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Concerns regarding the financial sector remain elevated. Market activity in 2009 has thus far been a nauseating 
experience, with the S&P declining 24% and the S&P/TSX down 15.5% on a year-to-date basis. The financial sector has 
been one of the weaker areas as there continues to be unease over capital sufficiency and sustainability of dividends, as 
well as concerns over earnings visibility given the combination of volatile markets and rising loan losses. Continuing its 
weak performance from last year, the S&P 500 Financial Index is has fallen 51.6% so far in 2009, while the Canadian 
sector is down 46.6% over the same period.  

Hard to find refuge in this environment. Historically the insurance subsector has been a fairly sound safe haven during 
periods of economic turmoil. As previously published by Scotia Capital’s Insurance Analyst Tom MacKinnon, “Over the 
last two recessions (2001, mid-1990 to early 1991), the lifecos and the P&C insurers outperformed the S&P500 by, on 
average, 6% and 13%, respectively…the lifecos and the P&C insurers significantly outpaced the S&P500 in terms of EPS 
growth, by, on average, 26% and 16%, respectively. The lifecos in particular have seen little slip in EPS growth in 
recessions.” This economic downturn however, has demonstrated that no sector is immune to this severe case of 
deleveraging and resulting market collapse. The insurance sector has suffered just as much as any other industry from both 
an earnings and share price perspective; the S&P/TSX Insurance Index has fallen 43% year-to-date, while its peers south 
of the border are off 65.7% (based on the Dow Jones US Life Insurance Index).  

The risk-reward proposition of life insurance stocks looks appealing. With dividend and earnings yields of life 
insurance companies well above the average seen over the last several years, one can argue that valuation and rational 
thinking has taken a back seat during recent trading activity. In our opinion, the lifeco stocks are reaching attractive levels 
that have already priced in a significant amount of risks associated with earnings and dividends. Although plenty of risks 
remain in the macro environment with the continued fallout of financials, uncertainty over automakers, and deteriorating 
corporate earnings, we believe these stocks represent excellent long-term investment opportunities. As Bear Stearns and 
Lehman Brothers have clearly demonstrated, anything can happen in the market place and these investments are not 
without risk; however, we would be comfortable gradually accumulating shares at current levels.  

The topical issues weighing on the sector. We highlight some of the main concerns regarding these stocks and provide 
some opinions and/or facts that specifically address the issues.  

 

1. Concerns of capital sufficiency remain a primary focus given exposure to equity markets.  

 Canadian lifecos have progressively strengthened their capital positions over the past year. Current “Minimum 
Continuing Capital and Surplus Requirements” (MCCSR) ratios are well above historical trends and 
managements’ preferred operating range (approximately 175%-200%). The performance of equity markts thus far 
in 2009 will likely have a negative impact on earnings (and thereby MCCSR ratio) this quarter but nonetheless, 
the degree of exposure appears manageable. The table below highlights the sensitivity of each company’s 
MCCSR ratio to a 10% decline in equity markets. All else equal, it would take another material correction in the 

stock market for the Canadian lifecos to be forced to 
raise capital to shore up the MCCSR ratio.  
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Current MCCSR ratio

Sensitivity of 10% decline 
in equity markets 

(percentage points)
Sun Life (SLF) 232% -3 to -5
Manulife (MFC) 233% -20
Great-West Lifeco (GWO) 236% -5
Industrial-Alliance (IAG) 200% -14

Source: Company reports; Scotia Capital  
 

2. Lifecos have become similar to a call option on the equity markets.  

 With products such as variable annuities and segregated funds, Canadian lifecos’ earnings have become much 
more susceptible to swings in equity markets. While these products generally represent longer-term liabilities that 
are due in 20-30 years time, the companies are required to take non-cash charges on their income statement in the 
interim to reflect changes in this liability. It is worth noting that there is no actual cash outlay related to these 
charges and when equity markets rebound, non-cash gains should be recorded on their income statement.  

 Accordingly, the earnings power of life insurance companies are correlated with the performance of the stock 
market. Manulife’s earnings are most levered to the performance of equities. On the other hand, Great-West 
Lifeco is the least sensitive to swings in the market, thereby making it the most defensive of the group. Given that 
the markets have already declined materially over the past year, and although we continue to wait for signs of a 
bottom, it can be argued that rewards are starting to outweigh risks in equity markets. Even if the market 
stabilized at current levels, the earnings visibility of the lifecos would drastically improve as these charges would 
no longer be a factor.  

