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Moderator Rachel Dutil: Good morning and welcome to the third session on the IFRS. In this session our
speakers will focus on the impact for P&C insurance companies. We will also discuss the work that’s being done
on solvency from the CIA point of view and also a bit from OSFI’s point of view. To start with, we’ll have Richard
Gauthier who will speak to us about IFRS. Richard is a member of the Actuarial Standard Board, he is a P&C
member, and he is also a member of the sub-committee which is in charge of the IFRS transition. And then we
will have Chris Townsend who will talk to us about issues related to solvency. Chris is a member of the Risk
Management and Capital Requirement Committee. He is also one of the industry’s Co-chair of the P&C-MCT
Advisory Committee and the immediate past chair of the P&C sub-committee of this Risk Management and
Capital Requirement Committee, with that, Richard.

Speaker Richard Gauthier: I thought we’d all be really tired of those all red backgrounds so I decided to change
it. For once my presentation was actually prepared before they sent me the background. What I want to do right
now is focus on IFRS, P&C. I’ll try to keep it practical and I’m almost tempted to say this is a joint session. Get
them back for yesterday.

So what we are going to do first is just get a little of bit of background. As you know, the Actuarial Standard
Board has the task of reviewing all the standards to see if changes are required in our standards in regards to the
introduction, or prompted by the introduction of the IFRS. And of course being the P&C actuary, and I’m the
only P&C actuary on there, I was tasked on looking at that. I’m being helped by Elaine Lajeunesse. She’s helping
me look at the P&C standards to basically make sure that they’re not saying stuff that is stupid.

What I want to do now is go a little bit through an alphabet soup of abbreviation that I’m going to use, where
we are, and what are the implications. I want to keep it relatively practical. I think that’s the best way to bring the
point home that we have work to do over the next five or six years. Before we go there, we will start from the
alphabet soup standpoint and those are going to come over and over and over again for the next six years. Obviously,
we have the Accounting Standards Board that’s a Canadian body and that’s the Canadian body that promulgate
what’s the Canadian GAAP. Okay, that’s the Accounting Standards Board.

We have the IASB which is International Accounting Standards Board which is the body that promulgates
what is IFRS. So they own IFRS. IFRS stands for what you see there. And we also have, what you are all going to
see is something called IAS, International Accounting Standards and as you go through that, about four inches of
what I call “bible paper” because it’s a thin paper book, sometimes you have references to IFRS and sometimes you



have references to IAS. IAS essentially is the predecessor to IFRS, it’s a sub-committee of IASB who put them
together a little while ago. And IFRS is kind of using it to fill some the holes where IFRS is not addressing some
issues. And we have Internal Actuarial Association of course and C-GAAP for Canadian GAAP.

That slide is moving, this is where IFRS is, or will be. Up to about two weeks ago IFRS was basically being
adopted or adopted in all countries, in other words the people that were not IFRS at that time were the United
States and four African countries. So basically that’s why in the United States, I think it’s 2016 as of now, they
decided that they’re going to IFRS or something closer to that.

What it means here, is that no matter where you pick your financial statements in the world they all going
to look on the same basis. So, I should be able to take AXA’s French financial statements with Aviva’s English
financial statements, Fairfax here and they are all going to be on the same basis. And they should therefore have
comparables in theory.

How does that happen and how does that apply to Canada? Essentially, what the Accounting Board in Canada
did, is they took whatever IFRS was at January 1st 2007. They took the whole bundle, put the bow on it, dumped
it on the Canadian accountants and said, “This is an exposure draft to be effective in 2011”. And after a multitude
of discussions, it was accepted and from now on, what we have is that on January 1st 2011 we are going to have
IFRS as it stood. Not only did they say that, they also said, we understand IFRS as a standard that’s currently
evolving. Some of the stuff is not quite finished so we are also telling you that every time IFRS or the International
Accounting Standards Board will come up with something, automatically we are going to put a bow on it and it
is going to become exposure draft in Canada automatically. Therefore the accountants, or us for that matter, want
to know when something is going to come out of IASB. It’s important to us because it, de facto, is going to be an
exposure draft for us.

IFRS will apply to everybody in 2011, every publicly accountable enterprise. And of that body called IFRS,
there is standard number 4 and in standard number 4 is the one that pertains to insurance accounting. And I said
IFRS is an evolving process, some of the stuff is not quite finished, and of course IFRS 4, which is the one that
we’re most concerned with, is not finished.

When the IFRS project was started, they decided that it would be ready to have IFRS 4 in 2004 and 2005 ready
for everybody at the same time as everybody else no problem. Were they ever wrong? The IASB quickly realize that
insurance is not clear and that it’s a domain where uncertainties and nuisances are virtues they are not drawbacks.
So as a result of that they hit a brick wall. There was, if you put yourself back a couple of years, there was significant
pushback even on discounting. Okay. So there’s a significant pushback so they decided okay that’s fine.

We are going to break that process in two. We are going to now do an IFRS Phase 1. And what does Phase 1
do? It’s an interim standard and it focuses on the definition of an insurance contract. There are some differences
there that are I think are of great value to us. And then we are going to go after that, we are going to amend this
with Phase 2 where in Phase 2 not only will we have the definition of Phase 1 but we also are going to have
measurement. This is how you define an insurance contract in Phase 1 and by the end of Phase 2, those are
insurance contract and this is how you measure them. Okay, so that’s Phase 2.

And IFRS 4 is applicable to all entities who issue insurance contracts not necessarily only insurers. IFRS 4 is
a product-focused statement. It is not a company specific statement. So, you can have insurance contracts that are
issued by pick one, a property company, and it will be accounted for as an insurance contract even if it is not
issued by an insurance company. And I’ll say more to that later on in my presentation.

So where are we, so as to focus the mind as to what needs to be done by when. Here, this particular slide applies
to any entity, insurance or not. December 31st 2011, we have to do a financial statement according to IFRS. That
means a balance sheet, which means an income statement and two years of comparatives. That also means that if
I have two years of comparatives, that I will need a December 2009 balance sheet in order to get my two years of
comparatives. And by the way we’re sitting right now just over there.

So, although we’re talking about 2011, we’re talking something that you are going to have to deal with
relatively shortly.
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If I looked at this now specifically from an insurance company standpoint, the slide changes a little bit because
really, what you have is IFRS 4 Phase 1. Financial statements on a Phase 1 basis need to be available by year end
2011. This also means that you are going to have to do several statements, several valuations on different bases for

a given statement year. And I have a list later on the next slide that we can look at.
Then after that in 2012, which is when Phase 2 is supposed to arrive, you are going to have to redo the whole

thing again but this time with measurement. Okay, with the measurement techniques or the measurement
standards that are going to be put in place for insurance contracts. And of course, it actually means Q1 2011
because we, as an industry, have quarterly financial statements. So the quarterly financial statement of Q1 2011
will have to be done inclusive of Phase 1 consequences of IFRS. When all this is done, after that we’ll have
something called Solvency II that Chris will talk about later.

