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Structure/Valuation of the rate reset product:
1. What are the options for a holder at the reset date?
a. Convert into the floating rate series – new dividend rate will reset on a quarterly basis at
the 90‐day T‐Bill + predetermined reset spread (non‐taxable event)
b. Remain in fixed rate series – new 5‐year fixed dividend rate set at the 5‐year GoC bond yield
+ reset spread (non‐taxable event)
c. Sell into market (taxable event)
2. Can rate resets be reset over a negative 5‐year Government of Canada bond yield?
Yes, if 5‐year GoC bond yields are negative upon reset, the new dividend would be set at a spread over a
negative base rate.
3. Are rate resets a new hidden form of a perpetual security?
Rate resets are perpetual in nature. If a company chooses, they can leave the rate reset outstanding
indefinitely and allow the dividends on the rate resets to change every 5‐year at a predetermined
spread.
4. Are rate reset dividends in jeopardy of not being paid?
In order for a company to not pay the dividend on their preferred shares they would need to completely
eliminate the dividend on the common share beforehand. In general, the fall in preferred share prices
year‐to‐date has been fairly unrelated to the credit quality of the companies, but more highly correlated
with the drop in underlying benchmark yields and the lower dividend income.
5. Why is the dividend all of a sudden lower on some rate reset securities?
Rate resets that have been reset within the last year have had their dividends drop as much as 40% due
to a significantly lower underlying 5‐year GoC bond yield compared to when these securities were issued
 5‐year GoC bond yield in 2010 ranged from 3.24% to 1.83%.
Date

Ticker

Initial
Dividend

New
Dividend

Div
%
Change

31‐Mar‐15

FFH.PR.E

4.75%

2.91%

‐38.74%

31‐Mar‐15

AIM.PR.A

6.50%

4.50%

‐30.77%

26‐Apr‐15

BNS.PR.Y

3.85%

1.82%

‐52.73%

30‐Apr‐15

BRF.PR.A

5.25%

3.36%

‐36.10%

1‐Jun‐15

FTS.PR.H

4.25%

2.50%

‐41.18%

30‐Jun‐15

SLF.PR.G

4.35%

2.275%

‐47.70%

30‐Jun‐15

TRP.PR.B

4.00%

2.152%

‐46.20%

15‐Aug‐15

EMA.PR.A

4.40%

2.56%

‐41.93%

6. What underlying base rate is U$ rate reset preferred share dividends reset over?
Canadian companies that have USD denominated rate resets will have their new dividend rate set over
the US 5‐year Treasury yield or the US 90‐day Treasury yield.
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7. What Government of Canada bond yields should be used to evaluate the different types of preferred
shares?
a. Fixed Perpetuals: prices should move inversely with moves in 30‐year yields
b. Floating: prices should move with moves in 90‐Day T‐Bills
c. Rate Resets: prices should move with moves in 5‐year yields.
8. Which yield is more accurate: current yield or yield‐to‐reset?
Focusing on the yield‐to‐worst, the lower of current yield and yield‐to‐reset, is the most conservative
approach. Each valuation has its limitations; current yield is solely the dividend divided by price, and is
only a valid yield until the next reset date as the dividend rate will change. Yield‐to‐reset assumes that
the holder receives $25 par value at the reset date, which will not necessarily be the case.
In today’s environment, the lowest yield is often the current yield and investors should be content
achieving that return while also having the potential for a higher return if prices appreciate.
9. What is the difference between a NVCC bank reset and a non‐NVCC bank rate reset?
A Non‐Viable Contingent Capital (NVCC) bank rate reset is the new type of bank rate reset which in
certain scenarios (government capital injection, bank no longer considered a going concern) can be
converted into common shares based on a decision by the regulator. The old type of bank (non‐NVCC)
preferred shares do not have this embedded trigger feature and will no longer count as Tier 1 Capital on
the bank’s balance sheet post January 2022 as per Basel III Regulations.
10. Why would a bank redeem a non‐NVCC bank rate reset with a reset spread of +100 bps?
Although the +100 bps spread may be attractive financing if left outstanding beyond January 2022 the
security will no longer count as Tier 1 Capital on the bank’s balance sheet – making it less attractive for
the company to be paying dividends (after‐tax dollars) with no Tier 1 Capital treatment. It could be left
outstanding if the +100 bps spread is considered cheap financing from a debt perspective, which is
unlikely in the current market environment.
11. How should rate resets trade as they approach the reset date?
If the security is expected to be redeemed at the reset date it will likely be trading fairly close to its
original $25 par value; however, if the security is not expected to be redeemed at the reset date it will
trade at a price to reflect a yield inline with its peers. Preferred shares trade on a yield basis rather than
price.
12. Is it the expectation that the 2018‐2020 rate resets get redeemed at their respective reset dates?
So much can change in any given period of time that it is difficult to know 3 to 5 years in advance of a
reset date whether or not the security will be redeemed. If a company has multiple rate resets
outstanding it is likely that the rate reset with the biggest reset spread will be redeemed first, but once
again that will be dependent on the credit cycle at the various reset dates.
13. If a rate reset is trading near $25 does this mean it is going to be redeemed at the reset date?
Preferred shares trade on a yield basis rather than price, as the various securities have different
dividend rates, reset dates and reset spreads. Just because a security is trading at $25, it does not mean
that it will be redeemed as it will only be redeemed if it is in the company’s best interest to do so which
is a function of credit, and financing levels at the reset date.
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Overall Preferred Share Market:
1. Why don’t companies issue retractable preferred shares anymore?
From a company standpoint, retractable preferred shares are considered debt on the company’s
balance sheet from a rating agency point of view rather than the equity treatment given to rate reset
and fixed perpetual preferred shares. From a capital structure perspective, increasing a company’s debt
level can affect various debt ratios. Retractable preferred share are not tax deductible (unlike interest
payments) so the retractable preferred share cost of capital is unlikely to be competitive with debt.
2. Who are the main investors in preferred shares?
Retail investors comprise approximately 70% of the overall preferred share market, while the remaining
30% is held institutionally.
3. What is the size of the rate reset market in relation to the overall preferred share market?
Par Value
(Millions)
% of Overall Mkt
Retractable