Earnings sensitivity of 
10% decline in equity 

markets
Sun Life (SLF) ($0.49) to ($0.62)
Manulife (MFC) ($0.99)
Great-West Lifeco (GWO ($0.18)
Industrial-Alliance (IAG) ($0.21)

Source: Company reports; Scotia Capital  

 

3. Major lifecos in the U.S. have cut dividends and there are concerns Canadian counterparts could follow suit.  

 Given the recent share price declines of the major Canadian life insurance companies, the market appears to be 
progressively pricing in the possibility of dividend cuts. Dividend yields of each major lifeco have reached all 
time highs and appear to be pricing in the possibility of even a 50% cut in the annual payout. While it is debatable 
the severity of the cut required, if any at all, we will leave that point for management and their respective boards 
to decide. The simple point is that the shares have arguably priced in some form of dividend cut.  

 Also related to the concerns over dividend cuts, it is worth noting that such news has generally been well-received 
by the market recently. We would attribute this to a) alleviated concerns and more clarity on dividend policy, and 
b) preservation of cash helps to improve the company’s balance sheet and provides companies with more 
breathing room in case of a prolonged economic downturn. Although we are not predicting this outcome, since the 

market has likely priced in some degree of dividend cuts 
at the Canadian lifecos, a reduction in the amount paid 
out to shareholders may not necessarily be received 
negatively.  
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Great-West Lifeco - Dividend Yield (%)
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4. Potential acquisitions present a risk of dilution and added exposure to risky assets.  

 A number of Canadian life insurance companies have been identified as potential bidders for various insurance 
assets rumoured to be up-for-sale. Manulife has been named as a potential buyer of various AIG assets in Asia 
while Sun Life is said to be reviewing assets of the struggling U.S.-based Hartford Financial. For the most part, a 
number of these possible acquisition opportunities represent sizeable distressed businesses. Accordingly, investors 
are concerned over possible equity issuances required to help fund a large acquisition (resulting in dilution and 
potentially over extending the balance sheet) as well as inherent risks that could come with distressed assets. 
While we concur that these are credible risks associated with any transaction, we highlight that management’s 
experience and proven track record provides comfort in their ability to source attractive deals on reasonable terms. 
In fact, this could potentially prove to be a great opportunity for the Canadian lifecos to capitalize on an 

environment marked by motivated sellers of distressed 
businesses.  
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Summary 

The share prices of Canadian life insurance companies have faced somewhat of a perfect storm in the face of negative 
sector sentiment, declining equity markets, and unease over sustainability of dividends. We are of the view that a 
significant portion of these risks are now reflected in current share prices. The stocks now offer a compelling risk-reward 
scenario and in our opinion, present good long term investment opportunities. For those seeking a high beta play to the 
market, we would select Manulife and for those with a more defensive/cautious view, we would recommend buying 
Great-West Lifeco.  
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The author(s) of the report own(s) securities of the following companies. 
None. 
 
The supervisors of the Portfolio Advisory Group own securities of the following companies. 
Manulife Financial Corporation,  
 
The Fundamental Research Analyst/Associate, in his/her own account or in a related account, owns securities of the following issuer(s) under his/her coverage: 
Manulife Financial Corporation, Sun Life Financial Inc. 
 
The Head of Equity Research/Supervisory Analyst, in his/her own account or in a related account, owns securities of the following issuer(s): Great-West Lifeco Inc., 
Manulife Financial Corporation, Sun Life Financial Inc. 
 
The Portfolio Strategist/Associate, in his/her own account or in a related account, owns securities of the following issuer(s): Sun Life Financial Inc. 
 
Scotia Capital Inc. and its affiliates collectively beneficially own in excess of 1% of one or more classes of the issued and outstanding equity securities of the following 
issuer(s): Great-West Lifeco Inc., Industrial-Alliance Insurance and Financial Services Inc., Manulife Financial Corporation, Sun Life Financial Inc. 
 
Within the last 12 months, Scotia Capital Inc. has undertaken an underwriting liability with respect to equity securities of, or has provided advice for a fee with respect 
to, the following issuer(s): Great-West Lifeco Inc., Industrial-Alliance Insurance and Financial Services Inc., Manulife Financial Corporation, Sun Life Financial 
Inc.

