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Moderator Brian L. Louth: I’m pleased that we’ve got so many people attending. I got here a little bit early and
I was worrying that we might not have that many people showing up early in the morning for the presentation,
so I was all set to say if we had less than ten people in total we could go sit at a table over in the breakfast room.
But, we have much more so it’s great participation from people today.Welcome to our HotTopic session. I’m really
pleased that I got an opportunity to talk about Hot Topics. The first thing in having to do a session on Hot Topics
is figuring out what’s hot, and what’s not hot. The starting point, I talked to a number of Life producers and
distribution guys because they really know what’s really going on more than all of us in the companies.

So what was hot? Well, UL without any equity exposures in it was pretty hot. STOLI (stranger-owned Life
insurance), return on premium on Term, some thirty year Term, longer duration Term products, Whole Life,
which is kind of exciting to be hot, and variable annuities came up too. And then they had all these acronyms:
Living Benefits, Minimum Accumulation Benefits, Minimum Withdrawal Benefits, Lifetime Minimum
Withdrawal Benefits. And this is across North America and not just with respect to Canada.

So I thought, “Well that’s a pretty good group, but I still don’t know if we have a great topic or not with just
that,” and I tried to understand what people were worrying about. But I thought, “We should also be clear about
what’s not hot,” and I had to change the slide because if you weren’t paying attention the Leafs won last night, and
the big issue that’s going on right now, I think, is economic turmoil, and what better metaphor than the Leafs for
turmoil? If the Leafs win, everybody thinks things are fine and we’re on the right track. If they lose, things are
terrible and we have no chance, it’s just awful. There’s always the expectation that at some point there’s going to
be somebody come along and save the day. So if you’re listening, Brian Burke is rumoured to be coming in to be
the General Manager for the Leafs.

So that’s what we ended up with. The real topic for today is dealing with what’s going on because of the
economic turmoil. A lot of the products we price in the marketplace today have a strong reliance on the type of
investments and the investment strategies that are assumed when they’re priced. Pricing actuaries are extremely
creative and very clever in coming up with very elaborate and complex advantages for their companies in terms of
how to do things. It’s harder to then really implement that, and there’s a bit of a gap for implementation of all those
clever strategies on the operational side. It tends to create some friction between corporate and pricing people. So
if there are people who work here in both the corporate and a pricing role, they might seem like they’re talking to
themselves, but they’re really just trying to sort things out internally. One of our presenters has a bit of that role.
But, investment, assets, strategies, they’re important and they support the product design and the profitability and



expected results for products, so we want to today try and assess some of the challenges and issues that people are
facing in these times with the products.

We have two presenters today. They’re going to take us through a couple different perspectives. We’ve got Luc

Bergeron and Rajeev Dutt. I’ll give you a little bit of an introduction about them first.
Luc has got over 20 years of pricing and product development experience. He’s spent about half of that time

in Montreal. He works right now in St-Hyacinthe, I think which is close. It’s one of the towns I can barely
pronounce. He currently has a role that’s corporate and pricing. He works at La Survivance which is a specialist,
more so in Living Benefits. He also works teaching Introduction to Actuarial Science at L'Université du Québec
at Montreal. He is trying to shape the minds of the future, actual people in Canada, so hopefully that will be
good. He mentioned to me that he did, in one of his classes, have the daughter of the President of the company.
I think she got a pretty good mark from what I understand.

Our second presenter is Rajeev Dutt. Rajeev works with Milliman. He’s the Retirement Guarantee Network
Leader for Milliman in Chicago. He has been in Canada. He worked for Confed a number of years ago. He’s been
in Chicago for about nine years. He works primarily in implementing risk management strategies for financial
institutions and he’s got a primary responsibility for development of retirement savings products and guarantees
for North America. He specifically focuses on things like 401(k) plans. Rajeev has a lot of focus and experience
on the US marketplace, but I think that a lot of what he learns about and works on will be relevant in the Canadian
marketplace.

He manages Millamin’s largest financial risk management program for a client whose account value exceeds
$100 billion. Now he didn’t tell me which date that was done as, but I think that’s a current number. He has a
wealth of experience with large scale multi-national risk management enterprise installations, and he’s worked
with a number of different international financial companies on product development of risk management during
his career. Today Rajeev is going to focus on the challenges that we’re seeing with variable annuities in terms of some
of the new product designs and challenges. So, welcome Rajeev.

Speaker Rajeev Dutt: Alright, so two things to get going. For former Confed folks, it was August 11, 1994, that
was the day that it all ended. And also, I didn’t want Luc to be the only one in a city that can’t be pronounced, so
Chicago is actually Chick-a-goo which means the smell of rotting onions. (laughter)

Right. So I’m here to talk about variable annuities (VAs), or segregated funds here in Canada. A little bit of
a background here. Originally, VAs started for the preferred tax treatment. That’s what they’ve been known for, for
the longest while. Of course in the last 20 years, that’s when there’s been the recent ramp-up of the variable annuity
riders and the base contract itself has been less of the emphasis and more of the equity guarantees that are built
into these base VA contracts, that’s the focus. And I knowWB (Withdrawal Benefit) for life, GMWBs (Guaranteed
Minimum Withdrawal Benefits) have been, in the last five years, picking up here in the Canadian market. So
whereas I’ll go through the background and some of the history, the rest of the talk will be focussed more on
GMWBs, the risk management and the recent market implications to managing that book of business.

They started with the basic return of premium, GMDB (Guaranteed Minimum Death Benefit). So, just a
quick refresher, the idea here is that if you were to die you are guaranteed to be returned your premium, or anywhere
along the way whatever the high watermark was based on your investment allocation. It continued to increase in
the late 90s with annual ratchets. So the ratchet is, on your policyholder anniversary or birth date, whatever is
higher—the account value or the guarantee balance—whichever was higher, you would ratchet up. Roll-ups
followed after that, x% return guaranteed per year followed, dollar for dollar withdrawals, and so forth. Today we’ve
got the bells and whistles for life, that type of product. And I’ll focus on that and then also some of the simpler
forms that we’re starting to see today.

The markets drop. The recent drop, of course now that has the regulators all over this. C3 Phase II has been
implemented in the US for the last three years. That’s a CTE type calculation similar to the MCCSR over here, the
OSFI standard. So it’s a CTE95 that’s used for the capital calculation, and then it’s overridden by a standard scenario.
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And it’s interesting to see just in the last few weeks the number of companies that have sent letters in to the regulators
to say they’d really like some relief from the standard scenario. Because up until now there’s been very little capital
implications as a result of these types of products. Reserves are much higher than the capital requirement necessary

and then with the market collapse, pretty much everything issued in the last two or three years is now in the money.
And accordingly, the standard scenerio is driving up capital requirements. So this is a topic that shows up every other
day in the financial press, and I guess that’s why we have this session Brian, thank you.

