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Moderator Wesley F. Reynolds: Let’s try and get started. We’ve got about six hours worth of material we’re going
to try to cram into the next four. Then there’s a lunch break, so I think we should get started right away.

The topic in the program is AuG43. The topic on the slide is Audits of Insurance Companies. It’s a little bit
broader than AuG43. If you go back five years to the pre-AuG43 days, the actuarial liabilities had a very special
status in the audit world and that is that the auditor was permitted to, and in fact required to, rely on the judgments
of the appointed actuary in determining the policy liabilities. Essentially what that meant is that the number in
the appointed actuaries report was the number on the financial statement audits over. Auditing guideline 43 really
took away that special status and has gone to an approach where the auditor needs to find corroborative evidence
to support that valuation. So what we’re going to do is work through the audit approach and deal with some
specific issues at the end. But really trying to give you some insight into what goes on in an audit and why we’re
asking the questions that we are.

My name is Wes Reynolds. I’ve been auditing insurance companies for 11 years. Many of you in this room
I’ve worked with on those audits, either side by side or across the table. With me is my colleague from Ernst &
Young LLP, Allan Russell. Allan is in our professional practice group, dealing specifically with auditing issues.

What that means is that he’s looking at the guidance that comes out from the Canadian Institute of Chartered
Accountants, interpreting it, making sure that the firm is following it.

We’re going to go through a couple of introductory slides. Get into auditor oversight and auditor oversight
actually has this very significant influence on the questions that we’re asking. Then we’ll talk about the audit
process and certain specific issues.

Auditing is about the collection of information to support the numbers in whatever they’re in. Typically
they’re financial statements and let’s for reference sake say they’re financial statements, although they could be in
any type of published report. Auditors express opinions. Opinions are very standardized and very specific. The
requirement is that they are performed by a competent, independent person. There is a difference between
independent and objective. The actuarial community tends to talk about being objective where auditors talk about
being independent. The primary difference there is that as auditors we can’t have any interest in the firms that we
audit really whatsoever.

Speaker Allan J. Russell:Okay, thank youWes. So what we’re going to do in these next few slides is we’re going to
walk through sort of what are the foundational concepts of auditing. So before we can get into issues sort of in
terms of how we audit insurance companies, in terms of how audit guideline 43 applies, we first have to look at some



of the basic concepts of auditing so that we can all understand how auditing sort of fits in and sort of the governing
principles that we look to when doing an audit, as Wes has previously talked about. What we’d like to do is try to
make this presentation fairly interactive. So if you do have questions as eitherWes or I are going through the material,

please feel free to come to one of the microphones and raise your question and we can certainly address any questions
that you may have. We have allowed some time for questions at the end of the presentation, but again, if there is
something specific as we’re going through the material, please don’t hesitate to ask.

In auditing, one of the main objectives of an audit is to reduce information risk. And what we mean by this
is when a company, say an insurance company presents its financial statements to its users, obviously the user
without an audit has a question of well how do I know that these statements are right? That management just hasn’t
made them up. Or even in the worst case scenario that you’ve potentially got management committing a financial
reporting fraud. And in order to deal with that information risk and the cost that users would impose on the
company for that risk, that is the reason that we have the audit done because the audit provides assurance to the
users as to the accuracy of the information, thereby enabling the user to reduce the cost that it then imposes on
the company because of any risk of potential error in the statements.

And so with this slide here what we talked about is what is called the accountability relationship. And this is
a key area that distinguishes a role of an auditor as compared to a role of a consultant. In the role of a consultant,
an auditor, or the consultant is basically reporting to management. So you’ve got management acting and running
its business and management asks the consultant to come in and give a report or give feedback on what
management themselves are doing.

