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Recommendation: HOLD
Target Price (1 Year): C$34.00
Prior: C$41.50
Total Return (1 Year): 21.6%
Risk: Low

Market Data

Current Price $28.76
52-Wk Range $28.20-42.02
Mkt. Cap. (mm) $2,600
Dividend $0.98
Yield 3.4%

Financial Data

Fiscal Y/E December 31
Shares O/S (mm) 90.2
BVPS $26.74
P/BVPS 1.1x
Capital Ratio MCCSR 197%
Total Assets (bill) Q3/08 $35.9
Adj. ROE Annualized 8.0%

Estimates (f.d.)

Year 2010A 2011E 2012E
EPS $2.94 $2.95 $3.35
Prior EPS - $3.25 $3.50

Valuations

Year 2010A 2011E 2012E
P/E Mult. 9.8x 9.7x 8.6x

Industrial Alliance Insurance

Chart Courtesy Big Charts

Robin Cornwell
416-910-7985
rcornwell@catalystresearch.ca

Notes:  
All figures in Canadian dollars, unless otherwise specified.
* Under Review

Please see the final pages of this document for important 
disclosure information.

INDUSTRIAL ALLIANCE INSURANCE
(IAG - TSX    $28.76)

Q3/11 Earnings Well Below Expectations
Lower Interest Rates & Weak Equity Markets Negative Impact

Underlying Trends Remain Solid

Conclusion:  HOLD – 12-Month Target Lowered to $34.00
Industrial Alliance Insurance (IAG) reported net income for Q3/11 of $0.52 per share, down 29% 
Y/Y.  Adjusted to exclude the dilutive impact of the conversion of the Innovative Tier 1 debt instruments 
into common equity, EPS was $0.53 and was $0.26 below our forecast and $0.23 below consensus.  The 
quarter was hurt more than expected by lower interest rates and negative equity market performance 
during the quarter. (-$0.19 per share).  However, the quarter was also negatively impacted by an unex-
pected poor mortality experience (-$0.09 per share) and unfavourable experience losses associated with 
long-term disability claims (-$0.09 per share).  The quarter benefited to a much lesser extent by a lower 
corporate tax rate.  Adjusted operating ROE in the quarter was 8.0% versus 13.5% last quarter.  

Individual Insurance reported strong sales as new product pricing took effect and strain on new sales 
decreased.  However, this was more than offset by the impact of market related losses and the negative 
mortality experience.  Wealth Management reported lower sequential earnings due to negative equity 
markets.  Group insurance was very weak driven by the rather large unfavourable experience loss of $9.5 
million.  Credit quality improved.  Capital remained strong as the MCCSR ratio increased to 197% from 
194% as at the end of the previous quarter due to a $200 million private placement of common equity 
during the period.  Excluding the noise from interest rates and equity markets, core earnings were closer 
to $0.78 per share.  

Our 2011 outlook for EPS has been lowered to $2.95 from $3.25 which takes into account the disap-
pointing quarter but does not account for the possibility of a further decline in interest rates in Q4/11.  Our 
2012 outlook for EPS has been lowered to $3.35 from $3.50 which assumes no change in interest rates 
from the level at the end of Q3/11 and assumes only a modest improvement in equity markets of 3%.  
ROE is estimated to increase to an average of 12.0% in fiscal 2012 from an estimated 11.0% in 2011.

Management’s stated dividend payout range is 30% to 35%.  The dividend payout ratios on our 2011 
and 2012 EPS estimates approximate 30% and 28% respectively and are at the lower end of manage-
ment’s target range.  We expect management to be more prudent and put future dividend increases on 
hold until the interest rate scenario shows signs of higher long-term rates.  We do not expect any cut in 
the dividend.

We have maintained our HOLD recommendation for IAG.

Valuation
IAG demonstrated higher earnings volatility than expected this quarter whereby we believe IAG’s sen-
sitivity to interest rates and equity markets going forward may continue to be higher than expected.  We 
believe IAG will continue to support a P/E multiple in line with the average of the other major life insur-
ers.  Our 12-month target share price has been lowered to $34.00 from $41.50.  This lower target is in line 
with the lower P/E multiples that we are ascribing to the life insurance companies generally.  We believe 
the lower valuations more appropriately reflect the higher volatility of the group’s earnings. 

Interest Rate Assumption Impact - Higher Than Expected
Management estimates that IAG’s reserves could absorb a year-to-date drop in interest rates and re-
duce URR by 10 bps (to 3.60%).  However, if interest rates were to fall below Q3 levels (4.15% for 
Quebec L-T bonds and 2.80% for Canada L-T bonds), it may have to lower the Ultimate Reinvestment 
Rate (URR) by a further 10 bps to 3.50% and that would have a negative impact on annual earnings of 
an estimated $49 million or $0.57 per share.  Furthermore, management indicated that it may also lower 
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its Initial Reinvestment Rate (IRR).  A 20 bps decrease in the IRR would result in an additional $56 million ($0.66 per share) charge.  We believe that these 
sensitivities were higher than the market expected.

Other Quarterly Highlights (as reported under IFRS)
• Total net operating earnings in Q3/11 (IFRS basis) was reported at $45.7 million or $0.52 per share, down 28% Y/Y.  EPS excluding the possible 

dilution from the Innovative Tier 1 debentures was $0.53.  Negative equity markets lowered earnings by $0.19 per share.  Although the quarter 
benefited from lower strain and a lower tax rate, these were not significant enough to offset the poor equity markets.  This quarter also reflects the 
equity issue of 6 million common shares during the quarter.  

