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HIGHLIGHTS

OPERATING RESULTS (1)
(millions of dollars)

Income before goodwill charges
Net income

Adjusted income (2)

Percentage
change

2001 2002/2001

RETURN ON COMMON
SHAREHOLDERS' EQUITY (1)
Before goodwill charges

Adjusted (2)

PER COMMON SHARE ()
Income before goodwill charges
Basic
Diluted
Net income
Basic
Diluted
Adjusted income (2)
Dividends declared
Book value
Stock trading range
High
Low
Close

FINANCIAL POSITION (1)
(millions of dollars)

Total assets

Loans and acceptances
Deposits

Subordinated debentures and shareholders' equity

Capital ratios - BIS
Tier 1
Total
Interest coverage
Asset coverage

OTHER INFORMATION

Number of common shares at end of year (thousands)
Number of common shareholders of record

Number of employees
Number of branches in Canada
Number of banking machines

582 (26)
5w (24)
580 (4)
16.0%
15.9%
$2.88 (Z))
2.86 (24)
$2.78 (22)
2.76 (21)
2.87 -
0.82 13
19.04 4
$31.00
23.00
24.25
75,966 )
47,985 (9)
51,436 1
5,763 (5)
9.6%
13.1%
8.74
3.55
190,331
29,766
17,070 1
546 €)
834 (1)

(1) The impact of the adjustment to the general allowance for credit risk is explained in Note 28 to the

consolidated financial statements on page 108.
(2) See Reconciliation of Reported Income to Adjusted Income in Table 1b on page 55.
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MANAGEMENT

DIRECTIONS: Entrust your assets to a National
Bank Financial Planner. Benefit from the unique
expertise of a multidisciplinary team specialized in
financial and retirement planning. Enjoy all the
privileges associated with personalized service.
Watch your assets grow. Live life to the full!
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DIRECTIONS: Meet with your National Bank
advisor. Obtain an automatic reduction of 0.35%
on the 3-month variable rate for a 5-year term*.
WARNING: Savings realized with a Money-Saver
Mortgage may cause euphoria.

* Offer valid for a limited time




PAGE

DIRECTIONS: Take advantage of a highly versatile,
multi-purpose product. With these lines of credit,
manage your finances more easily by grouping
your payments together, reduce interest charges,
benefit from a single rate and flexible payment
method, access funds, and finance your projects
with the equity in your home. A ready-made
solution for ready money.




PAGE

2001-2002

NATIONAL BANK OF CANADA

THE PRODUCT OF OUR EXPERTISE

BUSINESS LATITUDE
LINE OF CREDIT

DIRECTIONS: Benefit from the flexibility of a line
of credit and the simplicity of a credit card. Do all
your banking and contact an account manager
through Internet Banking Solutions. Make it part
of your business and appreciate the results.
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DIRECTIONS: Manage your accounts, pay your
bills, transfer funds or carry out your international
transactions online. Internet Banking Solutions
offers a wide range of options to simplify
your everyday banking in a secure, confidential
environment. Convenience at your fingertips.
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PROGRESSIVE
PAY ROLL

DIRECTIONS: Simply transmit the hours worked
by your employees. Let Progressive Payroll
Solutions handle the rest: payroll calculations,
payments to employees, government remittances,
records of employment and year-end reports
(income tax slips and summaries). Use as needed.
Instant relief.
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DIRECTIONS: Invest in a Multifund GIC and relax
with confidence. Meet with your advisor or call
1-888-4TelNat for more information. Principal
guaranteed or money refunded. 100% value.
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MESSAGE FROM THE CHAIRMAN OF THE BOARD

Dear Shareholders,

Of all the subjects debated in the business community in 2002, good corporate governance certainly
headed the list. Investors are worried, and who can blame them? The financial scandals that have
rocked certain corporations and major investment banks in the United States have left investors not
knowing what to think, and in many cases wondering what the real situation is here in Canada.

Do Canadian banks and financial institutions offer enough of a guarantee against embezzlement?
Should Canadian companies — and Canadian banks in particular - be compelled to submit to new
standards or stricter rules with respect to corporate governance? What is National Bank of Canada
doing to ensure the quality of its governance? As Chairman of the National Bank’s Board of Directors,
it is my duty to give some answers to these perfectly legitimate questions.

Because they are few in number, and because of their size and central role in keeping the country’s
economy running smoothly, Canadian banks are subjected to more stringent regulations than compa-
nies in other sectors of the economy. After all, the economy’s health and performance depend to a
great extent on how well financial institutions meet the needs of businesses, public-sector corpora-
tions, investors and consumers. The reputation and solid financial condition of the banks are there-
fore of the utmost importance.

For all these reasons and for many others, Canadian banks not only have to submit to the regulatory
requirements of stock exchanges and securities commissions, but they must also comply with the
Bank Act, follow the guidelines of the Office of the Superintendent of Financial Institutions and
respect the Standards of Sound Business and Financial Practices of the Canada Deposit Insurance
Corporation. That all makes for a very regulated environment, and yet there is more. At the National
Bank, the Board of Directors and its officers closely monitor the latest developments in corporate gov-



ernance, as well as the thinking and findings of experts, both here and abroad. We do so in order to
ensure that we are complying with the regulations applicable to us, and we keep a close eye on
changes so that we can study their impact, while all the time looking for ways to improve ourselves
based on our judgement and our analysis of the current situation.

Creating a corporate governance culture at every level of our organization is just as important as
being required to respect the regulations in effect. This has been a priority for quite some time, and
we intend to continue moving in this direction, in the best interests of our shareholders, our cus-
tomers and our employees.

As part of this effort, a Conduct Review and Corporate Governance Committee, composed of seven
outside directors, was formed in order to stay on top of corporate governance issues and further
strengthen the rules of good governance. In addition to ensuring that the specific provisions of the
Bank Act and other regulations are applied and respected, the Committee has several other man-
dates, such as assessing the performance and efficiency of the Board and its committees; setting up
and reviewing education programs for directors; monitoring developments in corporate governance;
overseeing the mechanisms and procedures established by the Board concerning conflict of interest,
use of confidential information and settlement of customers’ complaints; and reviewing the code of
professional conduct applicable to directors, officers and employees of the Bank.

Moreover, the Bank’s Audit and Risk Management Committee, which is composed of six outside direc-
tors, is responsible for overseeing appropriate risk management policies. It receives reports on compli-
ance with laws and regulations, and reviews all financial information documents. | would remind you
that the documents we issue on our quarterly results and the related conference calls are accessible to
everyone on our website.

Since March 13, 2002, the functions of Chairman of the Board and President and Chief Executive
Officer have been separated. In addition, to further ensure their independence, the outside directors
meet from time to time without members of management being present. To assist them in their
deliberations, they can also retain the services of expert consultants. Finally, the Board brought in
certain rules, requiring in particular that directors own a minimum of 2,000 National Bank shares.

The success of a business depends in large part on the quality and integrity of its officers, and on the
relationship between Board members and members of management. Meetings are therefore organ-
ized with senior management to give directors an opportunity to discuss the Bank's principal activities
and the major challenges facing it in the short and medium term.

But no matter how important and useful rules, procedures, codes of ethics and other standards
of conduct may be, | firmly believe that a good board of directors is more than that. A good board
also stands out for the way its members work together. What is important is to maintain a balance
between interpersonal relations, respect, trust, competence and openness on the one side, and legal
and regulatory aspects on the other. The very best boards form a community where the relationship
between the various individuals is characterized by esteem, good faith, transparency, the sharing of
information and experience, the right to disagree, and constructive criticism.

Stricter rules are not necessarily synonymous with better corporate governance. Furthermore, the
structures and standards that are suitable for large organizations can be crippling for smaller busi-
nesses and dampen the entrepreneurial spirit of their managers and directors.

In closing, | would like to thank Robert Parizeau and Bernard Lemaire for their invaluable contribution

to the work and deliberations of the Board of Directors. After many years of loyal service, and in
accordance with our rules, Mr. Parizeau and Mr. Lemaire will not be seeking re-election.

André Bérard
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NATIONAL BANK OF CANADA

“lI am convinced that superior
quality service is central to growing
our business.”

Réal Raymond



Dear Shareholders,

If | had to sum up 2002 at the National Bank in just a few words, | would be inclined to say that

it was a “year of positioning”. We strengthened our positions on strong-potential markets for the
Bank not only through acquisitions and major partnership agreements, but also by restructuring our
lines of business and subsidiaries. As part of the new organization structure that was introduced in
February 2002, an Executive Committee was given the mandate of defining the Bank's culture and
philosophy, approving and pursuing the strategic initiatives of the National Bank group as a whole,
managing the succession process, and ensuring a balance between employee engagement, customer
satisfaction and shareholder satisfaction.

The acquisition of Altamira, a leading Canadian mutual fund manager and distributor, allowed us

to greatly expand our presence outside Quebec as a provider of wealth management services, partic-
ularly in Ontario. In addition to doubling the value of our mutual funds under management, this
transaction gives us the opportunity to serve nearly 240,000 new customers through a network of
115 more financial advisors working out of six branch offices. Also, a few months before the Altamira
acquisition, we purchased Gestion de placements Valorem, a specialized portfolio management firm
with $1.4 billion in assets under management.

At the partnership level, the most important agreement we signed in 2002 was with Investors
Group, Great-West Life and London Life, all members of the Power Financial Corporation group.
This 10-year agreement gives us access to the largest network of financial advisors in Canada, with
7,000 professionals serving over 3.2 million customers throughout the country. The National Bank
is now positioned as one of Canada’s primary manufacturers of financial products since we will be
providing customers of the three new partner companies with personal loans (for investments or
other purposes), lines of credit, deposit accounts, GICs, credit cards, Internet services and access
to banking machines in the National Bank’s own network and in The Exchange Network. Similar
agreements have already been concluded with Assante, Promutuel and Edward Jones.

National Bank Financial, which celebrated its centennial in 2002, continued to expand with the
acquisition of Putnam Lovell, a U.S. investment bank. With offices in New York, San Francisco, Los
Angeles, Toronto and London, Putnam Lovell NBF gives us a major presence on the international
scene in terms of merger and acquisition advisory services, and corporate financing. This acquisition
positions us in a specialized niche which we are fully familiar with, and will enable us to accompany
our business clients more effectively as they pursue their expansion projects in the United States
and elsewhere in the world.

As regards our internal organization, the creation of the National Bank Wealth Management line
of business is a good example of the type of positioning we are adopting in order to be Quebec’s
leading financial institution for wealth management services. Our financial planners and one-third
of our personal bankers have been reassigned to this front-line service where customers are auto-
matically directed towards a designated advisor whose role includes ensuring that they can draw on
the expertise of various other professionals in the Bank.

This same basic philosophy is what led us to transfer our corporate banking operations to National
Bank Financial. By combining that division with the investment banking activities of NBF, we can now
guarantee our clients highly integrated services providing bank credit as well as corporate financing
on capital markets. It was this type of restructuring that enabled us to orchestrate large-scale acquisi-
tion projects such as the purchase of Franco-Nevada and Normandy by Newmont Mining to form the
largest gold producer in the world.

All these initiatives were possible because the National Bank is in sound financial health and has the
means to match its ambitions. Not only are we the best capitalized of any Canadian bank, but we
also have the best ratio in the banking industry in terms of impaired loans versus the resources to
cover them (tangible capital plus allowances). We have substantially improved the quality of our lend-
ing portfolio, and our proactive management of the balance sheet means that our loans and invest-
ments are less risky.

During the past 10 years, the Bank's earnings and profitability have grown in line with those of the
other Canadian financial institutions. The symbiotic relationship we have developed over time with
Quebec’s economy and society affords us additional protection vis-a-vis our competitors. However,

no fortress can be maintained without devoting the necessary energy to it and ensuring that its foun-
dations are solid. That is why | am convinced that superior quality service is central to growing our
business. Our internal surveys show that our customers’ level of satisfaction with the National Bank
has risen, particularly since we extended business hours by up to 40% at some 60 key branches that
serve over 30% of our target clientele.

For fiscal 2002, income before goodwill charges was $429 million or $2.18 per share as against

$582 million or $2.88 per share in 2001. Data for both 2001 and 2002 include one-time events that
should not be considered when analyzing earnings trends. Detailed information on those items is
presented in Table 1b on page 55 of this Annual Report. Consequently, adjusted income amounted
to $555 million or $2.86 per share versus $580 million or $2.87 per share in 2001. This corresponds to
a 4% decline in adjusted income, attributable mainly to an increase in the provision for credit losses
during the year. Fortunately, the rise in loan losses was partially offset by the strong performance of
Financial Markets, Treasury and Investment Banking, while the results for the other lines of business
remained relatively stable compared to 2001. The slight difference in adjusted earnings per share
($2.86 in 2002, $2.87 in 2001) was caused primarily by the repurchase of 9.5 million common shares
under the normal course issuer bid, which was completed in October 2002. Total adjusted income,
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MESSAGE FROM THE PRESIDENT AND CHIEF EXECUTIVE OFFICER

on a taxable equivalent basis, was up by $82 million or 3%, to reach $3,253 million. The adjusted
return on common shareholders’ equity went from 15.9% in 2001 to 14.7% in 2002 as a result of the
decrease in income on the one hand and the increase in average common shareholders’ equity on the
other.

Although these results did not meet our expectations, | consider them satisfactory overall given the
difficult economic environment that prevailed in 2001 and 2002. Moreover, as the figures show, our
financial results were better than those achieved by most of the other major Canadian banks.

In fiscal 2002, the Board of Directors declared a dividend of $0.93 per share, for an increase of 13.4%
over the previous year. The return on National Bank shares, including dividends, was 25% in 2002. In

comparison, the return was -8% on the Canadian stock market (as measured by the S&P/TSX index),

and 4% on the Banks and Trusts subindex, for the same period.

In short, the National Bank is in very good financial health, enjoys an enviable reputation, is prudently
managed and is well positioned to take advantage of business opportunities that will ensure its
growth in the years ahead. With a sound balance sheet, a bank enjoys greater access to capital mar-
kets and the resources needed to expand its franchise and develop its technological infrastructure.
The substantial improvement in the quality of our credit portfolio and our capital ratios in 2002 puts
us in a strong position going forward. | would therefore like to offer my sincere thanks to our
employees, our shareholders, our customers and our partners, all of whom help us to make the
National Bank a dynamic, responsible and respected business.

Réal Raymond
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THE WEALTH MANAGEMENT STAKES

It may safely be assumed that everyone looks forward to having a comfortable retirement and, in
due course, leaving an inheritance to family or friends. Over the years, you have placed your savings
in bank deposits, shares, mutual funds, bonds, life insurance policies, real estate, retirement plans,
and the like. Together, these all represent your personal wealth. Managing your personal wealth is,
in part, the art of determining if these various components are balanced in such a way as to ensure
that you receive the best possible returns for the level of risk you are prepared to assume. Wealth
management, solidly underpinned by a knowledge of financial planning, is also a matter of defining
the best possible tax and legal conditions under which to build your wealth so that one day you can
leave a legacy to those who matter the most to you.

A growing number of Canadians are focusing more actively on saving and investing in order to ensure
a secure future for themselves and their children, with the result that wealth management has
become one of the fastest growing markets in the country.

In addition to its enviable profitability, this market presents undeniable growth opportunities because
of three trends: 1) the general aging of the population, which means that more wealth is being accu-
mulated; 2) heightened awareness of the limitations and uncertain future of government pension
plans; and 3) the increasing popularity of professional fund management services, as opposed to
holding equities or conventional guaranteed investment certificates that are not actively managed.

Given this context, there are many who say that the large Canadian banks enjoy a privileged position
as they already manage the lion’s share of personal savings. Conveniently forgotten is the fact that
the borders have been opened up to foreign financial institutions and the Canadian financial services
industry has been deregulated. The result is fierce competition that comes in more guises than ever.
Banks, insurance companies, mutual fund managers, securities brokers and financial planners are all
vying with each other to meet customers’ demand for wealth management services.

For an institution like the National Bank, the intense competition of recent years is not the only chal-
lenge to overcome. Since the start of the millennium, the wealth management sector - in Canada as
in most developed countries — has been experiencing a growth crisis triggered by the slowing of the
global economy and depressed stock markets. The business of managing wealth suddenly appears
to carry more risk and to be not as easy as it was throughout the 1990s. Banking institutions are
realizing that profitability is never assured and it can even fall dramatically when disappointing stock
market performances translate into lower investor asset values and trading volumes.

