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Determining the intrinsic value of a preferred share is a critical task for investors, financial analysts,
and corporate finance professionals. In the context of a Canadian life insurance company,
understanding how to accurately value its preferred shares can inform investment decisions, risk
assessments, and strategic planning. This article provides an in-depth guide on how to compute the
intrinsic value of a preferred share, incorporating the specific considerations relevant to Canadian
life insurance firms.

Understanding Preferred Shares and Their Importance

Preferred shares are a class of equity securities that generally have fixed dividends and priority over
common shares in the distribution of dividends and assets during liquidation. They are often used by
companies, including life insurance firms, to raise capital while maintaining a certain financial
structure.

Key features of preferred shares include:
- Fixed dividend payments
- Preference over common stock in dividend and liquidation
- Typically non-voting
- Callable or perpetual (non-maturing) in many cases

For Canadian life insurance companies, preferred shares serve as a vital component of their capital
structure, allowing them to meet regulatory capital requirements and finance growth strategies.

Factors Influencing the Intrinsic Value of Preferred
Shares

The intrinsic value of a preferred share is essentially the present value of its expected future cash
flows, primarily the fixed dividends, discounted at an appropriate rate that reflects the risk profile of
the issuer and market conditions. Several factors influence this valuation:

- Dividend rate: The fixed or floating dividend paid on the preferred share.
- Dividend payment schedule: Whether dividends are paid quarterly, semi-annually, or annually.
- Term to maturity: Whether the preferred share is perpetual or has a fixed redemption date.
- Interest rate environment: Prevailing market interest rates influence discount rates.
- Issuer credit quality: The financial health of the Canadian life insurance company impacts risk



premiums.
- Regulatory factors: Canadian insurance regulations may affect capital adequacy and dividend
policies.

Understanding these factors helps in selecting the right valuation model and discount rate.

Valuation Models for Preferred Shares

The most common approach to valuing preferred shares involves discounting expected future
dividends to their present value. The choice of model depends on the characteristics of the preferred
share:

1. Perpetual Preferred Shares
For preferred shares with no maturity date, the valuation simplifies to a perpetuity model:

\[ \text{Intrinsic Value} = \frac{D}{r} \]

Where:
- \( D \) = Annual dividend payment
- \( r \) = Required rate of return or discount rate

This model assumes dividends are fixed and perpetual, which is often the case with some preferred
shares issued by Canadian life insurance companies.

2. Maturing Preferred Shares
If the preferred share has a fixed maturity date, the valuation considers the finite stream of
dividends plus the redemption value at maturity:

\[ \text{Intrinsic Value} = \sum_{t=1}^{T} \frac{D}{(1 + r)^t} + \frac{F}{(1 + r)^T} \]

Where:
- \( T \) = number of periods until maturity
- \( F \) = redemption (par) value

This approach resembles bond valuation, accounting for both dividend payments and redemption.

3. Floating-Rate Preferred Shares
For preferred shares with dividends linked to market interest rates, valuation involves forecasting
future dividends based on projected rates, which adds complexity.



Calculating the Discount Rate in a Canadian Context

The discount rate reflects the required rate of return, considering both the risk-free rate and risk
premiums. In Canada, the factors influencing this rate include:

- Risk-Free Rate: Typically based on government bonds (e.g., Canadian 10-year government bonds).
- Credit Spread: Premium for the issuer's credit risk, which depends on the financial stability of the
life insurance company.
- Market Premiums: Additional premiums for market volatility and liquidity considerations.

The discount rate can be expressed as:

\[ r = R_f + \text{Credit Spread} + \text{Market Premium} \]

Where:
- \( R_f \) = risk-free rate
- Credit spread and market premium are adjusted based on the company's credit rating and market
conditions.

Step-by-Step Guide to Computing Intrinsic Value

To compute the intrinsic value of a preferred share issued by a Canadian life insurance company,
follow these steps:

Gather all relevant data:1.

Annual or periodic dividend payments (\( D \))

Redemption value (\( F \)), if applicable

Maturity date or indication if perpetual

Current market interest rates

Credit rating and risk premiums of the issuer

Determine the appropriate valuation model: Choose between perpetuity, finite maturity,2.
or floating-rate models based on the preferred share's features.

Estimate the discount rate (\( r \)): Calculate using the current risk-free rate plus relevant3.
risk premiums for Canadian market conditions.

