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Moderator Hélène Pouliot: Good morning and welcome everyone to Panel Discussion 32: “Drivers of Shareholder Value.” My
name is Hélène Pouliot and I will be your moderator for this session.

With the recent demutualization of five Canadian life insurance companies, a lot of attention has been focused on their initial
price offering, and since then, on the movement of their share price on the stock market. How does the market evaluate life
insurance companies? Has it already recognized the full value of the Canadian stock life insurance companies? If not, how long
will it take or what will it take? How can management ultimately maximise our shareholder’s value? What are the factors that
contribute the most to maximizing life insurance company value? To help us answer these questions, I have invited three
excellent panelists who will share their different perspectives on this interesting subject.

Marlene Van Den Hoogen is a consultant who practises in the area of individual life insurance, specializing in actuarial appraisals
and general financial modelling. She is a Fellow of the Society of Actuaries and a member of the American Academy of Actuaries.
Marlene will share with us the results of Tillinghast-Towers Perrin research on how to maximize the market value of life insurance
companies.

Tom Flynn is the managing director, head of Financial Services Group with BMO Nesbitt Burns. In his function, Tom is
responsible for coordinating BMO Nesbitt Burns’ activities in the financial services area. BMO has been very active in the life
insurance industry, including acting as financial advisor and co-lead underwriter on three of Canada’s five demutualizations,
and advising Great West Life on its acquisition of the London Insurance Group. Tom is a chartered accountant and he has an
MBA from the University of Western Ontario. Tom will talk about the Canadian initial public offerings (IPO) experience and
the recent performance of the life insurance companies’ stocks.

1Marlene Van Den Hoogen, FSA, not enrolled in the Institute, is a consultant who practises in the area of individual life insurance,
specializing in actuarial appraisals and general financial modelling.

2Mr. Tom Flynn, not enrolled in the Institute, is chartered accountant and the managing director, head of Financial Services
Group with BMO Nesbitt Burns.
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Finally, Geoff Guy is well known to most of us. He is the chief actuary of Manulife Financial. Geoff played an industry-leading
role in establishing Canadian regulations and in developing a multi-jurisdictional framework for his company’s recent
demutualization. Geoff will share with us his views on how a life insurance company can build shareholder value.

Before we start, I ask that you please hold your questions until the end. Copies of the presentations are at the back of the room,
and so you can help yourselves. Finally, our recorder for this session is Stephanie Greer.

Ms. Marlene Van Den Hoogen: Good morning. As Hélène said, this morning, I would like to share with you the results of a
study with which I recently assisted at Tillinghast-Towers Perrin as part of our shareholder value practice, in looking at
maximizing the value of an insurance company. Similar to the recent Canadian experience of demutualization, a large number
of American companies have also demutualized. However, unlike the Canadian experience, there has been a large number of
stock insurance companies already out there with experience at which we can look to see what might impact the shareholder
value of insurance companies. We hope that type of experience and knowledge will also help Canadian companies to look at
what might impact the shareholder value of their companies also.

What I would like to do is start with the background of our study – what we hoped to achieve – and then move on to what
we found to be empirical drivers of value. We found four drivers that explain significantly the stock price of insurance companies.
We will then move to the decision model that resulted from that study and go into a case study of applying what we found.
Our findings can have some interesting implications for the future.

When we first approached the study, we wanted to ask ourselves what drives the shareholder value of insurance companies.
There has been a lot of research out there that explains the shareholder value of a number of other companies, but not a lot
that deals exactly with insurance companies. When the research was referring to insurance companies, maybe it was using just
one kind of variable that would explain market to book at a single linear regression type of model. So, we reviewed what was
out there and we looked at the traditional approach, which is the Gordon’s Model, and we found that this was not really going
to help us in explaining the shareholder value of an insurance company.
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This first slide says that the predicted market value of a company is equal to the current year’s dividends divided by the required
rate of return less a growth rate. However, in the insurance companies at which we were looking, we found that the growth
rate was higher than the required rate of return. When that happens, your denominator, obviously, becomes negative and the
model starts to fall apart. The other part of the equation that we found but which wasn’t really helping us, was the second part,
and we wanted to understand it. That is, if you can understand what drives the stock prices of insurance companies, how can
you use that information for management approaches? If you can find a model that explains shareholder prices and you find
something that will be able to set managerial priorities through a set of alternatives – such as reduction of expenses, growing
of business, or repurchasing stock, etc. – how can the information of what drives shareholder value be used to evaluate which
one might affect the stock price the most?

I will move to what we found to be drivers of value based on a study that we performed – the multiple regression model. We
found that the shareholder value of companies, which we have defined that as the dependant variable of the market value to
the book value of an insurance company, can be explained by four empirical drivers. These empirical drivers are: the forward-
looking return on equity (ROE), a prospective five-year earnings growth rate, what the rating agency says about a company
(your current rating), and, finally, the downside earnings volatility which I will explain a little bit more as we go along. We
looked at publicly traded US insurance companies for which analyst estimates were available, and these totalled about 33
companies. Using the data from those companies, we were able to come up with a model that had four drivers.

We will look at each of those drivers individually and the way in which they might explain shareholder value. Forward-looking
ROE, which is defined as next year’s earnings per share divided by today’s current book value per share, was actually the single
variable that had the highest explanatory power of market-to-book ratios. We first started looking at how to explain the market-
to-book ratios of life insurance companies only. This was partly because, for myself, I know more about that but also because
we thought that we would have enough companies out there to look at individually. So, when we first looked at life insurance
companies, we were able to find that the forward ROE explained the market-to-book ratios with an explanatory power of R
squared equal to 59%. We then went on and added in the property and casualty (P&C) companies for which we also had
information, and we found that the model really did not change very much. The regression is still very similar, the equation
is very similar, and the explanatory power is very similar. Again, we found that this is the single largest variable that drives
shareholder value, or is the most highly correlated to the market-to-book ratios.
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We also considered looking at historic ROE. When I am speaking about ROE, I am talking about US GAAP ROE. We found
no historical correlation to market-to-book and so what the company has done in the past really did not impact what the current
market-to-book ratios are today.

Now, we will look at the second empirical driver. We found that a five-year earnings growth rate, or an estimate of your next
five-year earnings growth rate, was highly correlated to market-to-book ratios as well. We looked over a number of time horizons
with respect to growth rates both historically and prospectively. We found that in looking at historic growth rates, there was
really little correlation to today’s market-to-book ratios, but the further you went out into the future to estimate your growth
rate, the more highly correlated it was with the market-to-book ratios. We also found a correlation by using analyst’s five-year
estimate of earnings. And, again, that type of information is pretty intuitive anyway. A number of variables at which we were
looking made sense, and that is why we included them in our model.

Five-year earnings growth versus market-to-
book ratio

���

���

���

���

0

0.5

1

1.5

2

2.5

<10% 10% – 12% 12% – 14% 14%+

Five-year Earnings Growth

Number of
Companies: 6 8 13 12

Market 
to Book

We graphed the companies with respect to their average market-to-book ratios and their average five-year earnings growth rates.
You can see that the companies on the far right-hand side had earnings growth rates of 14% or higher, and had an average market-
to-book ratio of 2.3. Compare that to the market-to-book ratio of 1.1 for the company that had under 10% earnings growth
rate estimates for the next five years. You can see that there is a positive correlation with the five-year earnings growth rate.

