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Moderator Gregory J. Kaiser: The title of this session is “The Future of Participating Life Insurance.” There are handouts at
the back and they will be referred to in the session.

If you are working in the individual life insurance area, you know that there have been a lot of changes that are influencing our
marketplace. The demutualizations last year are causing those companies to rethink par insurance and how it fits into their
product portfolio. The other factor that we have in the marketplace is universal life (UL). It has emerged in the last number
of years with very competitive level cost of insurance rates. There are also index-linked accounts, bonus interest, and features
to help maximize tax advantages. We also have the Internet consolidation, strategic alliances, etc. All these things are reshaping
the individual life insurance marketplace. Today, we are going to look at the future of participating (par) life insurance.

Fortunately, we have a great panel here to lead a discussion on those issues. Just to give you a quick introduction, our first
speaker will be Rick Hampton who has 20 years of experience in the industry. He is responsible for all the individual life pricing
at London Life and Great-West Life. We have three different perspectives on the issue. Rick will be speaking from the perspective
of the long-time stock company.

Our next speaker will be Nazir Valani. Nazir, as well, has about 20 years of experience in the life insurance industry in a variety
of interesting roles. He has established Valani Consulting Incorporated and he is presenting a paper, which is attached to the
handout, on par profitability after demutualization. Nazir is looking at par viability from a consultant’s point of view.

Our third speaker will be Anaar Jessa. I owe special thanks to Anaar. If you read your program, Wayne Miller was supposed
to be here today. Because of personal reasons, Wayne couldn’t make it. So, Anaar found out on Tuesday that she was
“volunteered” to take Wayne’s role on the panel. We are very pleased to have her here. Her role at Sun Life is that of Financial
Actuarial Officer. She will be speaking from the viewpoint of a recently demutualized company.

So, that sets the stage. The recorder is Darryl Empey. Please ask your questions at the end. Identify yourself and use the
microphone so that we can get the session translated and have it all properly recorded. There are evaluation forms at the back
and we certainly appreciate your feedback. So, with that, I will turn this over to Rick.
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Mr. Richard K. Hampton: Thanks, Greg, and good afternoon, everyone. As Greg mentioned, I work for London Life and Great-
West Life. I am responsible for the product development and pricing of the individual life insurance products, both participating
and nonparticipating.

London Life is a subsidiary of the Great-West Life Assurance Company and both companies have been stock life insurance
companies since they were founded over 100 years ago. Each company has a significant participating block of individual life
insurance policies and is currently actively writing new par business.

So, why would a stock life insurance company continue to promote an old dinosaur like par? After all:

• no one wants this type of product anymore;

• it isn’t leading edge, sexy, or innovative;

• it doesn’t appeal to customers who demand control and flexibility;

• it is just a “black box” that no one understands; and

• par products don’t deliver profits that compare to non-par products.

Those are some of the comments that I heard when I was putting together this presentation. I hope that I can address some
of these perceptions.

Since both London Life and Great-West Life have a similar par philosophy and approach to managing their par business, I will
simplify things by focussing on London Life.

The London Life participating block of life insurance is the largest in Canada with 2.2 million policies, assets of over $10.7
billion, and, in 1999, paid out $441 million in par policyholder dividends. London Life has paid participating policyholders
dividends every year since 1886. So, it is probably no surprise when I tell you that we believe there is a need for par insurance
and we fully expect par insurance to be around for a long time to come. However, it is important to make clear, up front, that
we recognize par insurance does not meet everyone’s needs nor offer the features, flexibility, and control for which some people
are currently looking.

Universal life is an excellent product for a large segment of the market. It is important to offer a full range of both participating
and nonparticipating life insurance products. It is also critical that London Life offers a complete and balanced product portfolio
to support an exclusive distribution strategy to ensure they can meet the needs of the diverse financial marketplace. Any
industry sales report for the last 10 to 15 years clearly shows that universal life insurance sales have sustained huge annual
growth rates.

\This graph highlights the shift in sales from participating products to universal life products. Par sales represented 41% of the
Canadian individual life new sales premium in 1994, and, in 1999, accounted for 21%. Universal life sales built momentum and
increased from 26% to 55% in the same period. While this was going on, term sales have remained relatively level at
approximately 20%.

Our product mix is also changing to recognize this shift as we sell significantly more universal life policies, but participating
insurance is still the primary individual life insurance product that London Life sells, and this reflects our customers’ continuing
need for par.

From a corporate perspective, we don’t recommend or prefer one product type over another. The best product for each individual
depends on specific needs, preference for control, and risk tolerance.

Participating life insurance is the product of choice for people who need permanent coverage but for whom simplicity is more
important than flexibility:
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• They want to leave the day-to-day management of their policy to a team of professionals focussed on optimizing policyholder
dividends and stability.