In an audit, yes we have important duties to management, but we also have duties to a third party, being the
user. And the user must always be separate from the management who is preparing the financial information.
Because if you think about it, does it really make sense to provide assurance to the preparer of the information
because the preparer ought to know themselves that the information is accurate. And so that is why we have the
triangle where you have the practitioner, being the auditor. You have the accountable party, being management who
has prepared the information. And then you have the user who is the party who relies on what the auditor is doing.

Now, in terms of an objective of an audit of financial statements, you can see that the definition there printed
out for you, so I’m not going to read it for you, but really there are three important elements that we need to
consider. The first is, is that the auditor is rendering an opinion. Now, when we render an opinion, we are not
providing absolute assurance at 100% confidence because to do so would become prohibitively expensive and by
the time it was done the information would no longer be relevant to the user. And so there is the concept of audit
risk, which is the risk that even though we do the audit properly, there still may be a misstatement in the financial
statements that didn’t get detected. Generally when we perform our audits at Ernst & Young and generally in the
profession, the goal is to try to get to a 95% confidence level so that there always then is that 5% risk that
effectively the firm is assuming that even though the firm has done everything that it can, the financial statements
are still misstated.

The second concept is in all material respects. Obviously, an audit is not designed to catch every error because
again, to do so in terms of constraints of time and cost would not be possible to do. And so when the audit is done,
what we are looking for are those errors that would cause an investor to change their opinion about a company.
And so if we think of an example, let’s say you’ve got a company that’s earning say a million dollars. An audit
would likely not be designed to catch an error of say $1,000 because clearly if the company has made a million
dollars, an error of $1,000 isn’t going to be of any consequence to anyone and nobody would change their decision
over it. However, let’s say that there was an error of $750,000. So if the real profit was only $250,000. In that case
clearly an audit would be expected to identify that type of error because again, that is something that very clearly
would effect what a user would be interested in. Later on in the presentation we’re going to talk about materiality
a little bit more in terms of what the thresholds are for determining materiality and some of the thought process
that we as auditors go through in determining that.
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And then the final element in an audit of financial statements is the measurement criteria that we’re
performing the audit on, which is generally accepted accounting principles. And so what we have is we have a
body of literature that basically lays out all of the various accounting requirements that companies are required

to follow and when we conduct our audit that is what we are testing against. That management has in fact
complied with all of those elements.

Now in terms of types of audit opinions, as you can see here there are four main types. The most common
type that you will see is an unqualified opinion, which is a clean opinion, which is basically saying that there are
no material misstatements. Again, as we’ve just talked about, it’s not saying that there are no misstatements at all.
In fact very often there are very minor errors that will exist. From a securities regulator perspective, all public
companies are required to file financial statements with unqualified opinions. That is you cannot get into the
other three types and have your statements accepted by the securities commissions.

In terms of the other three, a lot of times the type of opinion that you would get is based on the degree of
either error or scope limitation. And that is really what distinguishes the qualified opinion from say a denial of
opinion. And this is probably best shown by way of example. So let’s say that we’ve got a situation where a new
auditor has come in and can’t count the inventory of a client. For whatever reason. Obviously that’s a significant
issue and can often result in the implications of getting an, other than unqualified opinion. The issue is though
is how significant is that inventory. So let’s say that we’re talking about a consulting company that has supplies
inventory. And let’s say that the supplies inventory represents say 10% of the total assets of the company. In that
case it’s probably more significant that you wouldn’t be able to get an unqualified opinion, but because it’s only
supplies inventory, because it’s not dealing with the central operations of the consulting company, chances are
that it’s not pervasive such that the statements would have no basis of fact at all. So in that case we would probably
get into a qualified opinion, that you would say the statements are basically correct, except for this one issue
dealing with a relatively isolated area of the assets for which the auditor can’t get assurance over because the
evidence isn’t available.