What does that mean to us? It means that a number of financial statements will have to be repeated on a
number of bases. I said, 2009 but we’ll have to issue our balance sheet as we issue it today. We also are going to
have to recalculate our balance sheet for 2009 based on IFRS Phase 1 so we are going to have two financial
statements for the same year. The income statement of 2010 will also have to be on two bases because I’m going
to have to report at the end of 2010. And again in 2010 IFRS is not going to be enforced yet so I’m going to have
a 2010 income statement on the current basis. And I will also have it on IFRS Phase 1 basis because it would be
part of my comparative for 2011. And then of course we have Phase 2 that’s going to come in and if it happens
in 2012, I must admit that I’m stating dates here that are the expected date by the International Accounting
Standards Board, and it is quite clear that everybody expects Phase 2 to slide further away from December 2012.

However, no word from the standards board as to whether that’s going to happen because you know they are
for Phase 2. Phase 2 by the way is the phase that going to impact us the most, I believe. Phase 2, in order to be
effective in 2012, will have to be issued as an exposure draft of those requirements in the last quarter of 2009. I
understand that the committee that is dealing with that got reshuffled lately and that not all members are at the
same place or going at the same speed. So delays are likely to occur. The initial date was 2004 may be the last date
would be 2014. But if we stick with 2012 you’ll end up with the balance sheet of 2010 having to be prepared on
three bases. And I think it is important that when you go through that, that you are going to have to make sure
that you document your assumptions because these assumptions are going to be dragged through this entire process
here. That you’re having an assumption that you are not going to have to contradict as you move forward and go
to other bases.

Keep your eyes on the price so when you go through your transition process of implementing Phase 1 or in
Phase 2, keep your eye on the price, on what you are going to decide. It is something that you are going to have
to drag all the way down to the right end corner for 2012. So it is important and when you set your assumptions,
that you set your assumptions with the long-term view that you are going to have to carry those forever.

What does that mean to you the established time frame of the application of all this? Well, what I would like
to do is spend some time on the actual, on what we have to do. And in order to put a framework on the how, what
we have to do is spend a moment on IFRS’ philosophy. Then I’ll go into a definition of insurance contracts and
what kind of decision you need to take by the end of Phase 1. And then it would be measurement, Phase 2, I will
tell you what the status is on Phase 2 and the decisions to be made for Phase 2.

IFRS is a principle based set of standards. It is not a recipe book. I call a recipe book something where in order
for you to keep your license you have to put this number in this bucket and this number in this bucket. Do some
operations between the two and if the resulting number is X you’re fine and if it’s below X you’re not fine. A bit
like the regulation that the Americans have where they are really formula driven and a little bit like our MCT which
is a formula driven thing. So, it’s principle based and therefore IFRS 4 will set up the principles and then you are
going to take those principles and you are going to have to read them and apply them to your specific operations
and because there will be judgment involved in the application of those principles you will have to include more
documentation on them and you can be absolutely assured that the notes to financial statements will increase, and
we’re talking a 50–100 percent increase in notes. Huge, huge difference.
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So what’s an insurance contract? What’s an insurance contract and I start with financial risk. Well an insurance
contract is like trying to define the P&C Actuary. You start by saying that’s a life actuary, that’s a pension actuary
and where everything else. So, it’s the same here. We’ll define a financial risk and an insurance contract and

insurance risk is everything else. Okay.
So what’s a financial risk? A risk dealing with a specified interest rate, the price of financial instrument, the

bond and index of prices, the number of debt that are being done, instruments where the debts are made as to the
direction of the interest rate, credit rating and other variable non-financial but that are not specific to a party
toward a contract, like a debt on an interest rate, the interest rate is not specific to an entity it’s specific to a market.
So this then becomes the definition of an insurance contract: It is a contract under which one party accepts
significant insurance risk from another party. So, I guess I need those two parties to have that insurance contract.
By agreeing to compensate the policyholder for a specified uncertain future event. So let’s break that down a little
bit and look at each one. The first one: accepts significant insurance risk, and insurance risk is defined as anything
but a financial risk. So that’s the first one.

After that it’s got to be “significant” if you thought FASB 113 was fun we’ve got another one coming. So it has
to be a significant insurance risk which means that it has to result in the payment of significant additional benefits
in any scenario, that doesn’t mean all scenarios it means one of any scenario. Excluding scenarios that lack commercial
substance (excluding silly stuff ). But, if you look at significant additional benefit in any scenario you are basically
looking at events if you can in a policy imagine an event with commercial substance. Imagine an event that will
modify the cash flows significantly the cash flows of the parties than you have in an insurance contract.

So under that definition if you want, the door is wider than under FASB 113. After all, in FASB 113 if you
look at the definition you know that earthquake insurance wouldn’t be insurance. But in this particular case it gets
over that. Of course, eventually there will be guidance as to the meaning of “significant” but right now there isn’t
any. And it has to cover specified uncertain future events, uncertainty can be uncertainty of the occurrence, timing
or quantum, or anyone of those. One or all of those. Okay. So that’s your definition of insurance contract.

So next, in Phase 1 what you need to do is take that definition and look at everyone of your products that
you offer. And see whether it made the definition of insurance. Because the balance sheet, you are going to have
to create at the 2009 year-end, is the balance sheet that will reflect those definitions. That will reflect what we’re
actually covering under that definition. And of course, that’s why on the life side you know they’re extremely busy
right now because they got bored with life insurance and they decided to wrap all kinds of investment stuff around
it. And as a result of that and they have to unbundled all this, look at every product, is it insurance, is it deposit,
is it this, is it that. We don’t have that particular problem here, that’s why on the life side Phase 1 is a big deal. For
us it is not that big of a deal. However, I think there are some items that need to be looked at. So that’s the kind
of framework do we have to do our analysis as to whether or not this an insurance contract or not.

I put here a bit of a decision tree, is it insurance risk? If it’s “yes” then it’s IFRS 4 or if it’s “no” then it’s either
financial instrument or regular revenue stream of maintenance or whatever you want. So you take your contract
and you have to pass it through that grid to figure out what’s the basis that you’re going to be using.

If you have a contract that have several characteristics one of them being an insurance, you have to split them
and you have to put the insurance on there, accounted for based on IFRS 4. And you have to put the non-insurance
aspect either as a financial instrument or as a regular revenue. I mentioned that IAS 18 Revenue is the standard
for the revenue accounting. Why is it IAS? Because it pre-existed IFRS. That means that a sub-committee of IASB
have put those out.