Despite economic ups and downs and the highly competitive nature of this market, the wealth
management sector offers good prospects for the National Bank. We project that a growing share of
our revenues and earnings will be generated by this market in the years to come. Thanks to our status
as a super-regional bank, our position as the leading bank for SMEs in Quebec, our widely recognized
corporate brand, the remarkable performance of our portfolio managers, our extensive line of prod-
ucts and services, and our vast network of professionals specialized in all areas of financial manage-
ment, we are confident that the National Bank has all the tools it needs to stand out from the crowd
and to maintain its position as the largest wealth manager in Quebec.

AN INDUSTRY WITHOUT BARRIERS

The wealth management market is an open market. It is far from being the stronghold of the big
banks. Unlike traditional financial intermediary activities, there are virtually no legal or regulatory
barriers to entry. Hundreds of independent fund managers, financial planners and group savings
representatives, who are more like self-employed individuals than small businesses, are all competing
to garner their share of the market. Added to these are the larger entities like insurance companies,
unaffiliated brokerage firms, groups of independent financial planners and mutual fund companies.

It is therefore not surprising that no one particular institution dominates the sector. In the United
States, for example, no player in the wealth management sector controls more than 2% of the
market. The 20 largest financial institutions combined manage only 12% of total assets. In Canada,
assets are more heavily concentrated in the hands of the major banks than they are south of the
border. Yet, there is no denying that Canadians’ savings are migrating toward the multitude of
financial advisory firms which, while admittedly smaller, are sometimes well adapted to serving
their particular clientele.

Canadian banks are therefore competing not only against one another, but they are also going head
to head with hundreds of small entrepreneurs who are keen, ambitious and available, whose opera-
ting costs are extremely low, and who offer very personalized service. Banks consequently have to
exploit their corporate image and their vast expertise in order to dispel preconceived notions that
their services are less personalized or less specialized than those offered by independent advisors.

The great strength of the Canadian banking industry lies in its capacity to offer a vast array of wealth
management products and services. At the National Bank, for instance, customers can count on
full-service and discount brokerage services, trust services, access to professionals in all our domestic
branches, a family of more than 100 mutual funds, as well as personalized, private and discretionary
wealth management services, to name only a few.



Successfully offering access to such a variety of products, services and professionals under a single
banner is more than simply a question of economies of scale and diversification. Financial planning
and wealth management call for a comprehensive approach matched by an appropriate, well-
coordinated offering of services. Very few financial institutions are able to do this as well as the
National Bank does in Quebec. That is one barrier we want to make insurmountable for most of
our competitors.

THE MUTUAL FUNDS REVOLUTION

Canadians are investing more and more of their money in mutual funds. This is by far the single

most important change in the financial services sector in the past 20 years and amounts to a veritable
revolution in terms of savings and investment habits. We have come a long way from the days when
Canadians entrusted nearly all of their savings to banks, trust companies and credit unions. By the
end of the 1990s, almost half of Canadians’ savings were going to mutual fund companies which then
used this money to invest in securities through capital markets.

Some mutual fund companies have been so successful in establishing their brands that customers of
the major banks do not hesitate to insist that they be included in their portfolio. If banks refused to
offer those funds, many of their customers would likely take their business elsewhere, perhaps to
securities or insurance brokers, to obtain what they want. These days, customers of the major banks
are looking for an offering that is more mainstream and which includes competitors’ funds. Even
though the banks promote their own products first and foremost in their advertising and marketing
material, they nevertheless authorize their advisors to sell almost all the funds available on the market
whenever they are requested by customers.

It was precisely in this context that the National Bank signed an agreement with Fidelity, the most
prestigious mutual fund family in the world. Our strategy is to highlight the complementary nature

of our two institutions’ respective offerings by showing, for example, that the Bank’s strengths lie in
bond funds and Canadian equity funds while those of our partner tend more towards U.S. and inter-
national equity funds. Investors realize that no single team of fund managers can be the best in every
category, and a bank can only enhance its credibility by developing partnerships with recognized
third-party fund managers.

Acquiring families of funds is another way of increasing our presence in the Canadian wealth manage-
ment market. The National Bank’s sound financial condition and excellent capitalization make it well
positioned to seek out the best business opportunities. For instance, with our acquisition of the mutu-
al fund management firm Altamira, we immediately doubled our mutual fund assets under manage-
ment to nearly $10 billion. Even better, this transaction enabled us to make further inroads into the
market outside Quebec, much as we did in 1999 when we merged our brokerage firm Lévesque
Beaubien Geoffrion with Ontario-based brokerage First Marathon to form National Bank Financial
and thereby raised the profile of our brokerage subsidiary outside Quebec. Altamira, which offers

47 mutual funds, has 240,000 customers, more than half of whom are in Ontario. Further to this
transaction, the National Bank now ranks 14th in the Canadian mutual fund industry.

According to the Investment Funds Institute of Canada, the returns achieved by the National Bank on
its mutual fund portfolios placed it among the top five financial institutions in 2002. Our outstanding
performance, which is attributable to a prudent, disciplined and value-oriented approach combined
with a more aggressive, proactive marketing approach, resulted in a net increase in sales even though
financial markets were beset by problems in 2002. The indisputable talent, consistent success and rig-
orous investment philosophy of the fund managers at our subsidiary Natcan Investment Management
have long been recognized by the industry and investors alike. Through the contribution of these
professionals, we were able to stand out from our competitors in the area of mutual funds, and even
surpass our expectations.

NEW WEALTH AND INHERITED WEALTH

A study conducted by Cap Gemini Ernst & Young in 2001 revealed that there are more than 7.2 mil-
lion millionaires worldwide, 2.5 million of whom are in North America. Canada, for its part, has
315,000 millionaires and this figure could rise to 915,000 by 2010. According to the magazine
Canadian Business, the number of Canadian families with at least $1 million in liquid assets has risen
by 13% each year since 1994. In 2000, 177,000 families belonged to this group, representing a total
of $800 billion. In other words, almost half of all assets under discretionary management are held by
1.3% of Canadian households. Needless to say, all the financial institutions are rolling out the red
carpet to attract them as customers.

In Canada, a thriving entrepreneurial spirit is largely responsible for this proliferation of millionaires —
entrepreneurs who have been very successful and accumulated substantial wealth over the years or
who have acquired it either by selling their company or merging it with another. The National Bank’s
strong penetration of Quebec’s SME sector has earned it a market share of 40%, giving it an enviable
position in this sector. We can offer our commercial customers financial services that not only meet
their company’s needs, but also their own needs as regards the management of their personal and
family assets.
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THE WEALTH MANAGEMENT STAKES (cont.)

NEW WEALTH AND INHERITED WEALTH (cont.)

For most of the big Canadian banks, the first criterion in the selection of wealth management cus-
tomers is the liquidity of their assets. At the National Bank, the focus is more on the potential wealth
of its customers. For instance, a 25-year-old entrepreneur with $10,000 to invest would be of interest
to each one of our wealth management advisors because that same young man, in 10 years’ time,
could well belong to the group of customers with $250,000 under management. Our position as the
leading bank of SMEs in Quebec has led us to adopt a strategy that gives as much importance to our
customers’ potential to amass wealth as to their current assets.

A comparison with our banking competitors shows that the high net-worth customers of the major
banks have gone from the phase of accumulating assets to that of protecting them through profes-
sional management. At the National Bank, customers who are at the wealth accumulation phase of
their lives outnumber those who have reached the capital preservation phase. That is why we are
confident in saying that the growth outlook for our market is as good for the long term as it is in the
near term.

According to a longstanding tradition, upscale customers at the large European and North American
banks are divided into two main categories. There are the newly wealthy on the one hand, usually
entrepreneurs, professionals and corporate executives who have accumulated wealth through their
entrepreneurship, their stock options or their professional occupation. There are also those who have
inherited wealth, that is to say, customers whose main income is derived from family money that is
passed down from one generation to the next. What generally distinguishes the first group from
those whose wealth is inherited is their higher tolerance for risk, their comparative lack of loyalty

to any particular financial institution and their desire to play a more active role in managing their
wealth. By and large, they are also more familiar with the new information technologies, and their
investment horizon is shorter when it comes to taking a critical look at their portfolio returns.

While still useful for targeting this clientele, the differences between the two groups are tending to
vanish as the new generation of those who inherited money is more receptive to riskier asset classes,
such as equities, than their parents’ generation before them. We are also noticing that both groups,
regardless of how they came by their wealth, share a common goal: they want to retire at a younger
age than their peers. They are therefore more concerned than most people about preserving their capital.

Without denying the usefulness of this distinction between new wealth and old wealth, the National
Bank’s customer segmentation approach is more refined and takes into account a larger number of
factors that are simultaneously socio-demographic, socio-economic and cultural. The bank that knows
its customers best always has an edge over its competitors, and its chances of being entrusted to
manage a growing share of customers’ assets are also that much better.

THE VALUE OF PROFESSIONAL ADVISORS

If the bearish stock markets since March 2000 have had one positive outcome, it is that they made
investors realize more than ever the need for sound professional advice in managing their financial
assets. In good times and bad, the services of a professional advisor are worth their weight in gold.

Making good investment decisions requires a combination of three key ingredients: appropriate finan-
cial knowledge, a good understanding of oneself and enough discipline to stick to a plan without
being swayed by emotion. Very few investors possess all three ingredients in equal measure at the
same time. That is why professional advice is very often essential - not just because of the training

or extensive knowledge that advisors have, but because of their ability to help investors gain a better
understanding of themselves. Because of their neutral position, advisors can act as an objective third
party in the decisions investors have to make in order to achieve their financial goals.

The problem is that even in times of economic prosperity and stock market buoyancy, the returns
earned by many investors can be less than impressive. As revealed in a study published in the October
2002 issue of the Quebec business magazine Finance et Investissement, Canadian investors show a
strong propensity for buying a mutual fund category when the price of the securities making up the
fund is high and then selling when prices are low. With the passage of time, such behaviour becomes
increasingly costly to investors. The end result is that although they invest substantial amounts of
money, they do not earn anything like the average return, on paper, of each fund category, let alone
the return of the benchmark indexes.



From 1990 to 1999, for example, the total return of the TSE 300 index was 193%, while holders of
Canadian equity funds obtained an average return of 97%. The same phenomenon was observed
for balanced funds and Canadian bond funds. The benchmark index for balanced funds rose by 190%
over 10 years, whereas Canadians holding this type of mutual fund earned a meager 67% return in
comparison. For its part, the Canadian bond fund index advanced by 171%, while investors who
opted for this fund category had to content themselves with an average return of 50% over 10 years.
It would be unfair to blame fund managers for the disappointing performance of those investors’
funds. They did their job properly, achieving average returns that came very close to the indexes.
The misfortunes of some fund holders can only be explained by the allure of fast, easy gains, a lack
of discipline and a tendency to move in and out of funds solely on the basis of what was in vogue

at the time and past returns.

Mutual fund holders who have a financial advisor are better at keeping their emotions in check and
hold on to their funds longer than investors who manage their assets themselves. This translates
into a higher return on their portfolio, one that is much more in line with the benchmark indexes. In
short, if you have mutual funds managed by the National Bank, if you kept a cool head throughout
the1990s, if you stayed on course with respect to your financial goals and avoided excessive trading,
then the chances are that the returns you obtained were close to the market indexes, if not higher.

The quality of the relationship between customer and financial advisor is the linchpin of success, not
just for a financial institution active in wealth management, but also for a customer whose portfolio
performs well because of the sound management of his financial assets. Canadian banks have long
been seen as not having the necessary structures for offering constant, personalized wealth manage-
ment services. The banking culture, it was said, made investors customers of their bank rather than
customers of their advisors. And with bank personnel being transferred regularly, it was difficult for
customers to establish an ongoing relationship with one advisor. In wealth management, however,
long-term success presupposes a lasting relationship based on trust that enables advisors to manage
their customers’ emotional reactions to financial market performance in addition to managing their
financial assets.

The main reason why customers transfer their business to another financial institution is because
their advisor leaves. A survey conducted by the Taddingstone Consulting Group, which appeared in
the summer 2000 issue of Canadian Business, revealed that high net-worth customers at the large
Canadian banks felt that financial planners were far too young, had very little experience and tended
to move from one employer to another. That is why we at the National Bank place great importance
on having an effective personnel retention policy, a superior professional training program, and a
corporate culture that puts a premium on teamwork, to the tangible benefit of all its customers.

The wealth management needs of a customer can require the involvement of several different types
of professionals, such as financial planners, accountants, tax specialists or portfolio managers. At

the National Bank, a customer’s first point of entry to our network of professionals is increasingly
through a single intermediary, be it a financial planner, an account manager or a private banking
manager. However, once customers are in contact with a group of professionals who offer comple-
mentary services under the same banner, the risk that an investor will leave because of an intermedi-
ary’'s departure becomes much lower.

On average, we manage 26% of our customers’ assets. Our goal is to increase this share to 33% over
the next three years. Our National Bank Wealth Management line of business, with close to 300
financial advisors, is just one example of our determination to be the largest wealth manager in
Quebec and one of the 10 largest in Canada as a whole.
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With Réal Raymond, its new President and Chief Executive Officer, at the helm, National Bank of
Canada had another solid year in fiscal 2002, successfully maintaining an effective balance between
shareholder interests, customer satisfaction and employee engagement.

Six factors contributed to this performance and will continue to be key to the Bank’s success in the
years ahead: improved service quality at every level of the organization; regional dominance in
Quebec where our market shares exceed those of the major national players; concentration of our
operations in value-added sectors; economies of scope afforded by more varied sources of revenue;
excellent capitalization; and strategic alliances with world-class companies and major financial
distributors in Quebec and the rest of Canada.

Being the number one bank in Quebec is extremely important to us, while being the sixth largest
bank in Canada is more of a statistic. That is not to say, however, that we are not committed to
maintaining our presence outside Quebec. Our niche markets of choice, such as wealth management,
commercial banking and capital market brokerage services, require us to have a strong presence
through our branches in Atlantic Canada, Ontario and the major Western Canadian cities.

Looking at the Bank’s operations from a horizontal perspective, our services are available in every
region of Canada. We also favour more specialized niches that enable us to serve customers around
the world through representative offices and strategic alliances. The Bank’s Canadian network
consists of 530 branches and 823 banking machines, complemented by some 500 banking machines
accessible through The Exchange Network, and a total of 17,285 employees, the vast majority of
whom are in Quebec. From a vertical standpoint, the National Bank offers a full line of financial
services. We are active in personal banking, commercial banking, international capital markets,
securities brokerage, insurance, wealth management, mutual fund and pension plan management,
as well as in providing financing for large corporations and government organizations.

The quality of the service offered to customers is the only real competitive advantage that an
institution can have in today’s financial services market. Access to service and the competence of

our personnel are the two key elements that allow us to stand out from the competition. That is why
we have extended business hours at some 60 of our branches throughout Quebec by nearly 40%.
Over 530,000 customers are already benefiting from the extended hours at those branches which

are now open 35 hours a week or more. We are currently looking into the possibility of similarly
extending hours at certain other branches.

Reorganizing job functions and setting up competency development projects was the approach
taken by the Bank to ensure that its employees upgraded their knowledge of products and services
and focused on their objectives. That was the second part of our plan to enhance customer service.
Managers at the Bank have adopted a new way of thinking which holds that everyone at the
National Bank has customers and everyone should be concerned with improving service quality.
Support units and employees who are not in direct contact with customers, whether at Head Office
or elsewhere, are committed to giving every assistance to the front-line units that serve customers on
a day-to-day basis. In that regard, support units sign actual service agreements, pledging to deliver
quality products and services to the units that deal directly with the Bank’s clientele. These agree-
ments give employees access to scorecards and feedback informing them to what extent they have
succeeded in achieving the desired level of quality and how they can continue to make improvements.

According to a poll conducted by Léger Marketing to determine the 150 most admired companies
in Quebec, the National Bank has been gaining in popularity and now ranks first among financial
institutions operating in the province. The fifth edition of this annual survey confirmed that the
National Bank has made gains in winning the hearts of Quebecers whereas most of the other finan-
cial institutions have lost ground. This independent study by Léger Marketing is further proof that
our efforts to enhance customer service and improve the Bank’s image among the general public
have started to yield encouraging results.

THE BOARD OF DIRECTORS

The Board of Directors supervises the management of the business and affairs of the National Bank,
either directly or indirectly through its committees. Its role is to protect the Bank'’s assets and ensure
its effectiveness, profitability, long-term survival and development.

To that end, the mandate of the Board is to define the Bank’s mission, review its business objectives
and approve strategies for achieving them. The Board and its three committees provide direction and
support for the Bank’s Executive Committee in pursuing the performance objectives established in the
strategic plan.



