Superintendent. The Bank’s First Preferred Shares, Series 18 pay semi-annual non-cumulative cash dividends and are redeemable at the option of the
Bank, subject to the prior approval of the Superintendent, on or after June 30, 2011, but are not redeemable at the option of the holders.

Series 19 :

Each NBC Caps il - Series 1 can be exchanged automatically, without the consent of the holders, for 40 First Preferred Shares, Series 19 of the Bank upon the
occurrence of one of the following events: (i) proceedings are commenced for the winding-up of the Bank; (i) the Superintendent takes control of the Bank;
(iii) the Bank posts a Tier 1 capital ratio of less than 5% or a total capital ratio of less than 8%; or (iv) the Superintendent has directed the Bank to increase
its capital or to provide additional liquidity and the Bank elects to cause such automatic exchange or the Bank does not comply with such direction to the
satisfaction of the Superintendent. The Bank’s First Preferred Shares, Series 19 pay semi-annual non-cumulative cash dividends and are redeemable at the
Bank’s option, subject to the prior approval of the Superintendent, on or after June 30, 2013, but are not redeemabile at the option of the holders.

Series 22

Holders of Preferred Shares Series 21 will, subject to the automatic conversion provisions and the right of the Bank to redeem those shares, have the right,
attheir option, to convert, on August 16, 2013 and on August 16 every five years thereafter, any or all of their Preferred Shares Series 21 into an equal number
of Preferred Shares Series 22. First Preferred Shares Series 22 pay quarterly floating rate non-cumulative dividends and are redeemable at the Bank’s option,
subject to prior approval of the Superintendent, on or after August 16, 2018, but are not redeemable at the option of the holders.

Series 23 :

Each NBC Cap$ Il - Series 2 can be exchanged automatically, without the consent of the holders, for 40 First Preferred Shares, Series 23 of the Bank upon the
occurrence of one of the following events: (i) proceedings are commenced for the winding-up of the Bank; (i) the Superintendent takes control of the Bank;
(iii) the Bank posts a Tier 1 capital ratio of less than 5% or a total capital ratio of less than 8%; or (iv) the Superintendent has directed the Bank to increase
its capital or to provide additional liquidity and the Bank elects to cause such automatic exchange or the Bank does not comply with such direction to the
satisfaction of the Superintendent. The Bank’s First Preferred Shares, Series 23 pay semi-annual non-cumulative cash dividends and are redeemable at the
Bank’s option, subject to the prior approval of the Superintendent, on or after July 31, 2013, but are not redeemable at the option of the holders.
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NOTE 22 CAPITAL STOCK (cont.)
————

Shares outstanding and dividends declared

As at October 31 2009
Shares Dividends
Number of shares S S Per share
First Preferred Shares
Series 15 8,000,000 200 12 1.4625
Series 16 8,000,000 200 10 1.2125
Series 20 6,900,000 173 10 1.5000
Series 21 8,050,000 201 11 1.3438
Series 24 6,800,000 170 9 1.3765
Series 26 5,800,000 145 7 1.3042
Preferred shares and dividends 43,550,000 1,089 59
Common shares at beginning 159,447,203 1,656
Issued pursuant to:
Dividend Reinvestment and Share Purchase Plan 590,864 29
Stock Option Plan 906,457 42
Impact of shares purchased or sold for trading 256,601 2
Common shares at end and dividends 161,201,125 1,729 398 2.4800
Total dividends ’

As at October 31

457

2008
Shares Dividends
Number of shares $ $ Per share
First Preferred Shares
Series 15 8,000,000 200 12 1.4625
Series 16 8,000,000 200 - 10 1.2125
Series 20 6,900,000 173 6 0.8692
Series 21 8,050,000 201 4 0.5596
Preferred shares and dividends 30,950,000 774 32
Common shares at beginning 157,806,303 1,575
Issued pursuant to:
Dividend Reinvestment and Share Purchase Plan 326,688 17
Stock Option Plan 1,006,511 41
Acquisitions (Note 33) 452,650 24
Impact of shares purchased or sold for trading (144,949) 1) ,
Common shares at end and dividends 159,447,203 1,656 394 2.4800
Total dividends ’ 426

Issuance of preferred shares

On January 30, 2009, the Bankissued 4,000,000 First Preferred Shares, Series 26, with non-cumulative preferential dividends at a quarterly amount of $0.4125
per share. The initial dividend was payable on May 15, 2009 and was $0.47918 per share. Furthermore, the Bank granted the underwriters an over-allotment
option to purchase up to an additional 3,000,000 shares at the exercise price of $25.00 per share at any time in the 30 days following the closing date. The
underwriters exercised this option by purchasing 1,800,000 Preferred Shares, Series 26. The Bank received a consideration of $141 million, net of fees of
- $4 million.

Onjanuary 14, 2009, the Bank issued 5,000,000 First Preferred Shares, Series 24, with non-cumilative preferential dividends at a quarterly amount of $0.4125
per share. The initial dividend was payable on May 15, 2009 and was $0.55151 per share. Furthermore, the Bank granted the underwriters an over-allotment
option to purchase up to an additional 3,000,000 shares at the exercise price of $25.00 per share at any time in the 30 days following the closing date: The
underwriters exercised this option by purchasing 1,800,000 Preferred Shares, Series 24. The Bank received a consideration of $165 million, net of fees of
$5 million. -
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NOTE 22 CAPITAL STOCK (cont.)
R

On june 17, 2008, the Bank had issued 7,000,000 First Preferred Shares, Series 21, with non-cumulative preferential dividends at a quarterly amount of
$0.336 per share, for a consideration of $171 million, net of fees of $4 miltion. The initial dividend was payable on November 15, 2008 and was $0.55959
per share. Furthermore, the Bank had granted the underwriters an over-allotment option to purchase up to an additional 1,050,000 shares at the exercise
price of $25.00 at any time in the 30 days following the closing date. The underwriters exercised this option by purchasing 1,050,000 Preferred Shares,
Series 21. The Bank received a consideration of $25 million, net of fees of $1 miltjon. :

On April 16, 2008, the Bank had issued 6,000,000 First Preferred Shares, Series 20, with non-cumulative preferential dividends at a quarterly amount of
$0.375 per share, for a consideration of $146 million, net of fees of $4 million. Furthermore, the Bank had granted the underwriters an over-allotment option
to purchase up to an additional 900,000 shares at the exercise price of $25.00 per share at any time in the 30 days following the closing date. The underwriters
exercised this option by purchasing 900,000 Preferred Shares, Series 20. The Bank received a consideration of $22 million, net of fees of $1 million.

Issuances of common shares : _ :

As part of the acquisitions of Bieber Securities Inc., concluded on june 2, 2008, and Groupe Option Retraite Inc., concluded on September 18, 2008, the Bank
had issued 452,650 common shares valued at $24 million. Of that number, 291,948 common shares had been placed in escrow in the name of the vendors
and will be paid conditional on assets under management being maintained ata certain tevel. The Bank expects that the conditions will be met, and that the
shares held in escrow will be released over the next two fiscal years. )

Repurchase of common shares

On February 1, 2008, the Bank had filed a normal course issuer bid to repurchase for cancellation up to 4,700,000 common shares over the 12-month period
ended January 30, 2009. On February 1, 2007, the Bank had filed a normal course issuer bid to repurchase for cancellation up to 8,102,000 common shares
over the 12-month period ended January 31, 2008.

During the years ended October 31, 2009 and 2008, the Bank did not repurchase any shares.

Reserved common shares
As at October 31, 2009, 8,266,842 common shares were reserved under the Dividend Reinvestment and Share Purchase Plan and 13,647,337 common shares
were reserved under the Stock Option Plan.

Restriction on the payment of dividends

The Bank is prohibited from declaring dividends on its common or preferred shares if there are reasonable grounds for believing that the Bank would, by so
doing, be in contravention of the regulations of the Bank Act (Canada) or the guidelines of the Superintendent with respect to capital adequacy and liquidity.
In addition, the ability to pay common share dividends is restricted by the terms of the outstanding preferred shares pursuant to which the Bank may not pay
dividends on its common shares without the approval of the holders of the outstanding preferred shares, unless all preferred share dividends have been
declared and paid or set aside for payment. If NBC Capital Trust or NBC Asset Trust failed to pay any required distribution on the trust units in full, the Bank
could not declare dividends on any of its preferred or common shares. For additional information, refer to Notes 17 and 21.

Dividend Reinvestment Plan

The Bank has a dividend reinvestment plan for common and preferred shareholders. Participation in the plan is optional. Under the terms and conditions of the
plan, participants acquire shares through the reinvestment of cash dividends paid on the shares they hold or through optional cash payments. The common shares
are issued for an amount equal to the average of the closing prices of shares traded on the Toronto Stock Exchange during the five business days immediately
preceding a dividend payment date. Since May 27, 2009, the issuance of such shares could take into account an issuance discount of up to 5%.
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NOTE 23

EMPLOYEE FUTURE BENEFITS

The Bank offers defined benefit pension plans that cover substantially all salaried employees. These defined benefit plans are funded pension plans.
The effective dates of the most recent actuarial valuations and the next required actuarial valuations for funding purposes are:

Date of most recent Date of required

actuarial valuation

actuarial valuation

Employee pension plan

Pension plan for designated employees

Post-Retirement Allowance Program

December 31, 2008
December 31, 2008
December 31, 2008

December 31, 2009
December 31, 2009
December 31, 2010

The Bank’s employee pension plans provide for the payment of benefits based on length of service and final average earnings of the employees covered by
the plans. The Bank also offers various complementary, contributory insurance plans to eligible current and retired employees, their spouses and their
dependants. However, these benefit plans are not funded. The measurement date used is October 31 of each year.