The third driver that we included in our model was a rating agency rating. We looked at three rating agencies: Moody’s, A.M.
Best, and Standard and Poor’s (S&P). It is obvious that what a rating agency says about your company is going to be important
to how people will evaluate your company. I think that is evidenced by a question that Credit Suisse First Boston asked in
a chief financial officer (CFO) survey. They had asked the CFOs: “What is the lowest financial rating that you think your
company needs from the following agencies to operate effectively in today’s environment?” Over 90% of the respondent
indicated that the rating is not that low. In fact, A.M. Best’s is A-, Moody’s is A3 and S&P’s is A-. We don’t have a lot of data
in companies below those ratings because they really don’t exist. I think it is important to maintain a rating of a certain level,
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and above that, incrementally, you hope your market-to-book ratio increases with that. There was also the question: “Do you
expect a significant rating upgrade from the following agencies over the next five years?” At least one quarter of the companies
believe that to be true, and so they can be considered to be focussing some effort on improving their rating agency rating.

In the same survey, the CFOs were asked, “What do you consider to be key drivers of ratings, with 1 being the highest and
12 being the lowest?” The most important drivers that the CFOs perceived to be driving ratings were the capital adequacy or
risk-based capital (RBC). RBC is the risk-based capital measure used in the United States. Close behind that is growth in
operating income and growth in market share. Consistent with that, rating agencies really do comment on the financial solvency
of companies in addition to managerial efforts. What we found when we looked at the companies in the S&P rating buckets
is that the higher the RBC ratio, the higher the rating on average; however, there was some variability around that average within
each rating group. This tends to suggest that perhaps you can achieve the same rating with a lower RBC requirement. This
obviously forgets capital, and so we found that kind of study interestingly consistent with what the companies believe (i.e.,
that there may be some room to move your RBC ratio down while maintaining a good rating).

We also did a similar study as compared to the five-year earnings growth rate on the average market-to-book ratio versus the
S&P rating. Again, while there are not too many companies there, two companies that had an AAA rating had an average market-
to-book ratio of 3.3 versus the companies with an A- rating that had averaged market-to-book ratios of 1.3. So, again, there
is evidence of a positive correlation between ratings and a market-to-book value.

The fourth and final driver that we looked at is called downside earnings volatility. We are calling this a “work in progress”
at the moment because we found this to be a little bit more effective for explaining P&C companies’ market-to-book ratios
than for life insurance companies. Although we want to examine this a little bit further, in terms of looking at downside earnings
volatility, we are looking at the historic growth rate in earnings. At any time in the past – let us say, in the past four years,
over the last 16 quarters – that earnings have gone down, we are looking at the semi-deviation of that decrease. So, it is only
when earnings go down and not when earnings go up. The higher your semi-deviation of that decrease, the worse your market-
to-book ratio would be. So, it is suggesting that, if you can maintain consistency or an increase in earnings, you would be
rewarded with a higher market-to-book ratio. If your earnings volatility is much more volatile, you might be penalized on your
stock price.

After we looked at a number of drivers of value and came up with those four, we put them into a multiple regression model
and tried to explain the market-to-book value of the insurance companies that we had in our data set. We were able to express
that as a function of those four variables with an explanatory power of R squared equal to 82%. This is based on 1998 year-
end data and we hope we can update this with 1999 year-end data and continue this study. We are hoping to see similar results.
Although we may not see the similar results in the R squared, we hope that we do see the same relationships among the four
drivers.

So, what can a company do with this kind of information? If we have a model that tries to explain the stock price of insurance
companies and expresses its four empirical drivers, we are suggesting that it can help management make decisions on how they
might set their priorities in terms of a managerial action to affect the stock price. For example, if your current market-to-book
ratio is 1 and you are able to achieve a 1% increase in your forward ROE, that would translate to an increase of 7.3% in your
market-to-book ratio, holding all other parameters constant. That is probably not realistic because, if you increase your ROE,
you might increase your forward growth rate and there is a lot of interrelationship between those drivers that you also have
to consider. Any management action would probably just affect one of these variables. But if you were to sit back and look
at just the change in one variable, there are increases in market-to-book values that the model suggests would occur.

Let us go through just one case study example. I would like to illustrate how this model will be used and some interesting
implications that might come out of it. Let us take a sample company – for example, company XYZ – and assume that today’s
forward ROE is 11%, that the estimate of the next five-year growth rate is 10%, the current S&P rating is AA-, with high earnings
volatility in the past, and the current book value per share is $30. Putting that information through the regression model that
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we came up with would suggest that the expected market-to-book ratio on that is 1.5 and would translate to a stock price of
$45.

So, if management were able to effect a change of a 10% expense reduction, what kind of impact can they foresee that having
on their stock price? Assume that, today, based on the information given, operating expenses were about $750 million, you
could achieve a 50% savings in the first year, that no change in rating would occur, and that you have no change in your downside
earnings volatility. With a corporate tax rate of 35%, you can take that information and put it through the model and it will
come up with an expected market-to-book ratio of 1.84, or a stock price of $55. What that does is help quantify the impact
of any managerial decisions. If we have already explained what drives stock prices, then we can look at a change like this and
see what it can do to improve stock prices. If management were faced with a number of decisions, it might help to prioritize
the one they might choose to follow first, if one shows an expected increase higher than the other alternatives.

Finally, we will look at the implications of our model. Some of the lessons that we have learned from going through this study
are that you can come up with a few results-oriented variables that do drive stock prices. You can empirically derive the
relationships between the drivers and the stock price, and, if you can do that, perhaps you can quantify the impact of any decision
on your stock price and use that information in the management of your company. That is the third point – that different
strategies and tactics can be evaluated in advance – but you would need to consider the interrelationship across drivers to fully
evaluate the impact of, and the appropriate management focus on, action that can deliver value.

Going forward, we are hoping to update this model. We think that any information that can help a stock company manage their
shareholder value better would be well received, and we hope to continue this research in the future.

Mr. Thomas E. Flynn: As a representative of a firm that spends a lot of time in the capital market, my comments will try to
draw lessons from the performance of the life companies since the demutualizations. I will talk about the drivers of shareholder
value that I think we have seen to date in the companies, and try to draw lessons from the real life examples of trading in the
stocks.

I will start by looking at the impact of macro factors on share price. One of the most important things about the performance
of a stock is how a company is doing individually. But it is often more important to look at how the sector the company is
in is performing. Secondly, we look at the performance of the life insurance stock and, again, just try to draw some lessons
about why the stocks have traded as they have and what the current trading multiples for the different companies mean. We
will look at valuation multiples and why they are what they are, and what the market is currently looking at.

I would like to say at the outset that in the Canadian market, because we really haven’t had a life insurance sector, people are
really trying to understand how the stock should be traded and people are out there trading the stocks every day. But we are
going through an evolution about people’s understanding of the business of what drives value. I think we are really just beginning
that, and a lot of what I have to say is reflective on how the market has behaved to date, but we are still in a state of evolution.
I will then talk about unlocking value. I think this is one of the things that management teams have to do to surface value
and it is one of the interesting areas at which to look in terms of opportunity to create value. Finally, I will talk about
communication with the market.