• Individual Insurance group reported net income of $27.0 million in Q3/11, a decline of 27% Y/Y and 36% sequentially.  Sales of individual insur-
ance increased 21% Y/Y driven by strong minimum premium sales and excess premium sales.  Strain was lower (cost of writing new business) at 
50% versus 51% of sales last quarter and was at the low end of management’s 50% - 55% target range.  The lower strain was attributed to the rate 
increases introduced at the beginning of the year which are now being reflected in sales.  However, offsetting this strong performance was a loss of 
$5.0 million or $0.06 per share on its dynamic hedging program on its guaranteed annuity product as well as a negative mortality experience of $7.5 
million or $0.09 per share.

• Individual Wealth Management net income decreased to $15.2 million in Q3/11 from $20.4 million last quarter and declined 16% Y/Y.  Sales were 
lower in all product categories except mutual funds.  Gross segregated fund sales declined 3% Y/Y while gross mutual fund sales increased 13% 
Y/Y.  Lower equity markets resulted in a loss of about $4.2 million on lower management fees and $5.1 million on its dynamic hedging program.  
Total mutual fund and segregated fund AUM increased 7% Y/Y but decreased 7% sequentially.  IAG ranks first for segregated fund sales with a 
market share of almost 50% of all new business.  IAG ranked 11th for mutual fund sales. 

• Group Insurance reported net income in Q3/11 of $4.7 million, down 55% Y/Y.  Employee Plans reported a very unfavourable experience loss of 
$9.5 million as a result of a higher number of long-term disability claims in the quarter (six quarter average experience recorded a gain of $1.9 mil-
lion).  Sales in Group Insurance Employee Plans were quite weak at $4.8 million, down 80% Y/Y.  The Special Markets Group reported a modest 
6% drop in Y/Y sales and Group Creditor Insurance had higher sales, up 66% Y/Y.  The latter benefiting from the V.A.G. acquisition. 

• Group Savings & Retirement reported net income of $3.9 million, flat Y/Y and up 44% sequentially.  Sales of Accumulated Products and Insured 
Annuities decreased 29% Y/Y.  Funds Under Management (FUM) increased 2% Y/Y. 

• Gross Impaired Investments declined to $18.0 million from $20.8 million last quarter.  Net impaired investments totaled $13.2 million as at the 
end of the quarter compared to $15.0 million as at the end of last quarter.  The ratio of net impaired loans to total investments (under IFRS) remains 
very low at 0.06%.

• Management gave guidance that a 10% change in the absolute level of the TSX over one full year would impact net income by $20 million or 
about $0.22 per share.

Recent Events
• On September 12, 2011, IAG announced the private placement with the Caisse de Depot et placement du Quebec for the purchase of 6 million 

common shares of IAG at a price of $33.31 per common share for gross proceeds of $199.9 million.
• On October 1, 2010, IAG acquired all the outstanding shares of National Warranties MRWV Limited, a company that sells extended car war-

ranties in Quebec.  Premiums approximate $6 million annually, and the acquisition is not expected to have any impact on IAG’s financial results.
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Definition of Risk Rankings
Low:  Low financial and operational risk, high predictability of financial results with stronger than average balance sheet and strong free cash flows.  Company may 
pay substantial dividends or have an active share repurchase program. 
Medium:  Moderate financial and operational risk, moderate predictability of financial results, positive free cash flows and may or may not pay a dividend.
High:  High financial and/or operational risk, low predictability of financial results.  Limited financial history, negative free cash flows, adequate working capital and 
no dividends.

Definition of Research Ratings
The Catalyst research recommendation structure consists of the following categories:
Buy:  The stock’s total return, including dividends paid, is expected to exceed a minimum of 15% on a risk-adjusted basis, over the next 12 months.
Hold:  The stock’s total return, including dividends paid, is expected to be between 0% and 15%, on a risk-adjusted basis, over the next 12 months.
Sell:  The stock’s total return, including dividends paid, is expected to be negative over the next 12 months.
Speculative:  The stock’s total return is expected to exceed 30% over the next 12 months; however, there is material event risk associated with the investment that 
could result in significant loss.
Note:  Analysts have discretion within 500 basis points of the upper and lower limit of each rating to maintain the recommendation.

Analyst Certification
All of the views expressed in this report accurately reflect the personal views of the responsible analyst(s) about any and all of the subject securities or issuers.  No 
part of the compensation of the responsible analyst(s) named herein is, or will be, directly or indirectly, related to the specific recommendations or views expressed 
by the responsible analyst(s) in this report.

The information contained in this report has been compiled by Catalyst Equity Research Inc. (“Catalyst”) from sources believed to be reliable, but no representation 
or warranty, express or implied, is made by Catalyst, its affiliates or any other person as to its accuracy, completeness or correctness.  All opinions and estimates con-
tained in this report represent Catalyst’s judgment as of the date of this report and are subject to change without notice and are provided in good faith but without legal 
responsibility.  This report is not an offer to sell or a solicitation to buy any securities.  Catalyst and its affiliates may have a relationship or may receive compensation 
for services with some or all of the issuers mentioned.  Catalyst or its affiliates or officers, directors, representatives, associates may have a position in the securities 
mentioned herein, and may make purchases or sales of these securities from time to time in the open market or otherwise.  The securities discussed may not be eligible 
for sale in all jurisdictions.  To the full extent permitted by law neither Catalyst nor any of its affiliates, nor any other person, accepts any liability whatsoever for any 
direct or consequential loss arising from any use of this report or the information contained herein.  No matter contained in this document may be reproduced or copied 
by any means without the prior consent of Catalyst.  This report is not for distribution in the United States of America.
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