Accrued benefit obligation, plan assets and funded status

Pension benefit plans Other benefit plans

As at October 31 i 2009 2008 2009 2008

Accrued benefit obligation

Balance at beginning , 1,645 1,893 141 157
Current service cost 34 49 5 6

* Interest cost 120 111 10 10
Employee contributions 23 21 - -
Benefits paid _ @87 81 7) ©
Actuarial losses (gains) 149 - (348) - (26)

Balance at end . 1,884 1,645 149 141

Plan assets ,

Fair value at beginning 1,617 1,983 . - -
Actual return on plan assets 203 (361) - ~
Bank contributions 295 55 - -
Employee contributions ' 23 21 - -
Benefits paid 87 (81) - -

Fair value at end ' 2,051 1,617 - -

Funded status — plan (deficit) ' 167 (28) (149) (141)
Unamortized net actuarial losses . 415 342 4 4
Unamortized past service costs 35 42 - -

Accrued benefit asset (liability) 617 356 (145) (137)
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NOTE 23 EMPLOYEE FUTURE BENEFITS (cont.)
I

Accrued benefit asset (liability)

Pension benefit plans

Other benefit plans

As at October 31 , 2009 2008 2009 2008
" Accrued benefit asset included in Other assets 617 356 - -
Accrued benefit liability included in Other liabilities - - (145) (137)
Net amount recorded as at October 31 617 356 (145) (137)

The previously presented amounts relate to the accrued benefit obligation and the fair value of plan assets at year-end. They include the following amounts

in respect of benefit plans, with the accrued benefit obligation in excess of plan assets:

As at October 31

2009

2008

Fair value of plan assets
Accrued benefit obligation

1,463

Funded status — plan (deficit)

Allocation of pension plan assets

As at October 31 2009 2008
% %

Asset category
Money market 7 3
Bonds 33 31
Equities 54 58
Other 6 8
100 100

Plan assets include investment securities issued by the Bank. As at October 31, 2009, these investments totalled $120 million ($127 million as at

October 31, 2008).

During 2009, the Bank and its subsidiaries received close to $3 million ($4 million during 2008) in management fees for related management, administration

and custodial services for pension benefit plans.
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NOTE 23 EMPLOYEE FUTURE BENEFITS (cont.)
I

Components of employee future benefit expense

Pension benefit plans Other benefit plans
Year ended October 31 2009 2008 2009 2008
Current service cost 34 49 5 6
Interest cost 120 111 10 10
Actual return on plan assets (203) 361 - -
Actuarial losses (gains) on the obligation 149 (348) - (26)
Expense before adjustments to recognize the long-term nature of employee future
benefits 100 173 15 10
Difference between expected return and actual return on plan assets for the year 75 (493) - -
Difference between actuarial losses recognized for the year and actual actuarial losses
on the accrued benefit obligation for the year ' (148) 353 1 26

Difference between amortization of past service costs for the year and the actual plan
amendments for the year :

Defined benefit pension expense

Other employee future benefit expense

Significant actuarial assumptions (weighted average)

Pension benefit plans

Other benefit plans

2009 2008 2009 2008
% % % %
Accrued benefit obligation as at October 31
Discount rate 6.75 7.25 6.75 7.25
Rate of compensation increase 3.50 3.50 3.55 3.50
Defined benefit pension expense for years ended October 31
Discount rate 7.25 575
Expected long-term rate of return on plan assets 7.00 7.00
Rate of compensation increase ) ) 3.50 - .3.50
Other employee future benefit expense for years ended October 31
Discount rate 7.25 6.00
Rate of compensation increase

_3.50 3.50

The Bank also offers its employees certain post-retirement and post-employment benefits, compensated leave and termination benefits (non-pension employee

benefits), and these programs are generally not funded. The benefits include health insurance, life insurance and dental insurance.

For measurement purposes, a 5.9% annual rate of increase (2008: 6.1%) in the per capita cost of covered healthcare benefits was assumed for 2009. The

rate was assumed to decrease gradually to reach 2.5% in 2024 and remain at that level thereafter.
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NOTE 23 EMPLOYEE FUTURE BENEFITS (cont.)
RE—

2009 sensitivity of key assumptions

Change in Change in
Other benefit plans o obligation expense
Impact of a 0.25% change in the assumption regarding the discount rate 5 -
Impact of a 0.25% change in the assumption regarding the rate of compensation increase - -
Impact of a 1.00% increase in the expected healthcare cost trend rate - . 15 2
Impact of a 1.00% decrease in the expected healthcare cost trend rate (13) 2)

The sensitivity analysis presented in the above table must be used with caution given that the changes are hypothetical and the changes in each significant
assumption may not be linear. :

Cash payments for employee future benefits

Year ended October 31 2009 2008
Bank pension benefit plan contributions 295 55
Benefits paid to beneficiaries under other benefit plans 6
Benefits payment projection
Pension Other
As at October 31 benefit plans benefit plans
2010 90 8
2011 92 7
2012 . ' 94 8
2013 : 99 9
2014 : ’ 107 9
9

2015 to 2019 626 5

The table above presents our estimates of the benefit payments for defined benefit plans and other plans.
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NOTE 24

STOCK-BASED COMPENSATION

The information below on compensation expense excludes the impact of hedging.

Stock Option Plan )

The Bank offers a Stock Option Plan to officers and other designated persons of the Bank and its subsidiaries. Under the Plan, options are awarded annually
and provide participants with the right to purchase common shares at an exercise price equal to the closing price of the common shares of the Bank on the
Toronto Stock Exchange on the day preceding the award. The options vest evenly over a four-year period and expire 10 years from the award date or, in certain
circumstances set out in the Plan, within specified time limits. Since March 1, 2009, the Stock Option Plan contains provisions for retiring employees that
allow a participant’s rights to continue vesting in accordance with the stated terms of the grant agreement. The maximum number of common shares that may
be issued under the Stock Option Plan was 13,648,162 as at October 31, 2009 (14,554,619 as at October 31, 2008). The maximum number of common shares
reserved for a participant may not exceed 5% of the total number of Bank shares issued and outstanding. ;

" As at October 31 2009 2008

Weighted Weighted

average average

Number of exercise Number of exercise

options price options price

Stock Option Plan

Outstanding at beginning 6,711,730 $52.00 5,770,347 $48.71

Awarded 2,357,740 $34.87 2,260,036 $53.85

Exercised (906,457) $39.44 (1,006,511) $34.76

Cancelled (364,917) $53.83 (312,142) $60.22

Outstanding at end 7,798,096 $48.19 6,711,730 $52.00

Exercisable at end 3,184,406 $51.14 2,863,436 $44.99

Options Options

Exercise price outstanding exercisable Expiry date
$24.90 v 76,850 76,850 December 2010
$28.01 152,985 152,985 December 2011
$30.95 - 237,588 230,088 December 2012
$41.00 ) 426,950 426,950 December 2013
$48.20 615,275 607,775 December 2014
$61.44 751,725 568,550 December 2015
$65.90 . 1,216,511 616,409 December 2016
$53.85 2,006,788 504,799 December 2017
$34.87 2,313,424 - December 2018

Total 7,798,096 3,184,406

During the year ended October 31, 2009, the Bank awarded 2,357,740 stock options (2008: 2,260,036) with a fair value of $5.65 per option ($9.21 for the year
ended October 31, 2008).

The fair value of options awarded was estimated on the award date using the discrete dividend Black-Scholes model. The following assumptions are used for
accounting purposes:

As at October 31 : 2009 2008
Risk-free interest rate 2.23% 4.40 %
Expected life of options ‘ 6 years 6 years
Expected volatility 41.0% 253 %
Expected dividend yield 7.1% 4.6 %

The compensation expense recorded for these options for the year ended October 31, 2009 was $13 million ($11 million for the year ended
October 31, 2008).
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NOTE 24 STOCK-BASED COMPENSATION (cont.)
L] :

Stock Appreciation Rights (SAR) Plan

The Bank offers an SAR plan to officers and other designated persons of the Bank and its subsidiaries. Under the Plan, when participants exercise this right,
they receive a cash amount equal to the difference between the closing price of the common shares of the Bank on the Toronto Stock Exchange on the day
preceding the exercise date and the closing price on the day preceding the award date. SARs vest evenly over a four-year period and expire 10 years after the
award date or, in certain circumstances set out in the Plan, within specified time limits. Since March 1, 2009, the SAR plan contains provisions for retiring
employees that allow a participant’s rights to continue vesting in accordance with the stated terms of the grant agreement. Compensation expense recognized
for the year ended October 31, 2009 with respect to the Plan was $5 million (negligible for the year ended October 31, 2008).

As at October 31 2009 2008

: Weighted Weighted

average average

Number exercise Number exercise

of SARs price of SARs price

SAR Plan

Outstanding at beginning 329,404 $29.67 299,400 $26.43

Awarded 56,892 $34.87 44,704 $53.85

Exercised - ) (200,450) $18.01 9,875) $26.34

Cancelled (14,672) $61.95 (4,825) $59.19

Outstanding at end 171,174 $42.30 329,404 $29.67

. Exercisable at end . o 67,651 $37.89 259,447 $22.08

SARs SARs

Exercise price outstanding exercisable Expiry date
$17.35 ' 34,050 34,050 December 2009
$41.00 1,125 1,125 December 2013
$48.20 4,350 4,350 December 2014
$61.44 3,100 2,525 December 2015
$65.90 - 29,897 15,161 December 2016
$53.85 41,760 10,440 December 2017
$34.87 56,892 - December 2018

Total 171,174 67,651

Deferred Stock Umt (DSU) Plans

The DSU Plans are for officers and other designated persons of the Bank and its subsidiaries as well as directors. The Plans make it possnble to tie a portion
of the value of the compensation of participants to the future value of the Bank’s common shares. A DSU is a right that has a value equal to the closing price
of a common share of the Bank on the Toronto Stock Exchange on the day preceding the award. DSUs generally vest evenly over four years. Additional DSUs
are credited to the account of participants equal in amount to the dividends paid on common shares of the Bank and vest evenly over the same period as the
reference DSUs. DSUs may only be cashed when the participant retires or leaves the Bank, or for a director, when his term ends. The DSU plan contains
provisions for retiring employees that allow the participant’s units to continue vesting in accordance with the stated terms of the grant agreement. During the
yearended October 31, 2009, the Bank awarded 64,502 DSUs at a weighted average price of $34.87 (26,598 DSUs at a weighted average price of $53.85 for
the year ended October 31, 2008). A total of 247,020 DSUs were outstanding as at October 31, 2009 (182,200 as at October 31, 2008). A compensation
expense of $6 million was recognized for the year ended October 31, 2009 with respect to the Plans (no compensation expense for the year ended
October 31, 2008).