There really is not one stock market out there. There are a series of sub-indices and stocks within sectors trade to a large degree,
based on the performance of the sector that they are in. The differences between sub-index performance are far larger than the
differences between how much the index might be up or down in any given year. As an example, the difference between the
top-performing sector last year, which was industrial products – which really means technology – and the worst performing
sector – which was pipelines – was 120%. This was about four times the return for the overall market which was around 30%.

Sectors go in and out of favour very quickly in the markets. Last year, forest product was the third best performing sector in
the market with a return approaching 50%. So far, this year, the forest product sector is flat for the year; it is the fourth worst-
performing sector in the market. As management teams, you have to do all you can do to deliver value but, at the same time,
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you must recognize that there is only so much you can do. There are things going on affecting the share price in addition to
just what the company is doing.

Some of the macro factors that impact industry performance include: commodity prices, interest rates, demographics, new
technology, and the economic cycle. To a large degree, these factors are beyond the control of the management team, but what
management can do is control or manage the impact that these things have on a company. What happens is that, over time,
companies can do a good job of managing the impact of surprises. Different economic circumstances produce better earnings
track records and have the confidence of the market and, as a result, are recorded as higher valuation multiples by the market.
So, the important thing is not what is happening in the market to a degree, but just how the company responds and how well
it adapts to the changing market.

There are differences between the performance of stocks in any given sector, but you can see that the performance is not nearly
as variable as the performance across different sectors.
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This chart shows the experience of the Canadian Life Company, and we cover a period that is roughly a couple of months before
the Clarica IPO, which means roughly the last year. You can see that the stocks, as a group, traded in a range up until around
March of this year and then they took off. One of the interesting things is, what caused this sudden increase in the value of
Canada Life Insurance Company, and what, if anything, did the insurance company do to produce that additional value for the
shareholders?
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The graph on this chart just shows the composite of all the individual companies’ performance, and so it is a blend of all of
the stocks. The arrows point to different things that have had an impact on the performance of the composite over the period
of time. Interestingly, the things that have had the most impact on the share price performance over this period have almost
nothing to do with the individual companies. The largest factors that have impacted performance are:

1. The law of supply and demand

We had a tremendous supply of life company stock hit the market last year, which is obvious. It had the basic impact that
you would expect to have of driving down valuation levels because it was an excess of supply that had to be absorbed by the
market.

2. The shift in the market focus away from tech stocks and growth stocks towards value

The financial services stocks trade with significantly lower multiples than tech stocks, and they were seen as being an attractive
place to put money in a more volatile environment, and also, really, as an undervalued sector of the market. One of the arrows
indicates the beginning of the tech stock meltdown, roughly around the beginning of March. So, at about the same time that
the up-tick started, the Sun Life IPO was completed. Another technical factor that has impacted the performance has been the
inclusion of some of the companies in the Toronto Stock Exchange (TSE) indices: Clarica, and, a little later, Manulife. There
was a fairly sharp run-up – a run-up that was actually surprising to most people around the time of their inclusion. It was
surprising because the stock really ran up quite sharply. It was not a surprise that they were going in the Index and so we
expected that people would be a little more proactive in taking positions in advance of the actual inclusion than, in fact, they
were.

One important factor is that there is an inverse relationship between interest rates and price/earnings (PE) ratios. The reason
for that is fairly obvious. In rising rate environments, earnings have a lower present value. Secondly, rising rates mean a slowing
of earnings because the economy is going to slow and so there is not as much to discount back.
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Another important factor in the market has been what I called “merger and acquisition (M&A) expectations.” Last year, around
the middle of the year, the US changed its legislation regarding the ability of banks to buy life insurance companies. That change
was introduced fairly shortly before Canada Life’s IPO was priced. The life stocks in the US actually rose on that news, on the
expectation that there would be more consolidation, and that was a factor that helped us with the Canada Life IPO. The market
likes M&A mainly because values paid in M&A transactions are higher than secondary market trading valuations. They are
higher because people have to pay a premium to get control. The price-to-earnings multiple and the price-to-book multiple
that were paid on some of the recent transactions in the Canadian market are fairly high.

The other thing that people in Canada think about and remember is the experience with the London Life take-over battle, where
the Royal Bank launched a bid that was topped by Great West Life. That has left an impression with people for this reason:
People believe that there is interest in consolidation in the life sector. That interest could, in part, come from banks. A lot of
shareholder value was created in the transactions both for the London Life shareholders and for the Great West shareholders
after the deal was completed.

People look at the price-to-earnings multiple and that is most important, but I think the primary measure has been the price-
to-book multiple. One of the important reasons for that is because there is a level of skepticism among investors about life
company earnings and the earnings in any one period, whether it is a quarter or a year. Whether it makes sense to value a
company based on earnings that seem to have a lot of discretion behind them is an issue that is one of the challenges for the
industry. It is also one of the drivers behind the move that we have seen towards people wanting to see more embedded value
disclosure. I think Geoff will talk more about that.
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No presentation – none that I have seen anyway – on life company valuation would be complete without a graph like this. We
are left with a single variable regression analysis regrettably, but, interestingly, at the time we did this, our R squared was equal
to 88%. You get different results, obviously, when you do this at different times. People do look at this graph. They look at
it in a context of a whole bunch of other things, but people do pay attention to it.
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One of the interesting things to look at is which companies are above the line and which are below the line and why that might
be. When we look at this graph today, Sun Life is above and we would attribute that primarily to the value of its U.S. mutual
fund business, Massachusetts Financial Services, which is a huge asset and has tremendous value. Canada Life and Clarica are
above the line, and, rightly or wrongly and for better or worse, I think they are above partly because of the market expectation
that there is going to be ongoing consolidation in the market. The market has thought about that for quite some time with
those stocks.

Industrial Alliance is below the line and there are probably a few reasons for that. (These are generalizations and this is,
obviously, a whole lot more complicated than just a few things I am talking about, but they are high level points.) Industrial
Alliance is a small cap stock as far as financial institutions go, and small cap stocks often trade at discounts to larger cap stocks
because they are not as liquid. It is just harder for the investor to take positions in them and it is harder for research analysts
to get paid for following them and so there is less activity in the stock. As well, it is headquartered in Québec, which has two
implications. First is that it is not subject to the federal government’s new proposed ownership rules like the other companies
are, and those rules are seen as positive for the life sectors on balance. Secondly, Québec-based financial institutions in Canada
have a history of trading at a discount to institutions outside Québec. I think that really reflects a political-risk question or
issue.

Some other factors that influence relative performance are strategic positioning and competitive advantage, which are very
important as to how the market views the stock. All else being equal, companies that have strong competitive positions will
usually trade at higher multiples than those that do not. The reason for that is that those companies have stronger positions,
and, typically, can translate that into superior financial performance over time. Ultimately, the creation of shareholder value
is all about strong financial performance, which means a high return on equity and a high rate of growth of earnings, and having
those earnings reflect a quality earnings stream versus something that is softer.

Another important point is management strength and credibility. This is important because the market does not look back in
valuing stocks, but, instead, looks forward. People who are buying stocks and covering stocks need to have confidence in what
management is telling them about the future in order to place valuation multiples and premium multiples on companies.
Management teams that have a clear track record of delivering on past promises and producing strong results have credibility
in the market. That makes people more comfortable in putting multiples on future earnings and future return on equity
expectations. This is something that can only be built up over time and by delivering on results that are talked about.