So if we think of auto insurance. While we will not spend a lot of time on that, obviously that’s an insurance
kind of contract. But this is the one I like, I like it because it gives us more work. Let’s say I have a property
management company that has a contract with an investment company. An investment company owns a whole
bunch of buildings. And the property management company comes to a contract with the investment company
to manage these buildings including repairs for a period of five years for a fixed fee. Well, I have a certainty of
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occurrence, timing and quantum. They’re all there. It is not a financial risk. It’s specific to an entity, I have two
parties, this is going to be accounted for in the property management company as an insurance contract.

Okay. So you might potentially be running into an issue of materiality, well I assume that it is material for

that company. But I suspect that as we go through it, if, as a profession would, we believe in what we’re doing, which
I hope we do, you know, we may have a requirement for our services now outside the insurance industry. And one
thing that I should mention while on that subject, the warranty on goods. Warranty on goods you can say, well
I’m actually issuing an insurance contract for warranty on goods but there is specific provision in IFRS that says
that if you are the manufacturer of the good and you issue a warranty on that good, that is a service contract. It is
not insurance. But if it’s another party that issued that guarantee then it’s an insurance contract.

Insurance company issues a contract, compensating an ice cream distributor in the summer if on the average
the temperature is below 20, probably this summer. On that basis this is not an insurance contract it’s a weather
derivative, it is not to be accounted for as under IFRS 4, this is to be accounted for according to the financial
reporting standard IAS 39. Other, and this is where we are going to get caught, is on the others. I knew a company
that issues policies where the deductible in the policy is equal the limits. Okay, the reason is because they’re just
an entity that requires pink slips on their cars and the insurance company is about this big, the other company is
about this big and they say well, I’ll issue a policy where limits is equal deductible, I’ll take care everything. I
believe that’s a service it’s not insurance. And I should say those are currently being debated as to whether are they
are or not. Okay, so don’t expect a shopping list of yea, nay, yea, nay, you have to do your own analysis.

I think fronting is okay, but the place where I think it is iffy, is if you front for company A, and company A
insures with company B through the fronting arrangement and A and B are owned by the same party. I think that
needs to be looked at as to whether or not you’re not actually giving a service but also insurance. Self-insured
retention is not insurance because one of the condition is that it needs two parties. So the self-insured retention
by definition is only one party.

So what’s the possible outcome, what’s going to happen once we go through all of our contracts? And now
maybe I’m taking a joint session view, life and P&C how’s that? What may happen is that the scope of what we
call policy liabilities is going to change. A policy liability is a liability under an insurance contract. If you change
the definition of an insurance contract, you automatically change the scope of your policy liabilities. So, it is
possible and I say here that IFRS scope is smaller than the current policy scope extent of which, I’m not sure, it’s
different. I couldn’t do a diagram that says different so I have to take a smaller or bigger.

So I say now, it’s going to be a likelihood I think that when we find out that some contracts that we considered
insurance are no longer insurance. It will change the scope of our policy liabilities. So, when we are asked to opine
on the policy liability of the company under IFRS, it maybe actually be an opinion that has less scope. Otherwise,
on the life side where all those deposits that are currently considered insurance are within the scope of the actuaries
opinion, all of the sudden they’ll go away.

What OSFI may decide to do is say okay that’s the scope of IFRS but I still want an opinion for current
scope, it may not find its way in the financial statement but it may find its way in the MCT. They realize they’ve
given an opinion, my opinion on the current scope is a hundred but my opinion on IFRS is 70. I suspect that they’ll
want to have the hundred going to the minimum asset test, not the 70, because the nature of the risk of the
enterprise doesn’t change. It’s the same company, so I think we are going to have to be careful about that as a
profession. Make sure that we all understand what we’re signing on, what’s the content of our signature, content
of our evaluation because OSFI, under IFRS, its the intention of us still requiring an actuarial report. My
understanding is we will not have an actuary’s report in published financial statement but we will have a report in
the report to OSFI.

So in a nutshell, you have to go through your products, and I think the people who are doing the personal
insurance only are probably relatively, you know, it’s an afternoon work. People who are doing commercial
insurance, those are the one where you are going to get nicked as you go along. You have to be much more aware
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of what your underwriter decides to do. And there’s always in commercial insurance, a bucket of policies with
various term that just doesn’t fit anywhere else. And that’s the dangerous bucket.

So once you’ve done that you’ll be able to prepare your 2009 balance sheet under the IFRS Phase I. And that

balance sheet will be used in doing Q1 2011. You are also going to have to do it in current basis for purpose of
reporting to Canadian GAAP as it stands today because IFRS will not be in place at that time.

Now this is nice and dainty. There are not too many skeletons in that Phase I for us. And we are now going
to get into Phase II. And Phase II is the one that is quite nebulous at this point in time. The currently expected
delivery date of the draft standard is late 2009 with an effective date of 2012. But, every time you put it on a
slide and show it at a meeting like right now, you tend to have lots of smiles and laughs. Until Phase II comes
in, Canadian rules apply, our standards apply, our evaluation applies. They may not apply to the same products
but they apply.

And yes, one reason why they still apply is that our methodologies meet the test. One of the test you saw
yesterday was that the statement has to be more accurate or clearer, we meet all this. And one of the conditions is
that it needs a liability test i.e. that the evaluation process indeed covers all the liability attached to insurance
contracts and our evaluation process does. So, as a result of that, until Phase II comes in, it’s business as usual on
our standards. You just have to be careful as to what you apply the standards to. One of the things under IFRS
Phase II is that the contracts shall be recognized when the policy is issued, as opposed to when the policy is effective.

And what we expect in Phase II is that there will be certain principles in Phase II that it seems are not going
to move. The contracts’ value includes time value of money. Okay, we finally got that one across the board. There
will be margins for uncertainty or they are expected and there will be no linkage between your assets and your
liabilities. So that’s still uncertain and because it’s not final you can’t really take that to the bank too much but I’m
ready to take a wager. So, those are the fundamentals that they agreed on.

Then the question is: what’s the basis of the evaluation? Okay, when you evaluate there are several possible
values you can put on the liabilities, amortized cost, fair value, entry value and current exit value. And I believe
entry value would be things like what your underlying assumptions are when you sell the product. Amortized
cost, we’ve got that on DCAT and I think that I would like to spend some time on fair value and current exit value
because quite frankly, I have searched for an afternoon trying to find out what the difference between these two
babies were. And I have had some difficulty. So fair value, let’s say fair value is two parties agreeing to trade an
instrument. And the fair value is whatever the value shows of between those two parties if they’re both willing and
not forced to the transaction.

