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Moderator Ty Faulds: This is Panel Discussion 27, an update from the Committee on Life Insurance Financial
Reporting. My name isTy Faulds. I’m going to give a quick update on a number of the activities that CLIFR is doing
right now and also give you an update on the Fall Letter and then the bulk of the session I hope is going to be on
two of our Educational Notes that are under development. The first will be on Long-Term Equity Returns and that
will be presented by Leonard Pressey, a member of CLIFR, and the second will be on the Group Life and Health
Educational Note. In that, there have been extensive discussions on the appropriate recognition of Experience Rating
Refunds and their future provisions and most of Whitman’s presentation will focus on that issue.

Here is your committee. Please feel free to contact any member of CLIFR with any questions you might have.
We’re always appreciative of feedback and concerns from the membership.

One of the things CLIFR has not been overly involved with to this date is the impact of International
Standards on our standards. What we have been trying to do is move away from coming up with a whole bunch
of new ideas as things we should do to our current standards, recognizing the International Standards are coming
in; we’re trying to get the existing initiatives that we have committed to done and finished and then make ourselves
available to the Actuarial Standards Board and the Practice Council for any assignments they might feel we should
tackle. We have been given one assignment and that was from the Actuarial Standards Board on discretionary
Participating features and we did form a working group which then became a designated group for the ASB.

The next couple of slides just give you an idea of a number of the recent publications we have put out. I am
not planning on going through these. These are here just to simply remind you of them, just in case you did have
questions on them that you wanted to raise at the end of the presentation.

So moving on to our current initiatives, our main focus has been on these ... a relatively short list I guess, about
seven issues: mortality improvement; currency risk has been one that has been a personal frustration of mine, I think
we started on this particular topic I think about six years ago and, unfortunately, is still not completed; the
Segregated Fund valuation; Universal Life. I’ll go through these in a little more detail. These are just the headlines.

Ed Gibson has been heading up the mortality improvement initiative for CLIFR. He has made a number of
presentations at a number of the meetings over the last little while. We are currently in the process of drafting the
changes to the Standards to allow mortality improvement to be recognized on the mortality front. We’ll also move
some of the Margin for Adverse Deviation from the base assumption over to the improvement assumption and,
because of that, we are also looking at potential changes to the base margin on the base assumption.

We are anticipating giving these changes of Standards to the Actuarial Standards Board for their meeting on
the 27th. They have been approved by CLIFR and we’re in the process of getting feedback and following the new



process. This is an Exposure Draft so once it gets out, the intent is to get more comments from the membership
and then reflect that in a change to the Standards some time next year, so this has no impact on this year’s valuation.

This just gives you some of the detail that Ed has gone through at a number of meetings. I do not plan on

walking through each of these points. I’m going to go through these slides a little closely just so you can be reminded
of the initiative and again, if you do have any questions at the end, please feel free to let me know.

We have been discussing a kind of a new process with the Actuarial Standards Board. As part of this initiative,
we will be recommending improvement rates that will be really part of the Standard. The Standard itself will talk
about rates of improvement that are promulgated from time to time, so these rates of improvement are actually
part of the Standard and therefore fall under the Actuarial Standards Board as opposed to the Practice Council.
We’re still having kind of learning experiences as we are dealing with these two different bodies, so there is this new
process for a promulgation that we’re still trying to make sure we understand and move forward, so most of our
work on this particular initiative is with the Actuarial Standards Board and do you call this promulgation document
an Educational Note or is it a Supplement to the Standard, those kinds of questions.

Currency Risks, as I mentioned, this one has been going on for a long, long time. The original proposal from
CLIFR that has actually been in the Fall Letter for about the last three or four years was that the ... when you have
a currency mismatch risk, you should be using currency forwards for your best estimate and if you don’t have
those, try and come up with a proxy forward by using interest rate differentials; and we had a MfAD range from
5 to 50. When that was about to go out as an Exposure Draft in the spring, we had gotten a number of comments
back about the proposal. We’ve been discussing that for a number of months now and we’re currently close to
coming up with a revised Exposure Draft. I do not expect it will be out until the new year.

The Segregated Funds — when we published the Educational Note for Segregated Funds, we had noted that
there were some changes to Standards that needed to be made. We sent out a Notice of Intent on that. We did not
get any feedback on that Notice of Intent. We are taking the Exposure Draft that basically reflects that Notice of
Intent to the Actuarial Standards Board at their meeting later this month; and these are just points to remind you
what the issues were associated with those.

We have a Draft Educational Note out on Universal Life. The reason that was made a Draft Note at the time
was there was some guidance in that Note about how to treat taxes associated with something called tracking
properties (a lot of people call this unit trusts). There was guidance suggesting that you probably should not be
assuming that tax benefit were going to last forever in your valuation of the policy liabilities. That was felt to be
inconsistent with the Standards and so that’s why it was produced as a Draft Educational Note with the Finance
proposal largely related to the introduction of Fair Value, but as part of that, the Finance area did take away this
benefit so it’s relatively a moot point anymore. We are going back changing the Educational Note to recognize the
Finance proposal and as soon as that gets passed, we will bring out the Educational Note in a final format.

The one initiative I did want to spend a few minutes on is the Calibration of Interest Rate Models.Wally Bridel
on CLIFR has been the leader on this group and has made significant progress in terms of coming up with draft
calibration criteria for longer interest ... the long end of the yield curve at each projection point in the future.
Those have been presented several times with the last one at the AA Seminar in September. We have got a Draft
Educational Note that is reasonably close to being published and we have had a working group that has started to
try and understand, if you do use these calibration criteria and compare them to what we see in a CALM
deterministic fashion, what kind of results you might expect to see.