• They like the idea of participating in the long-term profit performance with the company, and having the potential to get insurance
at a lower long-term net cost in exchange for sharing the risk.

• They want the guarantees associated with the par products and the stability of growth that can emerge through dividends.

• They prefer not to use their life insurance policy to take investment risks.

Some sales representatives view par insurance as being more maintenance-free than a universal life policy, not only for their
customers but also for themselves. Some customers don’t want to manage or take the risk of managing multiple investment
options associated with many universal life policies. Similarly, sales representatives may not feel rewarded for the extra effort
required in servicing a typical universal life policy for the relatively low servicing compensation.
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This slide shows that our large case par sales are growing dramatically. Sales for annual premiums of $10,000, and more, have
tripled since 1995, and the average annual premium now exceeds $46,000. One of the reasons for this is that many business
owners believe that they have a large equity exposure in their business. They view the after-tax returns in a par insurance
portfolio, with its significant fixed-income component, as being an effective complement in terms of stability and risk to their
overall investment portfolio.

In addition, as a tax-effective way to access policy values, these business owners, as well as other policyholders, may choose
to take a loan from a financial institution using the cash surrender value under the policy as collateral. Banks tend to accept
a larger percentage of a participating policy’s cash surrender value as collateral due to the inherent stability in the product.

From a corporate perspective, participating insurance is the only individual life product that can provide a sustainable advantage
over the long term because it doesn’t just compete on price.

London Life is positioned well with an established par account and is in a strong competitive position to continue to actively
write new par business. We do not have the same challenges that our competitors, who have recently demutualized, now face.
In some respects, they have to start building a new par block from scratch.

Even with all the recent publicity concerning demutualization and the discussions focussing on the par business of these
companies, participating life insurance products seem to have been forgotten and many people do not fully understand the
fundamentals of this business. I will quickly review the fundamentals of participating life insurance as viewed by a stock life
insurance company and then I will go into detail on what customers are looking for in a par product. Anaar will discuss par
insurance from the viewpoint of a company that has recently demutualized.

Participating policies are managed in an account that must be separate from the shareholders’ account and it is managed for
the benefit of the par policyholders. The philosophy behind par policies is to provide insurance at a cost that reflects the actual
experience of the par account. In return for managing the par account, the shareholders receive compensation in the form of
a shareholder transfer.

The individual life non-par policies – term, universal life, and guaranteed permanent insurance – are managed in the shareholder
account together with all the other lines of business products that the company offers. The goal is that, together, these products
will deliver an acceptable profit to the shareholders.

Par policies have a core of guaranteed values: the premium, coverage amount, cash, and reduced paid-up values, to be specific.
These guarantees are based on long-term conservative assumptions for factors such as investment returns, mortality, expenses,
lapses, and taxes. If the actual results in the par account are in aggregate more favourable than the conservative assumptions
supporting the guaranteed values, an operating income is generated that becomes part of the par surplus.

Each year, dividends are declared by the board of directors. The amount of surplus available for distribution in any year is
influenced by the need to:

• retain sufficient capital to ensure the financial strength of the participating account;

• finance new business growth; and

• mitigate the effects of fluctuations in experience.

London Life follows the contribution principle by which distributed earnings are divided among policyholders over the long
term in proportion to their contribution to the earnings. Policies and procedures are in place to ensure reasonable equity is
maintained between generations of policyholders. For example, policies are grouped by categories that include the year the
policy was issued to recognize the underlying mortality assumptions, policy loan guarantees, or simply how long the policy
has contributed to the par account. Completion or terminal dividends are also payable to longer term policyholders when their
policies are terminated by death, maturity, or withdrawal.
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That is a quick overview on how par works.

One of the criticisms of par insurance concerns the lack of disclosure. To many, it is a back box. Customers want more
information so that they can gain a better understanding of how their participating policy works. London Life took this request
seriously and conducted research with focus groups consisting of potential and existing customers and sales representatives.

The result was the development of two complementary publications designed to meet the various needs of individuals who are
interested in participating insurance. The primary publication is the Par Guide, a glossy booklet that provides a high level
general understanding of the basics of the par business. The goal of the publication is to emphasize the value and the choices
that participating insurance offers and the strength of London Life. This document is designed to meet the needs of prospects,
new par customers, and existing customers who have had their participating policies for a number of years.

The second publication, Financial Facts, is designed for a more analytical audience who wants a deeper understanding of the
technical aspects of participating insurance. The professional appearance of this document along with its straightforward, factual
presentation is targeted toward the large case, sophisticated market where the customer’s own professional advisors may be
involved in the purchase decision. This is the market where our par sales are growing dramatically.

The reaction from the field and customers has been very favourable and we fully expect this will have a positive impact on par
sales. Both publications will be updated annually in conjunction with the publishing of our annual report to reflect the results
from the previous year.

