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Bank Analysis – Bank of Nova Scotia  (BNS) 
 
Most data of this report are from the 2001 Annual Report of Bank of Nova Scotia, and 
the remaining data are from investor highlights and current market valuations.  The 
purpose of this study is to provide you an analysis of Scotia Bank’s capital structure, 
estimation of the cost of capital and evaluation of a 30% expansion project.  This report is 
broken down into sections with respect to the steps of the calculation. 
 
The Value of Bank of Nova Scotia 
The total value of Scotia Bank is $28,989 Million, which is composed of debt value, 
common equity value and preferred shares value. 

Debt Value.  The book value of the total debentures of Scotia Bank is $5,344 
Million.  However, in the valuation of the market value, I only incorporate the long-
term debt portion, which is $4,994 Million.  Although, as listed in the 2001 Annual 
Report (p.60) and Appendix A, all the debts issued by Scotia Bank mature longer than 
a year, the bank announced to redeem the Dec-2006-Debt by December 2001.  
Knowing the intention that this debt is temporary, it is relevant to exclude this 
$350Million in the valuation of the market value. 

◊ 

◊ 

◊ 

◊ 

◊ 

◊ 

 
Common Shares Value.  The stock price of Bank of Nova Scotia (BNS) in Toronto 
Stock Exchange is a close representation of its market value.  In the week of October 
31, 2001, the BNS stock price is $45.50 per share, and the number of shares 
outstanding is 503,795,469.  The market value of the common shares would be 
$22,923 Million. 

 
Preferred Shares Value.  In FY 01, Scotia Bank repurchased Series 10.  Within Oct 
01 and Nov 02, Scotia Bank repurchased Series 5 and Series 6 (See Appendix B).  
There is consistence for Scotia Bank to repurchase its preferred shares.  Since they 
are treated as temporary financing, I exclude them in the calculation of market value 
of preferred shares.  Moreover, since the preferred shares are less popular than 
common shares, their October 2001 prices are not listed in public resources.  
Assuming that the volatility of preferred shares is small, I use the current (Nov 02) 
prices to estimate preferred shares market value.  The market value of preferred 
shares is $1,072 Million. 

 
Relevant Rates 

Risk Free Rate.  We estimate the risk free rate from the 3-months T-Bill rate.  
According to Bank of Canada, the 3-months T-Bill rate in Oct 2001 is 2.34%. 

 
Risk Premium.  The textbook suggests that the risk premium is 9%. 

 
Cost of Debt.  The cost of debt of Scotia Bank is 6.52%, which is calculated using 

the weighed average cost method.  ∑
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detail)  In addition, the floating rate of Aug-2085-Debt is excluded in this calculation 
of Cost of Debt.  The floating rate of this debt is based on the six-months Eurodollar 



deposit plus 0.125%.  If the rate of the six-months Eurodollar deposit soars, Scotia 
Bank can redeem this long-term debt on any interest payment date and get out of the 
floating rate. 

 
Cost of Equity.  I use the CAPM model to valuate the cost of equity.  The 10-year 
beta of Scotia Bank is 0.75.  The risk free rate and risk premium are 2.37% and 
9.00% respectively.  Using the equation, ( )pEfE RRR β+= , the cost of equity of 
Scotia Bank is 9.09%.  However, there is a shortcoming for using Capital Asset 
Pricing Model.  The Beta measures only the market risk component.  Therefore, in 
order for the CAPM model to be validly in this context, there is a crucial assumption 
that the investors have a diversified portfolio.  A better alternative is to use the 
Portfolio Theory, whose return rate is calculated based on the total risk of the firm.  
Due to the fact that I lack the information of market sigma and firm’s specific sigma, 
I do not use this theory to estimate the cost of equity. 

◊ 

 
Cost of Preferred.  The cost of preferred shares of Scotia Bank is 5.86%.  This rate is 
calculated using the weighed average of the yield of each series (See Appendix B). 

◊ 

◊ 
 

Tax Rate.  The statutory income tax rate for Scotia Bank is 41.1% (Note 14).  Taking 
away the 11.1% because of the “Lower Average Tax Rate Applicable to Subsidiaries, 
Associated Corporations, and Foreign Branches”, the effective rate is much lower at 
30.0%.  And this is the tax rate that I use in calculating the WACC.  

 
Weighed Average Cost of Capital 

( )( ) ( ) ( )
V
PR

V
ER

V
DRTWACC PEDc ++−= 1 .  It is 8.19% for Bank of Nova Scotia.  If I 

include the retained earnings as a part of equity, the adjusted WACC is 8.46%.  I assume 
the cost of the retained earnings is the same as the cost of equity.  The rationale is that the 
retained earnings are supposed to be issued out to the shareholders as dividends, but the 
firm keeps the money to finance internal projects.  As a result, the shareholders require 
the retained earnings to have the same cost as equity.  
 