This is just a reminder of what those calibration criteria were. This is for the steady state which at a point in
time we have suggested as 40 to 60 years out, and this is for a 20-year bond type of instrument right and left
calibration. These are the calibration criteria developed over the shorter term, so before you get to that steady
state, and they’re somewhat dependent on where your initial rate is and Wally did a good job of explaining the
practical implications of how you would do this at the meeting. The next phase of Wally’s group is to move on to
shorter and medium term investments so rather than just focusing on 20 year and later bonds, looking at correlation
between those and also things like credit spreads.
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I just wanted to share a couple of the results of what we’re seeing from the group that is working on testing
the impact of this calibration. This has been done in a relatively simple product, straightforward process, just to
start to get a feel for what some of the key sensitivities might be. In the modeling they’ve done, they have assumed

all the assets that are supporting liabilities are risk-free so that we didn’t have to get into the credit issues and they’re
only purchasing risk-free assets in the future. Then, we started with an initial yield curve from June, 2008, but we
also tested it as if June, 2008, were 2% lower than it was and if it were 2% higher.

I’m not going to go through this table in detail. This was trying to test the impact where you have a
reinvestment risk significantly out in the future. In that, the actual model they looked at was payout annuities; they
also looked at a straight Term to 100 product. When they did this testing, they found that the deterministic CALM
and the stochastic CALM actually came in quite close based on the June 2008 yield curves. They found that as
the interest rates moved up 2% or down 2%, the stochastic results were a little less volatile than what was coming
out of the CALM scenarios and in particular, exposure to the risk of downward shift in the interest rates was quite
a bit more volatile on CALM, largely because of the scenario which forces you to assume the current yield curve
forever. That’s one we might have to think about. If actually the interest rates did go down 2% but we didn’t
change the calibration criteria in that instance, it would be all in reserves that weren’t quite as robust, if you will,
as the deterministic ones we currently have.

This next testing was done on a product where you guaranteed a minimum interest rate on a relatively shorter
term investment, so that might be a 4% minimum interest rate guarantee on a five-year GIC type of product and
have invested it shorter term. It doesn’t really much matter what that minimum interest rate guarantee is associated
with. In this example, as at June 2008, the stochastic CALM results were coming out less than what was currently
on the deterministic CALM. Again, it’s the assumption that current rates persist forever that is causing the current
deterministic scenarios to be a little more robust than the stochastic and then again, in this example actually, the
results are much less volatile under the stochastic CALM and that’s basically a function of that steady state in the
longer term doesn’t change as the current interest rate changes and so the cost of that doesn’t get reflected as much
as in the CALM deterministic where some of those scenarios assume that current basis forever.

The last one they took a look at was one where you are at a risk of interest rates increasing over the short term,
so that’s your risk with high interest rates, say in five years from now. As at June 2008, again, the stochastic results
came in at less than the deterministic. It was really driven by the fact that in the deterministic scenarios, we have a
scenario that basically says interest rates go up by 1% every year for the next five years. In the calibration criteria
that have developed to date, that’s kind of more adverse than a 60-80 CTE level and so that’s what drives the result.

They’re continuing to look at doing some further refinements to that testing. The other assignment they have
is that today, under the SOP, there are two versions of reinvestment strategies that are embedded in those
deterministic scenarios and, on the scenarios noted here, scenarios 1 to 6 assume a movement to a risk-free rate
over time whereas the other scenarios do not, they assume credit spreads can stay at the current level for a number
of years. In order to have a practical stochastic CALM application, you can really only have one reinvestment
scenario kind of approach for these credit risks, so they’re trying to put some thought into which of those should
it be and what the guidance should be.

The last part I was going to talk to you about is the Fall Letter. I just actually checked with the Secretary
before I came up and the Fall Letter has been approved. Hopefully, that means that it will get out today or early
next week. The Letter is getting shorter because we have been moving a number of the sections into these
Educational Notes that I’ve just been talking about and we’ve stopped looking for new things to talk about. On
the Insurance Mortality side, there were no changes from last year’s Fall Letter and any changes to the Standard
that we were talking about won’t happen until next year.

Same thing on the Annuitant Mortality side, no changes from last year. We’re still recommending the
alternatives to the AA scale and the changes we’ve been talking about aren’t effective until next year.

We’ve modified the Interest Rate section quite slightly over what we had out there last year. We’ve been trying
to open up the valuation to allow stochastic methodologies to be used for CALM, but without any of the calibration

GENERAL MEETING (PD-27) 3

PROCEEDINGS OF THE CANADIAN INSTITUTE OF ACTUARIES Vol. XXXX, No.1, November 2008



Vol. XXXX, Nº.1, novembre 2008 DÉLIBÉRATIONS DE L’INSTITUT CANADIEN DES ACTUAIRES

4 ASSEMBLÉE GÉNÉRALE (TR-27)

criteria in place we were quite concerned about the range of practice that could result. Since we now do have some
draft calibration criteria out there, we have started to talk about that in the Fall Letter and suggest if you are using
stochastic CALM and want to use the results of your stochastic CALM, that you do look at the draft criteria, and

if you don’t satisfy those, make sure you have a good document and rationale as to why you’re still comfortable.
The Lapse Studies — this section just reminds the Actuaries to check the experience studies on the Term to

100 Level COI. There have been a number of studies produced in the last year or so and we recommend that you
take a close look at them in setting your assumptions. The Long-Term Equity Return section of the Fall Letter has
been taken out because we have an Educational Note that basically moves that guidance into the Educational
Note almost ready to be produced. The Educational Note is still consistent with the guidance that has been in the
Fall Letter for a number of years, so if the Note does not get out for this year, you just look at last year’s Fall Letter
to get the guidance.

A quick reminder, look upMinimum Interest Rate Guarantees and Embedded Options, these are still not well
handled in a deterministic CALM fashion and there are a lot of those out there, given the current environment.