Restricted Stock Unit (RSU) Plan

The RSU Plan is for certain officers and other designated persons of the Bank and its subsidiaries. The objective of the Plan is to ensure that the compensation
of certain officers is competitive and to foster retention. An RSU is a right that has a value equal to the closing price of a common share of the Bank on the
Toronto Stock Exchange on the day preceding the award. RSUs generally vest evenly over three years, although some RSUs vest on the last day of the 35%
month following the date of the award, the date on which all RSUs expire. Additional RSUs are credited to the account of participants equal in amount to the
dividends declared on the common shares of the Bank and vest evenly over the same period as the reference RSUs. The RSU plan contains provisions for
retiring employees that allow the participant’s units to continue vesting in accordance with the stated terms of the grant agreement. During the year ended
October 31, 2009, the Bank awarded 715,816 RSUs at a weighted average price of $34.87 (45,841 RSUs at a weighted average price of $53.85 for the year
ended October 31, 2008). As at October 31, 2009, a total of 866,446 RSUs were outstanding (328,413 as at October 31, 2008). A compensation expense of
$20 million was recognized for the year ended October 31, 2009 with respect to the Plan (a $5 million reversal of the compensation expense for the year
ended October 31, 2008).
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NOTE 24 STOCK-BASED COMPENSATION (cont.)
I

Deferred Compensation Plan of National Bank Financial (NBF)

This Plan is exclusively for key employees of Individual Investor Services of National Bank Financial (NBF). The purpose of the Plan is to foster the retention of
key employees and promote the growth in income and the continuous improvement in profitability at Individual Investor Services. Under the Plan, participants
can defer a portion of their annual compensation and NBF may pay a contribution to key employees when certain financial objectives are met. Amounts
awarded by NBF and the compensation deferred by participants are invested in, amongothers, Bank stock units. These stock units represent a right, the value
of which corresponds to the closing price of the common shares of the Bank on the Toronto Stock Exchange on the award date. Additional units are paid to
the participant’s account equal in amount to the dividends declared on the common shares of the Bank. Stock units representing the amounts awarded by
NBF vest evenly over four years. When a participant retires, or in certain cases when the participant’s employment is terminated, the participant receives a
cash amount representing the value of the vested stock units. During the year ended October 31, 2009, NBF awarded 133,749 stock units at a weighted average
price of $45.55 (158,327 stock units at a weighted average price of $52.66 for the year ended October 31, 2008). As at October 31, 2009, 1,103,335 units
were outstanding (903,813 as at October 31, 2008). During the year ended October 31, 2009, a $17 million compensatlon expense was recognized for this
Plan (a $6 million reversal of the compensation expense for the year ended October 31, 2008).

Employee Share Ownership Plan

Under the Bank’s Employee Share Ownership Plan, employees who meet the eligibility criteria can contribute up to 8% of their annual gross salary by way of
payroll deductions. The Bank matches 25% of the employee contribution amount, to a maximum of $1,500 per annum. Bank contributions vest to the employee
after one year of continuous participation in the Plan. Subsequent contributions vest immediately. The Bank’s contributions, amounting to $7 million during
theyearended October 31, 2009 ($7 million for the year ended October 31, 2008), were charged to Salaries and staff benefits when paid. As at October 31, 2009,
a total of 3,027,384 common shares were held for this Plan (2,788,102 common shares as at October 31, 2008).

Plan shares are purchased on the open market and are considered to be outstanding for earnings per share calculations. Dividends paid on the Bank’s common
shares held for the Employee Share Ownership Plan are used'to purchase other common shares on the open market.

NOTE 25

RESTRUCTURING CHARGES

During 2008, the Board of Directors approved the organizational restructuring of the Bank. The objectives of the restructuring were to align the Bank’s distribution
models and operations with client needs and to simplify processes and increase the efficiency of corporate functions. During the fourth quarter of 2008, the
Bank began the restructuring process by streamlining personnel. The Bank completed the restructuring during 2009, and the final payments will be made during
the year ending October 31, 2010.

As at October 31, 2008, the Bank had recorded restructuring charges in the amount of $66 million in the Consolidated Statement of Income. The charges
consist of severance pay and fees paid to a professional services firm that was retained to provide strategic and organizational advice concerning measures
related to the restructuring. These restructuring charges are presented under the Other heading of the Segment Disclosures note.

Year ended October31 . 2009 2008
) Severance Other .
pay - charges Total Total
Balance at beginning of year 51 10 61 7
Restructuring charges - - - 66
Payments made during theyear . i (41) (10) (51) 12)
Balance at end of year 0 - 10 61
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NOTE 26

INCOME TAXES

The Bank’s income taxes presented in the consolidated financial statements for the years ended October 31 are as follows:
2009 2008
Consolidated Statement of Income
Current income taxes 169 162
Future income taxes relating to the inception and reversal of temporaty differences 83 5
252 167
Consolidated Statement of Changes in Shareholders’ Equity
Income taxes related to:
Dividends on First Preferred Shares, Series 15, 16, 20, 21, 24 and 26 (15) 17
Share issuance and other expenses : ) 3
Other comprehensive income (loss) 133 141)
116 (127)
Total income taxes 40
Income taxes for the years ended October 31 are as follows:
2009 2008
Current income taxes : 287 30
Future income taxes relating to the inception and reversal of temporary differences _ 81 10
Income taxes 368 40

The temporary differences and carryforwards resulting in future income tax assets and liabilities are as follows:

As at October 31 2009 2008

Future income tax assets

Allowance for credit losses and other liabilities ‘ 296 267
Accrued benefit liability — Other benefit plans 39 37
Other comprehensive income 2 2
337 306
Future income tax liabilities
Premises and equipment (44) 39)
Securitization (86) (50)
Accrued benefit asset — Pension benefit plans } T (162) 98)
Other . (104) (108)
(396) (295)
Net balance of future income tax assets (liabilities) ’ ) (59) 11

Net future income tax assets are included in Other assets and net future income tax liabilities are included in Other liabilities.

As at October 31 . . 2009 2008

Future income tax assets 91 106

Future income tax liabilities (150) (95)
(59) 11
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NOTE 26 INCOME TAXES (cont.)
—

Reconciliation of the Bank’s income tax rate for the years ended October 31 is as follows:

2009 2008
S % $ %
Income before income taxes and non-controlling interest 1,164 100.0 798 100.0
Income taxes at Canadian statutory income tax rate 372 32.0 259 32.5
Reduction in income tax rate due to:
Tax-exempt income from securities, mainly dividends from
Canadian corporations 91) 7.8) | (81) (10.2)
Capital gains ) 8) 0.7 8) (1.0)
Rates applicable to subsidiaries and foreign entities . (45) (3.9) (56) (7.0)
Other items ’ 24 2.1 53 6.6
(120) (10.3) . (92) (11.6)
Income taxes reported in the Consolidated Statement of Income
and effective income tax rate ) 252 21.7 167 20.9

NOTE 27

EARNINGS PER SHARE

Diluted net earnings per share are calculated based on net income available to common shareholders divided by the weighted average number of common
shares outstanding, taking into account the dilution effect of stock options using the treasury stock method.

Year ended October 31 2009 2008

Earnings per common share — Basic

Net income _ ' 854 776
Dividends on preferred shares 59 32
Net income available to common shareholders 795 744
Average basic number of common shares outstanding (thousands) 160,263 158,663
Earnings per common share — Basic $4.96 $4.69
Earnings per common share — Diluted
Net income available to common shareholders 795 744
Average basic number of common shares outstanding (thousands) 160,263 158,663
Adjustment to average number of common shares (thousands) »

Stock options : 638 592
Weighted average diluted number of common shares outstanding (thousands) 160,901 159,255
Earnings per common share — Diluted : $ $4.67

For the year ended October 31, 2009, the calculation of the diluted earnings per share excluded 4,404,663 average options outstanding with a weighted
average exercise price of $57.11 (4,070,876 average options outstanding with a weighted average exercise price of $59.27 for the year ended October 31, 2008)
as the exercise price of these options was greater than the average price of the Bank’s common shares.
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NOTE 28

GUARANTEES, COMMITMENTS AND CONTINGENT LIABILITIES

Guarantees
The guarantees are obligations that meet the definition of guarantee under AcG-14.