Expansion Analysis 
Having noticed that Scotia Bank will expand its current operations by 30%, it will require 
an additional finance of $8,802 Million (30% of market value).  The following is the 
alternatives for the Scotia Bank in financing its expansion: 
 

Debt Financing.  When using a debt financing, there are two countering effects on 
the WACC: (1) the benefit of the tax shield, and (2) the increasing risk of default. 

◊ 

1. In an extreme case, if Scotia Bank uses 100% debt financing, the additional tax 
shield benefit will be $2,640 Million (Tc x Debt = 30% x $8,802 Million).  This 
benefit is manifested in WACC by lowering it. 

2. When Scotia Bank increases the amount of debt, the default risk increases.  As a 
result, both debtholders and shareholders require a higher rate of return.  The 
WACC will increase. 

Applying the Modigliani and Miller Proposition, the new WACC is 6.94% (See 



Appendix C for detail calculation).  However, Scotia Bank must take into account 
that there are additional costs of financial distress, which should be added on top of 
6.94%. 
 

◊ Common Shares Financing.  Using common shares finance involves of issuing new 
equity, and it will dilute the shares of existing shareholders.  Shareholders may 
oppose that and requires higher return.  However, the advantage of common shares 
financing is that it is more flexible than debt finance because Scotia Bank can not to 
declare dividends. 

 
◊ 

◊ 

◊ 

◊ 
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Preferred Shares Financing.  Due to the inability to vote and other limitations, 
investors will not heavily invest into preferred shares.  The market for preferred 
shares is narrowed.  But Scotia Bank may try to gain capital from them because the 
cost of preferred shares is lower. 

 
Retained Earnings Financing.  On October 31, 2001, Scotia Bank has retained 
earnings of $9,913 Million.  It is sufficient to finance the whole expansion project.  
However, this amount may have been used to finance the existing projects. 

 
After reviewing the advantages and disadvantages of each alternative, I recommend 
Scotia Bank to use a mix of above strategies.  First, Scotia Bank may try to use the free 
cash in its retained earnings and then issue a smaller quantity of preferred shares.  This is 
because the free cash are handy and the preferred shares are less costly.  Second, Scotia 
Bank should use a mix of Debt and Common Shares.  The proportion should be 
approximately the same as the current Debt-to-Equity ratio, which is 20.81%.  The reason 
is that each firm has its optimal debt-to-equity ratio, and each firm would set a range of 
possible values.  Scotia Bank may have been already reached its optimal debt-to-equity 
ratio.  To support it, within October 2001 and November 2002, Scotia Bank has been 
severally repurchasing debts and some series of preferred shares.  This could be the 
evidence that the internal analysts of Scotia Bank try to balance the debt-to-equity ratio 
and other measurements, such as WACC.  If the RD does not change, the RE will not 
change according to MM II.  The new WACC will be approximately the same as 8.19% 
(the original one). 
 
Scotia Bank’s Capital Structure and Performance 

In the ratios of Debt-to-Value, Common Shares-to-Value, Preferred Shares-to-Value, 
and Retained Earnings-to-Value, Scotia Bank has the highest RE/V (25.48%) and 
lowest P/V (2.76%) compared to other four banks.  The high RE/V ratio implies that 
Scotia Bank keeps most of it earning to invest in internal projects.  The low P/V ratio 
means that Scotia Bank has underused the benefit of issuing low cost equity.  This 
may due to the fact that most preferred shares in the market are used to finance 
internal projects, but Scotia Bank has a strategy to use retained earnings instead.  

 
Debt-to-Equity ratio.  It is never easy to quantify the optimal debt-to-equity ratio, 
but comparing with the industry average can provide a sense of reference.  Currently 
D/E of Scotia Bank is 20.81%.  It is around the average of big five Canadian banks. 

 
Liquidity ratio: Current Ration and Percent of Liquid Assets 



 The current ratio of Scotia Bank is 1.39, which is current asset divided by current 
liability.  This number indicates that Scotia Bank can shortly cover its current 
liability, but a current ratio of 2 and more is safer. 
 The liquid assets ratio expresses the liquid assets as a percent of total assets.  

Scotia Bank has consistently improving its percents of liquid assets; it is 22.3% 
compare to 20.9% in 2000, and 19.7% in 1999.   

 
◊ 

◊ 

Tier 1 and Total Capital Requirements.  The tier 1 capital of Scotia Bank is 9.3% 
and the Total Capital is 13%.  Scotia Bank has no problem meeting OSFI’s 
requirements.  Therefore, its overall strength is high and it is considered as adequately 
capitalized.   

  
Productivity Ratio.  The productivity ratio measures the overall efficiency of the 
Bank.  It expresses expenses as a percentage of the sum of net interest income and 
other income.  The ratio for Scotia Bank is 53.9%.  A lower ratio indicates better 
productivity, and the target for Scotia Bank is to maintain below 60%.  