Calculate the present value of future dividends: Discount the expected dividend stream4.
using the chosen model and discount rate.



Include redemption value: For maturing preferred shares, add the discounted redemption5.
amount at maturity.

Adjust for any call features or special conditions: Consider callable features or other6.
contractual terms that may affect valuation.

Practical Example

Suppose a Canadian life insurance company has issued a perpetual preferred share with the
following features:

- Fixed annual dividend: CAD 5.00
- Current market risk-free rate (10-year government bond): 2.0%
- Estimated credit spread based on the company's credit rating: 1.5%
- Market premium for preferred shares: 0.5%

Step 1: Calculate the discount rate:

\[ r = R_f + \text{Credit Spread} + \text{Market Premium} = 2.0\% + 1.5\% + 0.5\% = 4.0\% \]

Step 2: Compute intrinsic value:

\[ \text{Intrinsic Value} = \frac{D}{r} = \frac{5.00}{0.04} = CAD 125.00 \]

This suggests that, given the current market conditions and risk profile, the preferred share's
intrinsic value is CAD 125.00.

Regulatory and Market Considerations in Canada

Canadian life insurance companies operate under strict regulatory frameworks set by bodies such as
the Office of the Superintendent of Financial Institutions (OSFI). These regulations impact the
company's capital structure, dividend policies, and issuance of preferred shares.

Key considerations include:
- Capital adequacy requirements influence the amount and type of preferred shares issued.
- Regulatory constraints on dividend distributions can affect the timing and amount of preferred
dividends.
- Market conditions and investor appetite influence the pricing and, consequently, the intrinsic
value.

Market factors impacting preferred share valuation:
- Interest rate fluctuations
- Changes in Canadian government bond yields
- Credit rating changes of the issuer
- Economic outlook and inflation expectations



Conclusion

Computing the intrinsic value of a preferred share issued by a Canadian life insurance company
involves understanding its dividend structure, maturity features, and the prevailing market
conditions. By accurately estimating future cash flows and selecting an appropriate discount rate
that reflects Canadian market risk premiums, investors can determine whether a preferred share is
overvalued or undervalued.

This process not only aids in making informed investment decisions but also enhances
understanding of the company's capital structure and financial health. As with any valuation, it is
essential to consider the dynamic nature of market conditions and regulatory environments,
continually updating assumptions to maintain valuation accuracy.

In summary:
- Gather detailed data on dividends, maturity, and market rates.
- Choose the appropriate valuation model.
- Calculate the discount rate considering Canadian market nuances.
- Discount future cash flows accordingly.
- Make informed investment decisions based on the computed intrinsic value.

By applying these principles, stakeholders can effectively evaluate preferred shares within the
unique context of the Canadian life insurance industry, ensuring sound financial analysis and
strategic planning.

Frequently Asked Questions

How do you calculate the intrinsic value of a preferred share
issued by a Canadian life insurance company?
The intrinsic value of a preferred share can be calculated by dividing its expected annual dividend by
the required rate of return (discount rate) minus the dividend growth rate, often using the dividend
discount model (DDM). For preferred shares with fixed dividends, this simplifies to dividing the
annual dividend by the required yield.

What key financial information about the Canadian life
insurance company is needed to compute the preferred share's
intrinsic value?
You need the annual dividend payment per preferred share, the company's required rate of return or
yield, and any growth rate assumptions if dividends are expected to grow over time. Additionally,
understanding the company's credit risk and market interest rates helps refine the discount rate.

How does the credit rating of a Canadian life insurance



company impact the intrinsic value of its preferred shares?
A higher credit rating typically indicates lower risk, which can lead to a lower required rate of return
and thus a higher intrinsic value for the preferred shares. Conversely, a lower credit rating may
increase the required yield, decreasing the preferred share's intrinsic value.

Can the intrinsic value of preferred shares be affected by
changes in Canadian interest rates or market conditions?
Yes, fluctuations in interest rates and overall market conditions influence the required rate of
return. An increase in interest rates generally raises the discount rate, reducing the intrinsic value
of preferred shares, while a decrease can have the opposite effect.

What role does dividend stability play in determining the
intrinsic value of a preferred share from a Canadian life
insurance company?
Dividend stability significantly impacts the valuation; stable and predictable dividends increase
confidence in the preferred share's value, leading to a higher intrinsic value. Conversely, dividend
uncertainty or variability can lower the intrinsic value due to increased risk.