 

The President & CEO of Empire Company Limited is a director of The Bank of Nova Scotia. Empire Company Limited 
The Fundamental Research Analyst/Associate, in his/her own account or in a related account, owns securities of the following issuer(s) under his/her coverage: Bank 
of Montreal, Bank of Nova Scotia, IGM Financial Inc., Power Corporation of Canada, Power Financial Corporation, Royal Bank of Canada, Sun Life Financial 
Inc., The Thomson Corporation, Toronto-Dominion Bank 
The Head of Equity Research/Supervisory Analyst, in his/her own account or in a related account, owns securities of the following issuer(s): ATCO Ltd., Bank of 
Montreal, Bank of Nova Scotia, Canadian National Railway Company, Canadian Utilities Limited, Enbridge Inc., Great-West Lifeco Inc., H&R REIT, Metro Inc., 
Power Corporation of Canada, Power Financial Corporation, Rogers Communications Inc., Royal Bank of Canada, Shoppers Drug Mart Corporation, Sun Life 
Financial Inc., The Thomson Corporation, Toromont Industries Ltd., Toronto-Dominion Bank, TransCanada Corporation 
The Portfolio Strategist/Associate, in his/her own account or in a related account, owns securities of the following issuer(s): National Bank, Sun Life Financial Inc., 
Toronto-Dominion Bank 
The Quantitative Analyst/Associate, in his/her own account or in a related account, owns securities of the following issuer(s): Royal Bank of Canada 
The issuer paid a portion of the travel-related expenses incurred by the Fundamental Research Analyst/Associate to visit material operations of the following issuer(s): 
Canadian National Railway Company 
Scotia Capital Inc. and its affiliates collectively beneficially own in excess of 1% of one or more classes of the issued and outstanding equity securities of the following 
issuer(s): AGF Management Limited, Bank of Montreal, Canadian National Railway Company, Canadian Utilities Limited, Enbridge Inc., Great-West Lifeco Inc., 
IGM Financial Inc., National Bank, Power Corporation of Canada, Power Financial Corporation, Royal Bank of Canada, Sun Life Financial Inc., The Thomson 
Corporation, Toronto-Dominion Bank, TransCanada Corporation, Yellow Pages Income Fund 
The Bank of Nova Scotia (“the Bank”) is the parent company of Scotia Capital Inc. (“SCI”). This Report includes comparative information regarding a substantial 
number of competitors of the Bank where such comparable information is known or ascertainable by SCI and in equal prominence to the information in respect of the 
Bank. Bank of Nova Scotia 
The Fundamental Research Analyst/Associate has visited material operations of the following issuer(s): The Thomson Corporation, Yellow Pages Income Fund 
Within the last 12 months, Scotia Capital Inc. has undertaken an underwriting liability with respect to equity securities of, or has provided advice for a fee with respect 
to, the following issuer(s): Bank of Montreal, Bank of Nova Scotia, Empire Company Limited, Enbridge Inc., H&R REIT, Royal Bank of Canada, Sun Life 
Financial Inc., TransCanada Corporation, Yellow Pages Income Fund 

Scotia Capital is a member of the Canadian Investor Protection Fund (CIPF). ScotiaMcLeod is a division of Scotia Capital Inc. (·SCI·). This report 
has been prepared by SCI on behalf of the Investment Executive. Opinions, estimates and projections contained herein are our own as of the date 
hereof and are subject to change without notice. The information and opinions contained herein have been compiled or arrived at from sources 
believed reliable but no representation or warranty, express or implied, is made as to their accuracy or completeness. Neither SCI nor its affiliates 
accept liability whatsoever for any loss arising from any use of this report or its contents. This report is not, and is not to be construed as, an offer to 
sell or solicitation of an offer to buy any securities and/or commodity futures contracts. SCI, its affiliates and/or their respective officers, directors or 
employees may from time to time acquire, hold or sell securities and/or commodities and/or commodity futures contracts mentioned herein as 
principal or agent. SCI and/or its affiliates may have acted as financial advisor and/or underwriter for certain of the corporations mentioned herein 
and may have received and may receive remuneration for same.  

The content may have been based, at least in part, on material provided by Credit Suisse First Boston Corporation ("CSFB"), our correspondent 
research service. CSFB has given ScotiaMcLeod general permission to use its 
research reports as source materials, but has not reviewed or approved this 
report, nor has it been informed of its publication. CSFB may from time to time 
have long or short positions in, effect transactions in, and make markets in 
securities referred to herein. CSFB may from time to time perform investment 
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banking or other services for, or solicit investment banking or other business from, any company mentioned in this report. 

This research and all the information opinions and conclusions contained in it are protected by copyright. This report may not be reproduced in 
whole or in part, or referred to in any manner whatsoever, nor may the information, opinions, and conclusions contained in it be referred to without 
in each case the prior express consent of SCI. SCI is a wholly owned subsidiary of a Canadian chartered bank. SCI is a member of The Securities 
and Futures Authority Limited E&O.E. U.S. Residents: Scotia Capital (U.S.A) Inc. (·SCUSAI·), a wholly owned subsidiary of SCI, accepts 
responsibility for the contents herein, subject to the terms and limitations set out above. Any U.S. person wishing further information or to effect 
transactions in any security discussed herein should contact SCUSAI at 212-225-6500.  
 

 