The exit value is this definition here, which is currently the basis that is favoured in the evaluation processes.
It’s basically what an insurer would expect to pay today to another entity if it transferred the remaining contractual
rights and obligations immediately to that entity. That’s the way I could actually figure out what’s the difference
between fair value and exit value. So let’s see, I own an insurance company, the Almost Dead Insurance Company
and you know, Chris has a claim against me so I owe Chris a hundred dollar on a claim but you know, I’m in a
shaky financial position so Rachel can tell Chris, I give you 50 bucks for that liability. He will trade his right to a
hundred dollar with me and she’ll buy it for 50. So therefore the value of that liability is 50, right, the fair value.
And I can go and say, “Hey, fair value is 50, my liability went down to 50, I’m not insolvent.” And don’t laugh
because there are some in discussion, I couldn’t believe it.

Some discussions that say in the IFRS world out there, that say the credit worthiness of the entity should be
taken into consideration in determining its liability. So basically the less secure the company is, the lower its liability
is because I have to discount using higher rates. So, a current exit value therefore is essentially the entity trying to
get out of it. Therefore, selling to an entity that will have to respect those obligations fully. Okay, so basically you
are going to go from a triple A credit rating but the value you are going to put on that is the value of a double A
or triple A because that’s the exit value. So that’s the difference between the fair value and the exit value as far as I
can explain it. And I have passed that through a number of accounting firms and nobody has argued with me that
it was wrong.



This is where we get a little bit into the current problematic of IFRS 4, where most of the arguments have
taken place. You recognize the profit right now. It seems that you recognize the profit at the time of issue and the
profit is equal to the present value of inflow but minus the outflow. That’s one position, and there are actually four

positions out there as potential positions. That’s the initial one for the IASB. One says, why do we earn a profit
over the life of the policy. Okay, that’s one position.

The other one was the beginner the policy I want to be able to get a kind of a profit for the life of that policy
as for the initial assumptions that are in it. And then I make my next little some time after the policy expiry, I will
change my assumptions because in the IFRS every time you’ll have an evaluation, you’ll review all your assumptions
and everything gets thrown in. So if I profit here, I’m issuing all my policies and therefore I recognize my profit
immediately. I don’t have the concept of an unearned premium or have the concept of the DPAC.

That means that, if six months down the line, there is a whole pile of unexpired policies but I have recognized
the profit already. If I change my assumptions, for example let’s say the Ontario auto goes bad for some odd reason,
but I will have to recognize that immediately, even after a month fully, even if some of the policies aren’t expired
because the profit has already been recognized up front. So it will introduce volatility. So some people say, “Now
we’d like to earn the profit over the term of the policy”. The margins are nice but everybody’s arguing about the
margins and we will be arguing about the margins 25 years from now.

At one point there were still people arguing about discounting. But if things go this way, the earning and profit
over the life policy versus recognizing them upfront, are details as far as I’m concerned, it is not a big deal. But if
we go in and I look at the sets of financial statements that we have under IFRS, we have an example of financial
statements on the IFRS. You look at the balance sheet, DPAC, reinsurer’ share of UPR, reinsurer’ share of unpaid
claims, it’s gone, unearned premium is gone, unearned commission is gone, it’s all gone. And what you are going
to have in those financial statements is an asset from reinsurance contracts and the liability called insurance
contracts. That’s it. That’s the example I’ve seen.

The income statement things were reordered, you’ve got all of the revenues at the top whether premium,
investments, fees and then get claim expenses and so on for the profit. Because of course in the world of discounted
unpaid claims, of present value, it doesn’t make any sense to basically have underwriting income, doesn’t make any
sense if you don’t bring in some investment income in it. Because some of that investment goes as earmarked for
the unwinding of the discount of what you are incurring or paying.

IFRS, as I mentioned, is principle based and do not expect the IASB to give you any guidance. You need a
margin. That will fall to us to put up the margin and to specify what kind of margin there is. And that’s why
disclosure will become so important. I said the purpose of the IFRS is to be able to compare ICICI in India with
AXA in France with Aviva in UK and the Kingsway here. Well, if you look at Kingsway here, we are probably going
to start doing valuation with margin, and I would be surprised that our margin will be dramatically different. We
have certain inertia of these things. But it doesn’t mean that the actuary in India is going to put the margin on the
same book of business the same as we are here. Okay, so there’s a requirement for disclosure.

Until the International Actuarial Association IAA come up with some guidance. And those guidances
obviously are not going to be binding because that particular association doesn’t have binding authority. So we are
into a 10-15 years of relative state of flux in terms of, if margins goes in. This case happened in Canada while
margins were dog’s breakfast when they got introduced in 92. It was kind of rare but it was all over the map. And
if you look at the margin that people are putting today my experience that we have, as a group, converged around
certain principles that basically took the silly stuff out of the machine. And that thing is going to happen here, I
hope. That is going to take longer because many people are involved. And I said that more disclosure as a result
of that will be extremely important. You will have a much bigger role in the notes because they will be your
numbers on the notes. It will be your runoff, it will be your margin, it would be your impact of interest rate. You
are going to have to come up with those. So although we’re not going to have an opinion in the financial statement
published. In the financial statement, our imprints will be everywhere.

Questions? Comments? Stuff?
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Jacqueline Friedland:…to speed on all these. You had that exhibit that had different values, amortized value, exit
value, fair value... Where is fulfillment value, which is something I’ve seen come across these e-mails to me?

Speaker Gauthier: I haven’t seen that one discussed yet. I’ve seen the fulfillment value but I haven’t seen it discussed
yet in my group as to what it is going to be.

Michel Dionne: You just had a slide on a margin setting that there would be no guidance provided for calculating
the margins. What will there be, is there any expectation that this margin will need to be calculated using a
percentile approach or something like that or there’s really no guidance what so ever?

Speaker Gauthier: There are discussions as to how margins should be calculated. What I’m saying is that do not
expect the IASB to tell you how to calculate it. They won’t.

Mr. Dionne: Because if they go towards the percentile approach, depending on the percentile, my own experience
at my company would be the margin would reduce significantly from the current deterministic margin that we
use for Canadian purposes.

Speaker Gauthier: I believe that what is going to happen if this process with margin is finalized is that you will
disclose what your margins are in your financial statements. So that when I look at your financial statements versus
another company’s I’ll be able to have a judgment. If you have, as a reinsurer, if you have margins that are smaller
than automobile insurer primary I would have to question it. And I would have to be able to assess why they are
different and come up, as an investor, with my own judgment on it. But if the information is not present in the
notes of the financial statement I can’t do anything and we’re not achieving the comparability goal that is underlying
all those vast effort of IFRS.