Additional Resources
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Understanding the intrinsic value of a preferred share is fundamental for investors, financial
analysts, and company management alike. For Canadian life insurance companies, preferred shares
often serve as a strategic tool for raising capital while maintaining a degree of financial flexibility.
This article delves into the intricacies of calculating the intrinsic value of preferred shares,
particularly within the context of a Canadian life insurance firm, exploring the relevant financial
concepts, valuation methodologies, and practical considerations involved.

---

Introduction to Preferred Shares and Their Role in
Canadian Life Insurance Companies

Preferred shares are a class of equity security that typically offer fixed dividends and priority over
common shares in the event of liquidation. For Canadian life insurance companies, preferred shares
are an attractive funding mechanism due to their hybrid nature—combining features of both debt
and equity. They provide a steady income stream via dividends while allowing the insurer to raise
capital without diluting common shareholders or increasing debt levels excessively.

Features of Preferred Shares in Canadian Life Insurance Context:



- Fixed Dividends: Usually expressed as a percentage of the face value or at a fixed dollar amount.
- Priority in Dividends and Liquidation: Preferred shareholders are paid before common
shareholders.
- Perpetual or Redeemable: Some preferred shares are perpetual, while others have redemption
features.
- Tax Advantages: In Canada, dividends paid to preferred shareholders may benefit from favorable
tax treatment under certain conditions.

The valuation of these preferred shares hinges on understanding their dividend structure,
redemption features, and the issuance terms, especially in the regulatory environment governing
Canadian insurers.

---

Fundamental Concepts in Valuing Preferred Shares

Before embarking on the valuation process, it’s crucial to understand the core principles and
assumptions underpinning preferred share valuation:

- Dividend Discount Model (DDM): The most common approach, especially for perpetual preferred
shares, which assumes dividends grow at a certain rate or remain fixed.
- Yield Approach: Relates the preferred share’s price to the expected dividend payments and
required rate of return.
- Risk Factors: Credit risk, interest rate risk, and company-specific factors influence the discount
rate applied.

In a Canadian life insurance context, the valuation often assumes the preferred share pays a fixed
dividend, with the possibility of redemption, which affects the cash flow projections and discount
rate choices.

---

Gathering the Necessary Data for Valuation

The first step in computing the intrinsic value is to gather all relevant data, which typically includes:

- Dividend Rate (or Dividend Payment): The fixed amount paid periodically.
- Redemption Terms: Whether the preferred share is perpetual or has a redemption date, and the
redemption price.
- Market Discount Rate or Required Rate of Return: Usually derived from the company's cost of
capital, adjusted for risk.
- Interest Rate Environment: Given the current Canadian interest rates, which influence the discount
rate.
- Company Financials: The insurer’s financial health, credit rating, and regulatory capital
requirements.



For example, consider a preferred share with an annual dividend of CAD 5, a redemption price of
CAD 100, and a required rate of return of 6%. These figures serve as the foundation for the valuation
calculation.

---

Methodologies for Computing Intrinsic Value

Several valuation models are applicable depending on the preferred share’s features:

1. Perpetuity Model for Perpetual Preferred Shares

This is the simplest and most common model for preferred shares that do not have a redemption
date.

Formula:
\[ P = \frac{D}{r} \]

Where:
- \( P \) = Intrinsic value of the preferred share
- \( D \) = Annual dividend payment
- \( r \) = Required rate of return

Example:
Given \( D = CAD 5 \) and \( r=6\% \):
\[ P = \frac{5}{0.06} = CAD 83.33 \]

This suggests the preferred share’s intrinsic value is approximately CAD 83.33, assuming the
dividend remains fixed indefinitely.

Features:
- Simplifies valuation for perpetual preferred shares.
- Assumes no change in dividends or interest rates.

Pros:
- Easy to implement.
- Useful for quick estimates.

Cons:
- Ignores potential redemption or dividend changes.
- Assumes stable interest rates and risk environment.

---



2. Present Value of Redemption Value for Redeemable
Preferred Shares

For preferred shares with redemption features, the valuation extends to include the present value of
the redemption amount, usually at a specified future date.