However, let’s change the situation a little bit and let’s say instead of dealing with a consulting company, let’s
say that we’re dealing with a retail store where the inventory then is going to represent 80% of the assets and
obviously that inventory is being sold, which is then representing the sales and cost of sales for the company. In
that case, if the inventory isn’t right, then there is really no conclusion that you could draw on those financial
statements at all if a count isn’t done because inventory is clearly the central asset of a retail store. So in that case,
you would get down to a denial of opinion that the omission of that evidence is so significant that the auditor just
can’t conclude on the statements at all.

But again, for your purposes in terms of what you’re going to see in pretty much every situation in your practice,
it’s going to be towards the unqualified opinion. And certainly that is what we as auditors always work towards.

Now, the next concept to discuss is professional scepticism, which again is the foundation for the auditor’s
role. And basically what this means is, is that we cannot take what management says basically based on blind faith.
So for example, let’s say that we’re in auditing an insurance company and let’s say that management tells us that
the claims payout ratio is 50% less in the current year than what it was in the prior year. While that may be true,
in order for us to accept the financial statements, we obviously have to go in and perform testing procedures to
actually verify that yes in fact, based on the documented evidence, that the claims payout ratio is in fact lower
by 50% than the prior year, as opposed to just saying yes management has said that so therefore that must be so.
And so this is the reason why we get into a lot of the questions that we get into in terms of questions that we raise
with you and with members of management. It’s not a situation of saying that we don’t trust management, it’s
rather just saying that in order to form the basis of our opinion, we do need to see the actual evidence and see
things documented.

And related to that, we then get into the use of specialists. Which are individuals who are skilled in fields other
than auditing. Where this comes up is clearly, as auditors we do not have the skill set necessary to deal with all of
the key aspects of a client’s business, particularly in an insurance company situation. So for example, when dealing
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with actuarial liabilities or dealing with say pension liabilities, we as auditors do not have the skill that you have
in terms of being able to determine what is the correct mortality table to use, what are the appropriate life
expectancies, what are the appropriate discount rates to be using and so on. And that is the reason why we then

rely on U.S. actuaries for this. And in fact, this really was a lot of the foundation around why the literature was
the way it was before audit guideline 43. So what the feeling was is that as auditors we didn’t have the ability or
we didn’t have enough knowledge to be able to make an independent assessment as to what the various claim, what
the claim requirements would be and what those actuarial liabilities were. And so what the auditing literature said
is what I said earlier, is that we would then defer to you as the specialist and rely on your skill to do so.

What this new specialist says requires and what audit guideline 43 talk about now is that we continue to do
so but that as auditors we must ask reasonable and appropriate questions around the work that you’re doing. And
that is we can still rely on the work, but we have to get an understanding of what you’re doing and also be satisfied
that your assumptions and approach were reasonable. So for example, let’s say we’re talking about a pension liability
situation and let’s say that we get an actuarial report that proposes to use a discount rate of 15%. As auditors we
have an obligation to question why a 15% discount rate would be appropriate for that client when generally in
industry the discount rate would say be around say a 5 or 6% rate. So that is why you’re probably seeing over the
last few years more questions coming from the auditors in these types of areas is really to fulfil our mandate to
ensure that yes while we’re relying on your work, that we are satisfied that you did conduct the work in a reasonable
and appropriate manner.

Now, in terms of talking about auditing standards, within Canada there is one standard setting body, the
Canadian Institute of Chartered Accountants, is given the authority to set both accounting and auditing standards.
These standards come in the form of recommendations, which we then use to discharge our audits and involve
issues such as our qualifications as auditors, the experience that we need to have in order to conduct the audit, as
well as the types of evidence that we then need to gather in order to form our opinion.

Now one thing that is going to be changing is similar to what you probably heard on the accounting side in
terms of moving towards international financial reporting standards. Similarly with auditing. By 2010, for
companies with calendar year-ends, by 2010 we will no longer be using Canadian auditing standards. Rather we
are going to be going to international auditing standards and again, the rationale for this is to ensure consistency
on a global basis in terms of how audit firms conduct their audits. In terms of the international standards, they
are very similar to the Canadian standards and so therefore we don’t see that there will be any significant change
in practice as a result of the adoption of these standards.