A recurring theme in discussions with the customer focus groups, in addition to the desire to get a better understanding of
how participating insurance works, was to understand how a shareholder company is held accountable for meeting the
participating policyholders’ needs. Since accountability is key to customers, the Financial Facts document emphasizes these
next points that customers said they value with respect to accountability.

The Insurance Companies Act of Canada contains a number of sections that govern how a par account must be managed within
a shareholder company. For instance:

• The Act requires that fair and equitable methods of allocating investment income and expenses to the par account must be
developed by the appointed actuary, approved by the board of directors, and filed with the Office of the Superintendent of Financial
Institutions (OSFI).

• The board of directors must establish a policy for determining policyholder dividends and the actuary must annually provide
the directors with a report affirming that the dividends have been determined in accordance with the policy.

• The Act defines the maximum amount that can be transferred from the par account to the shareholder account.

• Each par policyholder is entitled to attend the annual meetings of policyholders and shareholders and exercise one vote.

• A shareholder company must have at least one third of its directors elected by the policyholders who are entitled to vote.

It is clear that the Insurance Companies Act protects the interests of the par policyholders and ensures that the shareholder
life insurance company is accountable for effectively managing their account.

The maximum amount that can be transferred to a shareholder account is a percentage of the total amount distributed from
the par surplus account and varies by the size of the par account.
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This slide gives some examples of the maximum amounts that can be transferred to the shareholder account. The actual formula
allows a maximum transfer equal to 10% on the first $250 million, 7.5% on the next $250 million, 5% on the next $500 million
and 2.5% on amounts over $1 billion. Since 1966, London Life has given 97.5% of the distribution to the par policyholders
and the remaining 2.5% is transferred to the shareholder account.

The amount transferred to shareholders is a key measure of the future profit the shareholders can expect to achieve and must
be taken into account to determine if this share will meet the future demands of the shareholders.

Nazir will be talking about the profit potential of par products. He will focus on a recently demutualized company since there
is currently a lot of discussion on whether selling par policies is as beneficial to the shareholders as non-par insurance.

I will just make a couple of quick comments from an established stock company’s perspective. While the amount transferred
to the shareholder account is not large for par products:

• The shareholders are not putting up any capital.

• The needs of our exclusive distribution channel are being met.

• Par sales contribute to our ability to improve overall unit costs.

• The realistic shareholder returns available on nonparticipating policies today do not appear very attractive.

Our field force has been quick to let us know about the ever-increasing aggressive marketing of term and universal life products
available in today’s marketplace. To help understand how our competitors could be so aggressive, it was nice to be able to
“substitute facts for appearances” by referring to Munich Re’s pricing practices survey. Munich’s eighth annual survey, published
last September, included responses from 48 companies that represent over 90% of the life insurance sold through sales
representatives in Canada.

Payments to Shareholders from Payments to Shareholders from 
Participating AccountsParticipating Accounts

      Size of
  P ar  Account M aximum
   ($  millions) (%)

250 10
500 8 .75

1,000 6.875
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The results confirmed our skepticism because 100% of the pricing actuaries believe that their competitors are not pricing term,
term-to-100, and universal life level COI plans adequately. While this may not be a surprise, the survey also included a question
asking if their company actually priced their products profitably. The results are a surprise as the next graph shows. Over 70%
of the companies indicated that they are not pricing their term-to-100 and universal life level COI products profitably, and only
around 25% believe they can achieve their long-term profit objectives for these products. That is just some food for thought
when determining what realistic profit margins are currently achievable on non-par life insurance products.
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In addition to accountability, par policyholders look at the long-term performance potential. The key factors that generate
policyholder dividends are investment returns, mortality experience, and expense management. The better a company can
manage these, the better the performance received by the par policyholders. A company’s track record is also very important.

Obviously, the investment performance of the participating account is a critical component in determining the long-term value
of the policy. The return on the par account assets impacts the amount available to be declared as policyholder dividends. The
par account assets are not managed by the individual policyholders but by the Investment Department according to a board-
approved investment policy.

The investment policy recognizes the liquidity requirements, tax considerations, and interest rate risk tolerance unique to this
account, and is designed to help stabilize the variation in the investment component of the dividends from year to year. The
par account is invested in a mix of assets including bonds, mortgages, common equity, and real estate. A significant portion
of the par account is invested in bonds and mortgages to support long-term stable growth and guarantees within the par policies.

The long-term investment strategy, size of the par account, asset quality, and life insurance accounting regulations all contribute
to the stability compared to other investments. The next graph shows that, even during times of rapid economic change and
volatility, the London Life participating account yields have been relatively stable. These returns are compared to the TSE 300
total return Index, five-year GIC rates, and the Consumer Price Index for the last 30 years.