Formula:
\[ P = \sum_{t=1}^{n} \frac{D}{(1 + r)^t} + \frac{R}{(1 + r)^n} \]

Where:
- \( D \) = Annual dividend
- \( R \) = Redemption price
- \( n \) = Redemption period (years)
- \( r \) = Discount rate

Example:
Suppose the preferred share pays CAD 5 annually, is redeemable at CAD 100 after 10 years, with a
discount rate of 6%:

\[ P = \sum_{t=1}^{10} \frac{5}{(1 + 0.06)^t} + \frac{100}{(1 + 0.06)^{10}} \]

Calculating the sum of discounted dividends and the discounted redemption value provides the
intrinsic value.

Features:
- Incorporates redemption features.
- Suitable for preferred shares with fixed maturity.

Pros:
- Reflects the true economic value considering redemption.
- Useful for assessing callable or redeemable preferred shares.

Cons:
- Requires accurate estimation of redemption dates.
- Sensitive to interest rate changes.

---

3. Adjusted Dividend Discount Model (DDM) for Growing
Dividends

In scenarios where dividends are expected to grow at a certain rate \( g \), the Gordon Growth Model
applies:

Formula:
\[ P = \frac{D_1}{r - g} \]



Where:
- \( D_1 \) = Dividend in the next period
- \( r \) = Required rate of return
- \( g \) = Growth rate of dividends

Application:
If dividends are expected to grow at 2% annually:

\[ D_1 = 5 \times (1 + 0.02) = CAD 5.10 \]

\[ P = \frac{5.10}{0.06 - 0.02} = CAD 127.50 \]

This higher valuation accounts for dividend growth, reflecting a more optimistic outlook.

Features:
- Suitable when dividends are not fixed but expected to grow.
- Assumes stable growth rate perpetually.

Pros:
- Accounts for potential dividend increases.
- More realistic for certain preferred shares.

Cons:
- Sensitive to the choice of \( g \).
- Less applicable if dividends are fixed or expected to decline.

---

Choosing the Appropriate Model in a Canadian Life
Insurance Setting

Canadian life insurance companies often issue preferred shares with specific features, such as fixed
dividends, redemption options, and regulatory considerations. The choice of valuation methodology
depends on these features:

- If the preferred share is perpetual with fixed dividends, the perpetuity model suffices.
- If redemption is involved, present value calculations incorporating redemption value are more
appropriate.
- For preferred shares with expected dividend growth, the Gordon Growth Model provides a better
estimate.

In the Canadian regulatory environment, the valuation process may also need to consider capital
adequacy standards and accounting rules, which can influence discount rates and cash flow
assumptions.

---



Impact of Market Conditions and Regulatory
Environment

Market interest rates, credit spreads, and regulatory policies significantly influence the intrinsic
value calculation:

- Interest Rate Fluctuations: Rising rates decrease preferred share prices due to higher discount
rates.
- Credit Risk: Changes in the insurer’s credit rating can increase the required rate of return,
lowering the intrinsic value.
- Regulatory Constraints: Capital requirements may affect dividend payments and redemption
options, impacting valuation assumptions.

Life insurance companies operating in Canada must also adhere to the OSFI (Office of the
Superintendent of Financial Institutions) guidelines, which can impose additional constraints on
preferred share issuance and valuation considerations.

---

Conclusion: Practical Considerations and Final
Thoughts

Computing the intrinsic value of preferred shares in a Canadian life insurance context involves
understanding the specific features of the securities, market conditions, and regulatory
environment. The valuation process often employs a combination of models, tailored to the preferred
share’s characteristics—be it perpetual, redeemable, or dividend-growing.

Summary of Key Points:
- The perpetuity model provides a quick estimate for fixed, perpetual preferred shares.
- Present value calculations incorporating redemption features offer a more precise valuation for
redeemable preferred shares.
- Growth assumptions can significantly alter valuation estimates, requiring careful analysis.
- Market conditions and regulatory frameworks must be integrated into the valuation process.

Pros of the Valuation Approach:
- Provides a systematic way to estimate true economic value.
- Facilitates better investment decision-making.
- Aids in regulatory compliance and capital planning.

Cons and Challenges:
- Sensitive to input assumptions, especially discount rates and growth rates.
- Market volatility can rapidly change preferred share valuations.
- Regulatory and accounting complexities may require adjustments.

In conclusion, accurately assessing the intrinsic value of preferred shares is essential for investors,
insurers, and regulators to make informed decisions. For Canadian life insurance companies, the



valuation process must be contextualized within the local financial environment,
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