$1,205

2%

Rate Reset

$39,972

59%

Fixed Perpetual

$17,263

26%

Floating

$4,850

7%

Fixed Floater

$1,659

2%

Split

$2,589

4%

Total

$67,541

100%

Performance Year‐to‐Date:
1. Is the drop in price of preferred shares related to deterioration in the credit quality of the companies?
Overall, the significant decline in the rate reset market has not been attributable to credit deterioration
but a re‐pricing of the rate reset product due to the low underlying benchmark interest rate
environment causing rate resets to have a lower dividend following the first reset date.
2. Why are high quality (investment grade) rate resets down as much as 40% year‐to‐date?
The rate reset product as a whole has fallen out of favor with investors which led to a substantial decline
in the value of these preferred shares. At this time, investment grade credit companies are not at risk of
being unable to pay their preferred share dividends, instead these securities have fallen due to the
inherent risk that at their reset dates they may be reset with a lower dividend rather than being
redeemed.
3. What has to change in the market to see rate reset prices move higher?
A number of factors including supply/demand, underlying interest rates, credit quality of company etc.,
will have an impact on the price at which the security trades at in the future. Prices on rate reset should
appreciate from current levels if the underlying 5‐year Government of Canada bond yield moves higher
as future dividend income is calculated over this base level. Investor sentiment is also an important
consideration as demand for the rate reset product remains weak given the price moves seen already
this year. Overall, future pricing will also be dependent on economic data and rhetoric from the Bank of
Canada regarding the outlook for the Canadian economy.
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4. When will I likely get my capital back?
Rate resets are perpetual in nature; therefore, companies could leave these securities outstanding
indefinitely – capital will be returned to the holder if the company decides to redeem the security or the
holder sells the security in the secondary market.
5. Are institutional investors influencing the volatility in the preferred share market?
Both institutional and retail investors are increasing the volatility within the preferred share market as
the ability to transact in large volumes is fairly difficult due to the illiquidity of the market causing
advisors and institutional investors alike to move the market in order to complete a large trade. There
have been instances when institutional program buying/selling have caused significant movements in
the preferred share market as ETFs must buy or sell the underlying securities on a daily basis depending
on net creations/redemptions.
6. What has happened to the credit profile of Enbridge preferred shares over the last year?
Enbridge announced in early December of 2014 that they were looking to drop‐down its Canadian
pipeline assets to Enbridge Income Fund (EIF) and were increasing their common share dividend by 33%
which sparked a reaction from the credit rating agencies (S&P and DBRS) as this movement moved
Enbridge towards a holdco structure, it increased the company’s payout ratio range to 75%‐85% and
moved the assets further away from the issuing company making them more heavily reliant on the cash‐
flows from EIF. By the end of August, both S&P and DBRS had downgraded Enbridge’s preferred share
credits to Pfd‐2L and P‐3H giving Enbridge a split rating of investment grade/non‐investment grade.