The introduction of the Fair Value accounting and the taxation of such — our Fall Letter this year basically
opened the door a little wider to say, even though the Finance proposal isn’t substantively enacted, it is quite clear
that Finance is not going to go back to the basis of payment that was in effect before Fair Value, which was the
guidance we had been suggesting that the liabilities be determined on. So we have modified the guidance this year
to recognize the fact that Finance, in July 2008, they brought out another version of the proposals that was very
consistent with what was there in November of 2007. There is still some comment period of September 15th. We
do not expect any changes to that for when it actually comes in but it is still not substantively enacted.

If your auditor and accountant agree that for balance sheet tax provision purposes to treat that as if it has been
substantively enacted, we are suggesting to the Actuary that he should likely follow suit and establish positions
consistent with that. If they haven’t, if your current liabilities are greater than your post-3855 liabilities on both
the current and proposed basis, so both as if nothing happens to the Tax Act and if the Finance proposal, so in both
of those cases, what you’re holding is larger than either of those, we feel it would be appropriate to reflect that draft
legislation in your 2008 year-end liability, however, you shouldn’t make it less than what the current enacted Tax
Laws say. I hope that’s clear. And this was just some of the considerations we went through to get to that conclusion.

And with that, I’m going to pass the podium over to Leonard.

Speaker Leonard Pressey: Good morning, everyone. I’ll take a few minutes to talk about our Subcommittee on
the Equity Return Assumption.We have four committee members, David Campbell, Edward Gibson, Jim Snell and
I. We’ve been working on this for just over a year now so it’s always amazing that it takes this amount of time but
when you factor in Year-End and the current crisis, it doesn’t leave too much time to work on it.

The purpose of the Educational Note is to really consolidate information that was previously provided in the
CLIFR Letter as well as some information that’s in other Ed Notes, so all the information is in one spot. Through
our work, we’ve considered a number of different alternatives, but over the years circled back to much of the
original ideas that we had. So in terms of the content of the Educational Note, there’s going to be no significant
difference from current practices, so it’s really going to be reiterating what most people are doing or most companies
are doing currently.

The current Standards, just to refresh everybody’s memory, there’s three parts to the Standards, so the first part
discusses about the Actuary’s best estimate of investment returns on a non-fixed-income asset would not be more
favourable than a benchmark based on historical performance of assets of its class and characteristics, so that’s a
cap on your best estimate of investment return assumption. Then, the second section, it said you had to apply
MfADs to the common share dividends and the real estate rental income, from 5% to 20%; and then the third
section talks about the margins that you would apply to the capital appreciation part of it, so that’s 20% of the
best estimate plus what we call a market drop assumption, so that market drop assumption would be 30% for a



diversified portfolio of North American common shares and then for other portfolios, it would be in the range of
25% to 40% depending on the relative volatility of the two portfolios.

So from our subcommittees perspective, we went to the Standards of Practice, looked at some of the keywords

and decided what the approach should be for each of those keywords, and so that things like when we refer to a
benchmark, what do we mean by a benchmark, is that a benchmark portfolio and then when you define your
portfolio, what would be the return that you would calculate for that portfolio, what’s a dividend, what’s a
diversified portfolio, what does relative volatility mean.

Now, in terms of the focus of our work, non-fixed-income assets include several different categories of assets,
so equities, real estate, other assets, but we decided to focus on a broad portfolio of common stocks. So we did start
considering real estate and other assets but I guess in terms of the information that’s available on some of these
categories of assets, there’s not as much to work with as the equities, so that’s why we focused on the equities.

This assumption can have a significant impact on the valuation so this table is showing the impact of the
comparison of a fixed-income return at 5.5% versus an assumption investing in 100% equities at a 9.97% return
and how that would impact the valuation of $1,000 maturity benefit. For the equity return, we built in a 20%
margin and a 30% market drop so when you look at a term of 10 years, you see that under the fixed-income
assumption, the present value of that benefit will be $585, with the equity assumption, it would be $663, so you
actually have a more conservative valuation but as you move to longer time periods, when you get to 50 years, then
the situation reverses itself, so that under the fixed-income assumptions, that $1,000 is worth $70 but under the
equity assumption, it would be worth $31 so there’s almost a 50% difference in the values. So this is something
you need to consider carefully.

Just to put this in context, we’re also developing this guidance for the valuation of fixed-income liabilities. So
this is where you use your equities to back the Term to 100 product or you have equity options that are part of
the UL product, so we’re not considering this in the context of Segregated Funds, as an example.

For Historical Benchmark Return— we want to set this historical benchmark return as the geometric average
of the historical returns. The Subcommittee did consider several different approaches. If you remember one of
Edward’s early presentations, he talked about the mean of the log returns and fitting a line to the returns and we
backed away from that after doing a statistical analysis of it, so we’ve ended up with using the geometric average
of the historical returns. Ideally, this should be updated annually, ideally at the end of the same month for
consistency, so that’s a big issue this year. If you look at how much the mean of volatility of the stock markets have
changed since the beginning of the year, you’re looking at decreases from 9.97% down to almost 9.25% for the
mean, so you certainly want to take into account at least, you know, some of the movement that’s happened this
year, I know different companies will be using different approaches on that

As well, in terms of calculating the benchmark return, you want to look at the size of the portfolio and I have
more information a little bit later on but, generally, the portfolio that you’re basing your benchmark on should hold
at least 30 stocks or represent at least 50% of an index’s market capitalization.

We’ve gone on to define some reliable benchmarks, so these are benchmark portfolios. They need to be well
known, broad-based indexes. Generally, the benchmark return should be based on industry experience, the stocks
that compose it should have a similar geography and a similar breadth and the return should be available for a
period of 30 years or longer. Some of the benchmarks that we included in that would be the S&P/TSX composite
index, S&P 500, Dow-Jones Industrial Average, NASDAQ and some of the Asian Funds.

