RBC

Capital
RBC) Markets RATES STRATEGY | RESEARCH
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Today: Paulson speaks regarding the economic outlook as well as the housing and mortgage markets. The
homebuilders’ index for October is expected to decline to a record low of 19. Industrial production is
expected to have risen 0.1% in September, the lowest rate of growth since May and consistent with
a moderation in Q3.

Overnight:  Treasuries have rallied and the curve steepened on rising anxiety on a broad range of issues. The
Hang Sang index dropped 1.98% as a Chinese stock regulator warned of growing market risk and
rumors circulated that the PBoC is planning a de facto tightening by draining excess liquidity from
smaller financial institutions. The FX carry trade got hammered, with the yen gaining against all
major currencies. And crude oil and gold traded to new records due to ongoing concerns regarding
Turkey and Irag. Bernanke used his speech to detail the recent events and repeat the Fed stance.
This leaves the markets and Fed at the same uneasy stand-off as throughout most of the past year,
with the Fed data-dependent and the markets pricing in easing (and effectively easing for the Fed).

Asset Commentary/Assessment:

Treasuries: Yields started out Monday rising due to the Empire Manufacturing report, but reversed course as
the Citigroup news weighed on equities, and then stabilized along with equities. Our trading desks
went long 2yr notes at 5.28% on the rationale that the market will vacillate regarding pricing in an
October Fed ease. Currently, the market prices a 68% chance of the Fed holding steady at the
October meeting.

MBS: Monday, mortgages couldn't maintain last week’'s momentum and followed swaps wider to the
close. MBS opened up modestly tighter vs the curve, but lack of overseas demand, profit taking
from $ mgrs and >$1bb in originator selling proved more than enough to push spreads wider vs the
curve. Mortgages ended the day ~ 1 to 1+ wider vs the treasury curve and ~+ wider vs swaps.
Servicer up-in-coupon trades helped 6's outperform the stack. The FN 6 fly now looks slightly rich,
and our trading desk looks to establish shorts closer to 20/32nds around current dollars. Specified
activity remains fairly robust with 10/20 and 40yr collateral pay-backs much tighter over the last
month. Better CMO buying in the collateral today took out a fair amount of Gold 10/20 collateral and
should leave a strong bid for production going forward.

Swaps: Spreads moved 1.5 bps wider in the long end yesterday, with 2s moving tighter by 0.75bps as the
spread curve continues to steepen out. Paying interest came from speculation of reduced bank
issuance after the announcement of the creation of a fund by 3 major banks that will ultimately
support the ABCP market. This potentially would prevent the need for the banks to provide liquidity
back-stops. Further deterioration in the ABX market also brought in paying interest.

Agencies: The callable trading session Monday started slowly as the early sell off in treasuries was
accompanied by tighter oas spreads and lower vol. Many buyers were left watching as the market
rebounded and finished the day close to opening levels. Secondary callables continue to provide
the best outright value to customers with less restriction on what structures they can hold. Also, as
we have been mentioning over the past few weeks, as FN and FMC continue not to issue less than
one year locks, investors must seek such structures in the secondary market. Our favorite bond
being the FN 5.55's of 5/12 offered at a slight premium to par, but providing more than enough yield
pick up over new issue levels both on a ytc and a ytm basis. Regarding bullets, 2/3yr agencies
remained firm as 5/10yr paper leaked 2-2.5bps wider on very light volume. Tomorrow FNMA will
price 4 Billion 5yrs (price talk has moved to +46 are to 5yr notes) On the curve.



RBC

Capital
RBC) Markets RATES STRATEGY | RESEARCH

T.J. Marta
+1.212.858.6077
Ti.marta@rbccm.com

All of the views expressed in this report accurately reflect the personal views of the responsible analyst(s) about any and all of the subject securities
or issuers. No part of the compensation of the responsible analyst(s) named herein is, or will be, directly or indirectly, related to the specific
recommendations or views expressed by the responsible analyst(s) in this report.