The maximum potential amount of future payments represents the maximum risk of loss if there were a total default by the guaranteed parties, without
consideration of recoveries under recourse provisions, insurance policies or from collateral held or pledged. The maximum potential amount of future payments
for significant guarantees issued by the Bank and in effect as at October 31 is presented in the following table:

2009 2008

Letters of guarantee X - 2,362 2,036
Backstop liquidity and credit enhancement facilities 449 .90
Derivative financial instruments 361 479
Securities lending 610 263
Other indemnification agreements - 157
33

Other guarantee

Letters of guarantee
In the normal course of business, the Bank issues letters of guarantee. These letters of guarantee represent irrevocable commitments that the Bank will make

payments in the event that a client cannot meet its financial obligations to third parties. The Bank’s policy for requiring collateral security with respect to letters
of guarantee is similar to that for loans. Generally, the term of these letters of guarantee is less than two years. The general allowance for credit losses covers
all credit risks, including those relating to letters of guarantee.

Backstop liquidity and credit enhancement facilities

The Bank administers a multi-seller conduit that purchases various financial assets from clients and funds these purchases by issuing asset-backed commercial
paper. The Bank provides a backstop liquidity facility to this multi-seller conduit. As at October 31, 2009, the committed notional amount of the global-style
backstop liquidity facility totalled $489 million ($541 million as at October 31, 2008), representing the total amount of the commercial paper outstanding.

This backstop liquidity facility can be drawn if the program is unable to access the commercial paper market, even if there is no general market disruption.
This facility has a term of less than one year and can be periodically renewed. The terms and conditions of this backstop liquidity facility do not require the
Bank to advance money to the conduit if the conduit is insolvent or involved in bankruptcy proceedings or to fund non-performing assets beyond the amount
of the available credit enhancement. The backstop liquidity facility provided by the Bank has not been drawn to date.

Since May 2009, the Bank provides a credit enhancement facility to this multi-seller conduit that is limited to certain assets. This facility has a term of less
than one year and is automatically renewable unless the Bank sends a non-renewal notice. As at October 31, 2009, the committed notional value for this
facility was $30 million. This credit enhancement facility provided by the Bank has not been drawn to date.

The maximum risk of loss for the Bank cannot exceed the total amount of commercial paper outstanding. As at October 31, 2009, the Bank held $40 million
($451 million as at October 31, 2008) of this commercial paper and, consequently, the maximum potential amount of future payments was $449 miltion
- ($90 million as at October 31, 2008).

Derivative financial instruments

In the normal course of business, the Bank enters into written put options to meet the needs of its clients and for its own risk management and trading activities.
Put options are contractual agreements whereby the Bank conveys to the purchaser the right, but not the obligation, to sell to the Bank by or before a
predetermined date, a specific amount of currency, commodities or financial instruments, at a price agreed to when the option is sold. Written put options
that qualify as a guarantee under AcG-14 include primarily over-the-counter currency options with companies other than financial institutions and over-the-
counter stock options when it is probable that the counterparty holds the underlying securities. Most of the terms of these options vary according to the
contracts, but do not generally exceed two years. As at October 31, 2009, the Bank recorded a liability of $12 million in the Consolidated Balance Sheet with
respect to these written put options ($77 million as at October 31, 2008), representing their fair value.
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NOTE 28 GUARANTEES, COMMITMENTS AND CONTINGENT LIABILITIES (cont.)
L] .

Securities lending )
Under securities lending agreements the Bank has entered into with certain clients who have entrusted it with the safekeeping of their securities, the Bank lends

their securities to third parties and indemnifies its clients in the event of loss. In order to protect itself against any contingent loss, the Bank obtains, as security
from the borrower, a cash amount or extremely liquid marketable securities with a fairvalue greater than that of the securities loaned. No amount has been accrued
in the Consolidated Balance Sheet with respect to potential indemnities resulting from these securities lending agreements.

Other indemnification agreements

in the normal course of business, including securitization activities and discontinuance of operations and activities, the Bank enters into numerous contractual
agreements. Under these agreements, the Bank undertakes to compensate the counterparty for costs incurred as a result of litigation, changes in laws and
regulations (including tax legislation), claims with respect to past performance, incorrect representations orthe non-performance of certain restrictive covenants.
The Bank also undertakes to indemnify any person acting as a director or officer or performing a similar function within the Bank or one of its subsidiaries or
another entity, at the request of the Bank, for all expenses incurred by that person in proceedings or investigations to which he or she is party in that capacity.
Moreover, as a member of a securities transfer network and pursuant to the membership agreement and the regulations governing the operation of the network,
the Bank granted a movable hypothec to the network that can be used in the event another member fails to meet its contractual obligations. The durations of
the indemnification agreements vary according to circumstance; as at October 31, 2009, given the nature of the agreements, the Bank is unable to make a
reasonable estimate of the maximum potential liability it could be required to pay.to counterparties. As at October 31, 2008, the maximum potential future
payments that the Bank was able to estimate is presented on the table on the previous page. No amount has been recorded in the Consolidated Balance Sheet
with respect to these-agreements.

~

Other guarantee
Pursuant to a mutual guarantee agreement required by a regulatory authority, a subsidiary of the Bank has agreed to guarantee all commitments, debts and

liabilities of a company subject to significant influence to the maximum of its regulatory capital. This guarantee expires no later than the date the investment
in the company subject to significant influence is sold, or sooner if deemed appropriate by the regulatory authority. To date, this guarantee remains undrawn
and no amount has been accrued in the Consolidated Balance Sheet with respect to this agreement.

Restructuring of certain asset-backed commercial paper conduits (ABCP)

Margin funding facilities , _

The restructuring of third-party structured ABCP was finalized on January 21, 2009 and provides for margin funding facilities in the master asset vehiclesland
Il that are provided by lenders such as Canadian banks, asset providers, noteholders and the governments of Canada, Quebec, Ontario and Alberta. The
facilities provided by the governments rank senior to all other margin funding facilities and, in the event of margin calls, they would be the lastin and the first
out. These facilities are designed to reduce the risk that the newly formed vehicles will not be able to meet margin calls if future circumstances warrant them.
The Bank committed to contribute $911 million to these margin funding facilities. As at October 31, 2009, no amount had been advanced by the Bank.

Credit facilities to clients holding master asset vehicle (MAV) notes

The Bank offered improved credit facilities to commercial and corporate clients holding MAV notes for their liquidity needs. These credit facilities cover.up to
75% of the face value of the notes. The credit agreements also provide for an option in favour of the borrower allowing the borrower to assign to the Bank, on
or after the maturity date of the credit facility, the restructured notes in payment of the principal of the credit facility. These credit facilities are available fora
period of two to three years with the possibility of being extended by the Bank if borrowers maintain a normal banking relationship with the Bank during the
period of the credit facility. As at October 31, 2009, improved credit facilities outstanding stood at $285 million. The amount of the credit facilities offered to
clients, with respect to notes backed by ineligible assets, was estimated at $224 million as at October 31, 2009. The amount of the credit facilities offered to
clients, with respect to the other notes included in the restructuring plan, was estimated at $743 million as at October 31, 2009. For additional information,
refer to Note 9.

The Bank had also provided credit facilities to borrowers for their liquidity needs until the new credit facilities were made available. As at October 31, 2009,
these credit facilities outstanding represented $53 million with recourse to the borrowers. :
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NOTE 28 GUARANTEES, COMMITMENTS AND CONTINGENT LIABILITIES (cont.)
A

Commitments

The.Bank has minimum future commitments under leases for premises, equipment and furniture, contracts for outsourced IT services and other contracts.

The majority of these commitments are related to operating leases.

As at October 31, 2009, the minimum future® commitments are as follows:

2010 538
2011 435
2012 361
2013 279
2014 241
2015 and thereafter 539

2,393

(1) An amount of $7 miltion in imputed interest on a capital lease is included in minimum future commitments.

Pledged assets

In the normal course of business, the Bank pledges securities and other assets as collateral for various liabilities it incurs. A breakdown of assets pledged as
collateral is provided in the table below. These transactions are concluded in accordance with standard terms and conditions for such transactions.

As at October 31 ) ) 2009 2008
Assets pledged to
Bank of Canada 30 25
Direct clearing organizations R 30,223 2,785
Assets pledged in relation to '
Derivative ﬁnancial instrument transactions 517
Borrowing, securities lending and securities sold under repurchase agreements 22,089
Other : 137
Total ) 25,553

Financial assets received as collateral

As at October 31, 2009, the fair value of financial assets received as collateral that the Bank was authorized to sell or repledge totalled $20 billion ($26 billion
as at October 31, 2008). These financial assets received as collateral were obtained as a result of transactions involving securities acquired under reverse
repurchase agreements, borrowing and securities lending agreements, and derivative financial instrument transactions. These transactions are concluded in

accordance with standard terms and conditions for such transactions.
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NOTE 28 GUARANTEES, COMMITMENTS AND CONTINGENT LIABILITIES (cont.)
L}

Credit’instruments
In the normal course of business, the Bank enters into various off-balance sheet commitments. The credit instruments used to meet the financing needs of
its clients represent the maximum amount of additional credit the Bank could be obligated to extend if the commitments were fully drawn.

As at October 31 2009 2008
Letters of guarantee® - ' 2,362 2,036
Documentary letters of credit® 62 93
Credit card loans® ‘ 6,393 5,924
Commitments to extend credit®
Original term of one year or less 15,501 14,103
Qriginal term over one year 7,569 6,010

(1) - See Letters of guarantee, page 145.

(2) Documentary letters of credit are documents issued by the Bank and used in international trade to enable a third party to draw drafts on the Bank up to an amount established under specific
terms and conditions; these instruments are collateralized by the delivery of goods to which they are related.

(3) Credit card loans and commitments to extend credit represent the undrawn portions of credit authorizations granted in the form of loans, acceptances, letters of guarantee and documentary
letters of credit. The Bank is required at all times to make the undrawn portion of the authorization available, subject to certain conditions.