Mr. Dionne: For the second question that I had I wanted to come back to the comment from André Racine
yesterday. They were commenting, if I understood properly, that they would accept to have the higher between
whatever calculation could be done under IFRS and the current way of calculating reserve and then they kind of
said that as well for UPR. Then, if you expect to do profit, your UPR will be higher than the present value of cash
flows and UPR is now a valid reserve.

Speaker Gauthier: The issue is that the test to figure out whether or not you can keep your current methodology
is whether or not all liabilities are reflected. It doesn’t say whether or not all the assets are reflected. In our
methodology, with UPR, the things that are hidden are the expected profit on unearned premium, if any. That’s
an asset. But all the liabilities are there though. That’s why it passes. So I suspect that us few will have something
to say if the company decides to change the methodology of unearned premiums on the back of the IFRS. I intend
to change my evaluation to a present value cash flow with margin along. One thing, it matches IFRS, it makes my
stuff more relevant, it makes better reflection. An argument could be built around that I suppose. Not that I’ll
suspect I’ll be slam relatively quickly. There’s no question that there’s an advantage to everybody that all insurance
companies are locked in step as to whether they’re going to adopt certain aspect.

Mr. Dionne: Thank you.

Kevin Lee: I’m sorry I just slipped out for a phone call and I hope I’m not repeating a question here but I’m
wondering about the accounting applicability in one of your previous slides Richard talks about publicly
accountable enterprises so obviously that would be any publicly traded company, right, or any regulated financial
institution. But IFRS 4 applies to insurance contracts so if you have an entity that is a private entity and say the



property management company or investment company that you had in your other description and they’re issuing
an insurance contract. Then my question is: it wasn’t clear that IFRS would apply to this other types of companies
so then why would an IFRS 4 be applied to that insurance contract?

Speaker Gauthier: It’s going to be clear to everybody that IFRS 4 applies to an insurance contract regardless of

who issues it. It’s just a characterization of a contract as to whether that contract is insurance or not, but nothing
to do with who issues it. The application of IFRS is for public enterprises, which means that the private company,
single owner kind of company, gets under the radar screen of IFRS. It is not necessary applicable to them. But if
the property management company is a private company that is ultimately owned by a public company, it first
works its way all the way to the bottom. It’s everywhere. Single owner, closely held, I’m not sure. I was told that
IFRS may not apply to them. They are not there. Although, in the big scheme of things, I don’t see why we would
have a two speed accounting system because this one is a private company and this one is not.

Mr. Lee: Thank you Richard. I think I would also like to make a bit of an announcement, or inform the people
here, that the financial reporting committee is currently looking at IFRS 4, the definition of the insurance contract
and we’re going to be trying to go through various lines of insurance and trying to apply the test of the definition
of the insurance contract and our understanding is that most things should be pretty easy to define as an insurance
contract, but for certain types of the more unusual insurance there may be some uncertainty. And I guess I would
open it up that if anybody is aware of a specific product or products that their company issues and there is a
question. If you want the financial reporting committee to include this miscellaneous or unusual product in our
review, we’d be happy to do that.

David Oakden: I’m with the OSFI but I want to make it clear that this comments I’m going to make is my
personal comments and doesn’t reflect the OSFI’s opinion, although it may or may not reflect the OSFI’s opinion,
but at this point I’m just thinking. Just following up on Kevin’s last comment and some of Richard’s slides, I think
the biggest issue for at least actuaries for non- life insurance is what is or isn’t an insurance contract? And Richard
put up a few examples today that I hadn’t thought of. But certainly stuff like mortgage insurance is certainly
something that you want to think about. I think it might just fall into a financial contract. People have mentioned
surety insurance, and I’d be rather interested in other people’s thinking on that particular line. But certainly auto,
homeowners and most of the small commercial policies, I think pass pretty easily.

But what comes up to me if you look at the insurance act and I haven’t gone through into detail and looked

at the regulations, but I suspect that there’s a definition of policy liabilities somewhere in the law and regulations
which covers a certain body of contracts. We now have the definition of what is an insurance contract coming from
the IASB and what’s pretty clear is that these two things are not going to be identical. For some companies they
may will turnout to be but for others they’re not going to be.

But these actuaries, I think if we look at the insurance act we have to get an opinion on what OSFI and the
insurance act called policy liabilities. Whereas accounting roles has a different set and different rules. So what
might happen is you might have to have some standard or guidance saying for these liabilities you follow these rules
and for these liabilities you follow a slightly different rule. But when you sign off on your opinion for OSFI you
are going to put up two numbers together. So I think that might be a challenge. I think on the life insurance side
there’s certainly the unbundling issue and I think Richard mentioned that for most property and casualty insurance
companies that’s not much of an issue. I think the issue of a kind of two different sets evaluation basis creeping in
the things. It is going to be complicated and we want to be very careful that got our standards right.

Elaine Lajeunesse: Just want to give some food for thought for Kevin’s groups. Although auto is mostly not going
to be a problem for this but for commercial writer, when you sell a BI deductible, it might become a problem
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depending on the level. I disagree a little bit with you Richard on the SIR always being not an insurance contract
but I think it depends on the level of the SIR.

Speaker Gauthier:When I say SIR is on the person assuming the SIR.

Elaine Lajeunesse: Yeah, the insurer.

Speaker Gauthier: No, the insured.

Elaine Lajeunesse: Okay, maybe also depending on the level of the deductible. If you are settling the claims and
you get reimbursed by the client. You may have a part of service contract on that. That may complicate the whole
thing too.

Speaker Gauthier: Yeah, that is why one company, just close on that. If you issue a two million dollar policy with
a million dollar deductible and under that contract you actually take care of the claims. The fact that you’re taking
care of the claims is probably a service. The fact that you’re sitting on an insurance basis on one million excess of
one that’s probably insurance. And what I don’t know in the process that you used to go through is the presence
of one million effective one excess of one permits me to take that service portion and treat it as an insurance
contract or do I have actually to bifurcate the two as a service contract and an insurance contract. I don’t have an
answer to that, we’re going through and trying to make it happen and that is what I said the issue is on commercial
side much more anything else.

Chris Townsend: When I was hearing you talk about the uncertainty of significant loss, I mean if it’s a service
contract where you’re handling claims and you’ve got a fixed fee for a year the cost for handling the claims.

Speaker Gauthier: If you have a fixed fee, I agree. If you have a fixed fee I can’t go there yet.

Anya Sri-Skanda-Rajah: Just want to make a really quick comment about your ice cream truck example with the
weather derivative. I imagine in that case that would be one peril covered under the insurance policy. That’s how
you may get into a situation where rather than bifurcating service contract and insurance contract by the amount
of the claim. You might be actually having to classify each of your claimed perils, as whether it’s an insurance peril

or whether it is specific to the party or rather not specific to any party and therefore part of the financial side. So,
in terms of tracking your claims, the peril, or the coverage under of which it falls and therefore being able to reserve
for that appropriately is going to become more complicated.