Outlook:
1. What impact will a further cut by the Bank of Canada have on the rate reset market?
A further Bank of Canada rate cut will likely negatively impact rate resets due to the correlation with the
movement lower in the underlying 5‐year benchmark. At this time, the 5‐year yield has not fully priced
in another cut. If another cut did occur any security that has its dividend reset shortly afterwards would
likely be the most heavily impacted as these securities will be reset above the lower 5‐year yield.
2. What will happen if interest rates remain at current levels?
If underlying interest rates remain at current levels the dividend income received on rate reset preferred
shares should continue to offer investors attractive yields relative to other corporate fixed income
products. Interest rate movements are only one factor that impacts the price of rate resets. The credit
spread environment and supply/demand factors will also affect the price/yield of preferred shares.
3. Why would rate resets perform well in a rising interest rate environment?
The reset feature inherent in the rate reset product will cause rate resets, unlike straight perpetual
preferreds, to move in line with interest rates as the dividends on the rate resets have the ability to be
reset at a higher dividend rate in a rising interest rate environment.
4. Is tax loss selling going to cause further downside pressure in preferred shares towards the end of the
year?
It is likely that tax loss selling season will once again lead to further downside pressure in the rate reset
market as investors have significant losses on the preferred share component of their portfolios.
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5. Should I be selling rate resets and buying fixed straight perpetuals?
Fixed straight perpetuals will trade similarly to corporate 30‐year bonds – prices will move inversely to
changes in underlying interest rates. In 2013 when 30‐year bond yields spiked 100 bps in a short‐period
of time, straight perpetuals fell anywhere between 12%‐18% depending on their dividends – the higher
the dividend the less price sensitive the security will be to changes in underlying interest rates. With the
potential of 30‐year yields moving higher, rate resets should perform better in a rising rate environment,
so it is not advised to move into fixed perpetual securities unless your view is that 30 year interest rates
will stay at current levels for a longer period of time.
6. Is this the time to be buying the BMO Laddered ETF (ZPR)?
The BMO Laddered ETF (ZPR) tracks the performance of the S&P/TSX Preferred Laddered Index which is
comprised solely of rate reset preferred shares. The problem with ZPR is that it has an equal weighting
in each year of resets. Near‐term resets (2016/17) will be more price sensitive to changes in underlying
interest rates which has the ability to affect the performance of the ETF.
7. What area of the preferred share market looks attractive?
Currently, high quality names (Pfd‐2L and above) with longer‐term reset dates that have sold‐off along
with the rest of the market offer investors an attractive yield. These securities allow at least 3‐5 years
for holders to collect the stated dividend income and also gives time for underlying interest rates to
move higher which acts as a base rate for future dividends.
8. What are the risks of buying rate resets that are trading at $10‐$15?
The risk of buying securities at deep discounts ($10‐$15) is that there is probably a good reason as to the
cheap prices versus other preferred share securities. The depressed price is typically indicative of a
weaker credit quality, a low reset spread or a shorter term to reset, which can lead to increased
volatility and more potential downside in the current environment.
9. Is it advised to buy full or half positions of rate resets based on current market conditions?
With the outlook that underlying interest rates may remain at current levels for the near‐term, it is
recommended to slowly accumulate positions rather than buy full positions. Tax loss selling has the
potential to add further pressure to the rate reset market heading into year‐end as investors crystallize
losses, therefore, it is recommended waiting until year‐end to accumulate full positions as the market
may remain volatile in response to negative investor sentiment, illiquidity, new issuance, global
developments and central bank rhetoric.
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Important Disclosures
The author(s) of the report own(s) securities of the following companies.
Bank of Nova Scotia,
The supervisors of the Portfolio Advisory Group own securities of the following companies.
Bank of Nova Scotia,
Scotia Capital Inc. is what is referred to as an “integrated” investment firm since we provide a broad range of corporate finance, investment
banking, institutional trading and retail client services and products. As a result we recognize that we there are inherent conflicts of interest in
our business since we often represent both sides to a transaction, namely the buyer and the seller. While we have policies and procedures in
place to manage these conflicts, we also disclose certain conflicts to you so that you are aware of them. The following list provides conflict
disclosure of certain relationships that we have, or have had within a specified period of time, with the companies that are discussed in this
report.
Scotia Capital (USA) Inc. or its affiliates has managed or co‐managed a public offering in the past 12 months. Bank of Nova Scotia, Brookfield
Renewable Energy Partners LP, Emera Incorporated, Enbridge Inc., Fairfax Financial Holdings Limited, Fortis Inc., Sun Life Financial Inc.,