Now in terms of the U.S. environment, the U.S. environment is a little bit different than Canada in that for
private companies and for non-profit companies auditing standards are set by the American Institute of Certified
Public Accountants. However, for public companies as a result of the fall of Enron and other high profile companies
such as WorldCom, the U.S. Congress passed the Sarbanes-Oxley Act, which set up the Public Company
Accounting Oversight Board. And for public companies it’s the PCAOB who has the mandate to set the auditing
standards. Now, as a starting point, the PCAOB has said that the standards of the AICPA are also to be used for
public company audits. However, the PCAOB then takes it the next step and they say the AICPA is the starting
point, but then we as the PCAOB will add additional requirements on top to then satisfy what they believe are
the needs of the users of public company financial statements. And so these issues get into things such as
documentation as well as the specific standards required in order to give an opinion on internal controls, as is
required in the U.S. pursuant to the Sarbanes-Oxley Act.

OK, in terms of auditor oversight, as a result of the fall of Enron andWorldCom and others, auditing has now
become a regulated profession. And so until the early part of this decade, auditors were largely self-regulated where
we would be examined by the various institutes of chartered accountants on a regular basis. And in the U.S. they
had what was known as peer review, where basically another firm would come in and have a look at a sample of
files and provide recommendations to the firm as to areas that they could improve upon. With the adoption of
Sarbanes-Oxley one of the mandates given to the PCAOB is to conduct regular inspections of those audit firms
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that perform public company audits. Portion of the inspection report is made public and the rest of the report can
be made public if a firm doesn’t respond to the board’s recommendations. And also there are discipline provisions
that exist as well. So really what this has done is it’s changed the environment for auditors in the sense of by having

a regular annual check done, it allows issues to come to light earlier and also provides really a second control check
on the firm to ensure that quality is being maintained. And in fact, one of the main areas that I focus on in my
position within Ernst & Young is to focus on the relationship with both the PCAOB and the Canadian Public
Accountability Board, as we’ll talk about in a few minutes, to really ensure that the firm continues to maintain high
quality audits. And again, a lot of the issues that we tend to talk about at a high level are the types of issues that
involve again, use of specialist, use of actuaries and really the level of work that needs to be done. So clearly these
are emerging areas and we expect that further guidance is going to be developed over time and that also changes
in practice will continue to occur over the next number of years.

And then similar to the U.S., as I just mentioned, Canada created the Canadian Public Accountability Board
to really perform the same function in terms of providing regular oversight to the large firms and to provide areas
and recommendations as to where the firms can improve to again ensure that at the end of the day the audit
opinion and product being given to the user to reduce that information risk is of the highest quality possible.

Also as accountants we’re subject to the rules of professional conduct, which deal with areas such as
independence, confidentiality and ensuring that we adhere to accepted accounting principles and auditing
standards. And then finally, final area of oversight is just general legal liability that obviously when things go wrong
in an audit that the firm then is held accountable through the legal liability process.

And so I guess now, are there any questions to this point before we start getting into the audit process itself?
OK, if not, so basically the firm has won an engagement to conduct an audit, say of an insurance company.

You may be asking, well what happens first? And what needs to happen is, and probably about a third of the time
that we spend on an audit is dealt with in the planning phase because obviously this is what drives the efficiency
of the audit as well as the effectiveness of the audit. As I’m sure you can imagine, if we just tried to go in and do
an audit without any thought and just tried to gather up a whole bunch of evidence and put it together at the end,
obviously we wouldn’t be very successful in what we’re doing. And so before we can begin, there is a lot of
meticulous work that needs to be done up front as to how the audit’s going to be done and the approach that’s
going to be taken and the nature of evidence that we’re going to gather.