Speaker Gauthier: Thank you. Solvency?

Speaker Christopher J. Townsend: So IFRS to solvency. It is really trying to talk about this state of play in Canada.
So just in way of background I am going to cover very short highlights from last year’s session. What has happened
in terms of progress that has been made in the last year and the developments that are P&C specific. And talk a little
bit of future plans. I also, if you’ve downloaded any of these files, I put it in appendix because just in terms of
timing. The process they were getting to is an advisory committee for OSFI. Actual decisions coming out on that
will flow from the regulator and so I’m not going to pre-announce or otherwise disclose decision that the regulator
made or not made and may be in process. I anticipate that it maybe a shorter session and if there is enough time
we can talk about some of the technical things but I’ll pause for discussion after this the general review.

So again, context is Basel II solvency which is in a place for banks, solvency II which is certainly emerging in
the near future for European insurance companies. In response to that there was a MCCSR Advisory Committee



formed in 2006 with OSFI, AMF, CLHI, Canadian Institute of Actuaries and a number of individual companies.
There was a technical committee formed of the CIA to provide some of the technical advice to that process called
the CIA solvency framework sub-committee of the Risk Management and the Capital Requirements Committee.

The Risk Management and Capital Requirement Committee is responsible for the DCAT standards and
Educational Notes as well. And key documents released in that process are on the OSFI and AMF websites and
there’s some draft tactical papers that are up on the CIA website particularly if you go in under the members only
section under the committees and look at what the Risk Management and Capital Requirements Committee or
the solvency framework committee has posted.

So there was a P&C sub-committee formed of the Risk Management and Capital Requirements Committee
which basically has two things in terms of its mandate. You can read it, but one is P&C input to DCAT standards
on a go forward basis. There was a special committee that put together the last release and also to support the
process in terms of working toward using more complex models for solvency. A survey was carried out that
indicated that there are a number of companies in Canada already doing something in terms of what I’m calling
internal economic capital models. Six respondents said they have an approach in place. Eight of the remaining 32
respondents indicated that they are using stochastic modeling in one form or the other to help make some decisions,
for instance purchase of reinsurance or some of the pricing decisions that are being made. And economic capital
is being used for capital management purposes for choosing investment strategies, that sort of thing.

It was important to know, given the influence of Basel in solvency II and the process that was there, that five
of the six existing modeling companies were subsidiaries of the European companies or subsidiaries of the banks
or something like that, where there was other corporate processes that were driving the use of models.

There were two companies that provided some background on the types of things that were being considered
in their models so whole gamut in terms of credit risk, market risk, business risk, operational risk, obviously not
life insurance risk for us but in the context of the overall modeling approach the P&C insurance risk. And there
are a lot of decisions besides the actual modeling process, a lot of decisions that do have to be made in terms of
going into the process. Naturally on this stage, when you’ve got five different people doing it for five different
reasons it’s going to be probably six different choices. So:

• Time horizon
• What’s the probability of default?
• How are market value being determined of the insurance liabilities because we’re not reporting on that

basis yet.
• What basis are we using to measure the tails of value at risk or the tail value at risk.
• How do you put various risks together?
• How do you take credit for allow for diversification and how do you account for the restrictions that

maybe in place in terms of moving money between various legal entities.
So since September last year and the last Appointed Actuaries Seminar there have been a fair number of papers

put together on the international side, a number of them by the International Association of Insurance Supervisors,
who are basically endorsing internal models as being a core part of the process. It’s always used to encourage to be
considered by the companies and regulators as the process for looking at how you are managing the company. And
the key thought here is that if you are actually measuring, and monitoring and looking at your capital yourself and
then you are actually understanding your own risks and figuring out how to deal with your own risks as opposed
to just applying formula which may have no relevance at all to your own company.

MCCSR advisory committee has made progress on interest rate risk and put some papers out there. They’ve
recently published a report on risk assessment models. I have looked at that, I suspect has a number of other things,
let’s say good starting point for the property and casualty industry to borrow and beg from, but at this point it’s
only out there as a sort of exposure draft for life insurance company models. The Insurance Bureau of Canada and
OSFI earlier this year did exchange formal letters agreeing that it is part both of their objectives to begin a process
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in terms of enhancing the use of internal models for solvency purposes in Canada. And as a result of that exchange
of letters, the P&C equivalent of the life committee was formed and had its first meeting last July 9, 2008.

The members of the committee are listed on the slide—as you’ll expect OSFI is well represented on the

committee. There are a number of names that you will have seen before and a number of other experts from OSFI
available. The industry members represent at this stage a number of the larger companies, the number of companies
with interest in terms of the process. They are all Insurance Bureau of Canada members at this point and that was
a conscious decision. There is intended to be a wider process where OSFI will, for instance, be exposing the
mandate of the committee for public comment and certainly comment from everybody who would be anticipated
and appreciated. And then there are four other people that are participating that have to know: Grant Kelly
specifically from IBC, there’s Darrell Leadbetter specifically from PACICC who has a clear interest in the solvency
of the P&C companies, Doug McLean representing the CCIR and Sylvain St-Georges representing AMF.

I tried to give you a sense that there are a lot of interrelationships here and I probably haven’t got all the arrows
that should be there. But I do have the regulators at the top; they’re clearly the decision makers and also own the
process for solvency and measuring solvency. But there is a situation set up where there is P&C industry input. It
is at this point going through the IBC finance committee but it does have people with existing internal models
and people that may either be thinking of them in the future or view the possibility that the process in terms of
when you’re looking at a specific risk on the internal model side. That some of the insights from that may influence
how the standard model, which of course at this point is the MCT, how the standard model may evolved to the
extent that the regulators want a consistent and level playing field and want to make sure that any insights they
do get from internal modeling that are applicable to the broader community are taken back into other situations.

And then there’s a group I would loosely call advisers which at this point from the tactical point of view is
primarily from the Canadian Institute of Actuaries but we have begun to recognize that a key part of the project plan
to be done here first is something to say in relationship to credit risk. There are probably people outside this room
that are not actuaries but actually probably know more about credit risk than the people inside the room and it would
be useful to bring those people in for instance as advisers in terms putting things together. Suggest in terms of a sense
there was a second meeting which was held last week. This is the agenda in terms on what we went through and
there was significant progress in terms of the mandate that is I think probably in a form that OSFI is willing to go
through the process of agreeing internally that it should be taken forward and posted for discussion, obviously that
goes with a communication plan to make sure that the information gets out. High level idea of where we hope to
get and how fast we hope to get there and I think it’s fair to say that it will not be an overnight process. There’s a lot
of work that has to be done to get everybody on the same page and ready to go forward.