Other commitments

The Bank acts as an investor in investment banking activities where it enters into agreements to finance external private equity funds and investments in
" equity and debt securities at market value at the time the agreements are signed. In connection with these activities, the Bank had commitments to invest up
to $117 million as at October 31, 2009 ($145 million as at October 31, 2008). Through one of its subsidiaries, the Bank has also entered into a commitment
to purchase premises and equipment for approximately $189 million over the next four years.

Litigation

In the normal course of their business, the Bank and its subsidiaries are involved in various claims, including, in particular, court proceedings, investigations
or claims of a regulatory nature, class actions or other legal remedies of varied natures. Several of the court proceedings are related to lending activities, which
occur, in particular, when the Bank takes steps to recover its claims. '

The Bank is also more specifically involved as a defendant in class actions instituted by consumers who contest, inter alia, certain transaction fees and the
unsolicited increase of credit card limits or who wish to avail themselves of certain provincial legislative provisions relating to consumer protection. All of
these involve several complex issues and their resolution could thus extend over several years. These class actions are defended v:gorously by the Bank,
which has serious grounds of contestation.

Even though it is impossible to determine the outcome of the claims instituted or which may be instituted against the Bank and its subsidiaries, the Bank
considers that, according to the information at its disposal, while the amount of contingent liabilities pertaining thereto, taken individually or in the aggregate,
could have an impact on its operating income for a particular year, it would not have a material adverse impact on the Bank’s consolidated financial
position.
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NOTE 29

DERIVATIVE FINANCIAL INSTRUMENTS

Derivative financial instruments are financial contracts whose value is derived from an underlying interest rate, exchange rate, or equity, commaodity or credit
instrument or index.

The main types of derivative financial instruments used are as follows:

Forwards and futures

Forwards and futures are contractual obligations to buy or deliver a specific amount of currency, interest rates, commodities or financial instruments on a
specific future date at a specified price. Forwards are tailor-made agreements transacted in the over-the-counter market. Futures are traded on organized
exchanges and are subject to cash margining calculated daily by clearing houses.

Swaps : :
Swaps are over-the-counter contracts in which two parties agree to exchange cash flows. The Bank uses the following types of swap contracts:
—  cross currency swaps are transactions in which counterparties exchange fixed rate interest payments and principal payments in different currencies;

—~ interest rate swaps are transactions in which counterparties exchange fixed and floating rate interest payments, based on the notional principal value
in the same currency;

— commodity swaps are transactions in which counterparties exchange fixed and floating rate payments, based on the notional principal value of a single
product;

~ equity swaps are transactions in which counterparties agree to exchange the return on one equity or group of equities for a payment based on a benchmark
interest rate; and

~  credit default swaps are transactions in which one of the parties agrees to pay interest expenseé to the other party so that the latter can make a payment
if a credit event occurs.

Options )

Options are agreements between two parties in which the writer of the option conveys to the buyer the right, but not the obligation, to buy or sell, at or by a
predetermined date, at any time prior to a predetermined expiry date, a specific amount of currency, commodities or financial instruments at a price agreed
to when the option is sold. The writer receives a premium for selling this instrument. '
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NOTE 29 DERIVATIVE FINANCIAL INSTRUMENTS (cont.)
L]

Notional amounts

Notional amounts are not presented in assets or liabilities in the Consolidated Balance Sheet. They represent the set underlying principal of a derivative
financial instrument and serve as a point of reference in applying an exchange rate, interest rate, stock market price or other variable in order to determine
the amount of cash flows to be exchanged. Notional amounts are presented in the following table: :

As at October 31 2009 2008
Term to maturity
Contracts
held for Contracts
tess than 3to12 1to5 More than Total trading  designated Total
3 months months " years 5 years contracts purposes ashedges | . contracts
INTEREST RATE CONTRACTS
OTC contracts
Guaranteed interest rate contracts - 28,674 303 - 28,977 28,977 - 18,641
Swaps 24,668 45,497 90,364 25,773 186,302 173,112 13,190 192,073
Options purchased , - 3,750 135 - 3,885 3,885 - 8,861
Options written ) 500 - 264 150 914 914 - 7,729
Total 25,168 - 77,921 91,066 25,923 220,078 206,888 13,190 227,304
Exchange-traded contracts . i
Futures ) .
Long positions’ 842 3,911 3,523 - 8,276 8,276 - 13,218
Short positions 4,695 3,297 866 - 8,858 8,858 - 10,060
Options purchased 8,664 20,634 887 - 30,185 30,185 - 22,658
Options written ' 5,195 19,314 - - 24,509 24,509 - 3,742
Total ) 19,396 47,156 5,276 - 71,828 71,828 - 49,678
FOREIGN EXCHANGE CONTRACTS ’
OTC contracts
Forwards _ 4,994 1,687 728 - 7,409 7,409 - 9,668
Swaps 24,495 6,320 5,746 4,042 40,603 39,355 1,248 39,844
Options purchased 1,337 973 287 - 2,597 2,597 . - 3,560
Options written 1,213 1,070 - 304 - 2,587 2,587 - 3,314
Total : 32,039 10,050 7,065 4,042 53,196 51,948 1,248 56,386
Exchange-traded contracts
Futures )
Long positions 913 - - - 913 913 - 16
Short positions : 487 - - - 487 487 - 546
Options purchased 1,136 - - - 1,136 1,136 = 29
Options written 2,187 - - - 2,187 2,187 - 29
Total ’ 4,723 - - - 4,723 4,723 - 620
EQUITY, COMMODITY AND CREDIT DERIVATIVE
CONTRACTS
OTC contracts
Forwards 18 32 33 33 116 116 - 147
Swaps 3,423 7,192 23,717 5,839 40,171 40,171 - 40,079
Options purchased 113 273 1,158 46 1,590 1,590 - 3,196
Options written 49 78 - 794 308 1,229 1,229 - 2,248
Total 3,603 7,575 25,702 6,226 43,106 43,106 - 45,670
Exchange-traded contracts
Futures
Long positions 2,819 161 178 - 3,158 3,158 - 1,883
Short positions 2,555 694 387 - 3,636 3,636 - 2,624
Options purchased 931 723 159 - 1,813 1,813 - 5,525
Options written 686 559 160 - 1,405 1,405 - 4,094
Total 6,991 2,137 884 - 10,012 10,012 - 14,126
Total 2009 91,920 144,839 129,993 36,191 402,943 388,505 14,438
Total 2008 - X 107,329 393,784

128,025 123,172 393,784 | 369,905 23,879 |
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NOTE 29 DERIVATIVE FINANCIAL INSTRUMENTS (cont.)
I N

Credit risk
Credit risk on derivative financial instruments is the risk of ﬁnanCIal loss that the Bank will have to assume if a counterparty fails to honour its contractual

obligations. Credit risk related to derivative financial instruments is subject to the same credit approval, credit limit and monitoring standards as those applied
to the Bank’s other credit transactions. Consequently, the Bank evaluates the creditworthiness of counterparties, and monitors the size of the portfolios as
well as the diversification and maturity profiles of these financial instruments. '

The Bank limits the credit risk of over-the-counter contracts by dealing with creditworthy counterparties and implementing contracts that provide for the
exchange of collateral between parties where the fair value of the outstanding transactions exceeds an agreed threshold. The Bank also negotiates master
netting agreements that provide for the simultaneous close-out and settling of all transactions with a given counterparty in the event of default. However,
overall exposure to credit risk, reduced through master netting agreements, may change substantially after the balance sheet date because it is affected by
all transactions subject to a contract as well as by changes in the market rates of the underlying instruments.

In the case of exchange-traded contracts, exposure to credit risk is limited because these transactions are standardized contracts executed on established
exchanges, each of which is associated with a well-capitalized clearing house that assumes the obligations of both counterparties and guarantees their
performance obligations. All exchange-traded contracts are subject to initial margins and daily settlement.

Terms used in the following credit risk table

Current replacement cost
The current replacement cost represents the Bank’s maximum credit risk associated with derivative financial instruments as at the Consolidated Balance Sheet

date. This amount is the positive fair value of all over-the-counter derivative financial instruments, before all master netting agreements and collateral held.

Credit risk equivalent
The credit risk equivalent amount is the total current replacement cost plus an amount representmg the potential future credit risk exposure, as outlined in

the guidelines issued by the Superintendent.

Risk-weighted amount
The risk-weighted amount represents the credit risk equivalent multiplied by the risk-weighted factor for each counterparty, as outlined in the guidelines

issued by the Superintendent.