One of the goals set by the Bank'’s senior management is to develop a corporate culture that makes
the National Bank a model corporate citizen among its Canadian peers. The National Bank enjoys an
excellent reputation as a good corporate citizen. We were therefore pleased to place 18th in the list
of Canada’s best corporate citizens from among the 300 companies included in the S&P/TSX index.
The study, which was published in Corporate Knights magazine and covered in The Globe and Mail in
June 2002, was conducted by Michael Jantzi Research Associates, a firm that tracks the social and
environmental performance of Canadian companies. For the purposes of the study, a good corporate
citizen was defined as a corporation that makes money for its shareholders, enhances its national and
local communities, leaves as small a footprint as possible on the environment, treats employees well,
and keeps customers happy.

MANAGEMENT

In February 2002, a new organization structure was implemented at the National Bank. An 11-member
Executive Committee was given the following mandate: to define the culture and philosophy of the
Bank; to approve and pursue the strategic initiatives of the National Bank group as a whole; to
manage the succession process; and to ensure a balance between employee engagement, customer
satisfaction and shareholder satisfaction.

Reflecting the strong emphasis on teamwork, efficiency and succession planning at the Bank’s senior
management level, the new Executive Committee is composed of the following senior officers:

Réal Raymond, President and Chief Executive Officer

Jean Turmel, President — Financial Markets, Treasury and Investment Bank

G.F. Kym Anthony, President and Chief Executive Officer, National Bank Financial
Patricia Curadeau-Grou, Senior Vice-President — Risk Management

Gisele Desrochers, Senior Vice-President — Human Resources and Operations

Jean Houde, Senior Vice-President - Corporate Affairs

Michel Labonté, Senior Vice-President — Finance and Technology

Michel Lozeau, Senior Vice-President — E-Commerce

Tony Meti, Senior Vice-President - Commercial Banking and International

Michel Tremblay, Senior Vice-President — Personal Banking and Wealth Management

Louis Vachon, Senior Vice-President — Treasury and Financial Markets

BUSINESS SEGMENTS

Personal Banking and Wealth Management is divided into two major divisions: Personal Banking
(branch network, deposits, personal loans, mortgages, insurance, debit and credit cards, etc.) and
Wealth Management (full-service brokerage for individuals, discount brokerage, mutual funds, trust
services, etc.). Commercial Banking, for its part, is responsible for servicing businesses and the real
estate sector in Canada, while Financial Markets, Treasury and Investment Banking is in charge of
corporate finance, treasury operations, management of the Bank’s assets and liabilities, corporate
brokerage services and portfolio management.

PERSONAL BANKING AND WEALTH MANAGEMENT

Personal Banking and Wealth Management serves over two million individuals, self-employed cus-
tomers and small businesses in Canada through its branch network, call centres, banking machines
and Internet platform. These service delivery methods are complemented by a network of off-site
financial advisors and commercial banking centres. Our objective is simple: we want to outperform
all our competitors when it comes to helping our customers achieve their financial goals.

Significant changes were made in Personal Banking and Wealth Management subsequent to the
management restructuring in February 2002. Three objectives were set, all with the view to enhancing
the quality of customer service: 1) group together service and sales forces according to their target
clientele and distribution method; 2) finalize the separation of manufacturing units from distribution
units; and 3) ensure greater cohesion in the way the branch network functions. As a result, the
distribution networks of Personal Banking and Wealth Management are now divided into three
entities — the branch network, the specialized sales network and alternative networks. This
restructuring enables us to offer our individual, self-employed and very small business customers an
array of products and services designed to assist them in managing their savings and financial assets
more effectively.
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PERSONAL BANKING AND WEALTH MANAGEMENT (cont.)

One of the highlights of fiscal 2002 for Personal Banking and Wealth Management was the acquisition
of mutual fund manager and distributor Altamira.

ALTAMIRA ACQUISITION FURTHER STRENGTHENS OUR PRESENCE IN ONTARIO

In August 2002, the National Bank acquired Altamira, a leading manager and distributor of mutual
funds in Canada. This acquisition greatly expanded the Bank’s presence outside Quebec in the area

of wealth management, especially in Ontario. Through its family of funds, Altamira manages approxi-
mately $5 billion in assets - slightly more than $4 billion on behalf of individual investors and just under
$1 billion for institutional clients. In other words, the Bank doubled the value of its mutual fund assets
under management to nearly $10 billion. From a geographic standpoint, over half of the company's
assets under management come from customers in Ontario and 15% from customers in Quebec.
Altamira, which manages and distributes 47 mutual funds, employs 300 people, including 115 advisors
in six branch offices and three call centres. Its head office is in Toronto. Altamira services approximately
137,000 customers directly and an additional 103,000 through a network of intermediaries.

In acquiring Altamira, the National Bank gained a large volume of new customers, expanded its
distribution network and created synergies by combining two financial institutions with complemen-
tary investment management styles. Through its subsidiary, Natcan Investment Management, the
Bank is recognized for its value approach while Altamira’s expertise lies in a growth approach. These
complementary management styles and the combined resources of the two companies should result
in a broader diversification of products and expand the Bank’s customer base Canada-wide.

A few months prior to the acquisition of Altamira, the Bank’s Natcan subsidiary purchased Gestion
de placements Valorem inc., a portfolio management firm with $1.4 billion in assets under manage-
ment. Valorem, founded in Quebec City in 1994, was 55% owned by SSQ Financial Group, a company
actively involved in the field of insurance with one million customers and over 1,000 employees. The
transaction was greatly facilitated by the fact that Valorem’s principal shareholder was keen to take
advantage of Natcan's expertise in asset and mutual fund management. As a result, SSQ’s life insur-
ance arm has become another of Natcan’s major insurance company clients, following the example
of Clarica.

Another achievement we are particularly proud of is the agreement the Bank concluded with three
companies belonging to Power Financial Corporation, namely, Investors Group, Great-West Life and
London Life. In addition to its immediate financial advantages, this partnership agreement gives the
National Bank access to one of the best financial product distribution networks in Canada and, over
the long term, will enhance its reputation and reach outside Quebec. The agreement is similar to
those concluded in 2001 with Assante, a leading provider of integrated wealth management services
with a network of 1,500 advisors in Canada, and Groupe Promutuel, one of Quebec’s largest property
and casualty insurers that is strongly represented in the insurance and financial services market
throughout Quebec. As a manufacturer of financial products, the National Bank has expanded its
distribution network more in the past year than ever before.

AGREEMENT WITH THREE POWER FINANCIAL CORPORATION COMPANIES

It is not every day that a bank signs an agreement giving it access to a Canada-wide network

of over 7,000 financial advisors and a customer base of more than 3.2 million individual clients.
However, that is exactly what the Bank did on November 6, 2002, when it signed an agreement
with Investors Group, Great-West Life and London Life, all three of which are part of the Power
Financial Corporation group. Through this 10-year agreement, which is renewable, the Bank will
be able to consolidate its position as one of Canada’s leading manufacturers of financial products.
The Bank products to be distributed by the three Power Financial Corporation companies
include loans for investment purposes (RRSPs and non-RRSP investments), lines of credit, deposit
accounts with chequing privileges, personal loans, GICs, credit cards, Internet services and access
to banking machines in the Bank’s own network and The Exchange Network.




The creation of the National Bank Wealth Management line of business lies at the core of our pene-
tration strategy in the wealth management market. During fiscal 2002, not only did we strengthen
our new sales force, but we consolidated our position in this fast-growing strategic market, mainly
among client segments that have an entrepreneurial or professional profile. The mission of National
Bank Wealth Management is to offer personalized management services that enable its customers
to identify and achieve their financial goals by selecting from a vast range of products and services of
the highest quality. The Bank’s Financial Planners and about 30% of its Personal Bankers have been
assigned to this integrated business line. Their objective is to boost the Bank’s market shares among
wealthy and upscale client segments and to increase the share of customers’ portfolios managed

by the Bank. National Bank Wealth Management has been successful in applying a new approach
whereby each customer is automatically assigned an advisor who oversees and facilitates access to
the services of various other experts according to the customer’s needs. Teamwork is therefore crucial
and the designated advisors are called on to work closely with experts who can supplement their
knowledge and the services they provide. Advisors now also accompany their customers to meetings
with Bank specialists from such sectors as National Bank Discount Brokerage, National Bank Securities,
National Bank Financial or the Private Banking Group of National Bank Trust. In other words, a

single advisor guides the customer and opens the door to all the financial solutions offered by the
Bank while specialized teams, using the latest banking technology, take charge of transaction and
administrative functions so that front-line staff can develop their markets, services and customer
relationships.

The Bank has made inroads into the wealth management market in other ways as well. For example,
current trends indicate that an increasing number of employers are turning away from traditional
defined-benefit pension plans in favour of group RRSPs. Many employers have found that setting

up traditional pension plans is a costly process and that their employees in fact prefer plans that give
them more control over their investments. National Bank Trust responded to this need by adding
new types of investments, such as segregated funds from reputable external managers, to its existing
product offering of GICs and assisted portfolio management products managed by Natcan. As a
result, employers and employees enjoy more control over their investments and can take advantage
of an Internet platform that lets participants consult their account and carry out transactions online
24 hours a day, seven days a week. In order to deploy these new offerings, National Bank Trust
signed an administrative agreement with Industrial Alliance, an experienced player in the savings and
retirement field, which will provide administrative support for group retirement plans. Thanks to the
trust subsidiary’s initiatives, the Bank has gained a very advantageous position in a market that has
long been dominated by life insurance companies.

With over $40 billion in assets under administration, National Bank Trust continues to be one of the
dominant trust companies in Quebec. The three major product lines offered by its Personal Trust
Services sector are private investment management, trust administration and estate settlement. Its
Corporate Trust Services sector provides a complete range of services, including group pension plans,
share ownership management, securities administration and custodial services, and mutual fund
administration.

The National Bank is among the leading issuers of MasterCard cards in Canada and ranks among the
100 largest issuers of Visa and MasterCard cards in the world according to a Nielson report released
in December 2001. We were the first in the country to offer a debit card, co-branded cards, a secure
payment server for Canadian merchants’ e-commerce operations, and instant in-store credit. The
Bank’s Electronic Payment Solutions Department offers no less than 103 types of credit cards and is
also responsible for smart cards, banking machines, electronic payments and point-of-sale terminals.

Despite the downward spiral on stock markets in 2001 and 2002, National Bank Discount Brokerage
(NBDB) maintained its growth in terms of account openings and assets under administration. NBDB
currently holds close to 25% of the discount brokerage market in Quebec with slightly more than
100,000 customers, 90% of whom are also National Bank customers. For the fourth time in a year,
the Dalbar research firm ranked NBDB first for the overall quality of its telephone and e-mail customer
service, ahead of all its Canadian competitors. Customers of NBDB can choose to carry out their trans-
actions by telephone with a representative, through the company’s website, by cellphone or through
the automated Dial-A-Quote telephone system. The NBDB website (formerly at www.invesnet.com)
was completely redesigned and has been integrated into the Bank’s site at www.nbc.ca/nbdb. The
shared portal means that customers can manage all their finances from a single location. The trading
area of the site was also given a brand new look and features many improvements such as a more
intuitive structure; easier, faster and more dynamic navigation; revised terminology; menus and
buttons; and a whole new design.
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The Bank’s Internet banking solutions have continued to evolve. For instance, since June 2002, we
have been offering person-to-person, or P2P, electronic payments for individuals. Our customers can
now transfer funds from their account to the account of another Bank customer in complete security
via the Bank’s website. This instant online service is greatly appreciated by customers who regularly
transfer funds to relatives or friends as it presents significant advantages over cheque-based transac-
tions in terms of speed and simplicity.

August 25, 2002 was the launch date of the Bank’s new and improved website at www.nbc.ca. The
revamped site is both efficient and user-friendly, making it easier for users to navigate the site and
carry out searches by product type or other specific criteria. This major revision was designed to
ensure that the Bank and its subsidiaries project a unified image to its customers and to the public at
large. In particular, the Internet platforms of National Bank Discount Brokerage and National Bank
Trust have been integrated into the main Bank site. Customers who visit the site can access a variety
of tools, guides and practical advice, including economic analysis reports, daily market summaries,
business plan models, financial calculators and investment guides. In addition, all transaction opera-
tions have been centralized under the www.nbc.ca address where individuals and businesses can do
their banking, apply online for loans and credit cards, as well as purchase deposit products and RRSPs.

The retail market is a keenly competitive market where players must constantly strive to stand

out through their advertising and marketing activities. The Bank’s efforts in this regard were recog-
nized during the year at the 2002 Media Innovation Awards organized by Marketing Magazine and
the Canadian Media Directors’ Council. The awards highlight excellence in applying innovative and
strategic ideas to media use and planning. The originality of the Bank’s RRSP campaign impressed the
jury, particularly the informative video clips that appeared in banners on external websites (a new
technology that enabled Internet users to view information segments on the 2002 RRSP campaign
without having to download them). The jury also liked the way the concept was integrated with
other media (radio and television).

COMMERCIAL BANKING

The National Bank enjoys a well-deserved reputation as the leading bank for small and medium-sized
enterprises (SMEs) in Quebec. Three Quebec employers out of five do business with the Bank in one
way or another. Serving over 12,000 companies, the Commercial Banking line of business offers a
complete selection of financial services that SMEs rely on to grow and prosper.

In many respects, the strong performance of Commercial Banking is attributable to the symbiotic
relationship which the Bank has with the Quebec economy. The province is no longer the commercial
bankruptcy capital of Canada. Since the second half of the 1990s, the number of business failures has
in fact been lower in Quebec than in Ontario. Quebec’s economy has undergone a very impressive
modernization process during the past decade. Approximately 32% of the province’s exports now
originate from technology-intensive industries, versus 14% for Canada overall. Developments such as
these can only have a positive impact on a super-regional bank such as ours.

At the end of 2002, all commercial clients, including small businesses, real estate financing clients,
self-employed individuals and agricultural clients, were grouped together under Commercial Banking.
This restructuring, which takes full effect in 2003, will enable us to give all entrepreneurs, regardless of
their size or sector of activity, the specialized products and services they need to run their businesses.
We will also be able to deploy more consistent, targeted strategies to earn the trust of our commercial
clients and successfully refer them to our wealth management and personalized financial planning teams.

Our market share in Quebec is higher than that of any other bank. We focus on specialized niches
where we can boost our penetration levels and reach new commercial clients. The Bank’s teams of
professionals have developed specific competencies enabling them to provide financing and support
to businesses in sectors such as agriculture, television and motion pictures, energy resources and
advanced technologies. We have also developed expertise and specialized services for SMEs that
choose the franchise model, a structured business formula that is an advantageous way to start up and
grow small businesses. In fact, we are the only bank with franchise and partnership experts on staff.
These professionals support franchisors and franchisees alike, offering them a range of standardized
services. Given our long involvement in franchising and partnerships, we have acquired in-depth
knowledge of the concepts, backgrounds and profiles of the businesses operating under that model.
In this fast-growing market, we believe it is important to stay a step ahead of our competitors.



High-technology and knowledge-based companies in Canada can count on the services of the
Commercial Banking Technology Group, which is composed of finance and technology professionals.
This team serves companies across the country from its main centre in Montreal and its regional
centres in Quebec City, Ottawa and Toronto, giving us an active presence in the primary locations
where technology business is concentrated. The loan packages and financial services offered by the
Bank to technology companies are perfectly adapted to their needs: venture capital through our
partners; federal and provincial government programs; operating and term loans; financing of
research and development tax credits with or without guarantees from Investissement Québec;
contract financing by way of progress advances on an operating loan to execute contracts awarded
by governments or major corporations; export financing, including the Progress Payment Program
(PPP), the Convention générale de garantie (general guarantee agreement) and the Master Accounts
Receivable Guarantee (MARG); and public and private initial public offerings via our subsidiary
National Bank Financial.

The mission of the National Bank’s TV and Motion Picture Group, which specializes in financing film
projects and television series, is to offer a complete line of customized banking products and services
to the Canadian film and television production and distribution industry. In addition to producers and
distributors, our clientele includes post-production, special effects and equipment leasing companies,
as well as studios.

The financial products offered to businesses can sometimes be highly complex. Examples include
derivative instruments which the Bank makes available so that companies can efficiently manage

the risk associated with interest rate and exchange rate fluctuations, and foreign exchange forward
contracts that give companies more flexibility in coordinating foreign currency inflows and outflows.
That is why it is important to have high-calibre experts on hand at all times to help companies to bet-
ter understand these tools and use them effectively. The National Bank’s Structured Financing Group
is one such example. Its team of experienced professionals specialize in project financing, acquisitions,
share buybacks and other complex transactions designed to assist growing companies with financing
needs in excess of $2 million. Through this group, SMEs in our market have access to a large network
of contacts both at the Bank and on financial markets (venture capital, subordinated debt, specialized
consultants, government organizations, lawyers, tax specialists, etc.). Moreover, medium-sized busi-
nesses can, among other things, benefit from alternative financing tools such as subordinated debt
which makes it possible for them, in some cases, to maximize borrowing capacity in order to minimize
or avoid share dilution.