And so the first component is to make sure that we understand the business, both the environment and also
the issues specific to that business. So for an insurance company, understanding what the various claims history is
understanding what the issues are around the insurance company to ensure that we can go in in the most effective
and appropriate manner possible. We also need to understand the IT environment, what kind of systems does the
insurance company have and to what extent are those systems being used and how can those help us gather audit
evidence. And then the final area that we have to look at is again evaluate our independence. As Wes mentioned
earlier, it’s very important as auditors that we be both independent both in fact and in appearance. And so as a result
there are specific procedures that we need to perform to make sure that we continue to be independent of our client
at all times.

Once we get through the planning, we then have to assess our risks. Because obviously, as we’ve talked about,
an audit can’t give 100% assurance and also we have to work on constraint of time. So, as result, we then have to
assess where are the risks that can go wrong, what can go wrong, and how are we going to deal with that. So
obviously when dealing with an insurance company, clearly a key risk area is the actuarial liability. And so therefore
it’s dealing with what could go wrong with the actuarial liability in terms of what are the risks and then what is
the best way to deal with those risks. Obviously, assessing risks involves professional judgment and it then also
affects the nature, timing and extent of the procedures that we’ll perform.

Now in terms of materiality, as I mentioned earlier, an audit can’t detect all errors. And so again, what we have
to think about is, what is materiality. Now you can see there the textbook definition. But really what it comes down
to is what would affect the decision of a reasonable user of the financial statements. So, you have a set of financial
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statements, really ask them that question, if the results were somewhat different, how different would they have
to be before somebody would choose to either not invest in the company, not execute a loan to the company or
choose as a supplier to not do business with a company. Now, as you can imagine, that question in and of itself is

somewhat in the eye of the beholder. And it’s also subject to judgment itself.
And so what the professional standards do is they set some guidelines to consider. And the most common

guideline is 5% of continuing income from operations. So coming back to our example earlier, if you have a company
that’s got a million dollars of profit from continuing operations, generally the materiality for that company would
be set in and around $50,000. And so the feeling is that if errors are less than $50,000, then a user would not be
affected; however, obviously if you’re dealing with say an error of $100,000 or $200,000 then clearly then that
would become a problem and errors at that level would not allow us to issue an unqualified opinion.

OK, now at this time I’d like to turn it back over to Wes. He’s going to talk about going through some of the
next steps to the audit.

Moderator Reynolds: Thanks Allan. As we’ve seen, as auditors we have to collect a lot of information. A lot of
the information is, and all of the information is shared with the regulatory bodies. The standard that we’re held
to is an experienced auditor standard. It’s not an experienced auditor who’s worked on insurance companies for
ten years. It is an experienced auditor. So when we’re going through and asking you questions and asking that the
documentation be improved, it’s really because we need to meet that additional, significantly higher, standard.

So understanding the process is actually understanding and documenting the process. Each significant account
is prepared somehow and the process is about how is the amount in the account determined.

After we’ve got an understanding of the process, we have to walk through the process and the walk through
means taking one transaction from beginning to end. If you think about that in terms of a very small company or
a club that you deal with or the CIA for example, we might take the invoice from this event and follow it through
to how it affects the financial statements and the cash accounts. If you think of a broader insurance company
context, defining what a single event is is actually quite a challenge, especially when data is aggregated as it goes
through the valuation process.

There are three types of controls. And the distinction between them is very important and really not all that
intuitive. There are manual controls, IT dependent manual controls and there are application controls. Application
controls are things that the system does entirely by itself without any input from anybody else. A good example
of that would be the calculation of a commission on a new policy where you’re calculating the commission of the
agent. A manual control is something that’s done entirely manually. So if there’s a reasonability that you’re doing,
it’s probably a manual control. IT dependent manual is where you have to get information from the system in order
to perform the control manually. This comes up for example with suspense accounts when you need to get
information from both the administration and GL in order to reconcile the two. That would generally be
considered an IT dependent manual control because it’s dependent on the admin, IT system and the general ledger
IT system.