Investment PerformanceInvestment Performance
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Another important feature of participating policies is that the policyholders receive the benefit of mortality improvement
achieved through prudent selection of underwriting risks. Mortality improvements benefit the policyholders in the form of
dividends. This next chart shows life expectancies taken from the Statistics Canada Life Tables that show, since 1930, the
average annual mortality improvement was just over 1%. The average annual mortality improvement has jumped to almost
1.5% from 1981 to 1992, and, based on future advances, is expected to continue to improve in the future.
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Obviously, the insured lives that have been underwritten and approved for life insurance would, on average, have longer life
expectancies. Mortality experience is reviewed annually and changes are reflected in dividends as actual experience allows. In
recent years, mortality improvements have helped to partially offset the impact of declining interest rates.

Another key factor in determining dividends is expenses. As mentioned previously, expense allocations to the par account must
be done on a fair and equitable basis. Stock companies are committed to expense management and have policies focussed on
controlling expenses for the benefit of par policyholders and shareholders.

Here are a couple of third-party quotations regarding expense management. The first is from Financial Services Research:

“Stock companies have been shown to outperform mutual life companies for two primary reasons:

1. Stock companies operate with a larger degree of accountability to shareholders and with a clear objective with respect to
enhancing shareholder value.

2. Stock companies generally operate with a more efficient capital structure.”

The second is from Best Week:

“ Because stockholders look to attractive investment returns, A.M. Best believes a significant challenge facing the mutuals as
stock companies is their ability to change the corporate culture to focus on greater operating efficiency and bottom-line results –
the ultimate barometer of success in corporate structuring.”

The size of the par account provides considerable opportunities to continue to achieve expense efficiencies. These expense
improvements are passed on to the participating policyholder in the form of dividends.

Finally, policy illustrations are designed to highlight which values and features are guaranteed and show how policyholder
dividends can affect the growth of nonguaranteed values and benefits over the lifetime of the policy.
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Just to summarize:

• Par is not, and will not, become extinct, as did the dinosaurs.

• Par insurance may not be leading edge and sexy, but it continues to meet the needs for a certain market segment.

• London Life will continue to offer par products to ensure that we offer a complete and balanced product portfolio to support
our exclusive distribution strategy.

• Par does not have to be a “black box” for customers. Proper disclosure is critical, as customers need to understand the
accountability and performance of their participating account.

• Par sales will continue to help us drive down our unit costs.

• Par does meet shareholder demands in today’s market.

Moderator Kaiser: And now, over to Nazir.

Mr. Nazir Valani: Thank you, Greg. The reason I agreed to do this session was that it was going to be Friday afternoon and
I was expecting maybe four or five people to turn up – four or five from Valani Consulting itself – and so that was the crowd
I was expecting.

For this presentation, I had about 17 minutes of jokes, which left three minutes for the presentation. So, it was going to be
a quick presentation. Actually, my jokes are different from those of most people because they don’t have the annoying noise
at the end – the laughter. Anyway, that is enough.

I have written a paper on the profitability on par after demutualization, and my main focus was to get 15 professional
development credits for my Fellowship. This is the second last requirement to getting my Fellowship. The last requirement
will be the Fellowship Admissions Course. Actually, I was disappointed with this meeting because I was missing eight meeting
credits and I was only able to get six and a quarter. So, the meeting wasn’t very efficient about giving us professional
development credits. I guess I will have to attend one more meeting. This topic is also a timely one due to demutualizations
in Canada.

The future of par insurance depends on three things:

• Customer need (and Rick did a good job of trying to convince people that there is a need);

• How it compares to non-par and universal life products addressing that need;

• How to maintain and motivate the distribution system versus the distribution system of selling a sort of sexy product.

In terms of shareholder profits, does it make sense after demutualization for stock companies to be selling par insurance? That
is the focus of my paper – the profitability aspect. OSFI guidelines on demutualization provide guiding principles as far as
structuring. There are two accounts – the par account and the shareholder account. The guiding principles are that they:

• Provide for future policyholder benefits.

• Maintain the company’s financial strength.

The following were just phrases for me to look at:

• Avoid intergenerational inequities.

• Deliver the entire value of the company to eligible policyholders.

• Be consistent with other stock companies with par funds.

• Be consistent with demutualization rules in other countries.

The par account has two components:

• The in-force component, or the closed fund.

• The new business component, or the open fund.
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The in-force component, or the closed fund, should allow for two major items:

1. One is the reserves on a best-estimate basis including policyholder reasonable expectations.

They provide for guaranteed benefits and policyholder reasonable expectations (sort of a Valuation Technique Paper (VTP) 10
type of approach), and also, provisions for adverse deviation (PFAD).

2. In addition, there would be some supplementary provisions which would be a provision for agreed settlements on market
conduct, best-estimate reserves, PFADs for any ancillary blocks, and any future market conduct settlements.