Finally, I have talked about quality and sustainability of earnings in the context of competitive positioning, but the market
does look forward. People are trying to understand what quality of earnings means for the life insurance sector, and I think
we are going to be spending a lot of time going forward as a group focusing on that kind of thing.

It is important for management teams to think about ways to get the market to realize what value is embedded in the company’s
business. One example of that has been Toronto Dominion Bank’s (TD) IPO of TD Waterhouse. TD did a great job in investing
in high growth, high multiple business, the discount brokerage business, and creating a ton of shareholder value by growing
that business. They found that the market was rewarding them for the business that they built, but they were not getting full
value for it. So, they went to the next step of doing an IPO of the business and gave the market a clear trading price for the
Waterhouse business, and, in a second action, increased the value that TD shareholders were getting for that business even
further. I think it is a good example of a management team being very forward-looking. They identified high growth, and, again,
high multiple business, built it, and then did something that is almost technical to a degree – took the company public – so
that the market could really see the value of the business.

Disciplined capital management is an obvious thing but I think it is a critical thing for unlocking value and creating value in
financial institutions. This is true in banks and it is true in life companies. It is very important as a management discipline
to understand where your capital is allocated, what the returns are like by line of business, in as much detail as is practical.
With this information, you can build returns or businesses that are producing high returns and work with or sell businesses
that are not producing adequate returns.
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I work for Nesbitt Burns and Nesbitt Burns is owned by the Bank of Montréal. I can tell you that we have gone through a process
over the last couple of years of really trying to drill down on return on capital by line of business. The other banks are doing
the same thing and they are doing that because their shareholders are demanding it. I think it will be a growing area of activity
in the life sector. Growth opportunity and low cost status are points that really relate to running the business well according
to the markets, but also the market rewards companies that have high growth and it rewards those companies with high
multiples. The market likes low-cost producer companies in good times or bad times because those companies tend to produce
superior results.

And, lastly, I think companies need to look at M&A and reinsurance opportunities and think about ways that they might add
value. The Canadian and US markets look, really, at price to book and price to earnings for valuation multiples. In Europe,
in addition, people look at price to embedded value and then the implied life new business multiple. The implied life new business
multiple is basically the market cap less the embedded value less the goodwill in non-life businesses divided by the value of
new business. If you read research reports put out by analysts who cover European stocks, they look at that multiple and it
is just a multiple of the new business.

I think the market is basically saying the market cap reflects the embedded value and then the value of new business, and how
many years of new business we are giving the company value for with the market cap. There is a lot of talk in the Canadian
market, obviously, about embedded values and other parts of the actuarial equation. My expectation is that we will move towards
embedded value disclosure in Canada. I think that is a good thing because the market is struggling with how to value companies
that are as complex as life companies. I don’t think embedded values are the panacea for valuing life companies, but it is another
tool that I think is useful to investors.

The following are some of the information needs that the market has. I have categorized things under “Strategy,” “Customers,”
“Market Products,” and “Financial.” The point is really to say that market valuation depends on a whole bunch of things – not
any single thing or any couple of things. As well, no matter how much companies do and no matter how much your association
does to try to improve disclosure, people will always want more. They want more because the brokerage industry is a
competitive industry with people covering stocks, and also because fund managers are trying to get an information advantage
over other managers. So, people are always looking for more. I think you should get used to the idea that the demands for
information will be insatiable and you just have to figure out where it makes sense to draw the line.

Communication with the market is very important because, as a company, you have to establish credibility with the market
to get people believing in the management team and being confident in the team’s ability to deliver. A part of that is just having
a clear, consistent message on the company’s strategy and where it wants to go. Avoiding disappointments is critically
important because the market doesn’t like surprises. When it is surprised, it tends to punish companies for a long period of
time. Stocks become what we call “show me” stocks. This means that people will not give the company the benefit of the doubt;
they will wait to see the results and will only pay for results when they see them.

Establishing credibility can only be done over time by having personal relationships with people who own the stock and cover
the stock, and by delivering on results. As an industry, I think you want to provide people with a reasonable degree of
information on the business, and I am not quite sure what that means. One of the important reasons is that you are competing
with companies not only in the Canadian market but also in the US market and the European market, and you want to have
a low cost of capital. Uncertainty in the market equals risk, and risk demands a higher cost of capital. That equals and results
in lower valuation multiples which is not going to help you as a company to do the things that you want to do.

In conclusion, I think it is important that people in the industry understand how the market works and understand market
dynamics. But the most important thing is that people focus on managing the business and manage it with the clear objective
of maximizing shareholder value. They should do that with the confidence that the market reflects financial performance over
time and will reward good performance – but leave the market to determine the share price.

Mr. Geoffrey I. Guy: Good morning. This building of shareholder value topic is a popular one this year at financial meetings.
I think this is the third time this month that I have given an address similar to this one. I tailor them to each audience; it
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is a popular topic. Although I am here as a representative from the management team of a stock company, I think you will
find that, if you work for a branch operation or if you work for a subsidiary of an international company or a mutual company
(there are still some left), many of the remarks I make are applicable to companies that are not shareholder companies.

First of all, let us go back to the basics. There are some basics in terms of building shareholder value and you know as much
about them as I do. These are developing and pricing profitable products, and having good, strong expense management by
taking those expense gaps out. If you are doing this, you will have strong franchises, good market positions, and an effective
strategy. An effective strategy does not just sound good when it is communicated to the board, but one year later, it will actually
deliver something. Finally, do acquisitions that will get that return on capital and not just look good at the time you are doing
the acquisition. Those are all basics. You know about them; I know about them. I am not going to say much about them except
that there are some problems, and I am going to talk about those problems.

The problems are in understanding the published results. We all publish financial statements that are printed on pretty paper,
the numbers all add up, and they look good. They are difficult to understand, however, and even as an expert, I have a job to
understand the published results of peer companies in the same country. In addition to that, the market clearly does not give
value for things like the magic provisions for adverse deviation (PfADs) on our various reserves. It becomes exemplified very
much by the kind of questions that I am always asked whenever there is a board member present. They have a little difficulty
in understanding why, when we add a profitable piece of new business, it produces a loss in the first year. You explain to them
about PfADs and margins and present valuing future cash flows and all that good stuff, but it is counter-intuitive to most people.
They would expect that if you write a piece of new business, you make a profit on it. You spend 30 minutes explaining that
to them and they kind of understand it, and then you explain to them that when you have a surrender and you lose a customer,
you actually make a profit. Again, the financial statements are very confusing to them.

We are faced with these kinds of difficulties and we can spend a lot of time trying to get through them. But the point I am
making today is that comprehension is key in building good shareholder value. It is not a substitute for all those back-to-the-
basics things; I am just taking those as a given.

I am going to talk today about this question of comprehension and how we can address the points that Tom made. If the
shareholders do not understand the business, they will not recognize the full value. For example, I go into an electronics store,
and I am not much of an expert on stereos. If there is a $1000 piece of equipment and a $4000 piece of equipment, I am going
to spend $1000 unless the guy can really explain to me the hidden value in that more expensive piece of equipment. I think
it is the same idea with life insurance companies.