With flexible, efficient teams such as these, the Bank can be even more competitive in its target
markets. Our teams provide fully adapted financing and import-export solutions to companies looking
to do business outside the country. By way of medium-term financing from our partner Northstar, our
SME clients can offer their foreign buyers financing of up to $5 million for a maximum of five years.
This solution makes it easier for our clients to obtain contracts to sell goods and services on interna-
tional markets. For businesses that often turn to leasing the equipment they need to carry on their
operations, lease financing is a very attractive financing solution. In cooperation with our partner
Alter Moneta, a company jointly owned by the National Bank and the Caisse de dépét et placement
du Québec and specializing in lease financing, we can offer our clients all the lease financing facilities
they require. We continue to be involved in Fodex, a fund which invests in the capital of foreign
companies that buy from Canadian companies. Through its NatExport and Sodex divisions, the Bank
also continues to provide factoring services for exporters (purchase of local and foreign receivables).
This process improves liquidity for our commercial clients and eliminates the risks associated with
following up and collecting receivables.

A number of our clients do business or have expansion projects in Europe, particularly in France.
Similarly, a number of French and other European business people have set up operations in Canada
or are interested in doing so. To meet the financial needs of entrepreneurs on both sides of the
Atlantic, the National Bank and Crédit Agricole of France signed a service agreement which makes

us the designated representative responsible for meeting the banking needs of Crédit Agricole clients
that want to do business here. In return, National Bank clients targeting the European market can
look for assistance and services from Crédit Agricole, France’s largest bank and one of the leading
banks in the world with assets of US $446 billion.

An international business development manager, whose role is to advise commercial clients on export
financing and international trade risk management, is based in most of the Bank’s regional centres

in Quebec. Similar positions have been created in other provinces, notably Ontario and Alberta.
With Internet Banking Solutions Inc., our virtual branch for businesses, clients have ready access to
the services of an experienced account manager. From 8 a.m. to 6 p.m., Monday through Friday,
they can call on the account manager’s expertise and advice, particularly with respect to financing,
investments or cash management. TelNat automated telephone banking services, which are available
between 6 a.m. and midnight, seven days a week, enable our clients to rapidly carry out transactions
related to managing their business, including bill payments, balance inquiries, past transaction lists,
and loans and lines of credit.
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Recognized as the bank for business, the National Bank is particularly attuned to the realities facing
women entrepreneurs. In June 2002, we therefore teamed up with the Réseau des Sociétés d’aide

au développement des collectivités du Québec (SADC) and the Association féminine d’éducation et
d’action sociale (AFEAS) in a project called AFER (Aide aux femmes entrepreneures en région) in order
to encourage entrepreneurship among women in outlying areas of Quebec. The goal of this three-
year agreement is to facilitate access to capital for women who have a business project they want

to develop and who live in rural areas. Although the Bank’s usual credit criteria still apply, concrete
efforts have been made to minimize the factors that impact negatively on women'’s access to financ-
ing. Through its SME Centres in Quebec, the Bank works closely with the 62 regional offices of the
SADC to ensure the success of this project.

The agreement to sell the Bank’s MasterCard merchant payment solutions to Global Payments was
finalized in October 2001 and the transition process is well under way. As Global Payments is one of
the world’s leading debit and credit card transaction processing companies, our clients benefit from a
wide array of point-of-sale solutions for enhanced convenience and simplicity. Global Payments’ com-
mitment to designing new payment solutions on an ongoing basis means that our business clients can
count on having access to the most innovative technologies at all times.

On May 30, 2002, the Bank’s ClicCommerce subsidiary officially changed its name to National Bank
eCommerce, in line with the Bank’s strategy to standardize the image and names of its products and
services in order to promote the National Bank name and capitalize on the strong brand awareness
associated with it. National Bank eCommerce is much more than a new name, however. It reaffirms
the Bank’s commitment and initiatives in the area of e-commerce solutions for its individual and busi-
ness clients.

In addition to acquiring a new name, National Bank eCommerce broadened its offering by adding new
features. For instance, private B2B marketplaces were created for medium-sized and large companies
looking to make purchases directly from their suppliers via an Internet platform integrating purchasing,
billing and electronic payment operations. A public B2B marketplace was also set up to assist SMEs in
their purchasing of routine supplies. The Bank was able to further enhance its B2B e-commerce offer-
ings for SMEs through an agreement signed with a provider of B2B procurement solutions. In addition,
web solutions are available for companies that want to place their promotional brochures on the
Internet, raise their visibility or sell their products and services directly to consumers.

National Bank eCommerce has its sights set on facilitating companies’ projects and needs in the world
of e-commerce solutions and it fully intends to contribute to the performance of businesses through
innovative, scalable, outsourced solutions in an environment that meets the strictest security stan-
dards. The platform supports the various public and private marketplaces in Canada and integrates
master agreements signed between a company and its suppliers. This user-friendly, economical and
accessible e-solution will give National Bank clients a competitive edge and make them more productive.
As the Bank firmly believes that the Internet and e-commerce are areas of high growth potential in
the coming decade, it wants to stay at the forefront of technology by offering increasingly
high-quality solutions to its business clients.



FINANCIAL MARKETS, TREASURY AND INVESTMENT BANKING

NATIONAL BANK FINANCIAL CELEBRATES ITS CENTENNIAL!

In 2002, National Bank Financial celebrated 100 years in operation since the day when Louis

de Gaspé Beaubien founded his brokerage firm in Montreal in 1902. For close to 60 years, the
company operated under the name Maison Beaubien until it was bought out by the firm headed by
Jean-Louis Lévesque. Over the years, Lévesque Beaubien, as it became known, grew and thrived by
establishing numerous strategic alliances with key partners. In 1988, the brokerage firm became a
subsidiary of the National Bank, and merged a year later with Geoffrion Leclerc Inc. to become
Lévesque Beaubien Geoffrion. In 1999, the National Bank acquired First Marathon, a Toronto-based
investment dealer which it subsequently integrated with its subsidiary Lévesque Beaubien Geoffrion
to form National Bank Financial, thereby presenting a unified image to customers while capitalizing
on the National Bank name. In fact, National Bank Financial, as we know it today, is the result

of various mergers involving many different brokerage firms over the years, including such well-
established names as Lévesque Beaubien, Geoffrion Leclerc, First Marathon, Putnam Lovell, J.D.
Mack, Equitable Securities, Rademaker McDougall and Company, Oswald Drinkwater and Graham,
and Crédit Interprovincial.

National Bank Financial owes its current success to visionaries with the ability to act rapidly and find
innovative ways for making the most of the good times and weathering the bad times. From its
origins as the Maison Beaubien to the present day, the history of National Bank Financial is first and
foremost the history of men and women who knew how to seize opportunities and who pooled
their talent and expertise to build a highly efficient organization that stands out for the quality of
its customer service. To all those who invest their time and efforts every day to meet the needs of
our loyal customers, we say thank you. And our thanks go also to all our customers who have
helped to make National Bank Financial the solid, reputable institution it is today.

Financial Markets, Treasury and Investment Banking oversees all the brokerage and financing services
which the National Bank and National Bank Financial offer corporate and institutional clients, as well
as the investment and trading operations carried out by Treasury on financial markets.

Celebrating a century of serving individuals and corporations, National Bank Financial is one of the
top six securities brokerage firms in Canada, and the undisputed industry leader in Quebec. The
company’s roots go back to 1902, a time when many of its present-day competitors did not yet exist.
It grew and developed through numerous strategic alliances with key partners, and is the culmination
of mergers between a number of investment dealers over the years, including such well-established
firms as Lévesque Beaubien, Geoffrion Leclerc, First Marathon, J.D. Mack, Capital Group, Equitable
Securities, Rademaker McDougall and Company, and Oswald Drinkwater and Graham.

On June 19, 2002, National Bank Financial took another step in its expansion strategy, with the acqui-
sition of American investment bank Putnam Lovell Group Inc. The Global Financial Institutions Groups
of Putnam Lovell and National Bank Financial, as well as all the other activities of Putnam Lovell, were
consolidated and now operate under the name Putnam Lovell NBF out of offices in New York, San
Francisco, Los Angeles, Toronto and London. For the National Bank, the creation of Putnam Lovell
NBF signalled a major breakthrough on the international scene in terms of merger and acquisition
advisory services, corporate finance, equity research, sales and trading, derivatives and currency
markets.

Although concentrated in Canada, and especially in Quebec, the National Bank Financial network
extends well beyond the Canadian border, covering all international financial markets through its affili-
ates. Since the beginning of the 20th century, National Bank Financial has been an active player on
international markets, through representatives and market-makers in Geneva, London and, through its
U.S. subsidiary, in the United States. For its customers, the firm'’s association with other partners opens
up exciting possibilities on European and Asian markets. Moreover, under an agreement with one of
the leading U.S. institutional brokers, National Bank Financial has access to first-hand information on
the U.S. economy and American companies. This extensive international network means that National
Bank Financial’s investment advisors can give their clients timely information and sound advice about
both foreign and domestic markets.

National Bank Financial is an integrated firm with solid expertise in investment counselling and
brokerage services for individual investors, as well as institutional brokerage, corporate finance and
clearing, and brokerage services for third parties. The firm has offices in every region of Canada, but
what makes it unique among major Canadian firms is the depth of its services in Quebec. It is promi-
nent in every important area of investing in Canada, and active in certain specialized, rapidly growing
sectors. It is represented from coast to coast through its 94 branches and 3,147 employees, more than
800 of whom are investment advisors. It is particularly dominant in Quebec, where it enjoys a 30%
market share. NBF services close to 275,000 individual investors Canada-wide, on whose behalf it
manages more than $35 billion in assets. Committed to building on its tradition of excellence, NBF
has made customer service and long-term relationships the cornerstone of its business philosophy.
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STRUCTURE AND OPERATIONS OF THE NATIONAL BANK (cont.)

FINANCIAL MARKETS, TREASURY AND INVESTMENT BANKING (cont.)

National Bank Financial is structured around two main divisions. Its Individual Investor Services (which
forms part of Personal Banking and Wealth Management) offers a diversified clientele a variety of
financial services to help individuals establish an integrated plan for capital growth and protection.
The four main groupings of services are customized solutions for individual investors, delivered by
teams of investment advisors; the LBG Canada Immigrant Investor program for foreign investors
interested in supporting the growth of Canadian companies; Special Services available by referral

to the customers of independent representatives and financial planners; and finally, insurance
brokerage and estate planning services through the subsidiary NBF Financial Services.

NBF's Institutional and Corporate Services deliver customized solutions to a vast clientele of institu-
tional clients and private and public corporations, with the aim of helping them use capital markets to
support their growth. These services fall into eight main categories, coordinated by an equal number
of teams: equity, fixed income, investment banking, merchant banking, the National Bank
Correspondent Network (NBCN), new issues, market events and credit derivatives.

Not including the personnel of Putnam Lovell, NBF has more than 70 professionals working out of
offices in Montreal, Toronto, Calgary and Vancouver to provide investment banking services, making
them one of the largest investment banking teams in Canada. As part of its ongoing commitment to
SMEs, the National Bank has taken upon itself to facilitate access to capital markets for medium-sized
enterprises. When including the venture capital funds available from EdgeStone Capital, a capital
manager in which NBF is a stakeholder, the picture that emerges is of an investment bank able to
offer its clients a comprehensive range of services designed to meet their diverse needs.

The credit derivative experts at NBF specialize in designing structured products that help clients
manage their risk exposure. Credit derivatives are instruments that transfer the credit risk and return
related to a given asset to another party, without actually transferring the underlying asset. Although
the global credit derivatives market is still relatively small compared to markets for other derivative
products, it is nonetheless growing rapidly and NBF is well positioned to reap the benefits.

Serving the entire securities industry, the NBCN team is the Canadian leader in third-party clearing
and brokerage services. More than 60 associated organizations staffed by some 3,000 financial advi-
sors trade through NBCN each year, making it the leading provider of clearing and brokerage services
to Canada’s financial community. The breadth of correspondent services offered by NBCN makes it
unique in Canada. For instance, it offers accounting services, office support services and research
products, all of which assist both entrepreneurs and more established companies in building and
operating their investment sectors.

National Bank Financial’s Merchant Banking Group expands and refines the services offered to
investment banking clients. NBF teamed up with EdgeStone Capital Partners, in which it has a 20%
interest, in order to meet the growing demand for capital in Canada, while increasing the variety

of investment products available to its investor clients. EdgeStone Capital is known in particular for
the performance of the family of strategic funds it has developed to provide financing for mid-market
companies at every stage of their growth. EdgeStone has formed an alliance with a coveted partner —
the Canada Pension Plan Investment Board - not only as a major investor in EdgeStone funds, but
also as a partner with a 10% stake that may eventually be increased to 17.5%.

In March 2002, the National Bank’s Corporate Banking division was combined with the merchant
banking business of NBF to create a new group reporting to NBF. These two important operating
segments were merged in response to client demand for a high degree of integration between bank
credit and corporate finance services.

The Corporate Finance team at National Bank Financial had something to celebrate in February 2002
when it obtained a prestigious multi-million dollar mandate from Hydro One, the Ontario government
corporation that was preparing to make the largest initial public offering in the history of Canadian
financial markets. NBF became the electricity transmission and distribution company’s special advisor
for its privatization and stock market listing project, with the specific mandate of helping Hydro One's
officers to evaluate and negotiate all the terms and conditions of the transaction. NBF was chosen
over a number of its competitors because of the quality, expertise and experience of its team. Being
chosen for a mandate such as this shows just how much progress NBF has made in two years, when
the integration of Lévesque Beaubien Geoffrion with First Marathon consolidated the company’s
Canada-wide reputation.



In the same vein, NBF completed its largest merger transaction to date in 2002 as financial advisor to
Franco-Nevada Mining. Following the merger, Franco-Nevada, Normandy and Newmont created the
world’s biggest gold producer, ahead of AngloGold. This transaction, which was exceptional in many
respects, generated the highest fee income that NBF has ever received for its mergers and acquisitions
practice. With the depth of NBF’s consulting work in recent years and the experience it has acquired,
it can expect increasingly important mandates in the years ahead. NBF has scored two home runs
with these two mandates, confirming yet again that it is a major-league player in corporate finance
and mergers and acquisitions.

National Bank Financial has one of the best equity research teams in Canada in its line-up, with
some 30 financial analysts and economists — and as many assistants — based in Montreal, Toronto,
Winnipeg, Calgary and Vancouver. Each year, NBF's research department is ranked among the best
in the country. Industry surveys by independent firms consistently name it No. 1 in Canada for the
quality of its work. In addition, many of NBF’s analysts are considered stars in their field, ranking
among the top three in their respective sectors, which are as diverse as auto parts, biotechnology
and pharmaceuticals, consumer products, industrial products, distribution, precious metals, printing,
broadcasting and publishing, pipelines and energy, telecommunications and cable utilities.

In 2002, NBF came in first for quality of financial research in a Brendan Wood survey, tying for the
honour with Scotia Capital. The survey of 350 institutional portfolio managers consisted of evaluating
the work of 544 analysts at 34 brokerage houses. NBF was ranked first for the quality of its invest-
ment ideas, the level of contact with institutional investors and the quality of its research reports.
Ten of the industrial sectors covered by NBF are led by the star analysts who placed among the top
three for their category.

In spring 2002, management of the National Bank decided to group the Bank’s economists together
with the economists at NBF in a single unit to be headed up by Clément Gignac, Portfolio Strategist
and Chief Economist at NBF and economics spokesman for the entire National Bank Financial Group.
Combining NBF’s economists, widely acknowledged for their expertise with respect to institutional
investors, with the Bank’s economists, characterized by a banking approach focused on savings and
credit, produced a broader vision of the markets in which a diversified financial group like National is
active. Both banking and brokerage customers will receive better service and greater expertise, and
both groups of economists will have an opportunity to acquire and share new competencies.

The National Bank’s Treasury is responsible for operations on financial markets, which comprise the
Bank’s own management operations, as well as hedging operations on behalf of clients. Management
operations include liquidity and securities management, asset and liability matching, and hedging for
certain financial instruments. Hedging operations enable clients to protect themselves against
exchange or interest rate fluctuations, as well as other changes that may occur on financial markets.