That’s a long intro. Alright, so then Brian talked about all of these acronyms and it’s tough to keep track of
them. So the GMDB, Guaranteed Minimum Death Benefit, which is the basic return of premium upon death.
So that’s pre-85. Fine. Then the enhanced version of that DB. So not only a return of premium but an x% rollup
or ratchet included as well. So that’s late 80s. Then the GMIB came along, Guaranteed Minimum Income Benefit,
which was guaranteeing, after an accumulation period, the ability to buy a payout stream. So basically a guaranteed
annuitization rate. And the real risk there was interest rates guaranteed versus the interest rates at the current time.
And there was a little bit of hedging involved there. Pre-hedging the interest rate upon the annuitization state.

GMAB, Guaranteed Minimum Accumulation Benefits. So now the idea is a payout 5, 6, 7, 10 years from now
in lump sum form. Now you’re seeing asset allocation open up. Before, it was just a handful of funds that any
insurance company would offer. But that was opening up to more and more funds and so basically you could
wrap your guarantee on, let’s say, 80% of the funds offered at the time by the insurance companies.

Equity-indexed annuities. So as it says, annuities indexed to equities but basically the removal of the basis risk.
Instead of the mutual fund companies mapping to defined liquid indices, you actually had the funds investing in
those index categories.

The GMWB.That’s something of interest here. So now this is the Guaranteed MinimumWithdrawal Benefit.
The idea is either immediately or after a deferral period there’s a build-up, and then at the end of that deferral period
you are guaranteed to be able to withdraw X% until your guarantee is complete. So regardless of how your account
value moves, your high watermark defines the X% payout. And you continue to do that until your balance goes
to zero. And then you extend that.

So you’ve got a combo product now, WB/AB. And now the interesting one here is WB for life. So I’ll go
through that in a little bit more detail. So the idea is the account holder puts in $100,000 at starting age, let’s say,
35, and then continues along the way. At age 59½ to 72 they’re allowed to annuitize at X% for life based on the
highest watermark along that path. So let’s say we did this 30 years ago, well these products didn’t exist, but let’s
say we did it 30 years ago and we annuitized June 30. Our $100,000 went to, let’s say, $250,000, and let’s say this
was a five for life, so it’d be 5% of that $250,000 we would be getting for life. And then the market dropped and
so now our $250,000 is worth $150,000 but we’re still at the five for life. And where’s that payment coming out
of? It’s coming out of the actual account value. The $150,000 we have in place, but after we’ve depleted that
$150,000, the insurance company now starts making payments for life at the 5% of $250,000 level.

Alright. Then there’s variations of that. So now you’re putting a roll-up joint life variation of it, and you can
imagine now why I call it bells and whistles for life. You have every combination in there from anywhere from 110
basis points to 350 basis points if the insurance company is so fortunate.

Alright, so the current trends that we’re seeing. WBs are the most popular, GLB, so that’s Guaranteed Living
Benefit. According to VARDS, of the top 25 carriers, 90% now offer GLBs in some form.What we’re seeing here
is much more product filing increasing across all regulatory environments. The appeal here is the longevity risk
which currently is sitting with the policyholder. That is now transferred back to the company because they have
a defined amount of money, for life, which continues to ratchet up during the accumulation phase. So potentially
there’s an inflation component that’s built in if we say there’s a correlation between interest rates, inflation and
equities. That’s an appealing thing, is that there’s some real return here. Separately, you have the full asset allocation
available. You have companies offering from 70/30 mix to 30/70, let’s say. Ordinarily, companies that are more
aggressive than that, and I can think of a few and they’re in the newspaper recently, who are offering more
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aggressive mixes than that. And accordingly, you have an environment that can’t be hedged and I’ll go through
that in a little bit as well.

Separately, the liquidity. So policyholders have access to that account value at all times. The money sits in the

mutual fund. If I choose to leave in the first 7, 8 years, there’s a surrender charge I pay, but I have full access to
that money, unlike a fixed annuity where I’ve given that money to the insurance company and it’s only through
the third market that potentially I can have a cash value payout. And again, this allows people to have more of a
focus on the equity side in their asset allocation as compared to a more fixed set-up.

How am I for time? Alright, great.
Variations. I might have talked about a lot of these. We’ll just go through some of these. So we’ve talked about

the constant, the X% withdrawal, and other ones based on age of first withdrawal. So companies obviously want
to defer the withdrawal as late as possible, so that they continue to accumulate fees, and if markets are down, they
continue to have a greater term to have markets recover. And so there’s incentives that are placed in based on age
of first withdrawal. If you defer by 5 years, or 3 years, or what have you, there’s an extra payout withdrawal
percentage that’s allowed that does not disproportionately affect your guarantee.

The ratchet frequency. So five years ago it was reset every five years. In fact, now it’s annual. And in fact, we
hear of some really crazy products that they prefer to have daily ratchets. I mean, you can imagine the daily value.
Very unhedgeable, very expensive but nonetheless the frequency has increased. But the majority is annual.

And then the rider charges. So they were previously a function of account value. And then insurance companies
became concerned that if there was a severe sustained decline in the market, immediately their fees would be hit.
And so they prefer to put it on the Guaranteed Remaining Balance, so in my example $250,000, and we’re drawing
five for life, that balance as you take withdrawals continues to decline. So that’s the Guaranteed Remaining Balance.
Separately, there’s the Guaranteed Base. The Guaranteed Base is the $250,000 and that stays constant throughout.
So the Rider Charge is now being reflected as a function of any one of these three bases. Spousal continuation, so
I referred to that already.

Asset allocation restriction. A lot of the Asian companies, the companies with high Asian exposure have been
basically saying, “You know what? A lot of this stuff we cannot hedge and so you have to maintain maybe 35-50%
exposure in these defined funds which are more conservative in nature, and then you can do what you wish with
your remaining allocation.” So a lot more asset allocation restrictions we’re seeing now.

Issue age restrictions. So the concept here is target date funds. So what you have is cohorts that retire, age
cohorts that retire at 65. So every group that comes on is in its own separate cohort so to say, every person that
comes on. And then accordingly you have equity allocations that range from, let’s say, 70/30 at a young age to
30/70, with 70 being in the fixed product by age 65. So accordingly you have that movement, or target movement
over time and that allows you to continue to maintain a guarantee over that overall offering.

And then the lifetime WB, the defined period GMWB that was selling like hotcakes, clients selling $100
million a month of this product. And then you put the lifetime switch on it and all of a sudden it grew 3, 4, 5 times
that amount. So that’s been the hot item for the last three years. This is hot topics right? So we’ll continue with
that.

