BMO Global Asset Management

BMO Canadian MBS Index ETF (ZMBS)

Q&A

BMO Canadian MBS Index ETF | ZMBS invests in Canadian National Housing Act Mortgage Backed Securities (NHA
7MBS MBS 975 Pools) which make it an ideal investment for those looking for defen-
sive income.

Duration: 2.26 - AAA Rated with term to maturity greater than one year
YTM: 0.52% | M - Minimum amount outstanding of $100 million
Mgmt Fee: 0.15% - Rebalanced on a monthly basis

Has the housing / mortgage market in Canada been impacted by COVID-19 related slowdowns?

(anada’s national housing agency says the number of new homes being built and sold will remain below the levels they were
at before COVID-19 until 2022 at least, and prices won't get back to where they were for another two years. The CMHC is
now forecasting that prices will fall by between nine and 18 per cent from where they were before the pandemic, before re-
covering a little in the early part of 2021. But they aren’t expected to be fully back to where they were before at least 2022.

The speed of the slowdown will obviously not go at the same pace everywhere. In oil-dependent Alberta, prices are
forecast to go down by as much as 25 per cent. Other provinces are expected to see smaller declines. CMHC is forecast-
ing that housing starts could plummet by as much as 75 per cent, while home sales will likely fall by about 29 per cent.

On June 5" 2020 CMHC announced that tougher requirements are being introduced. From July 1t onward new applicants

will face higher credit score requirements (scores of 680 or above for at least one borrower), and a requirement to keep

the share of their income that is spent on all housing costs (mortgage, tax, energy) at 35% (from current level of 39%) or
less of total earned income. These changes are being implemented to protect home buyers, reduce government and tax
payer risk and support the stability of the housing market.

We know that in the U.S. home ownership has involved a lot of speculators, particularly during the crisis.
What makes ZMBS different?

They key difference is that mortgages in ZMBS are all CMHC backed, quaranteed by the Canadian government.
Additionally, In Canada home owners are penalized heavily for prepayment on mortgages which means there is less
speculating in the market, in the US the mortgage can be paid off anytime without penalty. In Canada most mortgag-

es have a 5 year term, with amortization over 25 years where in the States they have fixed 30 year mortgage terms.
Mortgage interest in the US is tax deductible which may have led to more speculative buyers.

Canadian issuers are much more closely requlated requiring insurance on mortgages with down payments under 20%. In
the US there are different rules in different States and requlation is loose. While they have the 20% rule, they eliminate
the insurance after 20% in equity as been reached.

In the U.S. in 2008, defaults peaked at about 5% of all mortgages, and exceeded 20% for those derequlated subprime loans.
In Canada, defaults rose in 2008 and after, just as they did in the U.S. But they topped out at about .45% of all mortgages.

What'’s the deferral risk or prepayment risk with ZMBS?

Prepayment: In Canada, those wishing to prepay their mortgage face heavy penalties which deters this practice.
Mortgage-backed securities are a pool of mortgages which ensures that prepayment risk is diversified. ZMBS further
diversifies this risk by investing in a portfolio of MBS.
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Deferral: NHA MBS are not impacted by mortgage deferrals. The issuer funds the principal and interest payments for any
deferred mortgages. Hence, the coupon would not be lower, it would remain the same. At a high level, mortgage origi-
nators are seeing anywhere from 15-20% mortgage deferrals for their books, MBS coupons have been paid as expected.

Would ZMBS be considered a HQLA “High Quality Liquid Asset”?

The Basel LCR standard defines assets eligible as Level 1 HQLA to include marketable securities representing claims on or

quaranteed by sovereigns, subject to those securities meeting certain conditions. One condition is that the securities are not an

obligation of a financial institution - the holder of the security must not have recourse to the financial institution. In Canada, OSFI
has incorporated the Basel definition of Level 1 HQLA into its LAR Guideline. The accompanying OSFI Notes state that “Securities
issued under the National Housing Act Mortgage Backed Securities (NHA MBS) program may be included as Level 1 assets”.

What happens if a mortgage holder defaults?

In the NHA MBS market all MBS are fully insured by CMHC, both principal and interest with no limit to coverage. If a
mortgage holder defaults the issuer will make the payment to the MBS holder and then claim insurance through CMHC.
There would not be a disruption in payment to the MBS holder.

With today’s volatile markets, what makes this portfolio of MBS a safer investment than corporate bonds?