There are reasons for PFADs being in the closed block:

• Not to have negative par surplus so as to avoid negative par surplus;

• To avoid sharply reducing the PFADs at demutualization;

• Not to have different rules compared to existing stockholder companies;

• The orderly release of PFADs.

PFAD releases are returned to the shareholders since they originally provided for them. Of course, at the point of demutualization,
the policyholders and the shareholders are the same people – they are the policyholders. It is interesting that, in the U.K., they
take a different approach. Excess estates, as they refer to them, are returned as policy dividends. They are not returned back
to the shareholders but only released as policy dividends over the life of the policy. Again, at demutualization, you are talking
about the same group of people.

Minimum Continuing Capital and Surplus Requirements (MCCSR) is not part of the par account. It is a company-wide
requirement and so you would lump-in universal life, non-par products, and par products, and provide for the MCCSR. People
have interpreted it as a worldwide requirement as opposed to a Canadian requirement if your head office is in Canada. I am
not clear about this myself, but people have told me it is a worldwide requirement. MCCSR releases are, again, returned to
the shareholders.

Now, we come to the open fund, and, in my example, I have used shareholder dividends at 2.5% of policyholder dividends.
I have picked the low end as far as what the shareholders would get. Policyholders may never get part of this par surplus. Here,
I am trying to answer the question, “Who owns the par surplus?” Is it the policyholders, or is it the shareholders? On the other
hand, shareholders are restricted to the return of seed capital together with a reasonable return plus 2.5% of distributed surplus.
In my analysis, what I have used is that the policyholders own 100 over 102.5 of the par surplus and the shareholders own
2.5% of that. This would be 2.5% over 102.5 of the par surplus.

OSFI guidelines regarding seed money states that shareholders should provide seed money to cover at least five years of new
par business. The seed money is recoverable back to the shareholders at a reasonable asset-related rate of return. Again, the
argument is, “Well, shouldn’t it be higher than the asset-related rate of return because of the risk the shareholders are taking
by investing in the par business?” There are also shareholder dividends, and, as I just mentioned before, there is the question
of ownership of the par surplus.

To measure the profitability to the shareholder on the open fund, the new business fund, I have used the internal rate of return
and three components. Return of seed money is the first component. The second component is the shareholder dividends, and
the third component is the shareholder portion of the par surplus.
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I have a numerical example that I will show you in a second, but the numerical example is a totally fictitious example. I actually
used the AXIS software and a customized report from the AXIS software that you will see in a minute. However, it is one that
produces profits that a realistic product might also produce. The shareholder return in this example is 13.1% over the 30-year
period. The seed money invested is about a $1,000,000 and it is returned within eight years together with 8.5% interest. The
second component is shareholder dividends, which is 2.5% of policyholder dividends, and the third component is the shareholder
portion of the par surplus, which is the 2.5% over 102.5 times the par surplus. This example is in the handout.

It starts out with the gross premium. You will see that it is about $6,600,000 of premium income, but there is $2,800,000
in the second year – in 2001 – which is listed as the first-year premium. Basically, this was meant to be $10 million of premium
income, just one year of sales. Of course, it is spread within the calendar years. It goes over two calendar years and the reason
it doesn’t add up to exactly $10 million is that some people are paying monthly. So, due to lapses and deaths, you are going
to get some of the premium dropping off.

Then, you have the renewal premium stream. Component one is the shareholder seed money, and so, as you can see, you have
$1,007,000 as the investment. That is the contribution to free surplus directly from AXIS. You can see that it is a nice pattern
in the sense that there is a big negative in the first year and then positives thereafter.

The line in component one accumulates contributions to free surplus at 8.5% and it is going down as the positive contributions
to free surplus are coming in. It is just a running total of what the shareholders have in the investment.

The next line is an accumulated contribution to free surplus less than zero: yes or no? You are just getting the number one
or zero, and one is “yes.” The shareholders are still invested in that product.

The last line in component one is the flow of seed money. You have the one million dollars of investment and then you have
$121,000 and then $249,000, and so forth. You can see, in 2007, there is $53,000 outstanding, and that is the amount that
is paid back to the shareholders. The shareholders, by 2007, have had their seed money returned together with 8.5% interest
on that. Shareholder dividends are just 2.5% of policyholder dividends.

Again, you don’t have any policyholder dividends in the first calendar year because the first policy anniversary will fall in the
next calendar year – in 2001. So, that is the second component.

The third component is the ownership of the 2.5% over 102.5 of the par surplus. Again, this is not a par surplus that is paid
out every year. This is a par surplus that is building up. It is actually trapped capital for the shareholders.