As at October 31, the credit risk exposure of the derivative financial instrument portfolio, both before and after the impact of master netting agreements, was
as follows:

2009 - 2008

Current Current Current Current

replacement Credit risk weighted replacement Credit risk weighted

cost® equivalent amount cost equivalent ©amount

Interest rate contracts 3,404 4,248 970 2,774 3,554 841
Foreign exchange contracts 1,018 2,095 736 2,147 3,181 1,186
Equity, commodity and credit derivative contracts 2,760 6,189 3,377 3,597 7,164 2,843
7,182 12,532 5,083 8,518 13,899 4,870
Impact of master netting agreements (3,783) (5,805) (1,361) (5,520) (8,063) (1,776)
3,399 6,727 3,722 2,998 5,836 3,094

(1) AsatOctober 31, 2009, the total positive fair value of the excluded exchange-traded contracts amounted to $0.3 billion ($1.3 billion as at October 31, 2008).
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NOTE 29 DERIVATIVE FINANCIAL INSTRUMENTS (cont.)
L]

As at October 31, the credit risk exposure by counterparty was as follows:

2009 2008
Credit Credit
Replacement Trisk Replacement risk
cost equivalent cost equivalent
OECD governments® 138 479 24 186
Banks of OECD member countries® 1,047 2,634 1,080 2,675
Other 2,214 3,614 1,894 2,975
Total 3,399 6,727 2,998 5,836
(1) Organization for Economic Co-operation and Development.
As at October 31, the fair values of derivative financial instruments were as follows:
2009 2008
Positive Negative Net Positive Negative Net
CONTRACTS HELD-FOR-TRADING PURPOSES
Interest rate contracts
Forwards 12 9 3 21 31 10)
Swaps 2,676 2,846 (170) 2,189 2,151 38
Options ) 10 21 11) 38 20 18
Total 2,698 2,876 (178) 2,248 2,202 46
Foreign exchange contracts
Forwards 102 85 17 371 205 166
Swaps 862 641 221 1,595 1,675 (80)
Options . 63 106 43) 246 184 62
Total 1,027 832 195 2,212 2,064 148
Equity, commodity and credit derivative contracts
Forwards : 192 276 84 498 484 14
Swaps 2,459 1,516 - 943 2,795 2,618 177
Options 422 359 63 1,488 1,134 354
Total 3,073 2,151 922 4,781 4,236 545
Total contracts held-for-trading purposes 6,798 5,859 939 9,241 8,502 739
CONTRACTS DESIGNATED AS HEDGES
Interest rate contracts
Forwards - - - - - -
Swaps 718 48 670 561 55 506
Options - - - - - -
Total 718 48 670 561 55 506
Foreign exchange contracts
Forwards - - - - - -
Swaps - - - 12 8 4
Options - - - - - -
Total - -~ - 12 8 4
Equity, commodity and credit derivative contracts
Forwards - - - - 23 23)
Swaps - 40 (40) - - -
Options - - - - - -
Total - 40 (40) - 23 23)
Total — Contracts designated as hedges 718 88 630 573 86 487
Designated as fair value hedges : 269 35 234 268 51 217
Designated as cash flow hedges 449 53 396 305 35 270
Total fair value 7,516 5,947 1,569 9,814 8,588 1,226
Impact of master netting agreements (3,783) (3,783) (5,520) (5,520)
) 3,733 2,164 1,569 4,294 3,068 1,226
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NOTE 30

INTEREST RATE SENSITIVITY POSITION
The Bank offers a range of financial products whose cash flows are sensitive to interest rate fluctuations. Interest rate risk arises from on - and off-balance
sheet cash flow mismatches. The degree of exposure is based on the size and direction of interest rate movements and on the maturity of the mismatched

positions. Analyzing interest rate sensitivity gaps is one of the techniques used by the Bank to manage interest rate risk.

The following table illustrates the sensitivity of the Bank’s Consolidated Balance Sheet to interest rate fluctuations as at October 31.

2009 2008
Non-
Floating Less than 3to12 1to5  Morethan interest
rate 3 months “months years 5 years sensitive Total Total
Assets
Cash - - - - - 296 296 254
Deposits with financial institutions 62 1,050 - - - 820 1,932 3,406
Effective yield 0.6% - - -
Securities - 2 2,825 13,790 12,545 6,832 14,239 50,233 46,185
Effective yield 0.6% 0.3% 2.0% 3.2%
Loans ) 516 40,918 5,260 9,835 498 3,247 60,274 59,609
Effective yield 1.5% 5.4% 6.4% 6.9%
Other assets 6,552 - - - - 12,851 19,403 19,878
7,132 44,793 19,050 22,380 7,330 31,453 132,138 129,332
Liabilities and shareholders’ equity
Deposits 3,679 34,689 14,919 16,951 1,099 3,833 75,170 76,022
Effective yield : 0.8% 18% - 35% 1.4%
Other debt® - 9,646 3,798 3,020 3,517 5,976 25,957 22,980
Effective yield 1.4% 43% 26% 41%
Subordinated debentures - - 47 1,000 850 120 2,017 2,255
Effective yield 1.0% 5.0% 4.8%
Acceptances and other liabilities 5,265 2 - 2 82 17,166 22,517 22,566
Shareholders’ equity - - 400 689 - 5,388 6,477 5,509
8,944 44,337 19,164 21,662 5,548 32,483 132,138 129,332
On-balance sheet gap (1,812) 456 (114) 718 1,782 (1,030) - -
Derivative financial instruments - (6,548) 9,835 (3,646) 359 - - -
Total (1,812) (6,092) 9,721 (2,928). 2,141 (1,030) - -
Position in Canadian dollars
On-balance sheet total ’ (2,209) 8,474 2,458 (517) 1,253 (2,595) 6,864 802
Derivative financial instruments - (9,036) 10,169 (2,025) 842 - (50) (1,524)
Total (2,209) (562) 12,627 (2,542) 2,095 (2,595) 6,814 (722)
Position in foreign currency
On-balance sheet total 397 (8,018) (2,572) 1,235 529 1,565 (6,864) (802)
Derivative financial instruments. - 2,488 (334) (1,621) (483) - 50 1,524
Total 397 (5,530) (2,906) (386) 46 1,565 (6,814) 722
Total 2009 (1,812 (6,092) 9,721 (2,928) 2,141 (1,030) -
Total 2008 (1,920) (22,270) 12,287 7,847 " 2,571 1,485 -

(1) Obligations related to securities sold short and sécurities sold under repurchase agreements.

The effective yield represents the weighted average effective yield based on the earlier of contractual repricing and maturity dates.
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NOTE 31

RELATED PARTY TRANSACTIONS

The Bank grants loans to its directors and officers under various conditions. The following table shows the balance of these granted loans as of:

July 31,2009  August 31, 2008

Mortgage loans i . - 1
Other loans ) ) 39 48

Loans to eligible officers are granted under the same conditions as those applicable to loans granted to any other employee of the Bank. The principal conditions
are as follows: the employee must meet the same credit requirements as a client; mortgage loans are granted at the posted rate less 2%; personal loans bear
interest at the client rate divided by two; credit card advances bear interest at a prescribed fixed rate in accordance with Bank policy; and personal lines of
credit bear interest at the Canadian prime rate less 3%, but never lower than Canadian prime divided by two.

For personal loans and personal lines of qredit, employees may not borrow more than 50% of their annual gross salary at the reduced rafé. The Canadian
_ prime rate'is applied to the remainder.

Moreover, in accordance with the Bank Act (Canada), the aggregate of loans granted to an officer of the Bank, excluding a mortgage loan granted on the
officer’s principal residence, cannot exceed two times the officer’s base salary.

In the normal course of business, the Bank provides various banking services and concludes contractual agreements and other transactions with compénies
over which it has significant influence as well as with directors and officers under conditions similar to those offered to non-related third parties. These
agreements did not have a significant impact on the Bank’s results.

Furthermore, the Bank offers the Deferred Stock Unit Plan to directors who are not Bank employees. For additional information, refer to Note 24 of the
consolidated financial statements.

NOTE 32

SEGMENT DISCLOSURES

The Bank carries out its activities in three operating segments, defined below. The other operating activities are grouped for presentation purposes. Each
reportable segment is distinguished by services offered, type of clientele and marketing strategy. The operations of each of the Bank’s reportable segments
are summarized below.

Personal and Commercial
The Personal and Commercial segment comprises the branch network, intermediary services, credit cards, insurance, business banking services and real
estate.

Wealth Management ;
The Wealth Management segment comprises full-service retail brokerage, direct brokerage, mutual funds, trust services and portfolio management.

Financial Markets : .
The Financial Markets segment encompasses corporate financing and lending, trading activities, treasury operations, including asset and liability management
for the Bank, and corporate brokerage.

Other
This heading comprises securitization transactions, certain non-recurring elements, and the unallocated portion of corporate services.
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NOTE 32 SEGMENT DISCLOSURES (cont.)
I

The accounting policies are the same as those presented in Note 1, with the exception of the net interest income, other income and income taxes of the
operating segments, which are presented on a taxable equivalent basis. Taxable equivalent basis is a calculation method that consists in grossing up certain
tax-exempt income by the amount of income tax that would have been otherwise payable. The impact of these adjustments is reversed under the heading
Other. Head Office expenses are allocated to each operating segment presented in the segmented results. The Bank assesses performance based-on net
income. Intersegment revenues are recognized at the exchange amount. Segmentassets correspond to average assets directly used in segment operations.

Results'by business segment

Year ended October 31 2009 2008 2009 2008 2009 2008 2009 2008 2009 2008
Personal and Wealth Financial
Commercial Management Markets Other Total
Net interest income® 1,414 1,390 . 0 124 . 137 790 708 (362) (383) 1,966 1,852
Otherincome® 880 842 633 697 639 . 284 13 (38) 2,165 1,785
Total revenues : 2,294 2,232 757 834 1,429 992 (349) (421) 4,131 3,637
Operating expenses - 1,339 1,302 - 588 601 681 636 54 156 2,662 2,695
Contribution 955 930 - 169 233 748 356 (403) (577) 1,469 942
Provision for credit losses 215 179 - = 26 2 64 (37) 305 144
Income (loss) before income taxes . : .
(recovery) and non-controlling interest 740 751 169 233 722 354 (467) (540) 1,164 798
Income taxes (recovery)® 236 247 51 77 220 163 (255) (320) 252 167
Non-controlling interest - - 3 3 (1) (196) 56 48 58 (145)

504 115 153
693

503 387 (268) (268) 854 776
87,196 (13,770) (11,876) 140,978 128,319

Net income (loss)
Average assets

(1) Netinterest income was grossed up by $129 miltion (2008: $126 million) and Other income was grossed up by $19 million (2008: $82 million). An equivalent amount was added to income taxes
(recovery). The effect of these adjustments is reversed under the Other heading. ’

Results by geographic segment

Year ended October 31 2009 2008 2009 2008 2009 2008 2009 2008
Canada United States Other Total
Net interest income 1,913 1,826 54 (110 (6))] 136 1,966 1,852
Other income 2,083 1,881 -5 240 77 (336) 2,165 1,785
Total revenues : 3,996 3,707 59 . 130 76 (200) 4,131 3,637
Operating expenses 2,477 2,490 122 131 63 74 2,662 2,695
Contribution 1,519 1,217 (63) D) 13 274) 1,469 942
Provision for credit losses 295 141 10 3 - - 305 144
Income (loss) before income taxes and . .
non-controlling interest 1,224 1,076 (73) @ - 13 274) 1,164 798
Income taxes 252 165 - - - 2 252 167
Non-controlling interest 74 45 - 23 (16) (213) 58 (145)
Netincome (loss) ) 898 866 (73) 27) 29 (63) 854 776

Average assets 108,142 8,902 5,000 11,275 140,978 128,319
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CONSOLIDATED FINANCIAL STATEMENTS
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
(millions of dotlars)

NOTE 33

ACQUISITIONS AND DISPOSALS

Acquisitions .