Alright, so that’s enough of a background and an enormous introduction. I probably have to speed up now.
So variable annuity management. So we’ve got circles all around. The idea here is that the product design itself has
to reflect the risk management strategy. We’re giving put options to the policyholder base and if it’s not hedgeable,
or it’s not defined in a way that can be hedged, it’s going to hurt you in the back end with basis risk, with timing,
with policyholder behaviour and what have you. So the idea is the risk management strategy for the company has
to be reflected at the product design stage. And then of course a component to that is the strategies based on the
overall objectives for the firm, not just for the variable annuity product or the seg fund product, but also for the
company as an overall. Alright, so let’s knock off each one of these topics in order, and let’s see the recent market
implications in any one of these categories.



So risk management objectives. Alright, so we’re not starting with the traditional pricing. I think the
information package talked about pricing so that’ll be more of the emphasis after I get these risk management
ones out of the way. So what’s the objective?

Economic risk. So you’re actually hedging against the claims that you’ll be hit with. So in our example, once
the account value drops down to zero due to the withdrawals, you then are hedging that claim exposure that the
insurance company may actually have. So economic hedging. And based on this recent Moody’s survey, and by
recent I’d say in the last year and a half, let’s say, economic was the primary driver for risk management programs
for the large variable annuity riders in Japan and the US. Then there’s accounting, and this is basically managing
the volatility of earnings, and the whole concept of risk-neutral valuation versus real world scenarios, that whole
discussion comes into play. You have risk-neutral type products which are the living benefit products and then you
have real-world products which are the death benefit and income benefit products. And so there’s that constant
struggle and debate as to which preferred treatment applies to which product because now the products have all
combined together. And you have variations, sometimes for accounting purposes and sometimes actually because
that actually benefits the client, the policyholder in this case. And then there’s capital reduction.

When I kind of focus on who’s doing what, you’ve got the US Mutuals who are doing economic; Canadian
GAAP and IRFS that’s doing again economic; statement risk, that’s more of the US GAAP companies and the
mutual companies who are reporting on a GAAP basis. Capital I’m saying is not a primary focus. So I had a brief
primer from Brian, so 100% of the hedge credit is available for capital requirements in the US. Here in Canada
it is 50% if it’s an approved model, something like that. Right. So overall, companies were not hedging for capital
purposes. Most of their cash value or AG34, 39 reserves were higher than the requirement for capital (of course
now, with the market drop…), and, as I described, the standard scenario.

Let me just give a little background behind that. You’ve got the CTE calculations, stochastic on stochastic,
and hours of run time and you get an answer. You hold a CTE value for your risk-based capital amount and then
there is a defined doomsday scenario—minus 20 drop at time zero (or maybe it’s minus 10 at time zero and then
ten the next year with a recovery of 3% thereafter). So that’s the defined doomsday scenario overriding, and you’ve
got to take the higher—well the calculation here is the worst deficiency over the next 35 years, the PV of the worst
deficiency. And so the standard scenario ordinarily was the higher amount. Up until about 60 days ago, that
amount was zero. So you did all of this calculation, consultants made a ton of money, and it was all out for an
answer that was zero. But now of course with the market decline, the standard scenario which limited your margins
based on in the money-ness and out of the money-ness.

Maybe I’ll give the definition there. So “in the money” is when the policyholder who has the option actually
has a value. So in other words, your guaranteed base is higher than the account value and so your withdrawal
percentage can be higher than your actual account value can support. That is defined as “in the money”. But based
on the standard scenario, because things are more in the money, accordingly margins are limited in the calculation
and as a result capital has to increase. And as I said, the recent financial press just this week was talking about appeals
to the various regulators, New York being the primary example, for some relief over the next two to three years.

So implications because of the current market. I probably covered a lot of this. Of course companies are re-
evaluating the cost/benefits of managing the accounting risk. So in mark-to-market, today your company’s worth X,
tomorrow it’s worth Y, and Y is not what the analysts want to hear. And so there’s this whole thing about reflecting
current implied volatilities in your calculation. The concept here is that you do a risk-neutral valuation of the
options that you’ve given out. On the one side, on traditional ALM-type stuff you’ve sold an option, so you buy
an option on the flip side and then you’re just a pass-through keeping the actuarial risk, any basis risk, and you’re
keeping the fees. So now the problem here is when you do the valuation on the asset side you’re using current
implied volatilities, and current implied volatilities are a reflection of a future volatility based on the overall market.
And the problem here is with insurance companies, with these guarantees, there are long-term illiquid options. And
so using an implied volatility from the asset market to do the valuation of the liability kind of makes or breaks your
company. Unfortunately, with the current accounting rules that’s what has to be done.
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But the point here is, the demand for these options is driven by the VA hedging programs, but in the recent
market the supply has dried up due to the current credit crisis. So you can imagine a Lehman who potentially is
on the other side of the derivative your company’s purchasing and now there’s no more Lehman. Even though you

were doing daily capitalization and so forth, the entire market took a hit and as a result the supply has dried up.
You have to value the assets on the current implied volatility because that’s the market consensus of what those assets
are worth. On the flip side, to use the same volatilities on the liabilities side, that’s where there seems to be this
imbalance. And so my statement here at the end, full market consistency may not be available for insurance
liabilities because they’re illiquid and long term. And so that’s the debate that’s currently going on with the
accounting parties.

Alright, so then the next category. Do we want to stop for commentary? No, continue? Brian was supposed
to bring me back on track when I veered off and so I’m right on track right now. Great.

Risk management strategies. So this was the second in my spectrum. So the strategies themselves: so, we have
naked capital pays for the claim itself—I have $40 billion of capital and my notional that’s out there is $20 billion
so I don’t need to hedge because I have money on the line. Great. Semi-static—buy and hold a portfolio of options.
So somebody has customized a set of options for you. A simple example, GMABs of five years ago, Guaranteed
Minimum Accumulation Benefit had a payout, let’s say, ten years from now. I would say about five years ago there
were long-term options available on the S&P where you could buy a ten-year option to back the GMAB block.
So it’s like a one-for-one match. Your only risk there was really basis risk, that if your actual mutual fund varied
from the S&P by more than you anticipated, potentially you had exposure. So that would be an example of the
semi-static approach.

Dynamic (and that’s the hot topic right now)—that’s manufacturing the management internally, basically, a
basket of short-dated options, long-dated options, futures, swaps, the works, to on a daily basis dynamically manage
the risk.

You then had the static approach. So static is an investment banker coming in charging 350 basis points and
saying, “Alright, we will customize a solution for you. Somewhat reinsurance-like but we’re not taking actuarial risk.
That’s not our forte.” Pure capital markets play there. That was an expensive solution and it was hard to unravel.
Once it’s customized for you nobody else really wanted it. And so you had to have that in runoff.

And then reinsurance—mitigating the capital market and actuarial risk. So that’s the key because now
reinsurance understands policyholder behaviour and is willing to take on a portion of that, presumably on a prorata
share, but nonetheless that’s an option as well as a strategy.