Now, if you have a common stock portfolio that can’t be related to one of those reliable indexes, then, the
principle here is that you would calculate a net return after margin that would no greater than the Canadian equity
benchmark return after margins. So if you calculate the net return on Canadian stock and then you compare the
return after all the margins to the risk-free rate in Canada, that relationship is the maximum difference you can
have between your return after all your margins in another country or with another portfolio and a risk-free rate
that would apply to that country.
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In terms of the net return, the easiest way to view it is by reducing the best estimate growth rate assumption
but alternatively, you could consider the selection of a market drop as greater than 40%. Now, mathematically
they’re equivalent but there would be differences in terms of the actual effect of rates that apply at different periods

of time. Now, there’s more details on that, it’s in the Educational and Actuarial judgement and so we’re going to
be reproducing that appendix in our Education Note.

Another issue to consider is the allocation of dividends and capital appreciation. Different MfADs apply to
each of the two components so there needs to be an appropriate balance between the dividend and capital
appreciation. When you’re setting that allocation, you need to consider the preferred tax status of dividends in
Canada or for foreign investments; and another issue here is also to consider the impact of a market drop on the
dividend projections so you can use a constant dollar dividend, a constant dividend percentage or grading to a lower
percentage. There’s some evidence that even as stock markets drop, companies still try to maintain a level of
dividends at least for a short term, so you can so that’s why some companies have been using a constant dollar
dividend approach. And there was discussion on this issue at CLIFR a number of years ago and I guess it was
decided that that was a reasonable methodology to follow.

The market drop assumption — again, there’s two components to it so you have the 20% margin for the
dividends and a 30% market drop. Now, I guess as the Subcommittee, we’re interested in how did the writers of
the original Standards of Practice come up with a 30% drop and much of the information available suggested that
that produces net returns which are approximately at a CTE 60 level. So being Actuaries we decided we would
actually test that to see if that’s still true in today’s environment. So this is as of year-end 2007 and we created a
stochastic model. We did it both for the lognormal model, and a regime-switching lognormal model.

So the three blue lines on the graph show the stochastic results. So this is the average return over each of their
projection periods of 5, 10, 15, 20 years and so on at a CTE 40 level which is the top line, CTE 60 level which is
the middle blue line and then CTE 80 level which is the bottom blue line. And then the yellow line through the
middle shows the resulting returns that you’d have using the deterministic assumption, so that’s with the 20%
margin on the dividend income and a 30% drop. So you can see, it comes out pretty close to a CTE 60 level and
since this is the maximum return that you can use, if you set your best estimate assumption for the capital growth
at a lower level, then that means that you’re actually going to be holding reserves and they will be higher than the
CTE 60 level which will put you in the range of CTE 60 to 80.

The next graph shows you the comparison using a regime-switching lognormal model and again, you can see
that the average growth rate for the deterministic assumptions is in the range of CTE 60 which is the result that
we wanted to see.

Now, the next issue is, what happens if you’re in a market where you have higher volatility or less developed
markets where you can expect that the results were going to vary more and the guidance says that this is supposed
to be some relative volatility and we worked through it with an example of Malaysia where the Malaysian volatility
is approximately two times the TSX volatility. So in Canada, if I remember the numbers correctly, TSX volatility
was 30%; in Malaysia it was close to 60%. In this case, you should be considering a selection of market drop
greater than 40% and subject to SOP 1330 which is, if you deviate from the standards you should document and
discuss that deviation with the Chairperson of the Practice Council, but we feel that that’s a reasonable approach
in these types of situations where you have all the higher volatility. Again, we worked through an example,
developed a stochastic model for the Malaysian returns, this is the lognormal returns.

This slide is a little bit busier. Again, we have the same three blue lines representing the returns on the CTE
stochastic model and then we show two lines. So the yellow line or the A line is the average return projected using
a 30% market drop and you can see that’s at the CTE 40 level so definitely would not be conservative enough;
the B line or the red line is the average return calculated assuming a 60% market drop and you can see that that’s
much closer to the CTE 60 level. And my last slide is showing the same thing but using a regime-switching
lognormal model and there the match is a little better so you actually ... with the using of the market drop at 60%,
your CTE level is in excess of 60.



So that’s it, I’ll pass it on to Whitman.

Speaker Whitman Wu: Good morning, before I start, can I do a short survey by asking you to raise your hand
if you are currently Group Actuaries or in your past, have been Group Actuaries? There’s about 10%. So when Ty
asked me to do this presentation, I really frowned at him and I don’t expect a lot of Group Actuaries in this session

so I had to ask Ty what he expected me to say to keep the majority of the audience awake and so he went and
arranged for this session to be done before lunchtime. Not only that, he put my presentation right between the
hungry Actuaries and their lunch so that really helps and I appreciate what Ty has done. (Laughter)

So very quickly so you can get to lunch quicker, this is a very short agenda but with many slides to follow.
Very briefly, I’ll talk about the development of an Educational Note on Group Valuation. There’s a working group
that has worked on this for probably the last two years. I personally have been involved over the last six months.
And then after that, I’ll spend most of my time on a very controversial topic in this Educational Note, which is
on the Experience Rating Refunds.

Those who have been Group Actuaries long enough would probably know that this is not the first Educational
Note that CLIFR is trying to publish. In fact, the very first Educational Note on Group valuation was published
back in November 2000, and I think I noticed a couple of persons in this room who were pioneers back then in
the development of that very first Education Note. It was published as a companion piece to the Draft Standards
of Practice for Life Insurance back then, which wasn’t effective until I think 2001, and this Educational Note was
very short-lived because it was reduced to a Research Paper by September 2001. So it only lasted for one year-end.

CLIFR recently determined that it is probably appropriate to provide some guidance on Group valuation by
republishing an Educational Note, so they formed this working group to work on this and is pretty close to
finalizing everything. So we do expect this to be published in the near future, hopefully, before the end of this year,
if not, definitely early next year.

We already have Standards of Practice governing valuation so why do we need further guidance on Group
valuation? So why is Group different in the valuation? So there are some facts, due to the nature of the Group
business, that are not under the control of the Group Actuaries but nevertheless have a fairly significant impact
on their work. First, there is a wide variety in the groups and their risks. The most common type of Group policies
would be those sponsored by employers to provide Group Benefits to their employees and then there are Group
policies for covering association members and there are Group policies on creditor business.