Then we need to test the controls. Testing the control is a right or wrong type of approach.There’s no materiality
in a control. So if for example you are supposed to perform a reasonability of the number that comes out of your
valuation system and you were supposed to do it by, October 15th let’s say, and you did it on October 16th or you
didn’t document it the way you were supposed to document it, well that’s a control deficiency, which means the
control didn’t work and, as auditors, we’re not allowed to rely on the control, we got to find something else.

A very important area of controls is controls over systems. This is frequently an area where there is a breakdown
because the control essentially is trying to prove that nothing changed. If you want to prove that nothing has
changed by showing that there’s good control over the access to the system and on July 1st there was a control
breakdown and somebody got access to the system, whether or not they actually used it, well that control’s now
ineffective and as auditors we have to go out and find other evidence other than that control.



Substantive procedures are a kind of testing, other than control procedures. We’re looking to make sure that
the numbers are materially right. So they could be a combination of a reasonableness test on estimates, re-
performance where we go back and redo a suspense account reconciliation or part of a suspense account

reconciliation. These are a lot of work. And from an invasiveness point of view and a spend time with your auditor
perspective, if you really want to spend a lot of time with us, then you want us to do a lot of substantive procedures.
If you don’t want to spend that much time with us, you want us to be able to do the control procedures.

The other interesting difference between substantive and control has to do with timing. A test of control can
be done, and should be done, throughout the financial reporting period.Whereas substantive procedures are really
dealing with year-end balances or full year balances. Substantive procedures are heavily focused on January for
calendar year-ends.

So an audit difference is essentially an error. A mistake. A misstatement. Anything that we don’t exactly agree
with you on. It could be as simple as you’re required to disclose something and you choose not to because you don’t
think it’s material, but we think it’s material. That’s an audit difference. It could be as simple as a down adding error.
Allan talked about materiality as being generally 5% of net income.Well 5% of the net income is the point at which
we wouldn’t allow the financial statements to go out the door. We are accumulating a lot of differences at a level
that is much smaller, much smaller than materiality and reporting those through various chains, senior management
and the audit committee.

This is always an interesting discussion with the people in this room, what’s an error and what’s a change in
estimate. Clearly, a mathematical mistake is an error. But things that aren’t an error are an update to a mortality
table. If you go through you do a mortality study and you update it, you’ve done the study up until the end of 2007,
you implement it in 2008, well that’s not an error, that’s a change in estimate. A change to your estimated mortality.
However, if by some chance you implement it wrong, so you, you know, have a factor of ten or your person at age
65 has a mortality rate of 1%, then that would be considered an error.

Speaker Russell: Yes I think so, but I think one interesting nuance on that though that often times I’ll see when
I’m asked to consult on these types of issues is, let’s say you’ve got a situation where the mortality, where you
haven’t updated the mortality table, but rather you should have. So let’s say that you’ve got a situation where most
people in industry are using let’s say a mortality based on a 2007 study, but as a company you’re still say using a
mortality table based on 2005. Yes for those companies who have used the new mortality table, that would be a
change in estimate. But now let’s say we go to 2008 and you now change from say a 2005 table to a 2007 in 2008,
the question becomes is that truly then a change in estimate when you’re adopting it in say the second year when
everybody else went in the first year? And so that also then is an important distinguishing feature that comes up
is it’s not only just not putting it through mathematically incorrectly, but it’s also not changing something when
you should have and then when you do finally correct it, then trying to sort out, well did you still have a reasonable
basis to use the old study or is your late change then a change as a result of an error? The error in essence being an
error of omission in the previous year.

Moderator Reynolds: When we go and report to the audit committee, and we do this for public companies
every quarter, at least every quarter, we have to report on fraud and possible illegal acts. We also have to show any
corrected or uncorrected non-trivial errors. So if you rounded your bank reconciliation to the dollar, that’s probably
a trivial error. Whereas if you have, in Allan’s example, a $50,000 materiality and you have a $5,000 mistake, that’s
probably getting reported to the audit committee.