So we’ll talk about some dynamic hedging (that’s the hot one so we’ve got a full slide on that)—using vanilla
liquid instruments with low transaction costs. So some of the instruments (and I just looked up yesterday some
of our large portfolios to see the predominant derivative that’s in the portfolio): index futures, interest rate future
swaps, currency futures and forwards, equity total return swaps, equity index options, bond and mixed swaps,
variance swaps, variance options and currency options. So aside from the variance swaps, and that is also being
standardized to some extent, a lot of this stuff is exchange traded. You don’t really have to go to the over-the-
counter market to get something customized. If it’s exchange traded, of course, it’s liquid. In and out, very little
transaction cost and very little credit risk because, first of all, it’s daily marked to market, secondly there’s a trillion
notional out there. So it’s not any one company, one player that you’re being exposed to. What you are being
exposed to is an overall financial collapse. Of course if that were to happen, your VA hedging program is the least
of the concerns. It’s more a matter of where we’ll get food and buy guns, and that type of stuff. So let’s hope our
hedging programs work and don’t get to that because I don’t know how to hedge doomsday.

So static hedging. I’ll give you a little bit on that. They are worth seeing. Interesting types of products with
over-the-counter type instruments: basket, look-back options, levered equity options, and full cash-flow matching
structure. So now you’re seeing more and more of that standardized type product becoming available. That’s for
those players who want to take a more static type approach. There’s also combo approaches here. You’re not in one
camp or the other. You can basically tie it to the actual product offering that you have and also the capital market



environment that’s there. I know one large dynamic hedger who happened to have some $30 billion of options
backing their GMAB block. Yes, that’s a static approach. It’s a combo approach. They just happened to be in the
market when those products were fairly reasonably priced and they’re benefiting from it today.

Separately there’s the reinsurance market which is developing nicely. So Milliman itself, our practice has
actually seen four deals close, four of our deals close. The fact that reinsurance has re-emerged is a positive thing.
That means there are industry experts out there who can do what I’m talking about and they’re willing to do that
under a traditional reinsurance treaty that insurance companies would potentially be more comfortable with than
trying to do a dynamic approach on their own. So we have seen those transactions close. Unfortunately, in the last
two and a half months, I’ve seen a lot of reinsurance start-ups that were up there trying to accumulate capital and
get this business going. Unfortunately, I’ve seen a lot of them have to close as well. So it’s the rated companies, the
ones that have other stable blocks of business that are, in fact, able to close on these types of transactions. But
nonetheless the fact that it has re-emerged after about seven, ten years of being absent, that is a positive thing.

We talked about hedging. So hedging is the actual risk management strategy that’s in place. The idea is that
you really need to test that strategy. So we talked about five types of strategies that are out there. Hedging is not
risk free. Prior to 60 days ago, hedging was a good idea conceptually but it wasn’t ever paying because markets went
up. So other than in early 2000/2001, when really companies started buying into hedging, it was a straight cost
for the last few years. And companies were happy to pay that cost because it was really being passed back to the
policyholder. The hedge cost for some simple products that are currently showing up in the market, they’re about
30–35 basis points. So that was an easy pass-through to policyholders. And so it was less margin that the company
had, but they knew that on a mark-to-market basis, things would be okay in a severe sustained decline in the
market. So in the last 60 days we’ve had this great experiment to see whether all of this would work. Milliman itself
manages a book of about $600 billion which we do on behalf of our clients. Overall that book is pretty much at
par. Some of our clients have lost as much as 7%, others have made money. Overall, pretty much at par, right now.
So what we are seeing is basic delta-rho type strategies are working. We’ve got some of our clients who are after
vega—there’s just not enough vega capacity out there. So if you exclude vega from the commentary, hedging is
working as expected according to a lot of our client companies.

I’m talking here about stress testing. So the idea is you have your strategy and you have to say, “Okay look,
how will this strategy pay off in a variety of scenarios?” The scenarios are doomsday scenarios. So I’m not talking
about the one where we’re out of food and we’re buying guns; I’m talking about, let’s say, the Japan scenario. And
then if in the last 70 years you take ten-year buckets including the ’87 crash and even if you go further back, the
Great Depression, and let’s say now we have volatilities as high as the Great Depression (so some people say “Great
Depression 2 ” from a volatility standpoint). You basically have to simulate your strategy over that period and, on
those deterministic scenarios, come up to see how would your strategy have paid off, and is the company’s overall
management happy with that? Separately, the whole concept of stochastic scenarios, so, generating real-world
scenarios, so using a regime-switching model calibrated to recent history to generate a thousand stochastic scenarios,
and basically talking about how that strategy would have paid off in that type of situation. And so that’s really what
stress testing is about. So I can’t go into my math lesson because I have ten to fifteen minutes to go. We have to
move forward.

Financial projections. That’s actually reflecting hedge strategy over the future. So you are simulating markets,
interest rates, actuarial behaviour and you are projecting out your hedge strategy including the transactions and
transaction costs over a period of time. And that is what a financial projection exercise is doing. Producing income
statements over time based on the actual simulation of your investment house, of your sales department, and the
actual policyholders on hand. An exhibit here of strategy testing. What I’ve done here is I’ve taken interest rates
for the 1998 to 2005 period, and I’ve basically shown an un-hedged and hedged variation on the P&L based on
the S&P actual movement. And this is something simple—there are obviously more complicated versions of this
that need to be brought into the exercise of testing a hedge strategy.
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Product pricing (and I think that’s what this topic’s about, so we’ll get into that). Risk-neutral valuations. So,
the guarantee’s a financial derivative—we talked about that. On the asset side it’s a financial derivative, on the
liabilities side you are short that option. You have to use the same risk-neutral calculation. And it’s the industry

practice. Well recognized throughout, and the reinsurers are also pricing on a risk-neutral basis.
Current market implications. So the problem is, is that there is a stress on pricing, primarily because of the

high implied volatilities (and the key is implied) and the low interest rates of the environment. So the problem is
the current products. They don’t fully reflect the current environment, as well as the capital requirements that are
now going to be onerous on insurance companies. And again, that was the standard scenario item that I mentioned
before. So re-pricing needs to have either higher charges or lower benefits. Remember I call this bells and whistles
for life, so you’re already super-maxed on the benefits, so the charges have to go up because the client, the
policyholder, is used to that type of product. And these products have the ability to re-price based on the actual
ratchet. The idea is that it has to start happening now.

For the next round of pricing, because capital markets are changing constantly but re-pricing happens
infrequently or companies don’t want to do it, you really have to get that balance and figure out, “Look, this is an
option to us. Either we’re going have to start exercising it, or reducing the flexibility of our products.” Then there’s
the whole idea of capital markets, long-term view versus short-term view. If you take the long-term view that,
“Hey, let’s hope that volatilities return to something that’s normal and if we price accordingly that means during
the downswings we are going to be mis-priced.” Insurance companies are risk-taking entities. They have to see how
much appetite they have to take that mis-priced product over that period of time. And then I talked about the right
to increase prices.