Par Profitability after Demutualization - Numerical Example
 Units ($ Thousands) 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
 [-] Gross Premium
 Gross premium  - first year 6590 2770 0 0 0 0 0 0 0 0 0 0
 Gross premium  - renewal 0 5354 7200 6606 6190 5908 5651 5402 5160 4925 4697 4476
 Gross Premium - Total 6590 8124 7200 6606 6190 5908 5651 5402 5160 4925 4697 4476

 [-] COMPONENT 1: Shareholder Seed Money
 Contribution to free surplus CTFS -1007 121 249 201 101 162 227 314 287 78 103 127
 Accumulated CTFS @ 8.5% -1007 -972 -805 -673 -629 -521 -338 -53 229 326 456 622
 Is Accumulated CTFS < 0 1 1 1 1 1 1 1 1 0 0 0 0
 Flow of Seed Money -1007 121 249 201 101 162 227 53 0 0 0 0

 [-] COMPONENT 2: Shareholder Dividends
 Policyholder Dividends 0 453 428 535 645 755 869 969 1063 1150 1230 1295
 Share/hldr Div=2.5% Policy/hldr Div 0 11 11 13 16 19 22 24 27 29 31 32

 [-] COMPONENT 3: Shareholder Portion of Par Surplus
 Par Surplus 303 333 657 953 1178 1482 1745 1877 2002 2121 2233 2338
 S/h portion Par Surplus=2.5%/102.5% 7 8 16 23 29 36 43 46 49 52 54 57

 [-] ALL 3 COMPONENTS: Total Return To Shareholders
 Flow of Seed Money -1007 121 249 201 101 162 227 53 0 0 0 0
 Share/hldr Div=2.5% Policy/hldr Div 0 11 11 13 16 19 22 24 27 29 31 32
 S/h portion of Par Surplus @ Measurement Points (5, 10, .., 30) 29 52

 SHAREHOLDER IRR at Measurement Points (5, 10, .. ,30): -10.8% 11.1%
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Looking at all three components at the bottom:

• You have the return of the seed money.

• You have the shareholder dividends.

• The last component is just the shareholder portion of the par surplus at five-year intervals because I was measuring profitability
at the five-year intervals. As you can see, I have just taken the last number for year five. It was just the $29,000.

When I look at measuring profitability in year 10, I would ignore the $29,000 and just look at the last number in year 10. The
return here over five years was negative 10.8%. Part of the reason is due to the fact that the shareholders still haven’t had their
seed money returned. The return increase happens fairly quickly because the shareholders are getting the additional capital back
in the next five years. So, over the 10 years, you are at 11.1%, and then, in 15 years, it is 12.1%, and then 12.7%, 13%, and,
finally, in 30 years, you are at 13.1%. Again, in this example, it was 13.1% over 30 years. I will go to my conclusion now.

The conclusion based on the consulting work that we have done on real par products, and the numerical example, which was
supposed to be sort of depicting the profitability, is an example of what profitability might be for a real product. There certainly
are challenges to get the profitability up to what the shareholders would want. However, a properly structured par product can
generate sufficient shareholder profits despite restrictions to shareholder transfers.

Par may become more profitable in the future and the reason might be because OSFI does not want to see the demise of par
products, and OSFI may be willing to consider increasing the bottom end, the 2.5% shareholder transfer restriction. It is kind
of interesting that, in one example, we increased the dividends from 2.5% to 10%, and the profitability did not go up for the
shareholders. The time frame was where, in the first eight years, you are trying to return the shareholder money as quickly
as possible because this is very costly money. If, on the other hand, you pay 10% of policyholder dividends to the shareholders,
what you end up doing is, instead of returning the money as seed capital, you return it as increased dividends. You are basically
forced to return less money as a return of seed capital. So, while you are returning the seed capital, the increased dividend rate
is not going to help. Of course, after you have paid the shareholders off, as far as the seed money is concerned, it will have
a big impact on the profitability.

Ms. Anaar Jessa: As Greg mentioned earlier, Wayne had actually prepared all the slides and was supposed to make the
presentation. On Tuesday afternoon, he realized he would not be able to make it to the meeting. The reason I was asked wasn’t
because I have worked with Wayne before or because I have ever worked in marketing before, but, mainly because I was attending
the meeting! This presentation is from the perspective of Sun Life which is a recently demutualized company, and you will notice
some of the slides may be similar to what Rick has presented.

There are marketing opportunities as well as marketing challenges for selling par. The first opportunity is auto-pilot. What we
are saying is that if you are comparing a par product to a universal life product, for universal life, you will have to choose your
investment options. You might choose the amount of premiums that you want to pay, whereas, for a par product, you leave
it up to the investment professionals. It is a fixed premium and so all you have to do is pay your premiums and then sit back
and hope that you receive pretty good dividends every year. There is a quote from the Wall Street Journal that reads: “A study
finds investors buy when they should sell, and vice versa.” What we are saying is that for clients who don’t want to make the
wrong move, if they buy a par product, it is less risky than buying a universal life product.