Some specific issues that come up and are really very relevant to the people in this room are these four. We’ll
go through them kind of one at a time. And the reason I’ve put them, the reason we’ve picked these four is that
the four are where you spend the most amount of time talking about.

System change controls: The best way that I think about this is a mainframe type system. Probably one built
in the 60’s in Cobal where the people that can change it are very limited because you have to know the
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programming language. A company will establish procedures in order to make a change, to make an update.
Typically, you will have a testing environment and a production environment. And access to the production
environment will be very, very, very limited. Access to the testing environment will be limited to a few people. So

what will typically happen is you will, a request will come in for a change from a user and the IT people will enact
that change in the system and they will put it in their test environment. They’ll run it against the test data suite,
they’ll perform other things in order to make the change. And make sure that the change was implemented
correctly. Then they’ll go back to the user, they’ll get sign off that the change really was implemented correctly and
promote into production. It will almost universally be a different person who promotes it into production from
the people doing the testing. The users will almost never have access to the production environment. So we divide
it into two aspects. One is logical access. You know, only people that are supposed to have access should have
access to the production environment. And then change controls, making sure things are appropriately authorized
and appropriately tested before it gets promoted.

One of the most frequent breakdowns that we see has to do with logical access. So you have somebody who
leaves the company or leaves the department and yet they continue to have access to the production environment.
In those cases it’s a breakdown of logical access. Because you haven’t controlled who has access to the program, you
can’t have control over who changed it. That actually gets you entirely out of system change controls and makes
it very difficult to put reliance on the system. There are some other things that we can do to supplement, to really
prove that no changes occurred, but it becomes quite difficult. Quite onerous and you will spend an awful lot of
time with us.

Sufficient and appropriate audit evidence is making sure that our files support our opinion, and the standard
that we’re working to as an experienced auditor. So that means that somebody who has five-ten years of experience
auditing can come in, pick up our files and agree with us that we should have issued an unqualified opinion. Agree
with us that your financial statements are right.

That is a tremendous amount of documentation. The rule from the PCAOB is if it’s not documented it’s not
done. We come back and we are asking for a tremendous amount of documentation. More documentation than
maybe ever before and probably more documentation than last year and next year we’ll probably ask for more
documentation than we did this year. We need to support for every control that the control is operating effectively
and that the substantive procedures have been done and done correctly.

We’ve talked up to this point about financial statements. Most people think of the income statement, the
balance sheet, statement of cash flows, etc. We are actually also including all of the notes to the financial statements.
So to the extent that your note relies on a system that’s different from the system that went into making the
financial statements, well we have to test that system too.

In particular, when we’re looking at estimates and the actuarial liabilities would be, one good example of this,
we need evidence on the assumptions used, the methodology employed and the appropriateness of it. Particularly
when people are looking at approximations. So if you have, you know, you choose for some reason to model a
particular policy in Excel, that being an approximation, we need to make sure that we understand what assumptions
and methodology is being used and why that isn’t a good approximation of true CALM.

Appropriate support is also a source of a lot of discussions. Really it comes down to: is it a reliable source?
A lot of you in the room will have multiple departments in your company and you’ll consider information from
the investments department to be reliable. From our perspective, it’s not reliable unless it comes from a tested
system. If somebody in the investments department has modified the data coming out of your investment
management system and then sent it on to you. We need to be going back to the investments group to see what
modification has been made or to prove that no modification has been made and tracing it all the way back to
the investment system.

Tested systems are good. Third party is good. Third party being an outside person with an obligation to keep
the data, so a bank that’s maintaining the chequing account would be good, the bank maintaining a lock box
would not be so good as to the content because they’re not responsible for maintaining the content.