Now, there are some solutions. I have three here, and you can probably think of even more. I will talk about each one briefly.
We can revamp our financial statements to make them more understandable; we can increase disclosure; or we can go into the
magic world of embedded value.

Let us talk about the financial reporting methodology. I think some of you have probably heard about the international initiatives
in this area. I think those are critical. A lot of us operate internationally and we have shareholders in different countries. I spend
a lot of time trying to explain to US investors how Canadian GAAP works, and I try to explain to them what US GAAP numbers
mean. However, I do not fully understand them and so it is a little tricky. I think we need to get an internationally uniform
method, which is a lot simpler than today’s method and does not produce counter-intuitive results. I do not think it is a
particularly good solution, but it is certainly a long-term solution, and I, for one, wonder if it will ever happen.

We can improve our disclosure. We have already been doing this, and, if you look at company disclosure today compared to
five years ago, it is like night and day. We don’t just produce pretty graphs; we give much more meaningful information.
Certainly, in going public, many of us know about the ongoing desire of the analysts to get more and more information. I think
there are problems, as well, with proprietary information. I think there will always be problems with that, whichever form of
communication we try to develop.
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One point, which I think is important, is that I personally believe the disclosure of PfADs is not the answer to this particular
question. Industrial Alliance was asked to disclose PfADs as part of their IPO process. They are now moving away from that
as quickly as possible to embedded value. You know as well as I do how complicated it is to disclose PfADs internally within
the company, and explain to the various parties what is happening with PfADs – how they are developed, set, move from period
to period, and so on.

The following analogy is based on the fact that many of you will be flying back to Toronto. You will arrive at the Pearson Airport,
and, to go downtown, you have two ways that you can go. You can take a cab, go down the 427 along the Gardiner Expressway,
and you will be downtown in about 20 minutes. If you are more adventuresome, you can put on a crash helmet, get on a bicycle
and cycle along Eglinton. You will wind your way through Etobicoke, go into Forest Hill, and maybe you will stop in at Casa
Loma and have a coffee, or something. You will then wind your way down Yonge Street and you will get downtown that way,
as well. Now, I call that the PfADs-disclosure methodology. By the time you get there, you will be a little wiser than if you
took the embedded value route, which was the cab. But you will be tired, and you will have had to put a tremendous amount
of effort into it. It is not a bad thing to do if you want to go that way. But if I were sitting on the outside of an insurance company
looking inside, I think I would take the cab and say that I have achieved most of my objectives.

Now, you have heard today from Tom about embedded value. It is well accepted in many areas, particularly in the UK, which
has had a long history of developing it. It is now becoming more common in Australia and in South Africa. We are beginning
to see it in the US, although I would be the first to admit that it has not really been embraced by the US analysts at the present
time. We saw acts of disclosure in embedded value a few weeks ago, and we had a lot of support for the concept from analysts
and companies in Canada. I attended the first annual Griffiths McBurney Embedded Value Conference. I thought I would be
the only one there but there were 100 people in attendance. I was one of six speakers saying the same thing. It was like the
680 News – we kind of repeated ourselves. Most people stayed until the end of the meeting. There was a real desire on the
part of investors and analysts to learn more about it. I personally believe it is more effective to disclose embedded value than
some of the other options that we have. So, I will talk a little more about that and some of the pitfalls.

For those of you who are not involved in embedded value on a day-by-day basis, here are the components of embedded value:

The book value of assets supporting “surplus” is marked to market

plus

The value of future earnings on the existing in-force business, including the cost of capital

The key thing with embedded value is the value of the company’s current in-force business. The cost of capital has to be factored-
in, but it does not include the value of the future new business – that would be an appraisal value. If you want to go from
embedded value to appraisal value, you have to add-in the value of future new business. That is very important in terms of
the market value of the company because, if companies disclose embedded value, part of that will be to disclose the value of
a year’s worth of business. It is the most recent year’s worth, but the market will then look at the franchise and apply multipliers
(as Tom indicated) to the value of the new business to get what they think is the appropriate market capitalization of the
company.

The first thing it does is solve a couple of problems, assuming the business is profitably priced. When you write a piece of
new business, you will be adding profit in the first year in terms of adding a positive embedded value. If you have a piece of
business going off the books, you will actually see a decrease in your embedded value as you lose the future profit stream on
the piece of business that has disappeared. So, you have got over that difficult, counter-intuitive problem with the published
financial statements.

When our business in Indonesia was going though some difficult times, we lost 50% of our business in Indonesia through one
of the crises they had a few years ago. We actually showed a positive net income that particular year because all the cash values
where far below all the reserves that we were holding. It does not make sense. It would not have happened on embedded value.
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Those who have seen the UK stuff know that this does not solve everything; it is not a panacea. There are too many numbers,
and too few explanations. It is too volatile, too complicated, and it can still be hard to compare companies. One could say,
somewhat cynically, that the famous actuarial black box has been replaced by a grey box. We are not sure that we have solved
all the problems, but we are trying to solve them.

Getting into the problems a little more, appraisal values are things with which the market is familiar. They see that when
companies are purchased, they are very volatile. Any of you who have been involved with merger and acquisition work know
that you see lots of differences from deal to deal and lots of differences from bidder to bidder in the same deal. The difference
of opinion on a particular piece of business is sometimes amazing to me. We even see cases where, as you go through the process,
you actually change your own mind about how much the thing is worth. There is a lot of volatility both internally and externally.

An embedded value needs to be more disciplined. If this is to be accepted in the marketplace, we have to be able to manage
embedded value disclosure and manage embedded value progression in a way that makes sense. If we have rapid changes that
are hard to explain and a lot of volatility, it will lose credibility and will be hard for people to understand even if those changes
are theoretically correct. It is not to say that embedded value should not show changes from period to period, but we should
avoid what I would call a lot of “noise” in the whole change process.

Now, the question is, how do you get though that and have the CIA come to the rescue as it did under segregated fund
guarantees. There is another opportunity for the CIA to take a leadership role in this stuff.

Mike Lombardi has been working with a task force and he has been thinking through the key issues. He is facing the problems
about volatility and how this will be accepted in the marketplace. He has been working on a paper that I think will be published
shortly on the CIA website recommending best practices. Now, that does not mean companies will follow it, but he has involved
actuaries from many of the major companies in this process. He has been trying to build consensus at the same time that this
paper has been developed, and he has been doing it quickly. The Academy of Actuaries in the US is still working on the paper
on rules and regulations for companies that are demutualizing. I guess there will probably be one or two left by the time they
come out with the final paper. We want to avoid that situation. There is no point in coming out with embedded value guidelines
three years from now because, by then, all the major companies will be disclosing it. We have learned a lot from the UK They
have been through what we would call “the school of hard knocks.” They have developed practices there, and we have looked
at those practices and have liked some more than others. You can see the blend of the market and the professional actuarial
people trying to work together to come to a solution with which they both feel comfortable.

Now, some of the key choices with which the CIA and Mike’s task force has to come to grips are the discount rate, which makes
a substantial difference, and the actual capital allocation. What capital you assign to a particular business clearly affects the
cost of that capital and that can have a substantial impact. The expected assumptions – again, the same sort of things that
cause volatility in reserves – will cause volatility to an even greater extent here such as mortality, taxes, lapses, and all those
good things on which we form opinions.