The Bank’s strategic management focuses not only on its product offerings, but also on its balance
sheet and operating expenses. The Bank manages its balance sheet according to economic conditions
and its own capital requirements. Methods such as securitization and loan syndication help to ensure
that the Bank continues to grow and satisfy its clients, while minimizing risk and reducing required
capital. In this way, the Bank’s growth is managed in the best interests of its customers, its employees
and its shareholders.
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COMMUNITY INVOLVEMENT

Investing in socially responsible companies has been a growing trend in the past 10 years. The National
Bank, however, did not need ethical investing to become fashionable before earning a reputation for
outstanding involvement in the community. For as many years as it has been in existence, the Bank
and its personnel have always been a source of support for humanitarian causes.

The Bank’s corporate donations amounted to almost $4 million in 2002, and were made to several
hundred organizations throughout the country. The five main sectors that benefited from this money
were community development, health care, amateur sport, culture and youth.

In all the regions where we are represented, we are involved with associations and organizations
devoted to local community development or serving the most needy among us. Each year, our
employees across Canada take part in the United Way/Centraide fund-raising campaign for communi-
ty-based organizations. Indeed, in 2001-2002, employees, officers and retirees together raised more
than $540,000. Combined with the Bank’s own donation of $540,000, United Way/Centraide received
in excess of $1 million, making the National Bank one of the organization’s most generous donors.
Fund-raising is also done on a regular basis through the branch network for various community-based
organizations such as the Fondation Mira for the training of seeing-eye dogs, to name one example.

In the area of health care, the Bank gives financial support to a number of hospital foundations and
well-known research organizations, such as the Foundation for Research into Children’s Diseases.

As part of its program for supporting athletes and amateur sport, the Bank has presented bursaries
totalling $350,000 to 260 young athletes who may one day represent Canada at the Olympic Games.

With respect to its support for cultural activities, the Bank is equally supportive of the performing arts
(theatre, music, opera, song, dance) and the visual arts (painting, photography, sculpture). Each year,
it encourages young artists by buying and displaying some 100 of their works, with the result that the
Bank’s corporate collection now contains more than 5,000 works of art.

Finally, in all the Bank'’s branches across Canada, employees do their utmost to support the young
people of their towns and neighbourhoods. Many of them, for instance, are involved in the Junior
Achievement’s Company and Project Business programs. The aim of these programs, which are
geared specifically to high school students, is to foster entrepreneurship among young people
through hands-on experience. Through these programs, employees share their experience and
knowledge of the business world with the young people who will eventually take their place.



ECONOMIC ENVIRONMENT

ECONOMIC CONDITIONS IN 2002

The Canadian economy weathered the U.S. recession of 2001 without suffering too much damage.
Canada fared better than its neighbour to the south essentially because it was less severely affected by
the difficulties experienced in the information technology sector as this sector is not as important to its
domestic economy. In addition, Canada is a net exporter of energy and therefore, unlike the United
States, was able to benefit from oil and gas prices which rose sharply in 2000 and remained high
throughout much of 2001 and 2002. Lastly, an accommodating monetary policy led to a depreciation
in the Canadian dollar as well as lower interest rates.

Right from the start of 2002, Canada’s employment numbers set an optimistic note. The labour
market'’s strong showing coupled with low interest rates fuelled consumer confidence. Moreover, after
a decade of stagnation in the standard of living, the prospects of lower taxes as a result of improved
public finances undoubtedly contributed to the climate of confidence, as evidenced by the expression
of pent-up demand for new homes and cars. In Quebec, residential housing starts climbed to almost
40,000 units in 2002, a level not seen in eight years.

In the United States, however, the recovery of 2002 turned out to be a sluggish and bumpy process
reminiscent of the rally in the early 1990s when employment was very slow to pick up. Over the past
year, caution reigned supreme in corporate America as companies looked for ways to clear inventories.
Faced with pressure on prices, companies relied on gains in productivity to boost profitability, hence the
curb on hiring. Exports were also hurt by the slowdown in the economic growth of overseas economies.

Despite these economic woes, U.S. consumers managed to sustain the recovery, thanks to an already
very low unemployment rate and the tax cuts introduced at the beginning of the year.

Moreover, unlike previous recessions, real wages continued to climb and many households took advan-
tage of low interest rates to renegotiate their mortgages, reduce their monthly payments and even
take out new loans.

Financial markets, however, behaved unusually. While the general consensus was that a recovery was
under way, the stock markets continued to decline for most of 2002. The Canadian dollar, which had
started the year on a strong footing, fell victim to the turmoil as distraught investors fled to the safety
of U.S. Treasury bonds.

It is important to note that a number of specific events contributed to this market uncertainty, most
notably, the meltdown in technology stocks, perceived accounting scandals, the geo-political situation
in the Middle East and the precarious state of several economies in Latin America.

OUTLOOK

This market turbulence presents a definite risk for the Canadian economy. However, if the recovery in
the United States firms up as expected, Canada’s economic growth will once again outpace that of all
other industrialized countries, as net exports increase and capital spending is stimulated by the coun-
try’s relatively high capacity utilization rate as well as the need to remain competitive. This renewed
confidence will encourage companies to rebuild their inventories, especially in the United States.

Quebec’s economy is well positioned to benefit from these developments. Growth in the province will
probably exceed the national average in 2002 and will at least match it in 2003.

The wild card, of course, is that the Bank of Canada could decide to raise interest rates gradually in
2003. However, because its monetary policy was extremely accommodating in 2002, it would be unfair
to describe such an action as hitting the brakes; rather, it would be more accurate to say that the Bank
of Canada may ease off the gas.
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IMPLICATIONS FOR THE BANK

The slow pace of the recovery combined with financial market uncertainty prompted companies to
pare down both their inventories and investments. This in turn reduced their financing needs, espe-
cially as many obtained financing by way of public issues. Despite this environment, the National Bank
was able to hold its own as it maintained loan volumes to companies in its core market, thereby
increasing its market share. National Bank's residential mortgage loans recorded higher volumes for
the year.

In the second and third quarters of fiscal 2002, many investors became discouraged and liquidated
their holdings in equity mutual funds. National Bank Securities was not hit as hard as the rest of the
industry, as customers reinvested most of their redeemed investments in the bond fund offered by
this Bank subsidiary. In fact, National Bank Securities was one of the only fund managers to record
higher sales than withdrawals throughout most of the year.

In 2003, economic conditions should favour robust growth in both savings and credit. The Bank will
benefit from this scenario because its commercial loans stand to increase as companies restock their
inventories and dust off investment projects that had been temporarily shelved. On the savings front,
individual investors may well continue to shun mutual funds that include equities. To counter this
aversion to risk, the Bank is offering variable-return guaranteed investment certificates (based on
the return of different financial instruments) where the capital is fully guaranteed.

We expect a marked improvement in revenues from capital markets in 2003, as both wholesale and
retail brokerage activities pick up steam.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS

Management’s discussion and analysis provides complementary information to the consolidated
financial statements, which were prepared in accordance with Canadian generally accepted accounting
principles and the guidance of the Superintendent of Financial Institutions Canada. It also presents
additional data with respect to the Bank'’s performance during the fiscal year ended October 31,
2002, compared with its past achievements and future objectives. This financial review and the
information it contains are the responsibility of the management of the Bank. It has been examined
and approved by the Audit and Risk Management Committee of the Board of Directors.

In analyzing its 2002 results and evaluating the Bank’s future prospects, management formulates
forward-looking statements that necessarily involve uncertainties. Among the many factors that
can affect projections are economic conditions and financial market developments (stock prices,
interest rates, exchange rates, etc.) in Canada and abroad, as well as changes in customer demand,
regulations and the competitive environment. Management cautions readers not to place undue
reliance on statements which, even with the use of the best risk management techniques, deal with
a future that is inherently uncertain.

A GOOD YEAR

National Bank of Canada is the largest banking institution in Quebec and the sixth largest in Canada.
In its core market of Quebec, the Bank offers its customers a comprehensive line of banking products
and related financial services. It also accompanies its customers into foreign markets, where it is a
niche player in its areas of expertise. By responding to its customers’ needs and ensuring its financial
soundness, the Bank’s goal is to deliver as much value as possible to its shareholders.

The Bank accomplished a great deal in 2002, including some important strategic acquisitions. Among
these was that of Altamira, a manager and distributor of mutual funds. Not only did this acquisition
strengthen the Bank'’s position in a strategic niche but the new subsidiary, 85% of whose business is
outside Quebec, will also considerably expand the Bank'’s distribution network. It is the centrepiece
for the development of wealth management activities beyond the Quebec market. Other acquisitions
during the year included that of Putnam Lovell Group, a U.S. investment bank, and of Gestion de
placements Valorem inc., a Quebec City-based firm specialized in managing Canadian bond and
equity portfolios.

In the first quarter of the year, the Bank finalized the sale of its U.S. asset-based lending operations
with loans valued at CDN $3.1 billion. On January 15, 2002, $2.5 billion passed into the buyer’s
control, with the remaining $600 million covered by an 18-month servicing agreement. As at
October 31, 2002, the balance of this portfolio was $313 million. The sale generated a pre-tax gain
of $141 million, net of transaction-related expenses and provisions taken for the loans which will be
serviced by the Bank during the 18-month period. The gain amounted to $79 million after income
taxes. Taking into account the recovery of the $65 million general allowance for credit losses ($41 mil-
lion after taxes) that was allocated to the portfolio sold, as well as the results of portfolio-related
transactions during the year, the net after-tax contribution of discontinued operations was $111 mil-
lion in 2002. The impact of these discontinued operations appears under “Discontinued operations”
in the financial statements and the tables referred to in this report.

Turbulent financial markets and uncertain economic conditions characterized 2002. The effect of
this environment could be seen in the prices of technology stocks, which continued their downward
trend. In fact, business in general experienced a slower year. It was in this context that the Bank
carried out two important transactions: it revalued its investment in COGNICASE and reassessed its
portfolio of impaired loans.

In the third quarter of fiscal 2000, the Bank sold its information technology subsidiary SIBN to
COGNICASE, in exchange for shares of COGNICASE. In the third quarter of 2002, the Bank revalued
this investment and decided to record an impairment charge of $112 million after taxes. The value
assigned to the investment reflects a conservative assessment of prevailing conditions in the technolo-
gy sector. This adjustment in no way affects business relations with COGNICASE, which remains a
preferred supplier of information technology services to the Bank and its subsidiaries.

Strengthening its balance sheet was another of the Bank’s major accomplishments in 2002. In the
first quarter, after reassessing the realizable value of its impaired loans in light of current economic
conditions and its goal of accelerating the disposal of this portfolio, the Bank decided to take an
additional $185 million specific provision for credit losses. Further to this prudent move, the total
allowance for impaired loans (including the general allowance for credit risk) exceeded gross impaired
loans outstanding, with the result that impaired loans are now more than 100% provisioned.

Economic conditions also had an impact on the objectives the Bank had set itself as regards growth
in earnings per share and ROE. If we examine adjusted income rather than reported income (see
Table 1b “Reconciliation of Reported Income to Adjusted Income” on page 55), earnings per share
remained fairly stable at $2.86 (versus $2.87 in 2001), and ROE, at 14.7%, was just short of the target
range. The efficiency ratio, for its part, moved closer to the objective.



OBJECTIVES AND RESULTS IN 2002

PAGE
Objectives Results
Growth in earnings per share 3 5
Reported* 4%-6% -3%
Adjusted** Stable
ROE
Reported* 15%-17% 14.3%
Adjusted** 14.7%
Efficiency ratio - Adjusted** 61% in 2003 62.4%
Tier 1 capital ratio 7.75%-8.75% 9.6%

* Results excluding the impairment charge on an investment.
** See reconciliation of reported income to adjusted income in Table 1b (page 55).

Adjusted income excludes items that, in the opinion of management, should not be taken into
account in the analysis of the Bank’s performance. Adjusted income is not defined according to
Canadian generally accepted accounting principles and is not necessarily comparable to similar data
used by another company. Table 1b on page 55 provides a detailed reconciliation of reported income
to adjusted income; a summary table is included at the beginning of the section “Overview

of Results and the Balance Sheet” on page 36.

Considering the fragile state of the economy, the Bank turned in a relatively good performance
compared to most of its banking industry competitors. The gap between its share price and that
of the other major Canadian banks narrowed, and the Bank’s shareholders enjoyed a higher total
return than the shareholders of its competitors.

Moreover, the Bank exceeded its objectives for financial soundness, as evidenced by its Tier 1 capital
ratio of 9.6%, as against an objective of 7.75%-8.75%.

The Bank expects economic conditions to improve gradually in fiscal 2003, although the economy will

continue to perform below its potential. It will be a year of transition that will bring the Bank closer
to the medium-term objectives it is likely to reach in 2004.

FUTURE OBJECTIVES

2003 Medium term

Growth in earnings per share 5%-10% Over 8%
ROE 14%-16% 15%-17%
Tier 1 capital ratio 8.75%-9.50% 8.25%-9.00%
Dividend payout ratio 30%-40%

The sale of non-strategic operations and the addition of targeted acquisitions has greatly altered

the relative size of the Bank'’s business segments during the past two years. Starting in fiscal 2003,
the Bank will therefore present its segmented results in terms of the following three lines of business:
Personal and Commercial Banking, Wealth Management, and Financial Markets, Treasury and
Investment Banking.

Improving the efficiency ratio remains a priority. Based on the new demarcation of its business
segments, the Bank will break down the objective for this ratio in order to take into account the
specific characteristics of each line of business.
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OVERVIEW OF RESULTS AND THE BALANCE SHEET

SOLID RESULTS Table 1a on page 54 presents an overview of results for 2002. As can be seen, net
income went from $562.7 to $429.4 million. Income before goodwill charges per share was $2.18
versus $2.88 in 2001.

Income adjusted for one-time events in 2002 was $555 million or $2.86 per share, compared to
$580 million or $2.87 per share for income similarly adjusted in 2001. The 4.3% decline in adjusted
income was chiefly attributable to the increase in the provision for credit losses. Adjusted earnings per
share remained fairly stable at $2.86. This item did not decline to the same extent as adjusted income
because of the common share repurchase program.

RECONCILIATION OF REPORTED INCOME TO ADJUSTED INCOME
Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Reported income before goodwill charges 429 582
Adjustments, after income taxes:
Gain on sale of operations - (47)
Decline in value of investments 113 -
Write-off of tangible assets 6 -
Revision of estimated allowance 118 -
Discontinued operations (111) 45
Adjusted income 555 580
Earnings per share before goodwiill charges:
Reported $2.18 $2.88
Net of adjustments $2.86 $2.87
Return on common shareholders’ equity:
Reported 11.3% 16.0%
Net of adjustments 14.7% 15.9%

The above table presents the main points of comparison between reported income and adjusted
income. A more detailed picture is given in Table 1b (page 55).

In 2001, the Bank sold its merchant payment solutions, thereby generating a gain of $76 million,
or $47 million after taxes. Income for 2001 was adjusted downward for this non-recurring item.

In 2002, the first adjustment to net income was for the reduction in the value of investments.

As mentioned earlier, the Bank revised the value of its investment in an IT services company and
consequently recorded a $112 million impairment charge after taxes. Moreover, in the fourth
quarter, the Bank recorded an impairment charge of just over $1 million ($2 million before taxes)
relative to initial investments in mutual funds held by the Bank.

The second adjustment to 2002 income was for the write-off of deferred expenses and fixed assets
related to e-commerce activities.

The third adjustment involved a revision of the realizable value of impaired loans and the taking of an
additional $185 million provision to cover the new estimated amount. This one-time provision cost the
Bank $118 million after taxes.

The fourth adjustment also affected income for 2001 in that discontinued operations recorded a
$45 million loss in 2001, while the sale of these operations in 2002 generated a one-time gain of
$111 million.

Because of lower income on the one hand, and growth in average common shareholders’ equity on
the other, adjusted ROE went from 15.9% in 2001 to 14.7% in 2002.




INCREASED FINANCIAL SOUNDNESS The improvement in the Bank’s financial soundness was evi-
dent at year-end 2002, with net impaired loans falling from $591 million to $246 million. Moreover, the
Bank had a $405 million general allowance for credit risk as at October 31, 2002 (2001: $500 million).

The capital ratios - particularly the Tier 1 capital ratio - are indicators of a bank'’s financial health.
The Tier 1 capital ratio represents the risk-weighted proportion of the balance sheet funded by
capital provided by shareholders and holders of subordinated debt. The Tier 1 capital ratio remained
high at 9.6%, or the same level as in 2001. By way of comparison, the Tier 1 capital ratio was 7.7% five
years earlier.