The size of a group can range from as few as three members to as many as a quarter of a million members in
one single policy (a quarter of a million is by no means the limit, it’s just an illustration of how large a Group policy
can be) and there are wide varieties of industries among the groups and also various occupations of the members,
apart from the people covered. There are also many, many different Group products and on the same Group
products, there are endless variations of those products. What makes Group different is probably in the many
ways that are available to pay for the benefits. For example, fully pooled, prospectively rated, refund accounting,
hold harmless, ASO, etcetera. For the majority of the audience who are not familiar with these terms, unfortunately,
it’s not the purpose of this presentation to explain these terms.

There are some challenges in Group valuation which are due to the Group business. (I could have titled this
slide the same as the previous slide, I just like to use different titles to show that I’m creative.) (Laughter). So, as
much as insurance would like to sell standard products, there are always demands on the market for customization
and the Group Actuaries just cannot turn down all these, but then these customizations are adding quite a bit of
complexity to the work of the Actuaries. Refund accounting is another major source of additional complexity to
the work, which I’m going to discuss a little later.

The Group Actuaries should also be aware of the data issues specific to their own business. For policies that are
administered by the insurers themselves, they’ll have probably the best available data, however, a lot of Group policies
are administered by the clients or a third party, so in these cases the insurer probably will not have some information
on some of the members they cover until they claim. Also, the Valuation Actuaries are expected to be familiar with
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the terms of all of the contracts that have implications to their valuation work; in reality, there’s some information
that are not easily available to the Group Actuaries or when they are, just not at the right time. For example, it’s very
common for the rate used to credit interest on refund cases or the formula used to calculate expense charges, it’s quite

common that this information may not be available to the Actuaries for their valuation work.
So in the Educational Note the Working Group has come up with a very simple, very effective answer to all

these challenges — stop selling Group business. (Laughter)
So we expect that if we can do that, all these issues will go away very quickly. This proposal is with Ty and

I’m waiting for his approval so if you don’t see the Educational Note in a short while, you’ll know who’s holding
this up. (Laughter)

So this screen is a very simple one-screen description of the whole Educational Note, which is fairly sizeable.
It has some general descriptions on the Group business characteristics, benefit descriptions and various financial
arrangements. It talks about CALM, of course, and explains the term of the liability in the context of Group
valuation and, of course, it’s very important to explain how you should project model cash flows for various types
of liabilities, and this is a fairly significant chunk of the Educational Note which is given to the Experience Rating
Refund, which leads to the second agenda item of this presentation.

The Experience Rating Refund (ERR) is applicable only to refund accounting policies. It is an arrangement
where the policyholder is eligible for refund if the experience is better than assumed in the premium or in the
reserves. Typically, the refund arrangement is one way: heads, you win; tails, I lose, or good experience will be
refunded to you, the policyholder wins, a bad experience, insurer loses.

The calculation of the refund for policyholders is pretty similar to calculating the income for the insurer on
a fully pooled policy. So the formula here is a simplified formula to show a typical refund calculation. On the left-
hand side, call it ERR but it’s really just sort of a surplus or experience gain or loss during that period; on the
right-hand side, you charge or the client pays you a premium from which you would charge them for expenses,
profit charges, risks, etcetera, all that stuff, and then you use part of the premium to pay claims, you will credit
them with interest on their reserves and premiums. You also charge them for the reserves. The formula in the
brackets below has nothing to do with ERR but it’s just there for comparison. Again, it’s a simplified income
formula for, say, a fully pooled policy, so they look more or less the same.

So you may ask in your mind, if this is a one-way arrangement, where do the profits come from? Of course,
there must be some profits and we have to make profits, otherwise, we won’t be in the business and I wouldn’t be
standing here to talk about this subject. So if you remember the formula here, the two formulae, so one formula
shows retention charges, the other shows the expenses. The expenses are the actual expenses incurred by the insurer
so since we charged the client for expenses based on a formula, if we can charge them for more than what we need
to pay for the operating expenses, then we can make a profit, although in reality I think that’s hardly a source of
profit, we would be fortunate if it is not a loss.

A more realistic source of profit is probably in the interest spread where we would credit interest at a rate
lower than what we think we can earn from the investment (except in the last six weeks or so, how about charging
higher premiums?). Again, if we go back to the formula where you’ll see that the refund is just the difference
between the premiums and a whole bunch of other items, so to the extent you charge more in premiums, you
just give them back more, so it’s only important that the premiums should be adequate so you don’t take a loss
but beyond that, the premiums really would just give you a little bit more of a safety net rather than give you
any bottom line income.

There’s an exception, if the policy has been with you for a while and they have built up deficits in the past,
then higher premiums would actually generate some surplus for the current year or the coming year that can be
used to recover some of the past losses. If you have pooling within the refund arrangement, then pooling charges
may also be a source of profit.

There are things that the insurers would do, not so much to make more profit but to manage their risk, for
example, having CFR (Claims Fluctuation Reserve), cross-rating, hold harmless or these pooling arrangements in



the refund contract would alleviate the risk but they don’t eliminate the risk. Because of the risk of deficit losses,
you have to make sure you charge for that through the risk charge. We also hold reserves against their experience,
so if you can come up with a more conservative policyholder valuation basis, that gives you a little bit more

protection as well. Other things like prudent underwriting and effective deficit management practice, all that stuff,
but with a statement like “always do that well,” but we don’t say how to.

So liabilities for ERR are really derived from the margins in the premiums or the reserves that are ultimately
returnable to the policyholder. It’s important that ERR is calculated policy by policy because of the one-way nature
of this refund. John’s win does not offset Joe’s loss so you could have two policies, one better than expected, the
other worse than expected. You think overall it’s pretty good. No, the one that’s better than expected, you write a
cheque, the one that’s worse than expected, you take a loss. Due to the large varieties in refund arrangements, the
work is generally pretty complex.