Product design itself. Conservatism in pricing. So, policyholder behaviour that hurts you. So, mortality: so
let’s assume mortality improvement for life, for example. Lapsation: so, let’s assume ultra-low lapse rate. So if in
fact the lapsation is lower than that, it hurts you, but higher than that, it can help you (if the product is one of
these more recent WB-type products). But the idea is to look at your stress scenarios and say, “Hey, how will
product design change based on these types of environments that we could potentially be exposed to?”

We talked about the asset allocation restrictions. A lot of companies were a little loose on that, and allowed
that to flow. They’re now reigning that back in and saying, “Look, I can’t have you in precious metal funds in
Malaysia 100% invested and then give you a guarantee on that. You have to distribute on some prudent risk
management profile.”

Withdrawal payment rates linked to Treasury rates. This is the hot topic. Instead of saying, “5% for life,”
instead what we’re seeing now is 5-10 for life. In other words, a floating rate design that is tied to the Treasury and,
based on the date of your annuitization and the Treasury at that time, your X% for life is determined. The idea
here is that you don’t have to pre-hedge the fixed percent for life. So if I issued a five for life in today’s environment,
which is maybe about three, three and a half, I’m already issuing it in the money. If interest rates go back up, now
all of a sudden I have a risk that my policy will lapse on me because the competitor company is offering a 6, 7, or
8 for life. So I don’t want that. Separately, I have to pre-hedge if interest rates stay down. Well if I kept it a floating
rate design, I wouldn’t have to worry about this. Under this pattern, under a floating rate design we see hedge class
go from maybe 80-120 basis points down to the 20-30 basis point range. This is an interesting thing here but it’s
harder to sell. To tell somebody that you’re getting five for life as compared to, “Well, based on the ten-year Treasury
at the time of annuitization, that’s what you’re getting for life.” And people say, “What’s a ten-year Treasury?”

And then also index funds. More index funds to remove the basis risk. I’m going to speed up now because
even though this says 10-15 minutes, that was probably 10-15 minutes ago.

Performance attributions. I gave out a handout that showed a generic performance attribution. High level,
what you’re looking at on a nightly basis, you’re revaluing your liability and asset book, and you’re attributing
changes to market. So that’s that hedged indices, that delta-hedging to the unhedged indices. So that would be
the Malaysian precious metal fund. The impact of interest rates, rho hedging and then vega hedging. So that’s
the implied volatility. So you’re basically roll-forwarding yesterday’s extract based on movements that happened



today, to say, “How did my liabilities and assets move? Are they moving in tandem?” Those are the market
attributions. Separately, then you have the non-hedgeable items: the time decay (that’s the aging of the block
itself ); the lapse/death; basis mismatch; asset allocation transfer (in other words, going yesterday from 70/30 to

30/70 today; net deposits (that’s new money from existing policyholders, net of withdrawals); and then actually
new business coming in. And so the attribution report I sent out kind of shows that breakdown on a day, week,
month, quarter basis.

Hedge effectiveness. So the match of your assets to your liabilities. What is that ratio? And here I’m
illustrating by actual derivative instrument. So you’ve got that handout. The idea here is we are tracking according
to Greeks. So my delta movement, rho, vega, gamma, theta, whatever. But you’re actually tracking asset liabilities
by that category as compared to by the fund, which is maybe more the traditional way. So that’s the granularity
component there.

So we go to this unreadable slide, and even by me unreadable and I’ve given all my handouts out. So the idea
here is you are basically showing assets for this company ABC—ABC gets used a lot—company ABC, all of their
hedged equity indices, the hedged interest indices, cross-effects (cross-effects is really the catch all category). So
you’re moving your liabilities and assets by derivative type over the—this is a monthly exhibit—so basically say the
overall mismatch. Now, it’s that ratio of liability change to asset change that you’re really interested in. One thing
that didn’t make it into here, if I actually look at the experience over the last 30 days, and I’ll end on this comment,
of a sampling of our client companies—and when I say sampling, maybe a total account value exposure post
market crash of maybe $30 billion, roughly. So that’s the sample size. We normalized everybody to be a $1 billion
account value, aggregated everybody together and basically said, “Okay, so what is the experience like on an asset
move versus liability move for the clients that we know are hedging—a sampling of the clients that we know that
are hedging?” And we saw some companies make money. We saw some companies lose money. But overall for this
book, we saw a hedge effectiveness ratio of 93%. So, the mismatch in this turbulent time was quite acceptable, I’m
sure, to a lot of company management.

You know, I’ve taken up too much time, so with that I’ll end. And Luc, I’ll leave it to you. Thank you.

Moderator Louth: Thanks, and Luc’s going to talk about some products you might be a little more familiar with
in the Canadian marketplace.

The one thing I did pick up from Rajeev’s presentation that wasn’t in his slides was the fact that when you’re
a Canadian that’s been out of Canada for about nine years, you contemplate purchasing guns. So, we’ll have to keep
that in mind if we’re planning any kind of retirement in the US.

Luc’s going to talk now about some more familiar products.

Speaker Luc Bergeron: Thank you. Good morning. Yes, totally different products, like Life products, DI
products, and all that. I’m not sure those are really hot topics. I think they are. The three subjects I will address
are those ones.

T100/minimum-funded UL. It’s a hot topic. At least it is for me. It’s been under-priced for over ten years
and nothing seems to change in the markets, and I still don’t understand what’s going on there. So the other
thing is maximum-funded Universal Life with the LCOI (Level Cost of Insurance). There’s approaches we have
to match 100% of the asset that is under the Universal Life fund, and this is not the right way to do it. It really
creates exposure to the market. Like with the market we had, collapse and all that, it will have an impact on your
income statement.

I’ll talk just quickly really on stochastic modelling. Much, much easier than what Rajeev is doing. Stochastic
is not only for what I call fancy stuff with the GMDB and all those acronyms you mentioned, it can be used on
product features that are much simpler but it really adds value to your pricing process.

Everybody must know this guy. This is Warren Buffet. He was the richest man on the planet. I don’t know
if he still is but he has plenty of quotes on the market. Two of which I’ve put here, “You ought to be able to explain
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why you’re making the investment you’re making.” And I’m talking about LCOI, T100. Why are we still offering
that product at that price in the market? And “we will only do with your money what we would do with our own.”
Same thing. If your company is selling a product that you would not invest in, you would not put your money

in to say, “Yes, I’m willing to invest in that product because I know it’s going to give me the yield I want.” Why
are we still doing it in the marketplace?