The next slide is a comparison between three products. If you look at the first one, the non-par product, you take a fully
guaranteed term policy and your guaranteed return would be the same as your expected return. There shouldn’t be any risk
for the policyholder. As you move over to a par product, you have some guarantees, but your expected return should be higher.
The area underneath the lines between guaranteed and expected sort of represents the client risk as well as compliance. As you
move over to universal life, you do have some minimum guarantees, but if you choose, for example, all equity options, and
assuming we have favourable experience, the expected return could be quite high. But, at the same time, the client is taking
more of the risk and there are a lot more compliance issues. For example, on the illustrations, there are more things that you
have to put in for a UL product.
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I think this slide is similar. The par product is usually priced with conservative mortality. It might have a slight improvement
over the years. But if we look at actual rates, for an average male age 45, the mortality rates have been improving over the
years and that will be reflected in your dividends.

For a par product, it is based on a portfolio rate, and so you won’t have to worry about all the fluctuations in the market value
that you might with a UL policy.
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This graph shows financial indices from 1980 up to 1988. It shows the current five-year GIC rate along with the inflation and
portfolio rate of return. Over the long term, the portfolio rates still look pretty good. People might question that, at the
beginning, in the early 1980’s, the current five-year rate was actually much higher. But if you look, inflation was quite high
at that time, and so your real rate of return wasn’t that great. By using a portfolio rate of return, you can expect favourable
dividends.

I am going to talk about some of the marketing challenges. The first one is actually explaining the mechanics. It is much easier
to explain them first to an agent, and then the agent can explain to a policyholder how a universal life product works. I believe
most people understand the concept of a fund value: You put your premiums in; you take certain fees out; and you earn interest.
With a par policy, it is difficult to explain to a policyholder how your current cash value is calculated. We also have premium
offset concerns. This is a quote from a disgruntled policyholder (and I believe it was a Sun Life policyholder) who said, “I would
understand a discrepancy of a few years, but, to this extent, impossible!”

Then, we have accountability and disclosure issues. Regarding the dividend policy, usually, you might see only a one-page
description on the dividend policy in the annual statement. There are, as was mentioned earlier, Insurance Companies Act
provisions stating that 97.5% of distributed surplus be returned to par policyholders. As Wayne mentioned to me earlier, he
is a par policyholder, and, even though he helped develop the product, he says the annual statement that he receives is actually
quite hard to understand. There isn’t much disclosure of the dividend mechanics. The different factors are not really listed
anywhere, and you don’t know whether your dividends increased because of mortality, or expenses, or whatever.

There is a perception that the board has total control. There is a perception that, even if it turns out that you should have an
increase of dividends according to the formula, the board might decide on its own that: “No, we don’t want to change the scale.”
Or the scale is probably already decided before they have even seen the formula.

Regarding advertising, this is from the Investment Executive magazine and there is an article on universal life. A lot of articles
these days are written on the advantages of buying a universal life policy. Par is something that we only hear about if there
is a problem. I know that when we had the premium offset problem, the newspapers constantly carried articles about par, but
you don’t hear much about par otherwise.
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I believe this slide is similar, as well. It is a Life Insurance Management and Research Association (LIMRA) study and it shows
the product mix. In a few short years, the amount of UL policies that we have (“we” meaning “several companies”) more than
doubled the amount of par products.

I think we have seen from today’s presentations that there are opportunities and challenges. But I don’t think there is a clear-
cut answer and that it can be said, as a recently demutualized company, that we are either going to stop selling par or that
we are going to continue. So, it is something that, I guess, management has to decide.

Moderator Kaiser: Thank you, Rick, Nazir, and Anaar. It is great to have all of those different perspectives on par. I will now
open up this session for questions. If you want to ask questions of our presenters, or if you have any opinions that you would
like to share, we would certainly be interested in hearing those.

Mr. Christopher L.O. Denys: I have a question for Rick. You alluded to the fact that your company has always been a stock
company, and reached this point a lot differently than the other companies that have gone through a demutualization and have
these closed blocks. Can you comment on how the difference – in terms of how you got here – might provide advantages or
disadvantages in terms of earning the appropriate returns on capital?

Mr. Hampton: Our par fund is not growing dramatically, and, as a result, we don’t have the new business strain that a newly
started-up par policy account will have. Due to the size of the account and active management, we have achieved economies
of scale and critical mass already.

We mange the par account by paying out the product profit in the form of dividends. This essentially means that the returns
on new par sales are coming from investment earnings on the required surplus.