And beginning with a fairly good review of the key principles that were issued again by OSFI and AMF on
the life side and sort of updating those and reflecting some of the key P&C differences in them and getting those
ready for publishing as well. I think expecting that prior to year end we will have a mandate that has come out for
comment as well as principles that have come out for wide comment in the industry. So I think that is where, I’m
going to take a small break before going on. We agreed that I would not hand out any mandate here that they did
require for debating within OSFI before we went forward from that. I don’t know if there’s any questions, anybody
wants to come forward to the stage? No.

So I will go on and share with you some extracts from the presentation that Michel and I did to the committee
on the morning. And as they say with apologies and thanks to Michel on the first part and know that Michel is
at the audience and will correct me if I haven’t quickly picked up on the education that he did. So thanks Michel.

Starting with this method because it is a method I think that is easy and fairly quick to implement, it’s not a
computer intensive method, it’s a sort of a calculation, direct calculation approach. You obtain a whole distribution
of the results which you need if you’re going to be looking at the economic condition. Just to make sure the
education and discussion we do in terms of the committee was designed to bring them up to speed on the number
of things both some of the terminology that we use because you may have noticed that we have a few accountants
on that committee and we want to make sure we’re all talking with the same language.
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Some of the key decision points I was talking about before such as time horizon, TVaR versus VaR. What do
those things mean and how do they translate through? And also really to give them a sense that we weren’t talking
you know small idea in a journal that would take another ten years worth of research before we could actually come

out with something. And so this presentation is focused on one piece of insurance risk which is your reserving risk.
I guess, if you will, the probabilities and magnitude of the risk that your reserve turns out to be different than what
you actually booked till year-end.

So that’s the distribution of the points that we’re working with. You then need to make some assumption on
line of business aggregation when putting them together to get the whole thing and accident year correlation. This
is only taking you through an example in terms of details of calculation of one line of business. Again there’s other
work you need to be with when bringing things together.

Starting point is a traditional triangle, this is a totally unspecified triangle taken from a published paper that
is not attributed to anything. So, quite no idea on what it is, it doesn’t work for Jacqueline, I guess, in terms of a
good benchmark. As an example, it’s a set of numbers. You do the first traditional step, you calculate what the loss
development factors are, the normal way we do it.

The next point here is you take the logarithm and that’s just to get you to some simplifying assumptions to
make it easy for calculation, to allow you to do it quickly and I think Michel was saying 20 minutes in the
spreadsheet. The point in taking the logarithm is we get then down to nice things where we can take the mean of
the logs quite easily. We can, working from the right, which you may not be able see here, but it does print from
right to left. Then you can calculate the cumulative means so you’ve got the tail factor, you’ve got the last 96-120
factor combined et cetera. And you can do that easily as well for the variance because logs just nicely add when
you’re going to be multiplying them together in the end. So that is the nice advantage of going down this route.

The next thing is translating back from log space into the normal space that we work in. Essentially we are
now going to be using the normal distribution for the logs, so you have the log normal distribution of your
combined LDFs and again that is a fairly standard formula for doing that translation back from the normal into
the log normal.

As part of this you’re obviously going to project the ultimate loss. It is worth again noting in all these methods,
in most things you see in the literature when you’re looking at articles about distribution, they define the chain
letter method as being something that uses the entire triangle. We all know in practice that we use the average of
the last three, the last five, the last eight, whatever and then we pick a number that may not be exactly equal to
any one of those specific ones and will pick a different selection factor for the first 12-24 than we do for the 24-
36. So this is a very theoretical application of the chain ladder approach, it says you use all the data, you choose
one method of averaging all the loss development factors. And once you chose that method you apply it
mechanically. And that approach is similar in both methods that we use and in methods that Michel uses.

Once you’ve got a mean which is sort of the top right over there. At each individual stage we had a variance,
we calculated it back and I think it was step five. You then can look at your percentiles just by adding that variance
on to your last development factor again in the non-logs phase. Recalculating all your estimates to the ultimate
and you come up with essentially what the reserve would be at that percentile of loss development. If you want to
pick example here’s the 95th then you just pull those off the table add them up and you got your answer. That shows
you the whole thing.

So again just to remind you, this is one step of the process. You do have to look at your accident year
correlation, on how they relate back together, so take a look back at a few when we’re looking at the numbers
you’re assuming. The accident years are independent and then obviously with multiple lines of business you are
going to have to look at your correlation between lines business. But you do get a distribution and you can choose
your capital requirements off that distribution. There’s a reference paper there and as part of the point in terms of
the process here is a lot of this techniques have been around now for a number of every years. And if you’re using
a third party software for reserving you may find some of this techniques are already embedded. You basically pick
a button. And again it helps to know what the method is yourself when picking the button. And they don’t, this
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software probably doesn’t give you the correlation between lines. So there is still a lot of things you have to do but
it is something almost anybody can do.

The process that we use is a little bit, in some ways certainly, more computer intensive, in terms of the actual

example I ran through. Just to make it show up clearer on the slides I use a four by four example. But the basic
principles hold for any size of triangle. The bigger the triangle the more computer intensive it becomes obviously.

So the bootstrap is a stochastic sampling process within the data. So, the structure is mathematically rigorous
so there are statistics, mathematics behind it. Bootstrapping is used in a wide variety of applications it is just not
something that was invented for loss reserving. It was invented outside of loss reserving and then applied.

The advantage or disadvantage, depending on how you look at it, is there is less judgment implied, you’re not
making an assumption about the distribution. You’re not making an assumption that there’s a relationship between
the mean and variance, you’re not picking any of those parameters just using the data. The drawback is it is
computer intensive. So, there is your basic triangle again. It’s the same data we’re using in both cases. Just illustrative
obviously; again, you calculate the loss development factors.

You then go back and create the triangle that would have been there from your ending points if the loss
development factors you have had actually applied in each and every circumstance through the triangle. So, you
are backwards dividing. So, I’m taking the ending point the 1.15 million and I am dividing by the loss development
factors that are previously calculated to say these are ones saying that the loss development factor would have been
going forward if those that are applied on the past than the data points I would have in the previous data points
are the 1.1 million and the 0.8 million.

And then what you’re doing is you’re calculating the difference on the scale basis to allow for differences in
size. You’re calculating the difference between what would have been there if my last development factor had
applied and the actual data that was there. Essentially on that basis you’re measuring within the data itself, so I have
assumed that the method I’m using is the chain ladder method. But I’m measuring within myself the error that’s
in the data.