SoT100.What you are seeing is my company specializes in Living Benefits. We wanted to increase our market
share and say, “Well, we should go on the Life side—the market is much bigger.” So the first request that I got from
my sales VP was, “We should be inT100.” And I was not surprised at all that our first pricing was about 40% above
market and said, “Well why don’t you try to put 7% interest rate, ultimate lapse rate about 1.5 to 2%.” And our
result was in there with the tough company standings of T100 on Compulife, so the market has not changed. And
I don’t know exactly why because this is the yield of the market for over the last 20 years. The big point here where
it was around 13% was in 1990. At that point, we were pricing T100 with 9% guaranteed interest rate and level
5% lapse rate. That was amazing. A really cheap product but since that time, maybe ten years ago, that’s where we
are, around the 6% level. People were hoping that 7% interest rates would come back to market. It’s been ten
years. Since that last ten years, the interest rate in the market has still gone down and we’re still hoping to make
this 7%. That just doesn’t make sense. If you want to do your 7%, you have to increase your risk. So what maybe
in 1990 you could get out of a AAA company, now you have to go into a BBB company or even lower market.

I’m a small company. I can’t afford that. I don’t have a department that works on the asset side and really
specializes in that. Maybe Manulife can, hopefully they do because they have to support that market. The other
thing also that is happening is that prior to CICA 3855, the assets were at amortized value. So you knew about
what the interest rate of your block was. We are pricing our product with current interest rate, but when it goes
on the corporate side, they look at the portfolio as a whole. Like, what is backing their T100? The amortized rate
has been going down for the last few years but it was still above maybe 7%. But now, as time is catching up and
those assets are coming to maturity and we have to renew at those interest rates, so this approach is not supportable
in the long run.

Also, this is out of the CIA lapse study for T100 and UL-LCOI and really what you can see is that within ten
years, even for 25 or 30 year-olds the lapse rate is around 2%. Anybody that has done pricing on T100 or LCOI
knows that when you put in those lapse rates, you’re out of the market. Yes, we are decreasing our lapse rate after
around 60, 65, getting them down to 1% or even lower than that. But up to age 65, the rates are much higher
than that. And again, that’s why the market is still under-priced.

What we have here in the graph is the blue line is really the cash flow part. So this is a T100 issued for a 40
year-old. So we have a huge strain in the first year and then for maybe 20 years, positive cash flows. This is T100
level premium so for about 20 years your premium is higher than your mortality rate. And after that, mortality is
really larger than your premium so it’s really below zero here. So that’s the blue line. When you do your pricing,
and I think most of you must use Axis, you are calling your corporate department and they say, “Well this is what
I use for the assumption for my reserve,” and you get the pink line. What we have to understand on the pink line
is, yes it does reflect the conservativeness in the reserves but it also assumes that you are making your pricing
assumptions. So if you have assumed that you’re going to have a 5% lapse rate up to age 65, this is what it reflects.
It reflects that after five years, or ten years, you’re going to still make this 5% lapse rate. You do reflect that the
remaining lifetime will be valued based on the corporate rate, or the corporate assumptions, but still, the profit
comes out of your pricing assumptions. So the pink line is, you know, you have a larger strain in the first year
reflecting your conservativeness in your reserve, and the pink line is you are trying to reimburse your product. The
pink line produces something like a 10.5% ROE. This is a 10.5% ROE if you’re making your interest rate
assumption and your lapse assumption.

The yellow line that is there is really saying, “Okay, let’s say that I’m really under-pricing and the best
assumption is the reserve assumption but without margins.” Well, you the same strain the first year, the same
assumption, but you can take a look at the renewal rates during the next 20 years of the yellow line. Those positive



cash flow are not enough to cover your strain. So this product is totally deficient. I think I’ve been saying that for
ten years but I’m still trying to convince people that it is under-priced.

So what would Warren Buffet do in that kind of product or when he would see that kind of product? First

question say, would you invest your money in such a product? You’re asking your company to invest their money
and you’re the pricing actuary saying, “Yes, this is a proper product. You can make money out of it.” I personally
don’t think so. The other question is, why are the reinsurers no longer in it? The only quotes you can get are YRT
rates. You don’t get any coinsurance, or maybe some for a smaller amount, but when you get the quotes on the
coinsurance basis, they aren’t competitive. I don’t think it’s because the reinsurers are really aggressive on the mortality
side that it more than compensates the lapse assumption that they are using. I think there are fewer companies and
they say lapse rates are policyholder behaviours—you cannot diversify away from that risk. Reinsurers do understand
mortality and say, “Yes, this is diversifiable—but not lapsation.” So they are no longer in it.

So I’ve always worked within smaller companies, and I’ve convinced a few of my presidents to stop—either
increasing rates or stop selling the T100. The Munich Re Pricing Survey is a really good one. It really shows that
all the pricing actuary says is, “We know that we are under-pricing but we’re still doing it.” The approach also that
I used with one of my presidents, which was totally new to insurance, was if I tell you I have a 50-year bond that
you can invest in and that yields you 7% a year for the next 50 years, guaranteed, non-taxable, after tax, would
you invest in it? He said, “Absolutely, that’s the kind of product I want to invest in.” But you know what? This is
what we are offering to the market. We are offering that to the market, we are guaranteeing this T100 will perform
this 7% after tax. And it’s funny, this President did understand the point and never entered into the LCOI.

What can we do? I’m talking to all the pricing actuaries. Even on the carpet side. This is what we are paid for.
We are not paid to make sales. We have our sales VP and the brokers that are in the market. What they are asking
for is for a lower price. Makes sense. If I would be in the field, I would ask for exactly the same thing. What the
brokers are paid to do is sell. We’re making it really easy for them. As the price is coming down it’s really easy for
them. When you have the best LCOI or T100 on the market, I could even be a broker and make a living out of it.

So what are we paid for? Pricing actuaries are really there to identify and to select the features. On T100 we
don’t have much. This is a plain vanilla product. You’re coving insurance. That’s it. We have to assess the price/risk
reward. So at the price we are setting the T100, are we getting compensated enough? I don’t think so. We are there
to maximize profit. I say that in a good sense, it’s not to just make more and more money (which is really good).
But really, the way I see it is profit times sales. Yes, we are selling a lot of T100, a lot of LCOI but the profit that
goes with it is deficient. If you increase your price by 10%, maybe that -2, -3% profit margin will just shift over
on the positive side and that would be a real plus for the company.

And the other thing that we have to do is sell it to your company. You have to sell it to your senior
management, your president. For sure sales VP, they are paid, they do that all the time. They’re out in the field
convincing people that their product is the best. So they do exactly the same with the president. This is your
competition. You are not there to have the lowest price in the market. You are there so that the company can
maximize its profits. And I say that now is a really good time. There’s plenty of things happening in the market.
The stock market has collapsed. Companies will be looking at profit and I think it’s an easy thing to do.