Mr. Sheldon H. Laveman: Those were good presentations, everybody. This might be a question you can’t answer but I will ask
it anyway. There were a lot of comments in the various presentations about market conduct and sales disclosure issues. I think
Anaar showed one of Wayne’s slides where UL, perhaps, has greater disclosure concerns. I guess I am thinking of two things.
First of all, is there any perspective on the financial implications to par blocks about this market conduct exposure? Is there
a perception that we are past this in Canada? Are we done? What are the implications? Furthermore, looking on the UL side,
when you are trying to balance one versus another, what are the financial implications to profits, shareholders, and the pricing
of that risk? I think it is probably a tough one to quantify, and I can understand if you can’t comment specifically but I hope
that you can suggest the broad trends.
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Mr. Hampton: We spend an enormous amount of time and effort designing illustrations and customer communications to make
sure that our customers clearly understand, up front, the features, guarantees, and nonguarantees of the policies they purchase.
We developed the Financial Facts and Par Guide to complement the illustrations. We make sure that our financial security
advisors are thoroughly trained before they go out and sell our products.

Mr. Laveman: Now, on the UL side, with what we have learned about par, is it a contingency that should be taken into account
in pricing and reserving?

Mr. Hampton: To ensure that we don’t experience any problems with universal life, we must make sure our customers understand
what they have purchased. The funny part is that we are now getting complaints from our financial security advisors that our
illustrations are too detailed. They are saying, “You’re making us give too much information to the customers. You have to
cut down the size of these illustrations.”

Obviously, we want to make sure that every important bit of information is available to the customer. We have just introduced
a requirement that our customers must sign-off that they have received illustrations at the time of the delivery of their policy.

We fully believe that with training, our illustrations, the requirement for the customer to sign-off for the illustrations at time
of policy delivery, the 10-day free look and the expert advice, our customers will understand what they have purchased and
they will understand the risks involved.

Mr. Valani: Also, the disclosure rules and the illustrations that have been developed showing not just one single interest rate.
You are seeing a positive impact and a negative impact. I think those go a long way to tell the client that there is variability
in the product.

Mr. Jean Roy: Nazir, in your presentation, you said that OSFI could want to see the 2.5% that goes to the shareholders increased.
I don’t know if you can answer this question, but what type of impact would it have on the profit if it goes from 2.5% to 3.5%?

Mr. Valani: I think that is a good question. The product that I illustrated was just a made-up product. It will really depend
on the specific product because, if it returns money quickly to the shareholder, then it will have a bigger impact than, say, a
product that takes 30 years to return the seed money because, in that case, as I mentioned previously, it will have no impact.
So, that is a difficult question to answer.

Mr. David W. Wylie: Those were excellent presentations. I really enjoyed them. I have a question – maybe for Rick – and a
bit of a comment. I liked your slide on the large case market. Certainly, the understanding of product differentiation in that
market where you are often dealing with a sophisticated client makes a lot of sense. I am interested in your comments on the
customer research in terms of, maybe, the less-than-large case market. Is your research showing that the customers understand
the differences between non-par and par products and they are making conscious decisions around that? Or is it related more
to what the sales force presents to them? I don’t know if Anaar would like to add any comments, as well, to that.

Mr. Hampton: I remember watching behind a one-way mirror at one of the focus groups that our company held with people
– not our customers – at various income levels. These people owned some form of life insurance and some of them clearly did
not understand the difference between a term policy, a par policy, or universal life policy. That is why we spend a lot of time
making sure our customers understand what they purchase. Watching people talk about their products and how they understand
them to work is very interesting. You learn a lot from these sessions on what needs to be communicated clearly, not just verbally
but also in writing. In addition, you can use your annual statements to reinforce their knowledge about what they own. The
fact that the Canadian Life and Health Insurance Association will soon require in-force illustrations will also help reinforce what
customers have and what is guaranteed and not guaranteed.



1 8

Délibérations de l’Institut Canadien des Actuaires, Vol. XXXI, no 2, juin 2000

L’avenir de l’assurance-vie avec participation (TR #42)

Mr. Peter Clark1: It was fascinating to come and listen to this debate in Canada. I won’t say there is a similar debate in the
United Kingdom. I think one of the interesting points that Nazir made was when he said that OSFI does not want the demise
of par business. Currently, in the United Kingdom, certain people within the Treasury seem to have a real feeling against par
business. The Institute and Faculty have been having a number of discussions with the Treasury to try and persuade them that
the profits work and why it is a good thing. I will certainly have a discussion with Rick afterwards.

One of the key points that they are bothered about is the lack of transparency and the lack of understanding. This is an actuarial
black box, and the implication is that, within this black box, policyholders are being “dumbed-out.” They are trying to get across
a measure of transparency within what might be, or probably is, a very opaque and difficult-to-understand concept. It is a difficult
challenge and so I am very interested in how you have attacked it here. But, as I say, the very big difference was the comment
that OSFI does not want to see its demise. I think the Treasury in the U.K. would quite like to see the end of it.

Moderator Kaiser: Are there any other questions or comments? If not thanks again to the speakers and thanks to everyone
here for attending and for your participation. Have a safe trip home.

1Peter Clark, not enrolled in the Institute, is President-elect of the Institute of Actuaries in the U.K.