It’s not practical for theWorking Group to come out with enough guidance to cover each and every situation.
No matter what you do, there’s always more peculiarity, exception and variation in Group than you can imagine,
so theWorking Group only focused on the key considerations and talked about practical approximations and sort
of granting points of recognizing the limitations if you are using approximations.

There are two types of ERR, one retrospective in nature and the other prospective in nature. The accrued ERR
is just a refund calculated based on past experience and this is the simple part — we don’t need an Actuary to do
this, an accountant can do the job. So the calculation basically reflects all the terms in the refund agreement and
at the end, if there’s a contribution to the ERR or net surplus to the extent determined to be refundable, then we’ll
hold it as a liability which may be paid out later as a refund or sometimes used to fund a CFR. If the net result of
that is a deficit, then, again, depending on the situation, it may or may not reduce your liability. So if it does not
reduce your liability, it’s a loss.

So the prospective part of the future ERR, it’s really where the Actuary’s work is on and this is where most of
the controversies come. The future ERRs are based on future experience and derive from the margins in the existing
policyholder reserves and the margins of the future premiums. The future premiums here do not include premiums
of three years down the road, five years down the road; it’s only the future premiums to the end of the guarantee
period. So if you have guaranteed the premium for the next 12 months, then the margin here is only those within
the next 12 months premium. We do not allow or assume renewals — that’s against the Standards of Practice.

The hard part is projecting future ERRs so what you need is really a crystal ball to fool yourself that you think
you’ve done the right thing. The important message here is projecting ERRs should not be done on a best estimate
basis. You don’t assume or expect this to happen and as a result, this is what I expect to refund to the client over
the next however long. In CALM, the cash flows are on best estimate or expected basis plus MfAD. The MfAD
are cash flows that are assumed to pay as benefits due to the adverse deviations, so they are not really available for
refund to the client. So when you project your expense on a CALM basis, the projected ERR would be less than
what you actually expect on a best estimate basis.

Some may have questions in their mind, then: “if we assume the MfAD to be not returnable to the
policyholder so from where comes the refund?” Well, that’s because the policyholder valuation basis or the
policyholder reserve typically does not follow GAAP. So in CALM, which is GAAP, we do expected plus MfAD.
Policyholder cash flow assumptions can be anything. It can be a fixed dollar amount but nobody does that, but
can be a different cash flow assumption from what you use in CALM. So if you assume in the policyholder reserves
more cash flows or less cash flows than what you assume in CALM, that difference contributes to potential future
refunds or deficits.

The other item is in the expense. We charge the policyholder for an expense. Never mind whether there’s
enough to cover our operating cost, but in the policyholder reserve there’s an allowance for future expenses. The
valuation expense assumption there may not be based on what we charge. Similarly, the interest rate used to
discount, to calculate the policyholder reserve may not be the same as what we credit.
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So let’s break these components down a little more. On the benefit cash flows which essentially are from
mortality and morbidity assumptions or at least the policyholder reserve may not assume the same assumptions
as the CALM basis so the difference will contribute to possible future ERRs. So the difference is the policyholder

valuation cash flows less the CALM cash flows, so if there’s no difference or the difference is zero, then there is really
no contribution to future ERRs. In other words, if you use the same CALM assumption for policyholder reserves,
then you don’t expect any future ERR with respect to mortality and morbidity. If the difference is positive, then
it may contribute to future ERRs; if negative, it will generate future deficits which may reduce our future ERR cash
flows from the other sources that we will talk about next.

So, why do we say ‘may’ contribute to a future ERR and ‘may’ reduce future ERR instead of ‘would’? It
depends on whether there’s an accumulated surplus or an accumulated deficit from the policy at the time of
valuation. So the analogy is, you toss the coins many, many times and one of those times, it’s a ‘head’ so you win,
but I may not pay you if you still owe me money from the previous tosses; similarly, ‘tail’, I lose but if you have
some money with me that I can draw on, then I don’t necessarily have to lose.

Another item on the valuation expense, the source is from the fact that we charge expenses based on a formula
that may not be the same as what we use in calculating the policyholder reserve, so the difference again can be zero
or positive or negative. So what happens is just the same as what we just said in the previous slide. Notice that this
contribution to ERR is only based on the difference between the policyholder valuation expense and the expense
we would charge based on the formula. It has absolutely nothing to do with the actual expense that the insurer
incurs, so this is an important thing to know. That is interesting, intriguing, that our actual expense has nothing
to do with future ERRs, but it’s true.

Interest credit is typically based on some GIC rates or some other external benchmark and interest rates are
used to calculate interest on policyholder reserves and the interest used to calculate a reserve is not tied to the
actual credited rate. They may be considering the credited basis but not necessarily using the same interest to
calculate the reserve. So to the extent there’s a difference (again, it can be zero, positive, negative), same treatment.
So again, the actual investment yield by the insurer has no impact on ERR, just like the actual operating expense
has nothing to do with ERR.

Another component, premiums, again, only to the end of the rate guarantee period and repeating, the
contribution is from the excess of the premium over the retention charges and the claims and reserves, etcetera, and
again, it can be zero, positive, negative and a negative does not mean the premium is inadequate in the long run,
just because the premium margin may be different from the margin in the policyholder reserves. So for an in-force
policy for a given year, your premium may not be adequate to support the new policyholder reserve but there are
claims from prior years where the policyholder reserve will release a bunch of PfADs to offset this loss. So for a
mature block of refund policies, whether you get a surplus or a deficit is just a random number generating game.

So after all those components, and the Educational Note will continue to talk about all the other
considerations, not only do you have to project this policy by policy, but you also have to do it duration by duration
and then for each duration and for each policy, you have to consider the accumulated deficit or CFR at that point
in time and if the contribution is positive, you first reduce any deficit before assuming there’s a refund cash flow
and if it is negative, then it depends on a whole lot of things, blah-blah-blah, etcetera. And if that is not complicated
enough, if the policy terminates, which is possible, then all your projected cash flows after the point of termination
will change, so some insurers actually adjust for termination of policy persistency. It may not be very common. I
think it’s more common for people to assume they won’t terminate.