There are always exceptions. I hear really often that, “We have this T100, we know it’s under-priced but, you
know what, I have to have it because the brokers bring me other business.” Yeah, that can be true but personally
I don’t like loss-leaders. Maybe a break-even product would be better. I’ve seen also another exception. I was at a
company where we were selling Universal Life, both YRT and LCOI. I convinced my president that the LCOI was
under-priced and that we should increase it. We increased it by 30% but the side effect was that our YRT sales just
dried out. We didn’t know why. My approach was saying, “Well we have this unprofitable product, we have this
profitable one. We stop selling the unprofitable one, we are going to make plenty of money on the other side.” But
when we talked to the field, the way the broker integrated that was saying the way they chose the company was
based on their LCOI or T100 rates. They were saying, “If you are good on the LCOI, you have to be good on the
YRT side,” which is total nonsense to me. But that’s the way they were integrating my rates on the market. So what
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we did, we decreased back the LCOI rates back to maybe 5–10%, just above market. They are brokers, they sell
the best price. So our rate on the LCOI side was saying, “Those are okay rates,” so they started back sending out
our YRT rates. So there are exceptions. But they should stay at that. This is the exception that confirms that the

rule should work elsewhere.
Any questions? Nobody’s sleeping? Looks like one of my classes, nobody’s asking questions. So I’m

always worried.
Maximum-funded UL with LCOI. So the way the pricing is done, you have your LCOI, which is under-

priced, and you have different funding levels that you are assuming in your pricing. One of the good things is that
you’re really happy because lower lapse is really bad for LCOI, but it’s really good for present-valuing your margins
on your fund. So your LCOI seems less under-priced because it’s really compensated by the MERs that you’re
making on your funds. And I think that’s why it’s cheaper. T100 really is under-priced, that’s why these are even
more under-priced. It’s cheaper than T100 and it pays higher compensation.

I haven’t seen all the valuation approaches for Funded UL but what I’ve seen is the usual approach. You’re
calculating your reserve based on all your margins that you have on the investment side and also on the insurance
component. You carve out your investment at 100%, especially if it’s invested in stocks or indices that reflect the
stock market. And the rest is really like any other kind of reserve on a regular Life plan. It is a suboptimal approach.
It doesn’t really work. The example I’m giving out here is a five-year GIC, and you have a market spread, after your
reserve margin, of 1%. You will never hold 100% of your fund on that GIC. If it’s a GIC five-year, you’re going
to present-value your margin. So you’re going to start around 95% of your fund and gradually over time you’re
going to reach that ultimate fund. So from year at time zero it’s going to be 95, 96, 97%, going up to 100%.
But that’s not what we’re doing under Universal Life.

So what we could do is really calculate the reserve separately, each component separately. You have funds, you
have margins of those funds. You can value what you have to set aside. So if you have a positive spread on your
MER after margins are still positive, you’re not forced to hold 100% of your accumulated fund. You could hold,
depending on the age of the policyholder, something between 75 and 95% of your fund. The interest component
is just a regular long term liability like the T100. One thing that you have to keep in mind, it’s the same policy so
you should have your same lapse assumption on both the investment and on the insurance component.

What it does when you’re doing that, what it does it really when you’re stress testing your result, your income
statement is much more stable. Downside?Whether you have a downsided market or an upsided market just flows
in only on the investment component. So if you’re not doing that and you’re doing the carve-out approach that I
mentioned before, when you’re carving 100%... (I have to speed up? Okay.) …so if you’re doing that, really what
you’re doing is you are supporting your LCOI with this 100% minus this percentage you should be holding for
funds. I thought that when I first found that I was quite happy. I was saying, “Well I have my LCOI. I can back
it with a stock and nobody knows about it and long term I’m going to be making a larger return.” Now it’s not
that true. The market just collapsed so we’ll see what happens. But you have to at least be aware that this is
something that could be optimized. If you want to decrease your variability on the income statement, this is
something you can do.

Just one quick mention on IFRS. They’re talking about unbundling. I’m not sure because I read this thing in
French so I tried to translate it here. What they are talking about is really separate the investment component
from the insurance component. And the accounting side will be totally different, that your margin under your fund
will just evolve as your MERs are coming out. So you’re going to be forced to value your insurance company
anyway on a standalone basis. So this is coming in a few years. Plenty of changes with IFRS.

Really quickly, stochastic modelling. I’m not talking about what Rajeev is doing, like day in, day out with all
the Greeks and all that you have to understand. You need a PhD to understand that and a PhD also to revise what
the other one has done because it’s so tough to follow. But, stochastic modelling can bring something to your
product modelling, depending on features you have. Yesterday we talked about a combo product, when you have
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a million dollar policy that can be paid out either under DI, or CI, or Life. You cannot write a formula for it. It’s
really tough because if you start paying a DI, the remainder is payable under a Life or CI benefit.

So really quickly, stochastic modelling is really simple. It’s a zero or a one. Either you have it or you don’t have

it. So if you have multiple decrements, let’s say qx (mortality rate) 1/1000, 2%morbidity rate, and 10% lapse rate,
to generate this on a stochastic, it’s extremely easy. I made it really quickly, it’s really additive. You have 1,000
random numbers, from 1 to 1,000. If the random number is 1, you have a death. You have 2% of your random
numbers down there that are from 2 to 21, so when your random number is in that interval, this person becomes
disabled. If it’s from 22 to 121, it’s a lapse, and all the rest (from 122 to 1,000) are really surviving.

One other product we have, is we have a DI product that pays after 10 years without a claim. So the first ten
years are really easy. Everyone that does not have a claim during the first ten years, you get your return of premium
but it becomes tougher at renewal. If someone gets disabled after one month, two months you have to reset this
ten year period. I didn’t find a way in Axis to model that. We had to revert to stochastic modelling. What we’ve
learned is that since you have this huge benefit, the payout — I didn’t mention it — the payout here is 75% of
your accumulated premium. The cliffs, after ten years it’s a big cliff, so your lapse is decreasing well for the first
ten years. So you can put your lapse rate at zero for duration eight to ten but what are you doing for the other one
that has had a disability here too? So you have to move that in time. You can’t do that in Axis. It’s really fixed-
duration and all that so you have to model something else.

It doesn’t show really well here but this is the percentage of people under our stochastic modelling that can
collect their benefit after ten years. It’s stochastic modelling so it never really gives you a really nice curve and
maybe I didn’t do enough trials here. I think we only did 10,000, something like that, but it really gives you a
pattern. What we noticed also is that except for the first line — the higher line is after ten years the second line is
after twenty years. What surprised us is that in between we almost never had any claims. Like, the percentages were
really, really close to zero, like below 1% all the time. And it was really surprising. We were saying, “Okay if we
only get 90% or 85% of people collecting after ten years, the remainder, the 15%, must be collecting during the
next ten years.” And it just did not happen.We double-checked our model and everything is working well. So really,
stochastic modelling can definitely help you on some specific features.