MBS are AAA rated bonds and are fully guaranteed by CMHC both principal and interest. Corporate Bonds are subject to
credit spreads as an additional risk factor where MBS are not.
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Are Canada MBS packaged or bundled into derivatives similar to what happened in the US in the mid-2000s?
MBS were a central factor in the US subprime mortgage crisis. With the rapid increase in home prices, lower interest
rates, the rise of speculative buyers and growing demand for MBS, the banks lowered their lending standards. MBS credit
ratings did not drop as the quality of mortgages declined so investors did not know the quality of the underlying, rating
agencies were still giving high ratings. In 2006 housing prices peaked and subprime borrowers began to default. Further
amplifying the problem was synthetic CDOs which were betting on the performance of these mortgages. MBS and CDOs
(based on pools of these mortgages) were vastly overvalued making it difficult for investors to offload them and in time
causing the Government to step in.

In the Canadian MBS market there are no CDOs. In the Canadian NHA MBS market all MBS are backed by distinct pools

of mortgages and are fully insured by CMHC, both principal and interest with no limit to coverage. From the credit crisis,
Canadian mortgage standards were generally more stringent than in the US with sub-prime mortgages, meaning that the
quality of mortgage pools has been higher.
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What occurs to the MBS after five years? Do they remain in the index?

Because the typical mortgage term in Canada is 5 years the proceeds from a maturing mortgage will roll into a new 5
year maturity pool. On the roll over the new interest rate will reflect current market conditions. The amount of issuance
year to year, while generally laddered, will depend on current interest rates. When rates are low holders are more likely
to lock into fixed term while if conditions are reversed are more likely to look for variable.

IMBS Maturity Weights

Maturity Weight

1 Year 10%
2 Year 21%
3 Year 20%
4 Year 28%
5 Year 20%

Source: BMO Global Asset Management, as of September 30 2020.

What would be the impact if an issue were to fall below the inclusion threshold set by the Index? Would there
be a price impact on the issue?

The size of the NHA MBS market is approximately $500B with the market cap of the index is $150B. Even if our ETF was
to get to a 2-3 billion it wouldn't have a material impact on pricing of issues.

What is the relationship between NHA MBS and Federal Bonds?
ZMBS offers short duration, AAA investment grade exposure, with a yield-pick up (around 30bps) over short duration Federal Bonds.

Average
Credit
Rating

Current | AUM
Exposure ETF Name Ticker | Price | (SMM)

Current
Yield

Coupon YTM | TTM | Duration

IAG 1667 506720 310 260 126 1110 839 AA
2 | 1461 59577 177 170 032 294 286 |NNAAAM
ZPS 1351 40252 273 255 052 321 3.06 AA
IS | 1454 112457 303 287 123 312 295 A
IST | 5063 128532 262 259 058 044 042 A
IMBS 3072 11607 171 166 051 282 223 |

Let's connect
@ Call us at 1-800-668-7327 bmo.com/gam/ca/advisor
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Source: BMO Global Asset Management, September 30 2020.

This communication is intended for informational purposes only and is not, and should not be construed as, investment, legal or tax advice to any
individual. Particular investments and/or trading strategies should be evaluated relative to each individual's circumstances.

Individuals should seek the advice of professionals, as appropriate, regarding any particular investment. Commissions, management fees and
expenses (if applicable) may be associated with investments in mutual funds and exchange traded funds (ETFs). Trailing commissions may be
associated with investments in mutual funds. Please read the fund facts, ETF Facts or prospectus before investing. Mutual funds and ETFs are not
quaranteed, their values change frequently and past performance may not be repeated.

For a summary of the risks of an investment in the BMO ETFs, please see the specific risks set out in the prospectus. BMO ETFs trade like stocks,
fluctuate in market value and may trade at a discount to their net asset value, which may increase the risk of loss. Distributions are not quaranteed
and are subject to change and/or elimination.

Any statement that necessarily depends on future events may be a forward-looking statement. Forward-looking statements are not quarantees of performance.
They involve risks, uncertainties and assumptions. Although such statements are based on assumptions that are believed to be reasonable, there can be no
assurance that actual results will not differ materially from expectations. Investors are cautioned not to rely unduly on any forward-looking statements. In
connection with any forward-looking statements, investors should carefully consider the areas of risk described in the most recent simplified prospectus.

BMO Global Asset Management is a brand name that comprises BMO Asset Management Inc., BMO Investments Inc., BMO Asset Management Corp.,
BMO Asset Management Limited and BMO’s specialized investment management firms.

®/mRegistered trade-marks/trade-mark of Bank of Montreal, used under licence.