So, does it have to be so complicated? To the extent you can do this, why not? This will be certainly true if
you only have one or a handful of refund policies but in practice, it’s more common for people to use different
forms of approximation. The Standards of Practice allow approximation so the Educational Note reinforces that
allowed approximation can be used but cautions Actuaries if you’re using approximation that you should
understand the limitations of your approximation.



So a question you should ask yourself is, if you are using approximation, are you using your approximation
without fully understanding the principles or justification behind this? A common practice, not a universal practice
but a common practice, is to approximate the future ERR liability which is policy by policy by the difference

between the policyholder reserve and the statutory reserve, and adjust it for any policyholder deficit on the balance
sheet date subject to zero floor. So this is like taking the very complicated stuff and simplifying it by 5,000% but
it’s still not very intuitive. But what’s important is really understanding the limitations of the approximation
method and the limitations are really how you deviate from the key principles denoted by all those ... stars, moons,
suns, and then, at the end of the day, we all have to use the most powerful tools granted to us by the Standards of
Practice which is judgment and materiality principles.

So I welcome questions, especially the good questions. Thank you.

Moderator Faulds: Any questions? I can’t believe Mr. Saddik doesn’t have one. Michael?

Michael Promislow:Michael Promislow. Ty, do you have any idea when the Finance proposal, or anyone in the
room for that matter, when the Finance proposal is expected to be passed and maybe a little bit of colour around
the term ‘substantively enacted’? What is meant by that term or how do we reach that threshold?

Moderator Faulds:Where we meet that threshold is where typically, most insurers looked at the CLHIA to make
the determination when as an industry we feel it has been substantively enacted. They do have tax experts making
that call and it somewhat depends around whether you have a majority Parliament or a minority number, but it’s
really an accounting call and we just follow suit. There were some rumours that it might get in before year-end.
I’m not holding my breath.

Michael Hawkins:Hi, Michael Hawkins. Just on the approximations there, my understanding is not only should
you understand the principles behind them but the approximations need to be tested to ensure that they are
appropriate. For example, one thing in the Group area that I’ve seen is some Group LTD using unearned premiums
as an approximation of the liability, but once you start putting margins on the incidence rates and on the continuing
rates and you have the entire year, the unearned premium can be grossly inadequate, in multiples inadequate.

Over on Leonard’s presentation, the dividend continuation, I found that interesting and perhaps CLIFR
might want to suggest to the Research Committee to study what has actually occurred in different economic
scenarios with regards to it. They’re looking for projects, and I think that would be useful, you know, to study the
current environment, past environments and it could be used in other areas of our profession on the pricing side
as well as the Pension practitioners. I’d like to make that suggestion that you might want to as well, better to
substitute facts for impressions.

And I would be remiss not to comment on the other part of the Educational Note on the equities. This isn’t
any criticism of the Educational Note, it’s explaining the Standards; my criticism is on the Standards. I have made
presentations before at our meetings and I continue to be amazed at it, that we can shift asset allocations and will
impact our earnings and we can change our earnings by shifting our asset allocations, but that is not good
accounting in my mind. You put yourself in a situation where a CEO is giving a presentation to analysts and we’ve
just had a terrible equity environment, he says I know, you know, we’ve lost money on our Seg Funds, we’ve lost
money on our equity portfolio, that cost us, say 200 million dollars, but we doubled down, we’ve sold our long
fixed-term bonds on our fixed liabilities and we’ve made back that 200 million because we believe in them and even
more, because we think this is a great opportunity, we’ve bought more and we’ve actually boosted our earnings for
our company by 100 million because we doubled down and we backed even more. I think that just is an
embarrassment to our profession.
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Josephine Robinson: Josephine Robinson. I was just wondering if you had time to give us a synopsis of the
Currency Paper, give us an update on what’s going on in that paper or did you already and I missed it?

Speaker Faulds:We did chat very briefly about it. The Committee is still ... a lot of the research that was done
in the Currency Note, we’ve reviewed it again and feel the relative degree of the margins that we had discussed

in the original proposal is still what the Research indicates. We do feel that there was some misunderstanding
potentially as to how those margins were to be applied and understood. We’ve been working a fair amount
explaining that to the people who provided the feedback originally and I think that largely came back to a
position very similar to how we had originally presented the proposal, but we’ll be repackaging it to make it a
little more understandable.

Josephine Robinson: And is the timing still the end of this year or probably beginning of next year?

Speaker Faulds: The current Fall Letter still refers to the previous Fall Letters which still have the old guidance
in them. That will be the only thing that’s out this year.

Josephine Robinson: Ok, thanks.

Harold Segalowitz: Harold Segalowitz. At the AA meeting, Leslie Thompson alluded to the fact that our
treatment under our Standards for currency may not be appropriate under IFRS 4 ... I guess not IFRS 4, but at
odds with the new IAS Standards. Do you know if that’s been any discussion taken place before we publish it in
Ed Note that may be at odds with what we’ll be able to do in 2010?

Moderator Faulds: The Currency Note is focused on currency mismatch. Eventually, under the International
Standards, mismatch is not going to be in the reserves. So, to the extent that we want to move away from keeping
a mismatch risk in our reserves, then the Currency Note wouldn’t be applicable anymore. So it would have a
relatively short life, only for as long as we do have a mismatch captured in our reserves. Leslie pointed out that as
part of Phase 1, there were two elements in our current CALM process or CALM Standards that we may have to
change as part of Phase 1, and those were currency and discounting of taxes. There have been extensive discussions
on both of those that I’m involved in, and at this point I think the leaning seems to be heading towards both of
those will still stay in our Standards for Phase 1, but to say a decision has been made is not proof.