I’m at my conclusion, yes. So am I good on time? Everyone is fine? I think we should all consider ourselves
as being the Warren Buffets of the liability side of an insurance company. First of all it’s really good to say, “Well
I’m just like Warren Buffet,” but it also says we do exactly what Warren Buffet is saying to the market. He does
not invest in what he does not understand. This is our role as pricing actuary. To design and understand all the
risks that we are putting into our product. So understand what we are selling and be willing…if you not willing
to invest in your product, well, you should at least disclose it to your president. Thank you.

Moderator Louth: It’s really exciting to come to a hot topic session to find out that the hot is all about the passion
that the guys that are presenting have about what they’re talking about. I’ve really felt that myself today, both from
Rajeev and Luc. Thank you very much for some great presentations today, and a lot of interesting things. We have
some times for questions if you’d like to ask. You don’t have to be shy, you can be passionate about things. There’s
a few people here that aren’t shy. I can tell.

Brent Simmons:Hi, Brent Simmons. Sunlife Financial. Quick question for Rajeev. In Canada we’ve seen GMWB
riders somewhere between 25 and 27 basis points depending upon the wrapping of the underlying fund. You had
mentioned given the amazing changes that we’ve seen in the markets over the last couple months, we’re going to
see a re-pricing of those products. Any guesstimates as to what that new range may be?

Speaker Dutt: Right. Well so far I haven’t seen anybody actually come out with a re-price but with the analysis
that I see being done, maybe a 50% increase in that rider charge. Now it depends on the product that you’re
talking about. As I said, there’s this movement to go to a simpler product. Less bells and whistles. There’s a lot of
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bells and whistles that people don’t know that they have, so if you remove them and that brings your hedge cost
down then potentially you don’t have to re-price but you’ve eliminated something that was not a strong seller.
Companies are loath to increase prices, especially in this environment where you have people changing their asset

allocation, lapsing, and questioning the product they have. So instead, removal or an enhancement of features is
probably the path we’ll see initially at least.

Michael Hawkins: Michael Hawkins. Question for Rajeev. It relates to lapse rates and the current economic
environment. Question: would your models and hedging assume different lapse patterns, like increased
terminations, in a stress economic scenario or not? And, are there any early observations on patterns? You know,
you still have to buy your food and your bullets, in that direction.

Speaker Dutt: Sure. So everybody’s model will have a dynamic lapse function. You’ll have a base lapse rate,
whatever that may be, and then you have a dynamic function that varies based on the money-ness of the product
itself. It’s just a guess and the reason it’s a guess is a lot of these products are less than five years old. So Citigroup
was one of the early writers of the GMWB product, so that would be about six years ago. That’s the best experience
you have for that block. So now people are refining their estimates based on that emerging experience. It’s not just
Citigroup, I just point to the Citigroup product because that’s when these products hit the US market. But it is
just a guess. One thing we see on the simpler products again is if you assume where the products hurt you, if you
assume a conservative approach on lapsation and price for that and put triggers in to somewhat control — to
increase withdrawals or decrease withdrawals based on your trigger points, potentially that can help manage the
lapse risk.

Mr. Hawkins: So with the inherent dynamism, I assume, I think you’re saying lower lapses when it becomes more
in the money. But would people actually do the opposite because we can’t act rationally if we still have to pay our
expenses, we need the cash flow and they’re in the money but we need the cash today.

Speaker Dutt: Sure. So it actually depends on two things. One, your actual hedge strategy that you have in place.
In other words, how long do you need to recover that hedge premium? So that’s kind of the cliff let’s say. Secondly,
it has to do with the commissions built into this product as well. So on commission-free products (and that’s a hot
area where 401(k) or RRSP offerors are wrapping these products into their offering, so now that’s a commission-
free product), so there the lapse you normally assume 2 or 1.5% lapse, almost a Japan-type scenario and if they
actually stay on the books, it hurts you and so assume something extremely conservative. We’re not worrying about
a release of DAC or a commission payment because it’s a commission-free product. So I think it really depends
on the actual product offering. But the fact is that in all of our client base, we are seeing this kind of sophistication
in the modelling. In other words, it’s being thought through. It’s not after the fact to say, “Oh my God, we forgot
about this,” or “We approximated this away.” We’re seeing that type of sophistication; however, it’s just a guess
because the experience is all relatively new.

Mr. Hawkins: You might get a very nice surprise and then people are walking away when you didn’t think
they would.

Speaker Dutt: That’s right. I mean assuming 100% efficiency — all the Warren Buffets in this room will act
efficiently with their options. But it’s amazing to see inefficient behaviour in these times. For example, companies
that are pulling these relatively simple products at this time when clients in fact need them, when policyholders
in fact need them. And why are they pulling? They’re pulling because there’s just a shock to the insurance industry
overall. So if we say policyholders could behave sub-optimally, we’re also seeing carriers who understand this
business behave sub-optimally.
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Mr. Hawkins: Question for Luc. On the T100 lapse rates, I think there’s two on the inefficient behaviour front.
Likewise, I don’t think we likely have had any experience where we can say what will emerge if people have to make
cuts to their budget and that T100 is one of the discretionary items. It’s an investment product that they bought.

They might not want to cut it, they might not have a choice. And the other inefficient area, we don’t really have
experience for that old of customer and people do get dementia and other things. Actually, my wife’s grandfather,
he got to the stage where he’d burn his mail when it came in so her father had to get to the mailbox before he did.
So you get your premium notice through mental illness, or whatever. Alzheimer’s, those policies in the 80s and 90s.
Any thoughts on that? On those areas?

Speaker Bergeron: Yeah.Well we don’t have experience.We still have 15 years experience and we still haveWhole
Life products that were sold 20, 25, 30 years ago. Those are good examples. Like the lapse rates maybe in the 90s
were higher because of tax advantages. You could withdraw without being taxed. It’s not the case anymore if you
draw out your UL fund account. But if you’re 75 and you’re paying, I don’t know, $500 for a $100,000 policy, it’s
really cheap. They know what it costs to get insurance at that age, they do know, because at that age maybe it’s six,
ten times to get the same protection. Though we don’t have the experience, there’s a market for it that says they
should, and they will keep their policy. It’s a guess — it’s my guess and it’s a different guess than any other one
actuary would do. But that’s my stance right now.

Moderator Louth:We’ve come to our end of our time for the session. The presentations that you saw today will be
up onto the CIA website within the next day or so. I apologize that they weren’t ready in advance for today. There
was a handout that Rajeev did talk about in his last slide and he did provide them at the back of the room because
the slides are actually too hard to read that piece. If you have any questions, they’re both available through the SOA
Directory or the CIA Directory, whichever one you are using. Thank you very much for your attention today.
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