Then basically I do make one adjustment here based on the size of the data. We all know if we got a smaller
data set, let say you’re not calculating all the variability usually on the data set and you’ve got to adjust for the degrees
freedom in the error so that’s what the adjustment here is. And then what I do is I resample, from as I said, those
were errors that I had. I’m just going to go back and pick ten times from those errors. I only have eight data points
and I’m going to pick with repetition so I get double. Things are repeated here, I’m going to re-pick all things, re-
pick my errors and recompute my triangle. So I reverse the process that I just went through. I get back to a triangle,
once I have an incremental triangle again, I make it accumulate again. Recalculate the loss development factors
and with that reforecast the future.

What is going through here is there’s noise in the data and the process, if I use this couldn’t have been different
data in the past. I would be selecting the same loss development factor more or less, same process run it through.
This is essentially trying to measure the process variance in the chain ladder itself. We all know that even though
we have the reserves perfectly estimated in terms of the best estimate. This is measuring how much noise there
might be in selecting the best estimate. Even if you selected the best estimate correctly things happen. There is noise
in the actual resolution of the reserves. Your best estimate might be a million dollars to settle that claim. That’s
everybody’s best estimate at the time so something happen it settles for a different amount. Nothing wrong with
your estimate based on the information you had. We’re not talking about subsequent events here. We’re talking
about real development here.

The other part of the process, so that was just calculating all the incremental payments, getting of the reserve.
The other part of the process is to take those incremental payments and look at what variability is implied within
those. And there is an assumption here that is being made that is we are going to assume that there is a gamma
distribution. The gamma distribution is chosen because we can use one parameter to represent the difference
between smaller and bigger claim. We have more variability if we got a bigger payment than if we have small
payment. And this is calculating a scale parameter you can use throughout the rest of the triangle for that variability.
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And basically you’re going to randomly generate using a gamma in each of the cells to get the sort of inherent
variability and add those all up and you going to find the reserve estimate. And you can repeat that as many times
as you need for whatever confidence that you’re looking at in the numbers.

And again get to a final distribution there. Part of the point is showing this is how much additional variability
you’re bringing in with the gamma. It’s not a huge amount at 95th percentile that I’m going from 757 numbers to
814 as a reserve. It’s not a huge additional add on but it’s something. Some area that provides a lot of range, it is
a consistent, repeatable process but its computer intensive. So are there any other questions perhaps more a little
tactical side.

U-M: That’s one line of business that your reserve?

Speaker Townsend: That is one line of business. So that’s why you have the computers.

U-M: You don’t aggregate line of business together?

Speaker Townsend: It’s like any of these exercises you have to make a judgment on what level of detail you want
to go down to. We do an analysis on 78 different lines of business. For the purposes of capital modeling we choose
six on an aggregate basis.

André Racine: Two comments on the questions. First comment, the method I think personally I see two problems
with the first method, the Hertig method. The fact that you have to ignore the correlation, that can lead to
significant under reserving because then you assume that variations are very independent between lines. Also I think
this method also gives a lot of weight to factors where expected value is very to close to zero. Maybe ends up
underestimating or overestimating. While the bootstrap method I think has the advantage when you combine in
lines. It reflects whatever correlation is already in the data.

My second comment is that the correlation that pre-attaching, we need to understand for sure that it’s not
necessary the correlation between claim incidents by line of business but rather the correlation in the development.
You may have lines of business that are completely independent but you just sure you have the same bias in both.
When you do development of incurred claims you get some correlation even though the lines themselves are not.
Conversely you can have lines where the incident is correlated somewhat. But if they’re handled by different teams
that maybe much less correlation in the development there is in the claim incidents. So those were my comments.
My question is I know it’s very early in committees work but is it the long term view this type of model would
become the standard for MCT calculation as opposed to the formula driven that we have now? If so, do you see
that coming in at the time of Phase II or earlier or later?

Speaker Townsend: So, I’ll start with the question. I don’t think anybody, obviously I’m not speaking for the
regulators here, but I don’t think anybody would anticipate that internal models will become the standard that is
applied to everything. I think when you look at the diversity of the 200 odd companies that are licensed in Canada
and you look at the Canadian branches that are part of that et cetera, I think it would be unrealistic to anticipate
that all of them whatever use in internal model for their own thing. I think, for personal point of view, I’m not
sure how valuable it actually would be to them. Part of the point of using the internal model acting as a safe
manager on risk and looking at your own risks and at the risk of being wrong. If you’re small branch and you’re
writing 20 policies the fact that you visit each one of those insureds every month and know exactly what they’re
doing. And exactly how they’re handling their claims probably is a way better risk management approach than a
large company such as ours using an internal model.

On your comments André, clearly the incident correlation versus the loss development correlation is important
and you’ve got sense of possible difference on that in terms of looking at the bootstrap, gamma distribution add
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on versus the inherent thing the paper that is actually, I think perhaps maybe on the next at the very end of the
last slide I’m referring to in this is actually paper recently from variance the CAS. One of the points of that paper
is actually how to use bootstrapping to look at correlation between lines of business. So I went back to the

fundamental original part of the paper, and that is the essence of that paper.

David Oakden: I going to give a bit of answer to André’s question but caution you, I think OSFI’s thinking now
at this point is fluid so this is my kind of interpretation of what we might be thinking. But for starters the MCT
or whatever it evolves to is going to remain in place. So there will be a floor to required capital that will be similar
to what it is today. I think the rules and the regulation around the minimum capital test will stay pretty much the
same way they are.

One of the charges of this committee, the MCT advisory committee is ready to come up with a bunch of
conditions under which we would permit the use of models. And I’m not really sure where that’s going to come
out whether those conditions would be so restrictive that only one or two companies can use models and no one
else is going to able to pass or whether the conditions might be such that a large number of companies will be able
to use models. But those are being worked out and I’m not sure where that’s going to head.

Another issue that’s kind of surfaced and still somewhat unclear at this point is the use of partial models.
With the use of inclusive model might be something that ING and Aviva might be able to construct and maybe
some of the subs of European insurers might have something that their parents have built. That might be pretty
tough for the rest but partial models for insurance risk or catastrophe risk or something else like that might be
something that a lot of companies could construct. So that’s something on the drawing table. I don’t know where
we going to go with that kind of approach. Also something right now that UK is using and I forget the name, Chris
could probably fill it in for me, but it’s a kind of reverse of the DCAT process. You run a bunch of deterministic
scenarios. They are doing in 200 level rather than 100 level. They calculate how much capital you need to survive
those scenarios. You kind of add together the capital from the various scenarios put on the correlation amount and
come up with the capital.

That’s an approach that might have some value or might be something that other companies could do. And
again we haven’t really began to discuss that kind of approach and where it might go. That’s kind a where we’re
headed and the kind of issues that we’re talking about.

Speaker Townsend: It is called the internal capital assessment approach. So any other questions or comments that
you would like to make? Close the session. Thank you.

(Applause)
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