Garry MacNicholas: Garry MacNicholas. Ty, just a couple of questions on the mortality improvement you
mentioned in your introductory remarks. First off from shall we say ‘best estimate’ rather than ‘padded’ point of
view, do you expect the mortality improvement to be in place for 2009 by the time we get to the end of the year,
some guidance used in valuation? I guess the next one is more technical on this ... if I understood correctly, the
single assumption, base assumption, for mortality improvement, is that equally applicable across countries or is that
something that’s Canadian-focused and if it’s the former, across all the countries, did the experience going into it
reflect that at all?

Speaker Faulds: I think the first question, I would very much like to think the ... we’re putting out an Exposure
Draft hopefully within the next month or so. We have reflected a lot of feedback from the Notice of Intent. I’d
like to think that we be able to get the Standards in place for next year. If I’ve learned anything in my role at
CLIFR, it’s that we always think things are going to happen significantly in advance as to how long the process
actually does end up taking, so I’m not going to make any commitment other than that.

Your other question I think was related to, is this a Canadian recommendation, the actual prescribed mortality
improvement (I guess the right word is promulgated mortality improvement)? All of it is based on Canadian lives.
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It is meant to apply to Canadian lives only and to try and implement similar processes in other jurisdictions, but
we are not recommending mortality improvement scales that would be applicable in other jurisdictions.

Richard Houde:Hi, Richard Houde. Still concerning mortality improvement, is the mortality improvement going
to be a mandatory element in your valuation or is it going to be optional, you know, for Canadian Life to use or

not to use mortality improvement? I have another question also because OSFI said that, you know, if we go with
that, I think they said that this ... they don’t want to have any impact on the total balance sheet so I wonder then,
you know, I mean, what’s the gain of adding mortality improvement if this is going to lower reserves and increase
our taxable income but still maintain the same amount of total capital to finance the business?

Moderator Faulds: I think your first question was, do you have to do it? I think we have indicated in the Standards
that if you do implement mortality improvement in your valuation, that it cannot be to get you to a lower reserve
than if you use what was noted in this promulgated scale with the MfAD in the promulgated scale. So you can
still hold reserves higher than that. That is one particular element of the Standards that we are getting challenged
on. There is a group that feels if we’re going to promulgate something, we should promulgate it and make everyone
do exactly the same thing, but at this point in time, the recommendation is actually a minimum reserve threshold
on both sides.

The OSFI comment — I think our role on the financial reporting side is to determine the appropriate
presentation of actuarial liabilities. What OSFI decides to do on capital, we have no control over, I don’t think that
should make us stop what we think is right on the actuarial liability front.

Michael Hawkins:Michael Hawkins. I was critical on the other one but I’ll be supportive on this one, that I do
think that’s a great improvement in the Standards and it does allocate inappropriate conservatism out of the reserves
into the capital requirements where it is more appropriate, so I support the direction. I don’t support it being, you
know, more rules-based. I do think it should be more principles-based. As the circumstances of the company and
their experience studies suggest different rates of improvement, that should be left to the Actuaries’ professional
judgment and skills in analysis.

My question would be on the padding. Are we still at the double pad point where we’re padding the mortality
and padding improvement to that, or have we gone back to where we’ve been in the past where we’re not doing
double margins, we’re compounding each other?

Moderator Faulds:There is a range of margin that’s established for the best estimate mortality assumption and then
there is a stipulated margin expressed on the improvement side. On the Life Insurance side, our feeling was that the
range of margin plus the new margin on the improvement was set at a reasonable level. When we MfADed the
improvement scale on the annuitant side, we felt we should reduce the range of the margin on the base estimate in
that case but I think… whether those are the right ranges or not, we welcome input, but that’s our current issue.

Michael Hawkins: I disagree that there should be any margin on the improvement rate because you’re effectively
compounding it. I know it’s a step in the right direction on the Life but I think we’re introducing undue
conservatism on the Annuity side, and would CLIFR be going in seeking a commonality on the expense side
where you base assumptions and then, you know, do the double padding by introducing now a margin on the
inflation rate so that we have MfAD on a MfAD again, or are we going to stick with our current situation where
we’re only doing one MfAD?

Moderator Faulds:We’re not making any… we have no plans on changing that.

Michael Hawkins: Does that inconsistency bother CLIFR or is that something to be looked at?
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Moderator Faulds: It doesn’t bother me but ... (Laughter) ... but I would welcome you to…. I’ll try to remember
your comments, Michael, but feel free to put them down in writing and that always helps to make sure we
understand any questions brought to us.

Michael. Hawkins: Thank you.

Moderator Floyds: There’s no more questions, thank you all for ... Oops…

U-M: I want to give someone else a chance but on the Universal Life Educational Note, the last time it was
presented here, you know, I was wondering if it’s in there how you’re to judge whether it’s more like an Annuity
or a Life product and if it’s more like an Annuity, you are to treat it as an Annuity. Is that still there?

Moderator Floyds: That’s actually in the Standards and yes, it is still in the Standards.

U-M: And how would you recommend we deal with a situation where, you know, say, I have a UL policy where
its maximum-funded, it’s at age 85, the fund equals the death benefit, so I would view that as being more like an
annuity but it started out as, you know, a new policy one day and the fund might have been $1,000 on a $100,000
death benefit, do I treat it like a Universal Life until the point where I view it as being more like an Annuity? So
is it a classification at issue of the policy or is it a classification at the date of valuation?

Moderator Floyds: I think the best way to approach that question would be to get it down in writing. I don’t think
my role is to give guidance on those kinds of issues without a broader consultation.

U-M: Ok, thank you.

Moderator Floyds: Thank you all very much.

(Applause)

14 ASSEMBLÉE GÉNÉRALE (TR-27)

Vol. XXXX, Nº.1, novembre 2008 DÉLIBÉRATIONS DE L’INSTITUT CANADIEN DES ACTUAIRES