During the year ended October 31, 2008, the Bank had completed the acquisition of four investment management firms for a total consideration of $50 million
including the direct costs related to these acquisitions. Of this amount, $24 million was payable in common shares of the Bank. The net assets acquired
included client relationship intangible assets in the amount of $15 million. The total amount by which the purchase price exceeded the fair value of the net
assets, i.e., $34 million, was recorded on the Consolidated Balance Sheet as goodwill. Under the related agreements, additional cash amounts totalling
$6 million could be paid over the four fiscal years following the acquisition provided certain levels of assets under management are reached. If these levels
are reached, these additional payments will be added to goodwill. :

Disposals

On August 25, 2008, the Bank, through one of its'wholly owned subsidiaries, had concluded the sale of a controlling interest in Asset Management
Finance Corporation (AMF) to Crédit Suisse Group AG. As a result of this transaction, the Bank had recorded a gain of $65 million, net of related charges of
$1 million, in the Consolidated Statement of Income. Further to this sale, the Bank’s subsidiary had retained an interest of 10.9% in AMF.

On january 3, 2008, the Bank, through one of its wholly owned subsidiaries, had finalized the sale of all of its common shares in National Bank of Canada
(international) Ltd. to Crédit Agricole (Suisse) SA. As a result of this transaction, the Bank had recorded a gain of $32 million, net of related charges of $1 million,
in the Consolidated Statement of Income. An additional gain of $3 million may be recorded in the Consolidated Statement of income, provided a certain level
of assets under management is maintained.
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PRINCIPAL SUBSIDIARIES

Voting and Investment
participating at carrying value®
Name Principal office address® shares (millions of dollars)
National Bank Acquisition Holding Inc. Montreal, Canada 100% 2,629
National Bank Life Insurance Company Montreal, Canada 100%
National Bank Insurance Firm Inc. Montreal, Canada 100%
1261095 Ontario Limited Toronto, Canada 100%
National Bank Group Inc. Montreal, Canada 100%
National Bank Financial & Co. Inc. Montreal, Canada 100%
Natcan Insurance Company Limited Bridgetown, Barbados 100%
Natcan Trust Company Montreal, Canada 100%
FMI Acquisition Inc. Montreal, Canada 100% 186
National Bank Trust Inc. Montreal, Canada 100% 159
CABN Investments Inc. Montreal, Canada 100% 1
Natcan Acquisition Holdings Inc. Montreal, Canada 100% 273
National Bank Securities Inc. Montreal, Canada 100%
9130-1564 Quebec Inc. Montreal, Canada 52%
Natcan Investment Management Inc. Montreal, Canada 71%
National Bank Direct Brokerage Inc. Montreal, Canada 100%
Innocap Investment Management Inc. Montreal, Canada 75% 2
3562719 Canada Inc. Montreal, Canada 100% 3
National Bank Realty Inc. Montreal, Canada 100% 32
Assurances générales Banque Nationale (Gestion) Inc. Montreal, Canada 90% 24
National Bank General Insurance Inc. Montreal, Canada 90%
Natcan Holdings International Limited Nassau, Bahamas 100% 602
NatBC Holding Corporation Florida, United States 100% 17
Natbank, National Association Florida, United States 100%
NBC Trade Finance Limited Hong Kong, China 100% 1
NBC Alternative Investments inc. Montreal, Canada 100% 3
NBC Asset Trust Montreal, Canada 100% 295
COMPANIES SUBJECT TO SIGNIFICANT INFLUENCE
Voting and Investment
participating at carrying value®@
Name Principal office address shares (millions of dollars)
Maple Financial Group Inc. Toronto, Canada 24.6% 227
Pl Financial Corp. Vancouver, Canada 25.0% 5

(1) All the subsidiaries are incorporated under the laws of the province, or under the laws of the state or country in which their principal office is located, except for NatBC Holding Corporation,

which is incorporated under the laws of the State of Delaware, USA and NBC Asset Trust, which is incorporated under the laws of the province of Ontario.
(2) The carrying value as at October 31, 2009 is based on the equity method.
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STATISTICAL REVIEW

As at October 31 2009 2008 2007 2006 2005 2004 2003 2002 2001 2000
Consolidated balance sheet data
(millions of dollars)
Cash and deposits with financial

institutions 2,228 3,660 3,328 10,879 10,314 5,777 7,047 6,864 5,832 5,655
Securities 50,233 46,185 39,270 38,678 33,052 28,007 26,179 20,118 17,872 16,835
Securities purchased under reverse

repurchase agreements 7,637 7,868 5,966 7,592 7,023 4,496 3,955 2,366 4,041 5,397
Loans 52,637 51,741 47,960 46,945 44,069 41,498 38,381 38,446 40,351 41,342
Customers’ liability under acceptances 5,733 4,274 4,085 3,725 3,242 3,076 3,334 2,988 3,593 3,640
Premises and equipment

and other assets 13,670 15,604 12,476 8,982 10,270 5,643 5,730 5,249 4,277 2,958
Total assets 132,138 129,332 113,085 116,801 107,970 88,497 84,626 76,031 75,966 75,827
Deposits - 75,170 76,022 70,798 71,917 62,219 53,432 51,463 51,690 51,436 50,473
Other liabilities and non-controlling interest 48,474 45,546 36,045 38,647 40,052 29,453 27,550 18,848 18,767 20,165
Subordinated debentures 2,017 2,255 1,605 1,449 1,102 1,408 1,516 1,592 1,647 1,361
Capital stock

Preferred 1,089 774 400 400 400 375 375 300 492 492

Common 1,729 1,656 1,575 1,566 1,565 1,545 1,583 1,639 1,668 1,653
Contributed surplus 48 31 32 21 13 7 2 - - -
Retained earnings 3,515 3,110 2,793 2,893 2,645 2,287 2,131 1,945 1,937 1,672
Accumulated other

comprehensive income (loss) 96 62) (163) (92) 26) (10 6 17 19 11
Total liabilities and

shareholders’ equity 132,138 129,332 113,085 116,801 107,970 88,497 84,626 76,031 75,966 75,827
Average assets 140,978 128,319 125,964 106,192 90,794 78,553 71,810 69,292 69,197 69,840
Average capital funds(® 7,198 6,416 5,840 5,568 5,268 5,238 5,216 5,249 5,020 4,660
Consolidated income

statement data
(millions of dollars)
Net interest income 1,966 1,852 1,116 1,284 1,441 1,363 1,311 1,444 1,338 1,190
Otherincome 2,165 1,785 2,301 2,511 2,226 2,155 2,033 1,584 1,789 1,878
Total revenues 4,131 3,637 3,417 3,795 3,667 3,518 3,344 3,028 3,127 3,068
Provision for credit losses 305 144 103 77 33 86 177 490 205 184
Operating expenses 2,662 2,695 2,626 2,538 2,463 2,361 2,239 2,040 1,989 2,120
Income taxes 252 167 . 79 277 291 318 277 150 278 239
Non-controlling interest 58 (145) 68 32 25 28 27 30 28 26
Income before discontinued operations )

and goodwill charges 854 776 541 871 855 725 624 318 627 499
Discontinued operations - - - - - - - 111 (45) 29
Goodwill charges . - - - - - - - - 19 19
Net income 854 776 541 871 855 725 624 429 563 509
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STATISTICAL REVIEW

As at October 31 2009 2008 2007 2006 2005 2004 2003 2002 2001 2000
Number of common shares
(thousands) 161,201 159,447 157,806 161,512 165,335 167,430 174,620 182,596 190,331 189,474
Number of common

shareholders.of record 23,970 24,354 24,780 25,531 26,235 26,961 27,865 28,549 29,766 30,795
Earnings per share before goodwill

charges — Basic $ 496 $ 469 $ 325 $ 522 $ 498 $ 410 $ 337 $ 218 $ 288 $ 2.65
Earnings per share — Diluted $494 $ 467 $ 322 $ 513 $ 490 $ 405 $ 334 $ 218 $ 278 $ 254
Dividend per share $248 $ 248 $ 228 $ 196 $ 172 $ 142 $ 1.08 $ 093 $ 082 $ 0.75
Stock trading range

High $62.08 $ 5463 $66.59 $65.60 $61.47 $48.78 $41.19 $3493 $31.00 $ 2525

Low : $25.62 $42.25 $5050 $56.14 $4639 $4017 $29.95 $2470 $23.00 $16.40

Close , $56.39 $ 4521 $5465 $61.25 $59.14 $4878 $4091 $2939 $24.25 $ 24.95
Book value $33.43 $2970 $2685 $27.17 $2539 $2287 $2132 $1972 $19.04 $ 17.60
Dividends on preferred shares )
Series 10 - - - - - - - - 2.1875 2.1875
Series 11 - - - - - - - 0.5000 2.0000 2.0000
Series 12 - - - - - - 0.8125 1.6250 1.6250 1.6250
Series 13 - - - - 1.2000 1.6000 - 1.6000  1.6000  1.6000  0.5447
Series 15 1.4625 1.4625 1.4625 1.4625 1.4625 1.4625 1.1480 - - -
Series 16 1.2125 1.2125 1.2125 1.2125 0.8089 - - - - -
Series 20 © 1.5000 0.8692 - - - - - Z - -
Series 21 1.3438 0.5596 - - - - - - - -
Series 24 1.3765 - - - - - - - - -
Series 26 1.3042 - - - - - — - - -

Financial ratios
Return on common
shareholders’ equity

before goodwill charges 15.6 % 16.4% 11.5% 20.1% 20.7 % 18.8% 16.5% 11.3% 16.0% 16.0%
Return on average assets 0.61% 0.60% 0.43% 0.82% 0.94% 0.92% 0.87 % 0.62% 0.80% 0.73%
Return on average capital funds 11.9% 12.1% 9.3% 15.6% 16.2% 13.8% 11.9% 9.5% 12.5% 12.4%
Capital ratios — BIS® .