SHAREHOLDER VALUE ADDED Year after year, the Bank creates value for its shareholders, as the
table below shows. Shareholder value added is calculated by deducting the cost of capital from
operating income before goodwill charges. The cost of capital, estimated at 13%, is the minimum
compensation required by the Bank’s common shareholders in light of returns available elsewhere
on capital markets. Further to the adjustments mentioned earlier, shareholder value added in 2002
was $62 million, exceeding what shareholders could have expected from investments having an
equal degree of risk.

SHAREHOLDER VALUE ADDED
Year ended October 31
(millions of dollars)

Adjusted
2002 2001 2002 2001 2000 1999 1998

Available income 534 545 408 547 500 401 362
Average common equity used 3,628 3,430 3,628 3,430 3,144 2,599 2,499
Cost of capital (13%) 472 446 472 446 409 338 325
Shareholder value added 62 99 (64) 101 91 63 37

The Bank calculates shareholder value added in each of its lines of business in order to determine
the most profitable use of capital for its shareholders.

REVENUES AND EXPENSES

INCREASE IN NET INTEREST INCOME For fiscal 2002, net interest income on a taxable equivalent

basis was $1,473.3 million, up 6.1% over 2001. As shown in Table 2 (page 56), the average volume
of assets remained stable while the total interest margin widened from 2.01% to 2.13%.

Net interest income, 1998-2002

1,500 2.50%
1,400 2.00%
1,300 1.50%
1,200 1.00%
1,100 0.50%
1,000 0.00%
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The Treasury sector’s asset/liability management operations were mainly responsible for the improve-
ment in net interest income. In addition, lower interest rates significantly narrowed the interest
margin on transaction deposits. This downward pressure on net interest income was offset by strong
growth of $1.2 billion or 5% in the average volume of personal and small business deposits and by
wider interest margins because of lower financing costs on credit card advances and other loans to
individuals and small businesses. The growth in securitization operations compressed net interest
income, but this phenomenon was offset by an increase in securitization revenues recorded under
“Other income”.
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OTHER INCOME MARKS TIME Other income decreased by $217 million, two-thirds of which was
due to the $139 million write-down of investments recorded under “Trading activities and gains on
investment account securities” (see Table 3 on page 57). Had it not been for this one-time charge, as
well as the non-recurring gain on the sale of merchant payment solutions in 2001 (increasing the
“Other” item), other income would have been fairly stable in 2002 at $1,780 million, compared to
$1,782 million in 2001.

Many of the components of other income showed an increase. The $46 million or 9.3% growth in
capital market fees was attributable to the Putnam Lovell acquisition and institutional operations

at National Bank Financial. The strong rise in trust services and mutual funds ($15 million or 15.6%)
came from Altamira revenues. There was also very solid growth in securitization revenues, which
offset the reduction in net interest income and reflected the Bank’s determination to diversify its
funding sources. If the $76 million gain from the sale of merchant payment solutions is excluded from
“Other” in 2001, this item grew by $37 million, a large part of which was attributable to insurance
revenues.

However, these advances were cancelled out by a drop in trading revenues, a slowdown in brokerage
activities with individuals and the absence of fees from the merchant payment solutions activity that
was sold. This last factor accounts for part of the $33 million reduction in card service revenues.

PRUDENCE IN THE PROVISION FOR CREDIT LOSSES Table 4 (page 58) describes the changes in the
provision for credit losses as well as the composition of the allowances. The annual provision is added
to the existing allowances, which are either specific or general. The specific allowance for impaired
loans covers individually identifiable losses on impaired loans for which the write-down can be esti-
mated from the loan'’s realizable value. The general allowance for credit risk is composed of two
parts, an “allocated” portion and an “unallocated” portion. The allocated general allowance is based
on a statistical analysis of the risk of loss in various portfolios. The unallocated general allowance is in
addition to other allowances and reflects the opinion of Bank management as to possible losses not
adequately captured elsewhere. Note 1 to the financial statements explains these concepts in greater
detail.

The provision for credit losses before discontinued operations rose from $205 to $490 million,
essentially because of the revised estimate for the allowance and the loss on a loan in the telecom-
munications sector.

The Bank’s reassessment of its portfolio of impaired loans based on economic conditions and its

goal of accelerating the disposal of this portfolio prompted it to take a $185 million specific provision
in the first quarter of 2002. Moreover, in the second and fourth quarters, the Bank provisioned an
amount of $120 million for credit losses related to the telecommunications company Teleglobe after
its parent corporation withdrew financial support.

The increase in the provision for loans to individuals and small businesses and for commercial sector
loans accounted for most of the $185 million provision mentioned in the previous paragraph, and
includes the overall rise in the provision for domestic private risks as well. The increase in the provision
for the domestic corporate banking sector was attributable to economic conditions.

The $129 million provision for international private risks included the $120 million loss in the telecom-
munications sector as the impaired loans in question were granted to an American subsidiary of a
telecommunications company.

In 2002, the general allowance for credit risk was reduced by $95 million, of which $65 million was
attributable to discontinued operations following the sale of U.S. asset-based lending operations.

The remaining $30 million was determined using the general allowance calculation method which the
Bank adopted in 2001.

When the provision for international private risks ($126 million) is combined with the provision for
domestic private risks ($394 million), and the $30 million reduction in the general allowance is then
deducted, it results in a total provision of $490 million charged to 2002 income (before discontinued
operations).

Further to the increase, the provision as a percentage of net average loans and acceptances outstand-
ing rose substantially from 0.75% to 1.14%.

Given write-offs of $673 million and recoveries of $49 million, the allowance for credit losses at
year-end totalled $666 million, a year-over-year decrease of $230 million, basically attributable to
faster write-offs of gross impaired loans.

The item “Transfer of allowance for assets held for disposal” is made up of the $65 million in reversals
from the general allowance for discontinued operations, together with specific allowances relating to
these operations before the transfer.



OPERATING EXPENSES UNDER CONTROL Operating expenses rose by $51 million or 2.6% during
the year. If the write-off of deferred expenses and fixed assets (included in the item “Occupancy
costs, computers and equipment, including amortization”) is excluded, the increase would be only
$42 million. It can be attributed to the operating expenses of newly acquired subsidiaries Putnam
Lovell ($38 million) and Altamira ($10 million).

More specifically, salaries and staff benefits were $1,147 million in 2002, up $83 million or 8% over
2001. More than 15% of this increase can be traced to salary expenses at these new subsidiaries, and
close to one-quarter relates to variable remuneration at National Bank Financial and in the Treasury
sector. The remainder is attributable to salary increases for Bank employees and the higher cost of
staff benefits.

The substantial decline under “Operating expenses — other” can be explained, among other things,
by the Bank billing back to the purchaser of the merchant payment solutions for its services.

The efficiency ratio (operating expenses to total revenues) was pushed up both by the write-off and
by the reduction in total revenues following the revaluation of investments. The one-time gain on the
sale of merchant payment solutions had the opposite effect in 2001. If these factors are excluded, the
efficiency ratio was 62.4% as against 62.7% for the previous year.

The Bank will continue to control its operating expenses and improve its efficiency ratio. One of the
ways in which it is improving its operating efficiency is through its partnership with IBM Canada to
manage the operations of its information technology infrastructure, including banking systems, the
Web environment and call centres. This partnership was renewed in 2002, with the signing of a new
contract that will represent some $1.1 billion by 2011, and will enable the Bank to stay at the leading
edge of electronic technology while keeping its expenses in check.

RESULTS BY LINE OF BUSINESS

This section describes the 2002 results for each of the Bank’s three business segments: Personal
Banking and Wealth Management, Commercial Banking, and Financial Markets, Treasury and
Investment Banking. Since the breakdown by business segment is used for long-term strategic
planning and evaluation, it is important to assess credit losses independently of specific incidents
and events related to economic conditions. To do so, a statistical model was developed to calculate
expected losses for each segment. Expected losses are the probable amount of losses during a

given period based on the overall economic cycle. These expected losses, rather than the actual losses
recognized during the year, are presented in the tables for the three major segments; the difference
appears under the “Other” item of the segmented results. Expected losses for the year were well
below the provisions actually recorded since they are calculated over an economic cycle, and fiscal
2002 was the bottom of the cycle.

RESULTS BY BUSINESS SEGMENT

PERSONAL BANKING AND WEALTH MANAGEMENT
Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Net interest income 1,001 977
Other income 933 934
Total revenues 1,934 1,911
Operating expenses 1,452 1,420
Contribution 482 491
Provision for credit losses 97 98
Income before income taxes 385 393
Income taxes 139 149
Non-controlling interest - -
Income before discontinued operations and goodwill charges 246 244
Discontinued operations - -
Income before goodwill charges 246 244
Goodwill charges - -
Net income 246 244
ROE 23.2% 24.0%

Shareholder value added 101 106
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PERSONAL BANKING AND WEALTH MANAGEMENT: CONTRASTING RESULTS

In spite of the

uncertain economic conditions, the Personal Banking and Wealth Management segment maintained
its performance. With the slight increase in total revenues (which amounted to $1,934 million) and
expenses, the stable provision for credit losses and the reduction in income taxes, net income held
steady at $246 million (2001: $244 million). If the fourth quarter adjustments are excluded (write-off
of deferred expenses and fixed assets, and write-down of mutual funds), net income would have

been $253 million, for an increase of 3.7%.

The 10% growth in Personal Banking income (excluding the write-off of certain assets) was partially
offset by the weaker performance of the Wealth Management subsegment, chiefly because of a

decline in brokerage revenues.

Average assets as well as loans and acceptances in Personal Banking and Wealth Management

rose by 1.8% and 1.5% respectively, while the net interest margin improved slightly to 3.58%

(2001: 3.56%). Deposits advanced strongly, posting 5.8% growth.

This line of business maintained an excellent ROE of 23.2%, compared to 24.0% in 2001. Shareholder

value added amounted to $101 million, as against $106 million the previous year.

PERSONAL BANKING SUBSEGMENT The Personal Banking subsegment maintained its 71% share
of the segment’s total revenues, and increased its share of net income to 81%. It had a very good
year overall, with net income up 7.0% or $13 million, and ROE of 23.5%, or 0.6 points higher than in

2001. Vigorous growth in net interest income accounted for the rise in income.

RESULTS BY BUSINESS SEGMENT
PERSONAL BANKING

Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Net interest income 915 888
Other income 466 465
Total revenues 1,381 1,353
Operating expenses 975 956
Contribution 406 397
Provision for credit losses 94 96
Income before income taxes 312 301
Income taxes 113 115
Non-controlling interest - -
Income before discontinued operations and goodwill charges 199 186
Discontinued operations = -
Income before goodwill charges 199 186
Goodwill charges - -
Net income 199 186
ROE 23.5% 22.9%
Shareholder value added 83 77

Net interest income was up $27 million or 3.0%, chiefly on account of the higher average volume of
personal deposits and the wider interest margin on credit card advances. In contrast, the effect of
lower interest rates on the interest margin for transaction deposits compressed net interest income.

Personal savings rose sharply, mainly in such secure instruments as savings accounts and guaranteed
investment certificates (GICs), a development that can be attributed to investors’ fear of financial
market uncertainty. In response to this new demand, the Bank focused more on savings than on
credit, transforming its branches into resource centres to which its customers can turn for savings-
related advice and services, and where they can talk to advisors face-to-face. That is why the Bank
extended business hours for advisory services in its branches. Its goal is to become a better retailer
of banking services by proactively seeing to all of its customers’ needs and directing them to the
appropriate resources. This new challenge means that the Bank has to provide better training for

its personnel and minimize turnover.

On the credit side, borrowers moved away from long-term loans toward short-term loans and per-
sonal lines of credit. This phenomenon led the Bank to revise its product offering and helped to

improve the net interest margin in this segment.

Other income, at $466 million, remained virtually unchanged from a year earlier. The decline in
card service revenues following the sale of merchant payment solutions was offset by an increase
in insurance revenues and an adjustment in pricing to reflect costs in the banking network.




Insurance is an important part of the Bank’s objective to diversify revenue sources. The general
insurance segment reached its objectives and is on target for achieving profitability in 2003. One of
our growth strategies is to become a niche player in low-risk products.

Operating expenses were kept under control in Personal Banking. Their growth levelled off at 2.0%,
with the result that the efficiency ratio was almost unchanged at 70.6%. Nearly half of the increase
in operating expenses was attributable to the write-off of deferred expenses and fixed assets related
to e-commerce activities. Moreover, the increase in compensation was mitigated by the sale of mer-
chant payment solutions.

As a result of borrowers’ migration toward lower-risk products (lines of credit rather than consumer
loans, for instance) and a slight improvement in customers’ risk profile, expected credit losses
dropped from $96 to $94 million.

One of the important events of the year was the inauguration of the Bank’s new website. The Bank

also became the first financial institution in Quebec to offer its customers person-to-person transfers
via the Internet. In addition, it signed a partnership agreement with the U.S. bank Wells Fargo under
which each bank will refer to the other customers wishing to have a Canadian or U.S. currency credit
card, as applicable. Not only does this agreement enable the Bank to deliver better service to its cus-
tomers, but it also allows it to further expand its customer base.

WEALTH MANAGEMENT SUBSEGMENT Net income in the Wealth Management subsegment was
$47 million, down $11 million, mainly because of the significant slowdown in retail brokerage activities
as investors shunned the stock market. ROE was 21.8%, compared to 28.3% a year earlier, and share-
holder value added slipped as well.

RESULTS BY BUSINESS SEGMENT
WEALTH MANAGEMENT

Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Net interest income 86 89
Other income 467 470
Total revenues 553 559
Operating expenses 477 465
Contribution 76 94
Provision for credit losses 3 2
Income before income taxes 73 92
Income taxes 26 34
Non-controlling interest - -
Income before discontinued operations and goodwill charges 47 58
Discontinued operations - -
Income before goodwill charges 47 58
Goodwill charges - -
Net income 47 58
ROE 21.8% 28.3%
Shareholder value added 18 29

The reduction in retail brokerage revenues was partially offset by National Bank Securities mutual
funds, trust revenues and revenues from Altamira. The Altamira acquisition also accounted for most
of the $12 million increase in operating expenses.

A number of initiatives supported mutual fund sales. The acquisition of Altamira raised mutual

fund outstandings managed or administered by the Bank by $4,280 million. The Bank developed

the Multifund guaranteed investment certificate, the return on which is tied to the performance of

a basket of nine mutual funds managed by four major financial institutions (including the National
Bank). National Bank Securities launched its new True North Fund, a clone of the Fidelity Investments
fund of the same name that is notable for its performance over the past five years. Outstanding vol-
umes for mutual funds offered by the Bank almost doubled during the year, going from $4.8 billion
to $9.4 billion.

Private investment management is a National Bank Trust product distributed by the Bank's wealth
management network. It is the main wealth management product offered by the Trust to its high
net worth customers, who are more inclined to entrust the management of their portfolio to experts.
The value of sales of this product increased 70% during the year. National Bank Trust invested $2 mil-
lion to upgrade its IT systems for private investment management.

During the year, National Bank Trust also signed an agreement with Industrial Alliance Trust Company
to administer its group pension plans.
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National Bank Discount Brokerage now offers its customers the option of trading fixed-income securi-
ties such as bonds, GICs, Treasury bills and debentures via the Internet. These instruments are very
much in demand because they are less risky and less sensitive to market fluctuations. According to a
study by the research firm Dalbar, National Bank Discount Brokerage tied for first place with two
other brokerage firms for the quality of customer service.

COMMERCIAL BANKING: A STABLE SEGMENT Net income posted by Commercial Banking
remained stable at $119 million in 2002, with the drop in its revenues offset by the reduction in
credit losses. ROE increased to 11.2%, while shareholder value added rose to -$18 million.

RESULTS BY BUSINESS SEGMENT
COMMERCIAL BANKING

Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Net interest income 279 288
Other income 146 144
Total revenues 425 432
Operating expenses 153 152
Contribution 272 280
Provision for credit losses 83 88
Income before income taxes 189 192
Income taxes 70 73
Non-controlling interest - -
Income before discontinued operations and goodwill charges 119 119
Discontinued operations - -
Income before goodwill charges 119 119
Goodwill charges - -
Net income 119 119
ROE 11.2% 9.6%
Shareholder value added (18) (34)

Total revenues for Commercial Banking were down $7 million because of the 3.1% drop in net
interest income. This development was attributable to the $400 million decline in commercial loans
outstanding, which was only partially absorbed by a slight improvement in the net interest margin.
Outstandings were down because most companies were reluctant to increase their short-term debt
given the economic environment.

Operating expenses in the Commercial Banking segment were stable, resulting in a slight increase in
the efficiency ratio. The provision for credit losses decreased by $5 million, reflecting lower volumes
and improved credit quality.