The last item to consider is the company processes. I talk in my company about having an industrial strength process. This
stuff takes cash flows and projects them over an enormous period of time. If you are using an Excel worksheet, it is very easy
to tell it to do some quick and dirty things to make this work, only to discover later that there has been a substantial change
in embedded values. It is not something that you would want to explain to the marketplace, let alone to your boss.

Those are things that Mike and his task force have worked through and these are the kinds of choices with which you are faced.
You are not faced with an enormous spectrum of choices, but there are two or three clear areas. First of all, on discount rates,
one option is to use government bond rates plus a risk premium. So, in Canada, today, you might be using risk premiums
– say, 3% to 4% – and you add those to the medium- to long-term government bond rates. I am not sure exactly what they
are today, but let us say that it is a 9% discount rate. For those of you who thought embedded values where calculated at 15%
as I did two years ago, that has all changed. They calculate it at much lower interest rates now. You can use the portfolio rate
for discounting. It works reasonably well in a traditional insurance and average money fund type of situation. Or you could
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just pick a rate out of the air. Or maybe your CEO, CFO, or your appointed actuary thinks that 8.27% sounds like the rate
to use.

I actually talked to AXA in New York because they said earlier that they have just disclosed their embedded value. I talked
to Stan Tulin and asked him how he got his discount rate, which happened to be 10%. He said that they told him to use that.
Now, I am sure someone in Europe had a good rationale for it, but you could do that, if some UK company for a period used
a rate and tried to stick with it, and hang in there with a picked rate. I do not want to take Mike’s thunder, but his paper will
recommend the first of those. Clearly, if a company is to operate internationally – and we have business in Japan where long-
term government bond rates are 1.5% – one would think you would use a different discount rate than you would in the Philippines
where they are more like 12%.

What level of capital do we allocate? This is very important, as well, because it produces tremendous differences in numbers.
As choices here, should we use the actual company minimum continuing capital and surplus requirement (MCCSR) levels, with
some companies up in the mid-200’s? Should we use their target rates, which is probably where they price their products today,
perhaps in the range of 175% to 200%? Or should we use the minimum rate, which should be 120% MCCSR? The UK companies
have moved right down to the minimum rate. When they declare their embedded values, they use minimum capital on the basis
that everything over and above that can theoretically be returned to the shareholders. So, again, Mike’s group talked about that
and decided to pick a number – again, you can wait until you see the paper – which is not as low as the minimum and not
as high as the target. So, he has picked a relatively low rate for the capital.

For the expected assumptions, the easiest thing to say is that they should be consistent with the balance sheet or the current
reserves. There is only one problem. Those are driven – not withstanding the fact that they are our best estimates – from a
solvency perspective, which is a somewhat different perspective. While most of them would be the same, you might get into
a discussion about whether or not you should allow for future mortality improvement in embedded value. Where you may not
choose to do that in your solvency valuation, Mike’s paper will comment on that, as well, plus a whole host of other stuff. So,
I encourage you to read that when it hits the CIA website.

I think it is very important that we set enough rules so that companies are all in the same ballpark. If one of the five or six
major companies uses a discount rate of 12%, one uses 9%, one uses its actual capital, one uses its target capital, and one uses
a minimum, we are going to confuse Tom and everyone else, and we are going to make no progress at all. So, I think that we
all have to be in the same ballpark. We do not have to use exactly the same set of assumptions – that would clearly be ridiculous
– but we have to be in the same ballpark.

I personally think that some degree of independent validation is a good idea. What I mean by that is a consulting actuary will
come in and look over the work that I have done and say that it makes sense: “You are in accordance with these rules and
guidelines of the paper, which the CIA published,” or whatever terminology you want to use. They have to be comfortable with
the way you have done the work. It can vary from having them check every calculation that I have done, which I know I won’t
ask them to do, through to looking at my major assumptions. There are a variety of things there. Again, in the UK, it is normal
practice for companies to have a degree of independent validation.

When I was talking to analysts – and I would say the same to everybody in this room – I would do this if I were looking at
my competitors’ results: I would watch changes like a hawk from period to period. This is the value of the business and we
are all going to come out with some enormous embedded value number in the billions of dollars on day one, and people are
going to say, “Gee, I didn’t realize the elephant was that big,” but it doesn’t mean a whole lot until you start seeing the changes
from period to period. When the companies start telling you the value of that year’s and that quarter’s worth of new business
and you see how that changes from period to period, you start to get much better insight into the value of the company’s
franchises than you are getting today.

I think that we should continue to work towards meaningful disclosure. The degree with which that will happen depends on
the individual companies and how open they want to be. I think that will evolve, but I think the key to this is meaningful
disclosure. If you look at an analyst’s package in a UK company you will, perhaps, find that in some companies nearly 50%
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is related to embedded value. I don’t think we will be at that stage in Canada on day one, but I think you will find that there
will be a lot more disclosure on this than we might have traditionally seen on our published results. If that happens, we will
all live happily ever after. The companies will be happy. The shareholder value, the hidden value, will be recognized; good events
will give a positive result; and it is also an excellent internal tool.

I know that this won’t happen at Manulife this year, but I would like to see all management manage their businesses on this
basis. They already do so in some aspects, like the new businesses that is managed for the value which they create as opposed
to the volume of business that is written. This is a very strong internal tool for assessing the value that a particular management
team is bringing to a business unit. The analysts in the market will have a better understanding, better period-to-period
information, and may stop bugging me to disclose PfADs. I hope it will be a good substitute for that. I don’t think they need
to learn about PfADs. I think they will learn a lot more about the companies and the value of new business if we go the embedded
value route. It is an incredibly important tool for them. So, if we do all that, then shareholder value will be recognized, and,
if it is there, we will have favourable impacts and vice versa.

I would also say that these multiples, which have been discussed, are going to continue to be important. For those of us who
operate in the US, I would say, unfortunately, US GAAP is still going to be a factor. I mean, you cannot throw away all the
established tools but I do think that, as the investment community starts to come to grips with this, they will realize how
important it is and how much insight it can give to a company. I feel, as well, it is a great area for actuaries to play a leading
role. As one person at Manulife said to me, “You must be happy; it is a great thing for actuaries to do.” I said, “Yeah, it is,
but it is intellectually interesting, as well as having a real business application.”

Moderator Pouliot: We would now like to open the floor to questions. Please come to the microphone and identify yourself.

Mr. Rodney C. Wilton: I have been doing embedded values for quite a while, and I would like to note, for one thing, that the
embedded value should be displayed after taxes. And when you are marking things from book to market, you should disclose
the tax effect.

I would like to comment on what Geoff said, in terms of the interest rate at which you have the embedded value discounted,
and, perhaps, the interest rate where you discount your present value of future profits. When an appraisal of a company is being
done, they don’t just show one rate. They show a range of rates – perhaps 8%, 10%, and 15% – and then the interested user
can select whatever rate he or she wishes. I would suggest that, on embedded value, a company should use not just one rate,
but a range of embedded values. Whatever discount rate the user wants should be shown.