The information contained in this report has been compiled by RBC Capital Markets (“RBC CM”) from sources believed to be reliable, but no representation or warranty,
express or implied, is made by Royal Bank of Canada, RBC CM, its affiliates or any other person as to its accuracy, completeness or correctness. RBC Capital Markets is
a business name used by subsidiaries of the Royal Bank of Canada including RBC Dominion Securities Inc., RBC Dominion Securities Corp., RBC Dain Rauscher Inc.,
Royal Bank of Canada Europe Limited and Royal Bank of Canada — Sydney Branch. Al opmnions and estimates contained in this report constitute RBC CM’s judgement
as of the date of this report, are subject to change without notice and are provided in good faith but without legal responsibility. This report is not an offer to sell or a
solicitation of an offer to buy any securities. RBC CM and its affiliates may have an investment banking or other relationship with some or all of the issuers mentioned
herein and may trade in any of the securities mentioned herein either for their own account or the accounts of their customers. Accordingly, the entities constituting RBC
CM or their affiliates may at any time have a long or short position in any such security or option thereon. Every province in Canada, state in the U.S., and most countries
throughout the world have their own laws regulating the types of securities and other investment products which may be offered to their residents, as well as the process
for doing so. As a result, the securities discussed in this report may not be eligible for sale in some jurisdictions. This report is not, and under no circumstances should be
construed as, a solicitation to act as securities broker or dealer in any jurisdiction by any person or company that is not legally permitted to carry on the business of a
securities broker or dealer in that jurisdiction. This material is prepared for general circulation to clients and does not have regard to the particular circumstances or needs
of any specific person who may read it. To the full extent permitted by law neither RBC CM or any of its affiliates, nor any other person, accepts any liability whatsoever for
any direct or consequential loss arising from any use of this report or the information contained herein. No matter contained in this document may be reproduced or copied by
any means without the prior consent of RBC CM. The entities comprising RBC Capital Markets are wholly owned subsidiaries of the Royal Bank of Canada and are members of the
RBC Financial Group. Additional information is available on request.

To U.S. Residents:

This publication has been approved by RBC Dominion Securities Corp. (‘RBCDS Corp.”) and RBC Dain Rauscher Inc. (‘RBC DRI"), both of which are U.S. registered
broker-dealers, which accept responsibility for this report and its dissemination in the United States. Any U.S. recipient of this report that is not a registered broker-dealer or
a bank acting in a broker or dealer capacity and that wishes further information regarding, or to effect any transaction in, any of the securities discussed in this report,
should contact and place orders with RBCDS Corp. or RBC DRI.

To Canadian Residents:

This publication has been approved by RBC Dominion Securities Inc. Any Canadian recipient of this report that is not a Designated Institution in Ontario, an Accredited Investor in
British Columbia or Alberta or a Sophisticated Purchaser in Quebec (or similar permitted purchaser in any other province) and that wishes further information regarding, or to effect
any transaction in, any of the securities discussed in this report should contact and place orders with RBC Dominion Securities Inc., which, without in any way limiting the foregoing,
accepts responsibility for this report and its dissemination in Canada.

To U.K. Residents:

This publication has been approved by Royal Bank of Canada Europe Limited (“RBCEL") which is regulated by Financial Services Authority (“FSA”"), in connection with its distribution
in the United Kingdom. This material is not for distribution in the United Kingdom to private customers, as defined under the rules of the FSA. RBCEL accepts responsibility for this
report and its dissemination in the United Kingdom.

To Persons Receiving This Advice In Australia:

This material has been distributed in Australia by Royal Bank of Canada -Sydney Branch (ABN 86 076 940 880). This material has been prepared for general circulation and does
not take into account the objectives, financial situation or needs of any recipient. Accordingly, any recipient should, before acting on this material, consider the appropriateness of this
material having regard to their objectives, financial situation and needs. If this material relates to the acquisition or possible acquisition of a particular financial product, a recipient in
Australia should obtain any relevant disclosure document prepared in respect of that product and consider that document before making any decision about whether to acquire the
product.

Copyright © RBC Dain Rauscher Inc. 2003
Copyright © RBC Dominion Securities Inc. 2003
Copyright © RBC Dominion Securities Corp. 2003
Copyright © Royal Bank of Canada Europe Limited 2003
All rights reserved. Member CIPF