In terms of assumptions and the support for the assumptions, we’re looking generally for documentation as
to why these are the best and appropriate assumptions to being used. So if you have a mortality table out there,
you need to document or we’re expecting to see documentation that the mortality table pertains to the lives being

valued. Pertains to the valuation of the actuarial liabilities related to the policies of all the lives insured.
Things that make it so that you don’t have to spend as much time with us explaining in memo format clearly

to an experienced auditor (somebody not familiar with insurance), what changes were made, what assumptions are
being used, what methodology is being used. That’s important.We’re looking for that. To the extent you can prepare
that memo in advance and have it ready for us, that means you’re going to get to spend less time with your auditor.

Evidence that a control was performed. For many of you a control will be a reasonability performed on the
actuarial liabilities. You’ll go through, you’ll break down, you’ll get a report from your valuation system that breaks
down the reserves by policy type and compares that to a previous quarter. Then going through and writing in
comments about why those changes are reasonable or why the lack of change is reasonable is important. When we
get a report that doesn’t have a good discussion about why a change is reasonable or why a lack of change is
reasonable, we end up sitting down with someone, possibly for several hours, going through item by item, change
by change and documenting why that is. So you know, for you to do that in advance might take a couple of hours,
as opposed to, you know, six or seven with your auditor across the table.

Where feasible, keep track of where the data comes from (right back to original source). So the e-mail that
you got from investments probably is good. It’s better than nothing. But it’s not going to be sufficient from an
audit perspective.

In addition to expanding or expanding the role of auditors in policy liabilities, it also expands the role of
actuaries. AuG43 explicitly requires, no that’s not quite true, it’s not explicit. It sets a presumption that the auditor
will engage an actuary on the audit team, so the auditor’s actuary, to work with the team throughout the entire
audit. Through planning, through conclusion, through reporting to the board of directors. And it also establishes
this need for corroborative evidence. And the term corroborative is very important in fact.

Are there any questions?

Marc Tardif: A question, you saidWes that you spent quite a bit of time debating errors and changes in estimates.
One question that I had is many users of valuation, many evaluation actuaries right now are using softwares that
are not any more developed internally. I’m not talking obviously Excel. I won’t name anybody, but we all know
who we’re talking about, and others. So these systems typically go through revisions and suddenly they report, well
we had a problem with a certain feature and it’s now fixed in the new version. When a company reruns its reserve
with a new system, the new version and it produces a maturity different result, would you consider that an error
or a refinement? And I’m talking, well some situations are clearer than others, but maybe your comments on this.

Moderator Reynolds: The important point about the systems that most people are using, there’s a separation
between the code and the valuation assumptions and methods that go along with the policies that essentially
control the path that the system goes through. Often individuals, companies will have control over the data path
that we go through, but not necessarily control over the actual code that tells the system how to do it. If there is
something that changes, it could be an error or it could be a refinement. It does very much depend on the facts
and the circumstances. If you have something where say your mortality table, when you’re building your mortality
table assumes an expansional distribution of deaths between periods and the valuation system’s assuming that it’s
linear, that’s probably because of the way that you set it up. But if it’s in fact the way that the program is calculated
then it would be either one of those would be considered an error.

Greg McCormack: I know your firm employs actuaries. Can you talk in some of the practical experiences and
the differences between firms that have actuaries on their internal audit team versus companies that don’t. Like
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for instance, does the presence of an actuary on internal audit relieve your responsibilities somewhat in what
you have to do?

Moderator Reynolds: There is a very strong presumption that actuaries will be employed on the audit team.
Having the actuaries be internal to the firm provides a lot more control over their role, over the timing, over the

extent of involvement, over that actuary’s ability to be independent of the company. So it’s certainly beneficial
from the firm’s perspective to have the actuaries internal and employees of the firm or partners of the firm. But it’s
not required by the auditing standards that it be that way. It’s possible to engage an outside consultant.

Alright, well thank you very much.

(Applause)