Mr. Guy: I think that I agree with you on the tax issue. I think, on interest rates, the disclosure is likely to show the sensitivity
to interest rates because it is such a key issue. I think that companies will want to present their embedded value as a single
number – whatever it is, let us say, $5 billion. They are going to want to go out there and say, “Our embedded value is $5
billion based on this interest rate, this capital assumption, and these basic assumptions. If you are unhappy with that interest
rate and want to use 10%, instead of 9%, the impact of the 1% change is this.” I don’t think companies will want to give the
market a choice of picking embedded value 4, 5, or 6 in a table, and so on. I think that people want to be quite definitive about
what their managers are doing about embedded value, but the sensitivity is disclosed because it is important.

Mr. Kamran Quavi: This question is for Marlene. During the presentation, you showed a chart where companies with a very
wide range of RBC ratios ended up with the same rating from an agency. Can you give a high-level overview of the key factors
that result in such a huge variation in RBC ratios?

Ms. Van Den Hoogen: That is an interesting question. We approached that by just looking at what it takes the company to
get a specific rating. The idea is that some companies think that you need a high RBC, whereas, maybe you don’t need such
a high RBC. Some of those requirements come from the lines of business that you are going to be in, depending on if you are
in the traditional line of business or the variable line of business – that type of thing. I guess I can’t add too much more than
that, except to say that we did see some variability and there is, maybe, something more that we can go further to answer.
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Mr. Dennis C. Martin: Geoffrey, I am not sure if this was implied in your presentation, but it wasn’t clear to me, and so I am
going to ask it outright. In terms of the expected assumptions and the embedded value calculation, there were implications
that the balance sheet assumptions would be appropriate. Beyond that, within current CIA standards, there are a number of
areas where there are range-of-practice issues in terms of how they would affect the embedded value calculation. The CIA is
working toward those things. Is that part of the work that Mike is doing, in terms of setting those standards – that is, from
an investment standpoint, the awareness level of the range-of-practice issues and how you might view those when you are
looking at companies?

Mr. Guy: Mike’s paper is not trying to be too descriptive in those areas. When he comes down to assumptions, he will talk
about consistencies with other assumptions used within the company’s financial reporting. Difficulties in, or wide ranges of,
practice may still be a concern. A lot of those relate to PfADs. When you get to PfADs in embedded value, you are not quite
as concerned as in your basic expected. I think there are probably fewer range-of-practice issues on expected than on the PfADs,
but there are certainly some.

Mr. A. David Pelletier: I guess I left consulting to get away from embedded values. I hate them. I think that, at the moment,
they are a regrettable but necessary evil, but I hope, in the long run, we can move away from them. Embedded values are required
at the moment because of the inadequacy of statutory reporting. It does produce all the problems, Geoff, that you described:
The fact that you are having a great year and yet you lose money; you are having a poor year because people are surrendering
like crazy and you are making money. It is basically because of the inadequacy of statutory reporting. US GAAP was one way
to try to get around that but, unfortunately, I think the result was probably worse than the initial situation. The new International
Accounting Standard that is being proposed may have some hope of being something that can be more realistic and present
a better view to the outside world as to how an insurance company is doing, without going through an incredibly archaic,
inefficient process that embedded values represent.

Reserving, basically, takes policies today, forecasts everything right out to the end of the period, and discounts it all back to
today. That is what reserving does already. Embedded value does the same thing today, and, again, goes one year out, forecasts
from there to end of the period and back, and then goes two years out and forecasts from there and back, etc., etc., etc., and
it discounts all that back. It is discounting of discounting of discounting. Going to a more logical accounting system – which
we hope the international system is moving towards – would appear to be a simpler, better, usable result for management and
for the external world. I am just wondering how the panel would comment on that.

Mr. Guy: I don’t share all your negative views on embedded value. I suggest that one of the possible solutions is a new financial
reporting method. I don’t know the time frame for adoption of that. There will be people who will be quite optimistic and say
it will be in two to three years. Some people might say that it will take five to ten; some people may say that it will never
get off the ground, and the local methods will still predominate in the various countries. I just don’t think that we can wait
for that issue to be resolved. I think that embedded value has proved to be a reasonably effective way of communicating value
in other companies in other countries. I think it will happen here and it will certainly happen here a lot more quickly if we have
a new accounting standard. If that is the solution for the latter part of the decade, well, so be it, but what I am worried about
is what I have to deal with today.

Mr. Flynn: I agree with that. The market would like more information and it will be important to provide disclosure on what
embedded value means, and, I think, some level of disclosure around assumptions. To me, it is one more thing to consider
in the valuation of the company. People should know the strengths of embedded value; they should know the limitations. People
should debate the methodology, but I think it is useful information for the market.

Mr. Martin: With respect to the range of practice issues, with the increased supply in the market and the potential for
competition for capital, there are potential pressures to widen that range of practice as opposed to narrowing it. Certainly, the
Office of the Superintendent of Financial Institutions (OSFI) and the CIA have been working together to try to do those things
from a statutory standpoint. My comment is that, at some point, if the industry doesn’t narrow itself, and the CIA does not
try to provide additional guidance on how you might narrow that in terms of increasing disclosure, there are going to be
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securities issues. They may come up from the securities regulatory standpoint in terms of comparing companies on fair value.
Certainly, we all know the power of assumptions, which can greatly enhance the variations in those disclosure items.

Mr. Guy: Yes, I guess I don’t disagree with the importance of having standards of practice that are understood and applied
correctly. I think, companies going through the exercise that I mentioned would be very naïve if they didn’t give careful thought
to the assumptions being used, in the same manner as when we have done the valuation of statutory liabilities. You can’t say,
“Gee, I know that I am a $5 billion embedded value company, but I think that my mortality is understated by 50%, and I think
that my expenses are going to improve, and the expense problems that I have will be resolved in two years. So, I think that
I can push my embedded value out to $10 million by making some cute assumption changes, which are not that hard to do,
and may not seem that radical when you discount these long-term cash flows.” You have to live with the consequences of that.

As I said, watch period-to-period changes like a hawk. If a company becomes too aggressive and too foolish in the level of
assumptions that they set, they are going to find that they have a very significant problem with their shareholders in a future
reporting period. It may not be the next quarter, but it will not be very far away because they are going to have to face up
to it, and some degree of independent review is appropriate, as well. There may be a person in the marketplace who says, “Gee,
I am going to be all cynical about this thing and I know that you actuaries can think up any assumptions you want.” At least
someone else, independent from the company, has said, “This company has acted responsibly and they have adopted something
that is consistent with reasonable expectations for their business and the type of business that they write.” I think there are
some checks and balances in there. I don’t think they solve all the problems to which you are referring, but they solve the major
ones.

Mr. Martin Kirr: I have worked on embedded values for quite a few of years, and I have used them. I have always thought
that Canadian GAAP earnings were a bit of an oxymoron to begin with and so I am glad we are doing something about it. I
can also say that embedded value is the wrong way to go, and I agree with Dave Pelletier. If you are only part of a life company,
it may make some sense, but the minute you expand the horizon to include banks, or P&C, or large multinational companies,
embedded values are one small part of the global empire, of which I happened to be a part. It is not the answer.