Among the Commercial Banking segment’s innovations in 2002 was the signing of a service agree-
ment under which members of the Québec CMA Order can benefit from a financial package designed
especially for professional associations and orders. In addition, National Bank eCommerce (formerly
ClicCommerce) began offering a full range of e-commerce solutions for business, in cooperation with
a number of partners.

During the year, the Bank began to bring together all the services it offers under the “Inc.”
trademark in a single division. By placing very small businesses, small and medium-sized enterprises
(SMEs), public-sector organizations and agricultural enterprises under a single structure, these client
groups will all have access to the same banking and financial services. This integration process is
expected to be finalized in 2003.



FINANCIAL MARKETS, TREASURY AND INVESTMENT BANKING: STRONG GROWTH In 2002,
Financial Markets, Treasury and Investment Banking once again recorded strong growth in
income before goodwill charges, which rose from $204 to $250 million, for an increase of 22.5%.
The segment’s contribution to the Bank's consolidated net income represented 58%. Its ROE was
24.4%, compared to 19.0% in 2001, and shareholder value added rose to $113 million.

RESULTS BY BUSINESS SEGMENT

FINANCIAL MARKETS, TREASURY AND INVESTMENT BANKING
Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Net interest income 320 229
Other income 541 506
Total revenues 861 735
Operating expenses 431 366
Contribution 430 369
Provision for credit losses 31 32
Income before income taxes 399 337
Income taxes 146 130
Non-controlling interest 3 3
Income before discontinued operations and goodwill charges 250 204
Discontinued operations - -
Income before goodwill charges 250 204
Goodwill charges - 1
Net income 250 203
ROE 24.4% 19.0%
Shareholder value added 113 61

The segment owes its remarkable performance in 2002 to higher revenues, as total revenues rose
by 17.1% to $861 million. This increase was generated mainly by Treasury’s gains on asset/liability
management, which accounted for the sharp rise in net interest income. The increase in other
income came from the institutional activities of National Bank Financial, including revenues from
Putnam Lovell.

The operating expenses of the new subsidiary Putnam Lovell comprised almost 60% of the $65 million
increase in the segment’s operating expenses. The segment’s credit losses remained stable.

National Bank Financial continued to develop its investment banking operations. The integration
of the former Corporate Banking segment (except for certain traditional banking services that now
come under Commercial Banking) with National Bank Financial was finalized during the year. The
advisory services of Putnam Lovell and the Financial Institutions Group at National Bank Financial
will be amalgamated under the name Putnam Lovell NBF.

Natcan Investment Management had a fairly good year, achieving higher revenues in high-yield

and other bonds, as well as hedge funds. Assets under management rose by $3,302 million or 22.7%,
partly because of the acquisition of Gestion de placements Valorem inc., a firm specialized in man-
aging Canadian equity portfolios and with assets under management of $1,400 million.

OTHER The “Other” heading under Results by Business Segment presents data on securitization
operations, gains on the sale of activities, discontinued operations and non-recurring items such
as the revaluation of investments. It includes revenues and expenses that cannot be assigned to
any one specific segment.

Net interest income was negative because it incorporated interest paid to third parties in securi-
tization operations. In contrast, other income posted a gain at the time of the transaction, and
management fees thereafter. The decline in other income in 2002 stemmed from the combined
effect of two factors: first, the impairment charge for COGNICASE reduced other income by
$137 million in 2002, and second, this item included a $76 million non-recurring gain in 2001 from
the sale of merchant payment solutions.
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RESULTS BY BUSINESS SEGMENT
OTHER

Year ended October 31

(taxable equivalent basis)

(millions of dollars)

2002 2001
Net interest income (127) (105)
Other income 21 274
Total revenues (106) 169
Operating expenses 4 51
Contribution (110) 118
Provision for credit losses 279 (13)
Income before income taxes (389) 131
Income taxes (119) 46
Non-controlling interest 27 25
Income before discontinued operations and goodwill charges (297) 60
Discontinued operations m (45)
Income before goodwill charges (186) 15
Goodwill charges - 18
Net income (186) (3)

The provision for credit losses represents the residual amount needed to reconcile the expected
losses presented in the segment tables and the actual provision reported in income. The amount

of $279 million that appears for this item in 2002 comprises the $185 million provisioned
following the revaluation of the impaired loans portfolio, the $120 million provisioned for a telecom-
munications company, and a $30 million credit from the adjustment to the general allowance

for credit risk.

The table also shows a $111 million after-tax gain arising from the sale of U.S. asset-based lending

operations.

FINANCIAL CONDITION ON A MORE SOLID FOOTING

Total assets as at October 31
(millions of dollars)

80,000
75,000
70,000
65,000
60,000
55,000
50,000

0| oo | = |«

Q|| S |9 |0

ol o | S |9 | o

- |- |||

At $74,611 million, total assets were down slightly after
posting growth in recent years. The sale of the U.S.
asset-based lending portfolio and the reduction in various
financial commitments accounted for this consolidation
in growth.

LIABILITIES AND SHAREHOLDERS' EQUITY Liabilities and
shareholders’ equity presented in the Consolidated Balance
Sheet (see the financial statements, page 78) are the Bank’s
sources of funding. Deposits, at $51,690 million, represented
69% of funding, up over the previous year. Shareholders’
equity as a percentage of liabilities and shareholders’ equity
was unchanged at 5%.

Table 6 (page 59) shows the composition of and changes
in deposits on the Bank’s Consolidated Balance Sheet.
Variations between the information in this table and

that on the Consolidated Balance Sheet arise from the
fact that large personal deposits are considered purchased
funds for these purposes, in the same way as funds
obtained on capital markets.

Deposits at year-end 2002 had grown by 0.5% from the
previous year, generated primarily by the upsurge in
commercial deposits, but also by the growth in personal
deposits. Personal deposits accounted for 29.9% of total
assets as against 28.3% at year-end 2001.




Personal deposits, 1998-2002 Personal deposits, which represented 43.2% of total
(millions of dollars) deposits, were up 3.8%. The Bank seeks to fund as much
of its operations as possible with this type of low-cost
deposit. As can be seen, the proportion of personal
deposits to total deposits rose almost two percentage
points, or $2,409 million, over five years. In 2002, the
Bank’s strategy was supported by greater consumer
22,000 demand for zero-risk savings vehicles, as opposed to stock
market instruments.

22,500

21,500

Commercial deposits experienced spectacular growth

of 21.6% in 2002, to stand at $14,183 million. This pheno-
21,000 menon was undoubtedly due to a slowdown in investing
because of the economic uncertainty and companies’
decision to invest their funds in no-risk instruments.

20,500

As a result of the increase in commercial and personal
20,000 deposit volumes as well as the decline in loan volumes
outstanding, the Bank was able to reduce its purchased
funds outstanding - the most expensive form of funding -

19,500 - .
by more than $3 billion. The proportion of purchased
funds fell from 35.5% to 29.4% at year-end 2002, in sharp
19,000 contrast to the 41.9% they represented at year-end 1999.
18.500 The geographic distribution of deposits illustrates the

steady increase in domestic deposits. International
deposits, particularly in the United States, were reduced
by the sale of asset-based lending operations.

1998
1999
2000
2001
2002

Table 7 (page 60) illustrates the composition of the Bank’s capital and how it has changed
between 1998 and 2002. Capital is comprised of shareholders’ equity (share capital plus retained
earnings), subordinated debentures and non-controlling interest (mainly holders of preferred
shares issued by NB Capital, a U.S. subsidiary of the Bank).

The upper portion of Table 7 indicates that as at October 31, 2002, the Bank's total capital was
$5,979 million, two-thirds of which, or $3,901 million, consisted of shareholders’ equity. Retained
earnings and common shares made up 92% of shareholders’ equity, with the remainder composed
of preferred shares. Common shareholders’ equity (common shares plus retained earnings)
totalled $3,601 million.

The Bank adopted two specific measures during the year to manage its capital effectively: the
repurchase of common shares and the redemption of preferred shares.

In the first quarter, the Bank announced a normal course issuer bid targeting a maximum of
9,500,000 of its common shares, or 5% of the total outstanding. Given the Bank'’s very high
capital ratios, the Board of Directors considered the repurchase program to be an appropriate
use of the Bank’s excess capital as well as an opportunity to increase shareholder value. As at
October 31, 2002, the target of 9,500,000 shares had been purchased on the stock market. The
repurchase program reduced the carrying value of common shares by $82 million; an additional
$224 million, representing the premium on the carrying value of common shares, was charged
to retained earnings.

The second capital reduction measure was the Bank'’s decision to redeem all its non-cumulative
first preferred shares, Series 10 and 11, for an aggregate consideration of $192 million.

As a result, total capital as shown in Table 7 decreased by $271 million. Internally generated
capital from net income for the year less dividends was more than offset by the reduction in
retained earnings, chiefly as a result of the premium paid for the repurchase of common shares.
External financing was negative in 2002 because of the repurchase and redemption of common
and preferred shares as well as the redemption of $55 million in debentures.

These measures taken by the Bank to enhance its capital management had an impact on
regulatory capital. Tier 1 capital (calculated according to the rules of the Bank for International
Settlements) contracted 13.3% to stand at $3,726 million, as shown in Table 8 (page 61). The
main reason for this was the increase in the balance sheet amount of goodwill attributable to
the acquisition of Putnam Lovell and Altamira.
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Capital ratios, 1998-2002
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Capital ratios (at the bottom of Table 8) are calculated by taking the capital measurements and
dividing them by risk-weighted assets, with the riskiest balance sheet items receiving a higher
weighting. The Tier 1 capital ratio held steady at 9.6%, while the Tier 2 capital ratio rose from
13.1% to 13.6%. These ratios have been very high in recent years. In fact, they have been among
the highest in the Canadian banking industry, far exceeding the capital adequacy standards of 7%
for the Tier 1 capital ratio and 10% for the total capital ratio.

The changes in the capital ratios were caused by a combination of two factors that produced
opposite effects: the increase in goodwill generated by the Putnam Lovell and Altamira acquisi-
tions pushed Tier 1 capital down; and regulatory risk-weighted assets declined because of the
sale of the U.S. asset-based lending portfolio and sluggish credit growth in Canada.

ASSETS: CONSOLIDATION OF GROWTH Totalling $74,611 million as at October 31, 2002, the Bank’s
assets were down $1,355 million or 1.8% compared to a year earlier. The reduction resulted from the
sale of the U.S. asset-based lending portfolio.

The Bank’s assets were chiefly composed of cash resources (9%), securities (27%), and loans and
acceptances (59%). The Consolidated Balance Sheet on page 78 shows a decline in loans and
customers’ liability under acceptances, a decline that was not fully offset by the increase in cash
resources and securities.

Gross loans outstanding were down in each of the lines of business, except for residential mort-
gages (+8.4%). The slide was particularly significant in business and government loans, which fell
$2,809 million or 12.0%. The sale of the U.S. asset-based lending portfolio, the reduction in the
volume of corporate loans and the cautious attitude of borrowers were some of the factors behind
this decline. Personal and credit card loans fell by $305 million as a result of the securitization of a
$515 million portfolio of consumer loans and a $250 million portfolio of credit card receivables.

Because of stagnant credit demand combined with an increase in deposits, the Bank's cash resources
rose 17.7% to a record $6,864 million. Trading account securities also grew substantially (19.9%) in
response to the development of new financial products and demand from new client segments.

ASSETS UNDER ADMINISTRATION AND ASSETS UNDER MANAGEMENT: STRONG GROWTH Asset
administration and management are growth areas that are closely tied to the Bank’s objective of
growing its wealth management activities. At the end of fiscal 2002, assets under administration

at the Bank and its subsidiaries reached a value of $117,468 million, and assets under management
were $23,269 million, for a total of $140,737 million. The value of assets under administration or
management was up 13.1% over 2001, and has almost doubled over the past five years.



Assets under administration and Table 9 (page 62) provides more information on assets under
assets under management, 1998-2002 administration and assets under management. In all, 40% of
(millions of dollars) the growth in the value of assets under administration and
61% of the growth in the value of assets under management
were generated by mutual funds, one of the growth sectors

160,000 in 2002. The strong upsurge in mutual fund outstandings
was primarily on account of the acquisition of Altamira,
140,000 which increased mutual funds in the category of assets

under administration by 42%. This new subsidiary administers
$4,280 million in mutual funds for individuals in addition

120,000
to the $788 million it administers for institutional clients.

100,000

Table 9 illustrates the important role assumed by the Bank'’s
subsidiaries in terms of administration and management of
80,000 assets. National Bank Securities recorded 7.3% growth in the
mutual funds it administers.

60,000

National Bank Financial manages or administers $59,468 mil-
lion of assets, up 10.9% from the end of fiscal 2001 owing to

40,000 increased activities at National Bank Correspondent Network.

20,000 Natcan Investment Management manages pension plans
and mutual funds worth $17,823 million, an increase of

0 22.7%, mainly as a result of its acquisition of the firm Gestion
de placements Valorem inc.

1998
1999
2000
2001
2002

The subsidiaries National Bank Discount Brokerage and
National Bank Trust, which account for $7,523 and $40,917
B Assets under management million respectively of total assets under administration or
[] Assets under administration management, also recorded significant increases.

RISK MANAGEMENT

RISK MANAGEMENT STRUCTURES Risk is inherent in all corporate activity, and particularly so in

a bank’s financial intermediation activities. Banks are exposed to four main risk categories: credit
risk, market risk, liquidity risk and operational risk (these terms are defined in the Glossary on pages
70 to 72). Managing risk in order to optimize the risk-return trade-off is an essential activity which
must be carried out within a structure designed specifically for that purpose.

Board of Directors

Audit and Risk Management

Committee
Executive Committee :
of the Bank
Operational Risk Market Risk Management Credit Committee Internal
Management Committee Committee of the Bank Audit
New Products NBF Risk Management
Committee Committee

Heading the risk management structure at the National Bank is the Board of Directors which is
responsible for establishing risk management policies. The Board delegates part of its responsibilities
in this regard to the Audit and Risk Management Committee which recommends policies and, once
adopted, oversees their application. Moreover, all exceptional risk-related decisions are made by this
Committee. The Audit and Risk Management Committee is assisted by Internal Audit and three
committees, namely, the Credit Committee, the Market Risk Management Committee and the
Operational Risk Management Committee, all of which are composed of members of the Bank's
management. Internal Audit, whose Senior Vice-President reports directly to the Audit and Risk
Management Committee, provides an independent and objective assessment of the effectiveness
of processes, policies, procedures and control measures implemented by managers. Moreover,
Internal Audit recommends solutions for improving the effectiveness of risk management, internal
controls and operating activities of the Bank and its subsidiaries.
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CREDIT RISK

STANDARDS, PROCEDURES AND CONTROLS To manage credit risk, the Board of Directors adopts
each year, on the recommendation of the Audit and Risk Management Committee, a comprehensive
policy that defines the principal standards, procedures and control methods for credit granted by the
Bank. The policy is applied by the Bank’s Credit Committee, which is chaired by the Senior Vice-
President, Risk Management. The Credit Committee’s decisions are supported by sector analyses
performed by the Bank’s economists and Risk Management Group.

The credit policy established by the Board of Directors and the administrative measures adopted

by the various units of the Bank in applying the policy define acceptable risk, portfolio diversification
criteria, economic and geographic sector-specific constraints, as well as allocation and authorization
line levels. All standards and policies are reviewed by the Audit and Risk Management Committee.
The higher the credit amount or the risk, the higher the authorization line level within the Bank’s
structure. Exceptionally, decisions may even be referred to the Board of Directors. In addition, specific
standards apply to individuals or companies related to the Bank.

When an application for credit is made to the Bank, it is subject to a procedure that becomes increa-
singly rigorous depending on the amount requested or the degree of risk of the sector, region or
borrower. Once the application is made in due form and after the required documents and informa-
tion have been provided, it is analyzed using a sophisticated credit scoring system. The decision to
approve credit is made either by a credit officer or by the Bank’s Credit Committee. Any deviation
from the procedure has to be submitted to the Audit and Risk Management Committee.

Credits and borrowers are continuously monitored according to the degree of risk they represent.
Ongoing analyses attempt to foresee potential problems in an industry, region or with a borrower
before these become apparent in the form of past due payments. Any loan on which interest is in
arrears for 90 days or more is classified as impaired and a loss provision must be taken for it.
Moreover, loans that are not past due but where repayment of principal or interest is not reasonably
assured are also deemed impaired. The Bank'’s policies set out detailed provisioning criteria and,
where required, write-off criteria for irrecoverable debts. The credit policies also define recovery
practices, the intent of which is to minimize losses by recovering the largest possible portion of the
amounts owing. A team of internal auditors ensures that the standards are respected at all times.