TransCanada Corporation
Scotia Capital (USA) Inc. or its affiliates has received compensation for investment banking services in the past 12 months. Bank of Nova Scotia,
Brookfield Renewable Energy Partners LP, Emera Incorporated, Enbridge Inc., Fairfax Financial Holdings Limited, Fortis Inc., Sun Life Financial
Inc., TransCanada Corporation
Scotia Capital (USA) Inc. had an investment banking services client relationship during the past 12 months. Bank of Nova Scotia, Fairfax
Financial Holdings Limited
Scotia Capital Inc. and its affiliates collectively beneficially own in excess of 1% of one or more classes of the issued and outstanding equity
securities of the following issuer(s): Emera Incorporated, Enbridge Inc., Fortis Inc., Sun Life Financial Inc., TransCanada Corporation
The Bank of Nova Scotia is the parent company and a related issuer of Scotia Capital Inc. and ultimate parent company and related issuer of
Scotia Capital (USA) Inc. Bank of Nova Scotia
Within the last 12 months, Scotia Capital Inc. and/or its affiliates have undertaken an underwriting liability with respect to equity or debt
securities of, or have provided advice for a fee with respect to, the following issuer(s): Bank of Nova Scotia, Brookfield Renewable Energy
Partners LP, Emera Incorporated, Enbridge Inc., Fairfax Financial Holdings Limited, Fortis Inc., Sun Life Financial Inc., TransCanada
Corporation
Scotiabank is acting as financial advisor to Emera Incorporated in its pending acquisition of TECO Energy. Emera Incorporated
General Disclosures
The ScotiaMcLeod Portfolio Advisory Group prepares this report by aggregating information obtained from various sources as a resource for
ScotiaMcLeod Wealth Advisors and their clients. Information may be obtained from the Equity Research and Fixed Income Research
departments of the Global Banking and Markets division of Scotiabank. Information may be also obtained from the Foreign Exchange Research
and Scotia Economics departments within Scotiabank. In addition to information obtained from members of the Scotiabank group, information
may be obtained from the following third party sources: Standard & Poor’s, Valueline, Morningstar CPMS and Bloomberg. The information and
opinions contained in this report have been compiled or arrived at from sources believed reliable but no representation or warranty, express or
implied, is made as to their accuracy or completeness.
While the information provided is believed to be accurate and reliable, neither Scotia Capital Inc., which includes the ScotiaMcLeod Portfolio
Advisory Group, nor any of its affiliates makes any representations or warranties, express or implied, as to the accuracy or completeness of such
information. Neither Scotia Capital Inc. nor its affiliates accepts any liability whatsoever for any direct or consequential loss arising from any use
of this report or its contents.
This report is provided to you for informational purposes only. This report is not intended to provide personal investment advice and it does not
take into account the specific investment objectives, financial situation or particular needs of any specific person. Investors should seek advice
regarding the appropriateness of investing in financial instruments and implementing investment strategies discussed or recommended in this
report and should understand that statements regarding future prospects may not be realized.
Nothing contained in this report is or should be relied upon as a promise or representation as to the future. The pro forma and estimated
financial information contained in this report, if any, is based on certain assumptions and management’s analysis of information available at the
time that this information was prepared, which assumptions and analysis may or may not be correct. There is no representation, warranty or
other assurance that any projections contained in this report will be realized.
Opinions, estimates and projections contained in this report are our own as of the date hereof and are subject to change without notice.
Copyright 2012 Scotia Capital Inc. All rights reserved
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Additional Disclosures
ScotiaMcLeod is committed to offering its valued clients a disciplined approach to investing. A hallmark of this approach is access to
comprehensive research reports, including fundamental, technical, and quantitative analysis that investors can use to assist them in bringing
informed judgment to their own financial situation and investment decisions. In addition to the reports prepared by ScotiaMcLeod through its
Portfolio Advisory Group, we also offer our clients access on request to insights in the form of research from other leading firms such as Standard
and Poor’s, which offers independent research of relevance to our investment process. Further to your request, please find attached a research
report of Standard and Poor’s (or one of its research affiliates), a member of the National Association of Securities Dealers (or similar securities
regulatory authority). As Standard & Poor’s is not subject to Canadian regulation, this research report does not conform to Canadian disclosure
requirements. ScotiaMcLeod is a division of Scotia Capital Inc. Scotia Capital Inc. is a member of the Canadian Investor Protection Fund and the
Investment Industry Regulatory Organization of Canada. Neither Scotia Capital Inc. nor its affiliates accepts any liability whatsoever for any loss
arising from any use of this document or its contents, including for any errors or omissions in the data or information included in the document
or the context from which it is drawn.