 
 



 

 Using Group Formula    Individual  
All Value in Million 
(except per share) 

RBC TD BMO CIBC Scotiabank Scotiabank 

DESCRIPTION             
Total Assets in BV $389,260 $287,838 $239,409 $287,474 $284,425 $284,425 

Net of Working Capital 
Assets (Book) 

$24,479 $19,568 $15,356 $15,899 $19,952 $19,952 

Market Value (Debt + 
common +  preferred) 

$39,263 $28,534 $23,412 $23,946 $29,339 $28,989 

Total Liability (Book) $341,095 $274,434 $228,727 $275,574 $269,817 $269,817 

Net of Working Capital 
Liabilities (Book) 

$6,314 $4,892 $4,674 $3,999 $5,344 $5,344 

Number of Common 
Outstanding (as of 
actual figure) 674,021,000 628,451,159 491,678,555 363,188,000 503,795,469 503,795,469 
Closing Share Price $46.80 $35.94 $35.26 $48.82 $45.50 $45.50 

Common Stock 
(Market) 

$31,544 $22,587 $17,337 $17,731 $22,923 $22,923 

Preferred Shares 
(Market) 

$1,405 $1,055 $1,401 $2,216 $1,072 $1,072 

Long Term Debt 
(Book) 

$5,713 $4,612 $4,524 $3,934 $4,994 $4,994 

Short  Term Debt 
(Book) 

$601 $280 $150 $65 $350 $350 

Retained Earning $9,168 $9,653 $6,257 $6,774 $9,913 $9,913 

Equity Beta 0.64 1.2 0.63 1.09 0.75 0.75 
Risk Free Rate (Rf) 2.34% 2.34% 2.34% 2.34% 2.34% 2.34% 
Market Risk Premium 
(Rm-Rf) 

9.00% 9.00% 9.00% 9.00% 9.00% 9.00% 

Cost of Equity 8.10% 13.14% 8.01% 12.15% 9.09% 9.09% 
Cost of Preferreds 5.73% 5.75% 5.17% 5.24% 5.86% 5.86% 
Cost of Debt 6.80% 6.45% 6.69% 5.72% 6.52% 6.52% 
Marginal tax rate 41.50% 41.10% 41.07% 41.60% 41.10% 30.00% 
WACC 7.29% 11.23% 7.03% 10.04% 7.97% 8.19% 
WACC w/ RE 7.49% 11.74% 7.23% 10.51% 8.29% 8.46% 
             

D/E ratio market 19.16% 20.69% 24.94% 20.05% 22.27% 20.81% 

D/V ratio 13.04% 12.81% 15.75% 13.02% 13.61% 12.84% 

C/V 65.13% 59.15% 58.43% 57.72% 58.40% 58.92% 

P/V 2.90% 2.76% 4.72% 7.21% 2.73% 2.76% 

RE/V 18.93% 25.28% 21.09% 22.05% 25.25% 25.48% 
The group formula includes short-term debt in the market value, but the individual analysis does not.  



Appendix A 
SUBORDINATED DEBENTURES (As of the year ended 2001) 
         
  Maturity date Interest Rate (%) Amount (In Million) Weight 
1 December, 2006 6.00% $350  
 The bank announced to redeem it by December 2001  
     
2 March, 2003 8.10% $116 0.0249 
3 May, 2003 6.875% $397 0.0853 
4 June, 2007 6.25% $300 0.0645 
5 July, 2007 6.50% $794 0.1706 
6 April, 2008 5.40% $600 0.1289 
7 September, 2008 6.25% $397 0.0853 
8 February, 2011 7.40% $300 0.0645 
9 July, 2012 6.25% $500 0.1074 
10 July, 2013 5.65% $425 0.0913 
11 September, 2013 8.30% $250 0.0537 
12 May, 2014 5.75% $325 0.0698 
13 June, 2025 8.90% $250 0.0537 
14 August, 2085 Floating $340   
    1.0000 
 Total Short-Term Debts: $350  
 Total Long-Term Debts: $4,994  
 Total Debt:  $5,344  
     
 Weighed Average s-t Debts Rate: 6.00%  
 Weighed Average l-t Debts Rate: 6.52%  
     

 
 

Appendix B 
PREFERRED SHARES (as of November 22, 2002)     
         
  Value in Million             
  Name Ticker Symbol Quantity Book Value  Market Price Market Value Yield Weight 
 Series 6 BNS PR E 12.000 $300 Redeemed    
 Series 7 BNS PR F 8.000 $200 Redeemed    
 Series 10    Redeemed    
         
1 Series 8 BNS PR G 9.000 $225 $26.65 $239.85 6.60% 0.2237 
2 Series 9 BNS PR H 10.000 $250 $26.51 $265.10 6.30% 0.2473 
3 Series 11 BNS PR I 9.993 $250 $27.15 $271.31 5.50% 0.2531 
4 Series 12 BNS PR J 12.000 $300 $24.65 $295.80 5.20% 0.2759 
        1.0000 
 Total Preferred Shares Market Value: $1,072.06     
 Weighed Average Yield Rate: 5.86%     

 



Appendix C – If Scotia Bank Finance the Expansion 100% by Debt 
 

The return on asset is )()()(
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If the MM proposition 1 holds, the RA is constant.  Assume, as the default risk increase, 
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