CONTROLLING RISK IN 2002 The Bank adopted a very prudent approach to credit risk in 2002.
In addition to being extremely cautious, which accounts for the current quality of its portfolio,
operational criteria were tightened to better reflect the uncertain economic environment.

One of the reasons for the Bank'’s solid lending portfolio is diversification, as shown in Table 10 (page
62). The largest concentration (30%) of loans is in residential mortgages, which are among the least
risky forms of credit. These are followed by other types of personal loans, at 14%. Excluding securities
purchased under resale agreements and government loans, the balance (46%) consists of loans

to small, medium-sized and large companies. These business loans are largely concentrated in
manufacturing (12%), a category that, on its own, includes a large number of diversified subsectors.
Except for financial institutions (with 8% of loans), no single sector accounted for even 5%.

Needless to say, these loans are all subject to the Bank’s credit policies, procedures and controls.

As at October 31, 2002, business loans to the telecommunications sector accounted for only 0.63%
of the loans and acceptances portfolio, and total loans to the electric power and power generation
sector, 0.48%.

The breakdown of loans by sector remained virtually unchanged during fiscal 2002. Business loans
declined $2,630 million (which essentially corresponds to the value of the U.S. portfolio that was
sold), going from 48.6% to 45.7% of total loans. Residential mortgages, for their part, rose from
27.3% to 30.4% of the portfolio.

At year-end 2002, gross real estate loans were stable at $544 million (down 40% over five years),

as Table 11 on page 63 shows. Given the $37 million in accumulated allowances for these loans, net
volumes outstanding stood at only $507 million, or largely unchanged from 2001. Net real estate
exposure represented 13% of shareholders’ equity and 1% of loans and acceptances. As can be seen
in Table 11, the weighting of real estate has been reduced substantially in recent years. In addition,
the riskiest loans have been removed following the steady paring down of the portfolio.



For the first time in several years, real estate loans were up in the Bank’s core market, reflecting both
the recovery in the real estate market and the Bank’s commitment to accompany the clients it knows
well. This was particularly true for residential real estate. At the same time, efforts to improve the
quality of the portfolio in other regions, especially in the United States, continued unabated.

Over the years, the Bank has sold off the bulk of its portfolio of loans to “designated countries”, i.e.,
developing countries that failed to respect their obligations in the 1980s. In 2002, as shown in Table
12 (page 63), write-offs reduced gross loan exposure to $79 million. Net of allowances, these country
risks now account for only $53 million or 1.4% of shareholders’ equity.

The overall change in impaired loans shows how effective the Bank has been in cleaning up its
portfolio. Table 13 (page 64) shows the sharp decrease in impaired loans. In fact, net impaired
loans amounted to $246 million as at October 31, 2002, down 58% from $591 million a year earlier.

The upper portion of Table 13 shows that net private impaired loans have declined across all sectors,
except for corporate and real estate loans. The change in net impaired corporate loans reflects the
difficulties currently experienced by certain economic sectors. The increase in net impaired real estate
loans accounted for only a small portion and is attributable to prevailing economic conditions.

MARKET RISK

STANDARDS, PROCEDURES AND CONTROLS Market risk is an integral part of trading on financial
markets, such trading being essential for managing assets and liabilities. Like all financial institutions,
the Bank also holds a trading portfolio with which it takes positions on financial markets for its tra-
ding, market-making and hedging operations.

On the recommendation of its Audit and Risk Management Committee, the Board of Directors of the
Bank adopted detailed policies for managing the four components of market risk, namely, interest
rate risk, foreign exchange risk, equity risk and commaodity risk. The policies adopted by the Board of
Directors establish standards, procedures and controls aimed at optimizing the risk-return trade-off
and ensuring oversight of financial transactions.

The Audit and Risk Management Committee oversees the Market Risk Management Committee
which heads the risk management structure for the Financial Markets, Treasury and Investment
Banking line of business. The New Products Committee and the Risk Management Committee of
National Bank Financial also report to it. The Market Risk Management Committee plays a key role in
establishing market risk policies and practices, including risk assessment, maximum limits, simulation
and oversight processes, as well as operational compliance with Bank policies.

The Risk Management Group is an independent team that is responsible for the day-to-day monito-
ring of market risk exposures, including ensuring that maximum limits and authorization procedures
are respected. The Group also develops risk measurement procedures and models for carrying out
simulations.

TRADING ACTIVITIES The VaR (Value-at-Risk) simulation model is one of the main tools used to
manage market risk in trading activities. The VaR measure is based on a 99% confidence level and is
an estimate of the maximum potential trading loss in 99 out of every 100 days or, to put it another
way, actual losses will probably exceed VaR on only one day out of 100. VaR is calculated on an
ongoing basis for the major categories of financial instruments (including derivatives) and for the
Bank’s aggregate trading portfolio. Insofar as is possible, it thus ensures that trading decisions do not
entail risks that exceed pre-set limits. The computerized VaR calculation model is based on three years
of historical data which means that it can only simulate losses in a market situation similar to that
observed during the previous three years.

To simulate the impact of unlikely events, the Bank also runs stress tests, exploring, for example,
a crash such as the stock market crash in 1987.

Table 15 (page 65) provides an assessment of market risk in fiscal 2002 versus the previous year. For
the three major market risk categories (interest rate, foreign exchange, equity), the table shows year-
end VaR, the annual average and the degree of variation during the year. Global VaR presented in the
last line takes into account the correlations between the various risks. In 2002, VaR did not once
exceed $6 million and averaged $4 million. At no time, therefore, did the Bank’s trading portfolio
incur major risks, despite the turbulence on financial markets.
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The chart complements Table 15 by providing the results of backtesting, which each day compares
the VaR projected by our simulations to the theoretical revenues obtained. Backtesting, which the
Bank carries out regularly, validates the use of VaR methodology in estimating maximum loss risk,

based on the composition of the trading portfolio.

INTEREST RATE RISK IN ASSET/LIABILITY MANAGEMENT Managing assets (investments, including
loans) and liabilities (debt, including deposits) exposes the Bank to interest rate risk. Interest rate
fluctuations give rise to changes in interest income and interest expense. Although these changes
move in the same direction, the impact of their relative weighting on net interest income and the
economic value of shareholders’ equity will be either favourable or unfavourable. The extent of the
impact depends on several factors, including asset and liability matching and the interest rate curve.
Assets and liabilities are managed in such a way as to optimize the impact of fluctuating interest rates
based on projected rate movements.

The Bank’s Treasury sector is responsible for managing assets and liabilities in accordance with

the policies adopted by the Board of Directors and overseen by the Audit and Risk Management
Committee. The Market Risk Management Committee works closely with Treasury in this activity.
Simulations are carried out regularly to assess the impact of various scenarios on net interest income
and the economic value of shareholders’ equity and to provide guidance in managing the portfolio
of assets and liabilities.

INTEREST RATE SENSITIVITY
As at October 31, 2002
(millions of dollars)

Scenario 2002 2001

100 point increase in interest rates
Impact on net interest income (3) (11)
Impact on shareholders’ equity (78) (92)

The above table presents an interest-rate sensitivity simulation. Using a number of repricing assump-
tions, a permanent 100 point increase in interest rates as at October 31, 2002 would have reduced
net interest income by $3 million and the economic value of shareholders’ equity by $78 million.

RISK OF OFF-BALANCE SHEET ACTIVITIES Market risk also affects off-balance sheet activities, con-
sisting of derivative and credit instruments. These off-balance sheet financial instruments are usually
components of portfolios which also include balance sheet items and which, as such, are subject to
the risk limits and control procedures described earlier. In addition, off-balance sheet credit instru-
ments must respect the same credit criteria and procedures as loans recorded on the balance sheet.
Additional controls are also applied to derivative instruments.

Table 8 (page 61) provides a breakdown of the credit equivalent of the various off-balance sheet
items included in the calculation of total risk-weighted assets. They represent a relatively small pro-
portion in comparison to other credit risks recorded on the balance sheet. As at October 31, 2002,
off-balance sheet items accounted for 13.2% of risk-weighted total assets, compared to 13.9% in 2001.



Note 19 of the consolidated financial statements (pages 99 to 101) presents the notional (or nominal)
amounts of derivatives used by the Bank, as well as their maturity profile as at October 31, 2002. It
should be noted that most of these instruments mature within 12 months. Also worth noting is that
these notional amounts are not necessarily representative of the risk level represented by derivative
instruments, but rather they reflect the large number of transactions. The data on the risk-weighted
equivalent amount confirm the small proportion of derivatives on the balance sheet.

In addition to the market risk to which they are subject, derivative instruments also comprise a credit
risk which the Bank mitigates in various ways. In dealings with certain counterparties, for instance,
exposure is reduced by means of netting or marked-to-market agreements. Note 19 also shows that
most of the credit equivalent amount for derivatives is contracted with reliable counterparties, specifi-
cally major banks and OECD member countries.

DERIVATIVE INSTRUMENTS AND RISK

The derivative financial instruments used by the Bank (forwards, futures, swaps and options) are
contracts whose value is derived from interest rates, foreign exchange rates, commodity prices, equity
prices and credit default swaps. Some derivatives can be offered through recognized exchanges
(exchange-traded), but more structured products are negotiated between individual parties (over
the counter).

Derivatives are the strategic tool of choice in risk management. Accordingly, the Bank uses them for
trading activities, asset/liability management and for hedging certain credit risks.

The Bank uses its trading portfolio to carry out market-making or trading activities and to position
itself on markets. In this context, derivatives are needed to control the risks associated with trading
activities. Because of its expertise in these products and its ability to use them efficiently in its risk
management process, the Bank also provides its commercial and institutional clients with risk mana-
gement solutions.

Derivatives are also one of the balance-sheet management tools available for interest rate, foreign
exchange and credit hedging, as well as asset and liability matching. It is essential that these risks,
which are a normal part of banking, be managed in order to protect the interest spread and the
value of capital.

The risks inherent in derivatives are similar to the general risks for financial instruments, namely,
market risk, credit risk, liquidity risk and operational risk.

Market risk is defined as the potential for deterioration in the value of a derivative instrument
because of fluctuations in the underlying primary instrument (interest rates, foreign exchange rates,
commodity prices or equity prices). All derivative risks are accurately measured, re-evaluated on a
daily basis and managed in accordance with the policies approved by the Bank’s Board of Directors.

Credit risk, also known as the credit equivalent amount, is the value of the loss incurred should

a counterparty fail to honour its commitments. It is measured by taking into account the current
replacement cost of the contract (if it is positive), future credit risk exposure (which is the estimated
change in the value of the contract to maturity) and the impact of master netting agreements.

Liquidity risk consists of two elements: market liquidity and cash flow. In the first instance, risk
exposure stems from a possible delay in settling a position when, for example, the market lacks suffi-
cient depth. This is controlled by taking relatively short-term positions where liquidity may be at issue.
Longer-term positions are taken only in liquid and proven markets. In order to ensure adequate control,
maximum term limits are established according to the liquidity assessment of the relevant market.

Cash flow risk derives from the timing of cash receipts and outflows and is managed as part of the
Bank’s overall liquidity management process.

One example of operational risk is legal risk, which exists when there is a possibility that a counter-
party does not have the necessary legal power to close a transaction or the legal documents for
such a transaction are deficient. The Bank manages this risk by applying the necessary checks and
controls and by working with the national and international organizations that set the standards to
be respected. In doing so, the Bank has developed a high degree of internal knowledge with regard
to legal confirmations and documentation.

In addition to being managed within the limits provided for in the Bank’s general risk management
policies, derivative risk exposure is also subject to special assessment and control measures. The Risk
Management Group, an independent unit within the Bank, is responsible for monitoring financial
transactions and administering risk control systems. The duties of this unit include ensuring that trans-
actions are settled and recorded, measuring position risk, checking that the policies adopted by the
Board of Directors are applied and controlling the quality of analysis systems.
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LIQUIDITY RISK Liquidity risk, which is integrated into the strategies applied by Treasury, is an intrin-
sic part of asset/liability management and is also linked to market risk. Since it is important for a bank
to have liquid assets available at all times, special emphasis is placed on managing them.

The Bank’s liquidity management policy is approved by the Board of Directors. In particular, it sets
out objectives, measurement methods, minimum requirements, control procedures and strategies

for accessing capital funds, as well as the steps to be taken to deal with any unforeseen events. The
President, Financial Markets, Treasury and Investment Bank, is responsible for applying the liquidity
management policy, a report on which is submitted each year to the Executive Committee. The situa-
tion is monitored regularly by means of weekly reports on liquidity ratios and quarterly reports on the
Bank’s overall liquidity position.

The liquidities needed for the Bank’s operations are guaranteed by stable, well-diversified funding

in the form of core deposits and purchased funds, by a sufficient level of equity, and by the Bank's
access to capital markets. Sufficient liquidity is assured at all times by means of other techniques, such
as securitization, use of derivatives, and the purchase and sale of securities through resale and repur-
chase agreements.

OPERATIONAL RISK Not only can operational risk have immediate financial consequences, but it
can also negatively affect the Bank'’s reputation, thereby compromising its competitive position and
possibly resulting in regulatory censure. While operational risk can never be fully eliminated, it must
be managed in a disciplined, transparent manner. Accordingly, the Bank is currently implementing a
management framework that includes a governance model as well as procedures for identifying,
measuring and monitoring this form of risk.

During the year, the Board of Directors approved an operational risk management policy for identi-
fying, measuring, overseeing and controlling this risk, which is also taken into account in decisions
about capital allocation.

The Bank’s business units are responsible for the day-to-day management of their operational risks.
In this, they are supported by the Operational Risk Management Group, a central task force created
in 2001. The Group's mission is to establish a comprehensive, standard framework to help identify,
measure, monitor, control and document operational risk.

In 2002, the Bank adopted proactive measures to integrate the qualitative and quantitative compo-
nents of operational risk. The focus was on developing operational risk self-assessment tools and
processes, and setting up a centralized database for losses due to operational risk. No significant
loss of this kind occurred during the year.

In addition, the Bank keeps a close eye on developments in operational risk practices in the financial
industry. The Bank intends to remain competitive by implementing industry best practices and meet-
ing the requirements of the Basel Committee of the Bank for International Settlements.



INVESTING IN THE NATIONAL BANK

The Bank creates value for its shareholders by responding to the needs of its clients. In 2002, its
ability in this regard and in ensuring customer satisfaction, translated into increased, profitable busi-
ness with individuals, stability in the Commercial Banking business line, sustained growth in revenues
and earnings at Financial Markets, Treasury and Investment Banking, sound risk management and an
appreciably stronger financial position. While ROE dipped slightly, reflecting economic uncertainties
and market upheavals, the National Bank was less affected than a number of its competitors. The
Bank’s aim is to keep ROE at between 14% and 16% in 2003, and to re-establish the range of 15%

to 17% for the mid term. The target range for the dividend payout ratio is 30% to 40%.

Total return on shares, 1998-2002 One of the reasons for the National Bank’s success lies in its
ability to combine the flexibility of a smaller bank with an
extremely diversified product offering. Moreover, it signifi-
cantly expanded its presence outside Quebec during the

50.0% year with its acquisition of Altamira and Putnam Lovell.
40.0% Prudent risk management also accounts in large part for
the success enjoyed in recent years. This strategy stood the
30.0% Bank in good stead in 2002, as it was less affected than
. (]

several of its competitors by the economic slowdown and
the difficulties experienced in various sectors. A financial
20.0% analyst recently commented that the “National Bank has
very limited exposure to the troubled telecom and electric
power and power generation sectors,” while a recent

10.0% report issued by a major investment dealer noted that
the “National Bank leads the Big 6 in low levels of new net
0.0% formations (of impaired loans).”
10.0% The prudent approach taken by the National Bank has
- . (]

resulted in strong capital ratios, making it one of the best
capitalized banks in Canada. The National Bank prefers to
-20.0% be slightly overcapitalized in order to benefit from greater
flexibility and to ensure its shareholders a stable return.

-30.0% In recent years, the total return (dividends and stock
X128/ |8 appreciation) for National Bank common shares has out-
@22/ 18 paced the total return for the other five large Canadian
banks. In fiscal 2001, this return was 25% for the National
Bank as against -0.4% for the other banks. Over five years,
B National Bank the total return obtained by common shareholders of the
[J Average of the five major National Bank reached 11%, compared to 8% for the TSX
Canadian banks Banks and Trusts sub-index.

In the third quarter, a financial analyst was quoted as saying: “We continue to expect the (National
Bank’s) P/E multiple to expand relative to the bank group, reflecting the bank’s lower risk profile,
strong capital ratios and solid profitability.”

Management also believes that financial markets will increasingly acknowledge the value of National
Bank stock and that investors who have confidence in the stock have every reason to look forward to
receiving a stable and attractive return.
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