The content may have been based at least in part, on material provided by Standard & Poor's (S&P), our correspondent research service. S&P
has given ScotiaMcLeod general permission to use its research reports as source materials, but has not reviewed or approved this report, nor has
it been informed of its publication. S&P’s Stock Appreciation Ranking System is used by S&P analysts to rate stocks within their coverage
universe assigning one to five STARS – five STARS – five STARS indicating a “buy” and one STAR a “sell”. S&P’s analysts also provide earnings
estimates for these covered issues.
S&P’s Stock Appreciation Ranking System is a rank of the potential for future performance over a six to 12‐month period. The STARS selection
process relies on a disciplined investment approach that combines fundamental and technical analysis, sector weightings, reasonable turnover,
performance‐based bonus system, and a “top‐down” overlay with influence from the S&P's Investment Policy Committee. The overarching
investment methodology is “growth at a reasonable price”. Unlike equity valuations from other financial firms, STARS is a forecast of a
company's future capital appreciation potential versus the expected performance of the S&P 500 before dividends.
® Registered trademark of The Bank of Nova Scotia, used by ScotiaMcLeod under license. ScotiaMcLeod is a division of Scotia Capital Inc. Scotia
Capital Inc. is a member of Canadian Investor Protection Fund.
Definition of Scotiabank GBM Equity Research Ratings & Risk Rankings
We have a three‐tiered system, with ratings of 1‐Sector Outperform, 2‐Sector Perform, and 3‐Sector Underperform. Each analyst assigns a
rating that is relative to his or her coverage universe or an index identified by the analyst that includes, but is not limited to, stocks covered by
the analyst.
Our risk ranking system provides transparency as to the underlying financial and operational risk of each stock covered. Historical financial
results, share price volatility, liquidity of the shares, credit ratings, and analyst forecasts are evaluated in this process. The final ranking also
incorporates judgmental, as well as statistical, criteria. Consistency and predictability of earnings, EPS growth, dividends, cash flow from
operations, and strength of balance sheet are key factors considered. Scotiabank GBM has a committee responsible for assigning risk rankings
for each stock covered.
The rating assigned to each security covered in this report is based on the Scotiabank GBM research analyst’s 12‐month view on the security.
Analysts may sometimes express to traders, salespeople and certain clients their shorter‐term views on these securities that differ from their
12‐month view due to several factors, including but not limited to the inherent volatility of the marketplace.
Ratings

Risk Rankings

Sector Outperform
The stock is expected to outperform the average total return of the
analyst's coverage universe by sector over the next 12 months.

Low
Low financial and operational risk, high predictability of financial
results, low stock volatility.

Sector Perform
The stock is expected to perform approximately in line with the
average total return of the analyst's coverage universe by sector over
the next 12 months.

Medium
Moderate financial and operational risk, moderate predictability of
financial results, moderate stock volatility.

Sector Underperform
The stock is expected to underperform the average total return of the
analyst's coverage universe by sector over the next 12 months.
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High
High financial and/or operational risk, low predictability of financial
results, high stock volatility.

Other Ratings
Tender ‐ Investors are guided to tender to the terms of the takeover
offer.

Caution Warranted
Exceptionally high financial and/or operational risk, exceptionally low
predictability of financial results, exceptionally high stock volatility. For
risk tolerant investors only.

Under Review ‐ The rating has been temporarily placed under review,
until sufficient information has been received and assessed by the
analyst.

Venture
Risk and return consistent with Venture Capital. For risk‐tolerant
investors only.