I think the answer has to be the International Accounting Standards; it has to be some consistent way of measuring earnings
for both life and non-life companies. We are going to be owning investment houses; we are going to be owned by banks or
non-insurance companies. Embedded value is the wrong way to go. I think it has been around for a while and it is a good tool
for pricing and measuring profitability in a life business, but that is not the playing field that we are playing on anymore.

Mr. Flynn: The only comment I have to that is: when you have companies in diverse fields of businesses or a financial services
holding company, the market would typically look at the value of the big segments of the business. They would aggregate the
individual values to arrive at the value of the whole, which they might call the net asset value, and then they would look at
multiples on a consolidated basis. Embedded value would not be the way to go for the whole business. As a tool for one part
of the business, it may be a meaningful part of the whole. Embedded values may be useful.

Mr. Guy: I think it is very important to recognize the demand that is out there for this information. We did not create it in
the CIA. It was not one of our policies to promote embedded value, but the demand seems to be there. Personally, I would
prefer that actuaries manage the process rather than some other financial engineering group, and so I think we should be
proactive and take a lead in that. This does not mean to say that, if there are concerns about embedded value as a tool, we
should not make those views known, as well. I think it is very important for the profession to respond to things being asked
of us by our employers and by the marketplace, and I hope that we can separate the short term from the long term.

Mr. Kirr: The real problem is that we should fix Canadian GAAP to begin with and start with that problem instead of putting
together a patchwork elsewhere. Canadian GAAP has been around for too long and it doesn’t do what anyone wants it to do
any more.

Mr. David J. Congram: I would like to comment on some of the comments that are coming up here. I guess I would like to
take it from a slightly different perspective, although, I would prefer a change in the financial reporting methodology. I, too,
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recognize the real need for additional disclosure and the understanding of the financial statements, and we have to respond to
that. But an appointed actuary is required to provide an opinion in accordance with standards of practice. The opinion does say
that the value that is put on the books is appropriate to the circumstances of the company. Particularly if it is added to the
financial statements as a note of “additional values,” I think we really have to think about the situation of our being allowed
to sign such a thing. When we express that opinion, we are meant to look through the financial notes. So, there has to be a
real thinking process there. I think that the taxing of PfADs – the actual PfADs – is a big issue in this. I just hope that the
Institute is really going to think through what the actuary is signing and deal with the issue of appropriate disclosure.

Mr. Robin B. Leckie: I have just a quick point that has not been mentioned yet. As a recipient of unexpected shares in a couple
of life insurance companies, one of the important factors, I think, is executive compensation, which wasn’t mentioned. I would
like to see executive compensation related in some way to shareholder value and I hope that is what is going to happen. That
would imply that there was no re-pricing of share options, the executive compensation system would have a significant risk
component, and that there will not be excessive settlements for ineffective, terminated employees. Perhaps you could add this
to the charts: the amount of time executives spend in formulating complex executive compensation systems that do not recognize
shareholder value. That proportion should be disclosed because, I suspect, the higher it is, the lower the performance is.

Mr. Gene F. Dziadyk: I guess that it is often thought that actuaries are a little over-zealous in this embedded value calculation.
As I understand it, and the way I think the capital market would want to understand it, is that the only reason a company is
going to be delivering future earnings should be because of the conservatism in the accounting of the in-force base. So, the
conservatism should be discounted back because that would be expected to be released. But those PfADs, to the extent that
they are there for uncertainty, should never be discounted back. It is uncertain – that is why it is there; that is the uncertainty
in the accounting estimate.

I think if actuaries were allowed into the capital markets and they were going to value a bond – Bell Canada or something earning
8% over a treasury at 6% – actuaries would get in there and they would enter the same million dollars. They have 6% and 8%.
Actuaries would get in there and start discounting back some embedded value. There is no embedded value in the market price
tag. It has left that margin for the expected defaults, unexpected costs, and the systemic risk piece that is out there to be realized
as compensation for carrying the cost and the risk associated with carrying that thing. They will just go ahead and start blasting
back all those PfADs, which makes a joke out of why they are there in the first place.

So, I think if the International Accounting Standards go that way – I have been preaching about this stuff for years and nobody
has listened to me – I would say embedded value would be a thing of the past if they are valuing the asset at market value,
valuing the policies at market, and putting in provisions for uncertainty and leaving the uncertainty with no conservatism. There
is uncertainty in the capital market of valuing; there is nothing more. There is no embedded value, and so it is done and it
would be simple.

Mr. Wilton: This in support of some things that Geoff has implied but he hasn’t actually said. That is, when you start to do
embedded value, do not treat it as a static thing. If you are doing embedded value at the end of 2000 and you just calculate
that and say, “Here is the embedded value,” you are much more likely to get real surprises when you calculate it again in the
next quarter or at the end of the next year. The first time you calculate embedded value, you have to look at your closed-in
value at the end of that year and at the end of it at least one prior, or preferably more, years. You have to develop a movement
and the reasons for moving from the closed-in value from the end of 1999 to, say, the end of 2000. If you understand that and
it is working right and seems logical, you are going to be much more comfortable when it comes to the end of 2001 and have
to explain how you got from the closed-in value at the end of 2000 to the end of 2001. So, the first time that you do it, go
back a couple of years.

Mr. Thomas G. MacKinnon: I applaud the movement towards embedded value reporting as an analyst and as an actuary. Part
of the biggest problem we have had is really trying to determine the degree of actuarial manipulation in the current earnings.
Everybody is focused on the earnings and we have things like assumption changes and all kinds of other statements. The biggest
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confusion for a lot of investors is a company that is slowing down but is increasing earnings. This is really a problem in the
industry.

Regarding disclosure, I totally agree with Geoff. The value of new business is not what the value is, but what it is moving by.
I can picture, a few years down the road, where we will be doing embedded values and we will have more actuarial manipulation
in the embedded values. We have overhead costs not in the value of new business because we are looking at the value of new
business. I can imagine other issues associated with this thing. I think we are not ever going to get to a perfect system and
so let us have lots of them and find out where we want to focus.

Mr. Peter Clark3: Since various comments have been made about the United Kingdom, and I just want to make a few
observations from that side of the pond. We have been calculating these things internally for well over 10 years in the company
for which I work. The last four or five years, we have been publishing embedded values. We get the actuaries working with
our firm of auditors to actually cast their effort and make a short comment.

In response to Geoff, all I would say is that, every time we publish some more detail about our embedded value, the analysts
ask for still more. I agree that embedded value does give a lot more information than the statutory profits in the United
Kingdom, but every time we publish, the analysts ask for a little more information and a bit more detail and a bit more sensitivity
analysis.

As far as the International Accounting Standards are concerned, if I agree with them, I say that it would be good to have them.
I am a bit worried that they would be further over the horizon. Also, some of the things being published are originally suggesting
that we would still be in the loss in the year-one situation, which does not answer one of Geoff’s reasonable queries at the start.

Finally, as far as Robin Leckie is concerned, I can assure him that my remuneration is linked, in part, to the rise in the published
embedded value of the company. I think this is fairly common in a number of companies in the UK, and so I imagine it could
well pass over the pond.

Moderator Pouliot: We are out of time, and so thank you very much to our speakers and thank you for your attendance.

3 Mr. Peter Clark, not enrolled in the Institute, is President-elect of the Institute of Actuaries in the UK.