Tier 1 10.7 % 9.4% 9.0% 9.9% 9.6% 9.6% 9.6 % 9.6 % 9.6 % 8.7 %

Total 1463%  13.2%  12.4%  140%® .12.8%® 13.0% 134% 136% 131% 11.4%
Other information
Impaired loans $ 223 $ 169 $ 129 $ 116 $ 117 $ 160 $ 251 $ 246 $ 591 $ 544
(millions of dollars)

Number of employees(5) 14,851 14,420 14,484 14,381 14,372 14,122 14,328 14,589 14,321 13,876
Branches in Canada 445 446 447 451 457 462 477 507 525 586
Banking machines 855 857 835 801 788 770 817 826 834 802

(1) Average capital funds include common shareholders’ equity, redeemable preferred shares and subordinated debentures.
(2) According to Basel li since 2008, according to Basel | for 2007 and before.

(3) Taking into account the issuance of $500 million of subordinated debentures on November 2, 2006.

(4) Taking into account the issuance of $500 million of subordinated debentures on November 2, 2005.

(5) Infull-time equivalent.
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INFORMATION FOR SHAREHOLDERS

DESCRIPTION OF SHARE CAPITAL

The authorized share capital of the Bank consists of an unlimited number of
common shares, without par value, an unlimited number of first preferred
shares, without par value, issuable for a maximum aggregate consideration
of $5 billion; and 15 million second preferred shares, without par value,
issuable for a maximum aggregate consideration of $300 million. As at
October 31, 2009, the Bank had a total of 161,201,125 common shares
and 43,550,000 first preferred shares issued and outstanding.

STOCK EXCHANGE LISTINGS
The common shares of the Bank and the First Preferred Shares, Series 15, 16,
20, 21, 24, and 26 are listed on the Toronto Stock Exchange.

Issue of class Ticker symbol Newspaper abbreviation

Common Shares S ONA Nat Bk or Natl Bk

First Preferred Shares
Series 15 NAPRK Nat Bk 15 or Natl Bk 515
Series 16 NAPR.L Nat Bk 516 or Nat| Bk s16
Series 20 NA.PR.M Nat Bk 520 or Natt Bk 520
Series 21 NA.PR.N Nat Bk 521 or Nati Bk s21
Series 24 NA.PR.O Nat Bk 524 or Natl Bk 524
Series 26 NA.PR.P Nat Bk 526 or Natl Bk 526

NUMBER OF REGISTERED SHAREHOLDERS
As at October 31, 2009, there were 23,970 common shareholders recorded
in the Bank’s common share register.

DIVIDENDS
Dividend dates in 2010
(subject to approval by the Board of Directors of the Bank)
Ex-dividend Record Payment
date date date
Common Shares .
December 22, 2009 December 24, 2009 February 1, 2010
March 23, 2010 March 25, 2010 May 1, 2010
June 21, 2010 june 23, 2010 August 1, 2010
September 21, 2010 September 23, 2010 November 1, 2010
Preferred Shares, Series 15, 16,

20,21, 24 and 26
January 6, 2010 January 8, 2010 February 15, 2010
April 7, 2010 April 9, 2010 May 15, 2010
July 7, 2010 July 9, 2010 August 15, 2010
October 6, 2010 October 8, 2010 November 15, 2010

Dividends declared on common shares during 2009

Ex-dividend Dividend
date Record date Payment date per share ($)
December 30, 2008 January 2, 2009 February 1, 2009 0.62
March 24, 2009 March 26, 2009 May 1, 2009 0.62
June 23, 2009 . June 25, 2009 August 1, 2009 0.62
September 22, 2009 September 24, 2009 November 1, 2009 0.62

Dividends declared on preferred shares during 2009
Dividend per share ($)

E)é-tgiwdend Regg?: Payn&gg Series 15 Series 16 Series 20 Series 21 Series 24 Series 26
Jan. 7, 2009 Jan.9,2009 Feb.15,2009 0.365625 0.303125 0.375 0.33594 - -
Apr. 7, 2009 Apr. 9, 2009 May 15,2009 0.365625 0.303125 0.375 0.33594 0.55151 0.47918
Jul. 8, 2009 Jul. 10, 2009 Aug. 15,2009 0.365625 0.303125 0.375 0.33594 0.4125 0.4125
Oct. 7, 2009 Oct. 9, 2009 Nov. 15,2009 0.365625 0.303125 0.375 0.33594 0.4125 0.4125

Dividends paid are “eligible dividends” in accordance with the Income Tax
Act (Canada). :

DIVIDEND REINVESTMENT AND SHARE PURCHASE PLAN

National Bank has a dividend reinvestment and share purchase plan for
Canadian holders of its common and preferred shares under which they can
acquire common shares in the Bank without paying commissions or adminis-
tration fees. Participants acquire shares through the reinvestment of cash
dividends paid on the shares they hold or through optional cash payments .
of at least $500 per payment, up to a maximum of $5,000 per quarter. The
plan could grant up to 5% discount to common and preferred shareholders
on the average subscription price of the common shares they acquire through
the reinvestment of cash dividends paid on their shares.

For more information, shareholders may contact National Bank’s registrar and
transfer agent, Computershare Trust Company of Canada, at 1-888-838-1407.
To participate in the plan, National Bank’s beneficial or non-registered
common shareholders must contact their financial institution or broker.

Direct Deposit

Shareholders may elect to have their dividend payments deposited directly
via electronic funds transfer to their bank account at any financial institution
that is a member of the Canadian Payments Association. To do so, they must
send a written request to the Transfer Agent, Computershare Trust Company
of Canada.
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INFORMATION FOR SHAREHOLDERS

Head Office

National Bank of Canada

National Bank Tower

600 De La Gauchetiére Street West, 4th Floor
Montreal, Quebec H3B 4L2

Canada
Telephone:  514-394-5000
Website: www.nbc.ca .

Annual Meeting
The Annual Meeting of Holders of Common Shares of the Bank will be held
on Wednesday, March 31, 2010, at the Centre Mont-Royal in Montreal,
Quebec, Canada.

Public Accountability Statement
The 2009 Social Responsibility Report will be available in March 2010 on the
Bank’s website at www.nbc.ca.

Communication with Shareholders .

For information about stock transfers, address changes, dividends, lost
certificates, tax forms and estate transfers, shareholders of record may contact
the Transfer Agent at the following address: .

Computershare Trust Company of Canada
Share Ownership Management

1500 University Street, 7th Floor
Montreal, Quebec H3A 358

Canada

Telephone: ~ 1-888-838-1407

Fax: 1-888-453-0330

E-mail: service@computershare.com
Website: www.computershare.com

Shareholders whose shares are held by a market intermediary are asked
to contact the market intermediary concerned.

Other shareholder inquiries can be addressed to:
Investor Relations

National Bank Financial Group

National Bank Tower

600 De La Gauchetiere Street West, 7th Floor
Montreal, Quebec H3B 4L2

Canada .

Telephone:  1-866-517-5455

Fax: 514-394-6196

E-mail: investorrelations@nbc.ca
Website: www.nbc.ca/investorrelations
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Caution Regarding Forward-Looking Statements

From time to time, National Bank of Canada makes written and oral forward-
looking statements, included in this Annual Report, in other filings with Cana-
dian regulators, in reports to shareholders, in press releases and in other
communications. All such statements are made pursuant to the Canadian
and American securities legislation and the provisions of the United States
Private Securities Litigation Reform Act of 1995.

Additional information relative to these statements can be found on pages 12
to 15 of this Annual Report.

Trademarks ,

The trademarks used in this report include National Bank Financial Group,
National Bank of Canada, National Bank Private Wealth 1859, Telnat, National
Bank Retirement Index, CashPerformer, Meritage Portfolios, NBC Cap$S, NBC
CapsS I, NBC Asset Trust, NBC Capital Trust, All-in-One, Altamira, Omega Funds
and their respective logos, which are trademarks of National Bank of Canada
used under licence by National Bank of Canada or its subsidiaries. All other
trademarks mentioned in this report, which are not the property of National
Bank of Canada, are owned by their respective holders.

Pour obtenir une version francaise du rapport annuel,
veuillez vous adresser d :

Relations avec les investisseurs

Banque Nationale Groupe financier

600, rue De La Gauchetiére Ouest, 7¢ étage

Montréal (Québec)

Canada H3B 412

Téléphone: 1866 517-5455

Télécopieur: 514 394-6196

Courriel : relationsinvestisseurs@bnc.ca
Legal Deposit

ISBN 978-2-921835-21-3
Legal deposit — Bibliothéque et Archives nationales du Québec, 2009
Legal deposit — Library and Archives Canada, 2009
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