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Speaker Mike Lombardi: We’re going to talk about international GAAP. We’re going to talk about who is who,
basically the acronyms, the abbreviations, the players. We’re going to talk about two key players. There are more,
but the two key players, I’m going to talk about is the IASB, the International Accounting Standards Board and
the IAA, the International Actuarial Association. We’re going to touch on some key ssues and also what the CIA
response has been to this. If we have time and it looks like we may not, I was going to make some remarks on U.S.
developments in statutory reporting in particular, principles-based reserving.

Okay, who is who, so there is a short list. It’s a long list and it’s by no means complete. You’ll see that there
are a lot of acronyms there. It’s hard to keep track particularly when you’re new to this international business so
to speak. You see lots of organizations there. Some of them, many of them begin with the letter ‘I’, a favourite
letter, because that stands for international. So when I look at a list like this I say to myself well I can’t make heads
or tails of all these organizations. I’ve got to find some other way to make sense of all of this. One of the approaches
that seems to work is to put them in analogous-type roles. So for example here, I’ve got Canada which I hope is
familiar to many of the members in this room. We have the CIA that is responsible for members; it has standards
that are promulgated through the Actuarial Standards Board. The accounting organization is the CICA; it has an
AcSB, Accounting Standards Board, various regulators, securities regulators, insurance regulators, pension regulators.
So there you have for example, OSFI and l’Autorité des marchés financiers. There are industry associations and
there are accounting standards; in our case it’s Canadian GAAP. Some of you may be familiar with the U.S. analogous
organizations and standards. I won’t go through the whole list but we have the academy that does similar type of
work with respect to standards that the CIA does and it has its own accounting standards board. I’ll go down the
list; you have the SEC which is the securities regulator. The NAIC does the equivalent role to OSFI. In some cases
the analogy is not complete but it certainly gives you a better idea of who is who, and of course, their accounting
standard in the U.S. is U.S. GAAP.

Finally, internationally, and here is where probably you might want to focus a little bit more attention because
these are less well known organizations in some cases. So the equivalent of the CIA is the IAA and the difference
here is in most cases these international organizations the members are not people, they are not individuals, they
are actually organizations. So they are associations of associations. So for example, the IAA, a typical member
would be the CIA or the American Academy. It has its own council, equivalent to a board which promulgates
standards. IFAC and IASB, the members of IASB for example, well we’ll get to that one later. IOSCO, for example,
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is an association of securities organization and OSC and SEC are members of IOSCO. So generally, that’s the kind
of mapping that makes sense of some of these acronyms and organizations. Finally, we’re going to talk about the
last role there, IFRS, the acconting standard of the IASB.

So, who is the IASB? The IASB stands for International Accounting Standards Board. It’s based in London,
started in 2001. There was a prior organization called IASC, the C here stood for committee, the B now stands
for board. It’s a bit of a governance change but basically they do the same thing. It has 14 members coming from
9 countries and what is its purpose? Well their literature says its purpose is that it is committed to developing in
the public interest a single set of high quality global accounting standards that require transparent and comparable
information in general purpose financial statements. That’s quite a mouthful but that is its purpose. How does it
do this? Well, the main thing it does is it publishes international accounting standards which used to be called IAS
and more recently publishes international financial reporting standards and no surprises, this one is called IFRS.
There is really no difference between the two of them. They are synonymous. If you see something that is called
IAS 19, it means it was probably promulgated before the foundation of the board, and if you see something that
is called IFRS 4, it means it came into effect afterwards. So that’s basically the IASB.

A question would be who uses IFRS standards? Well the answer is lots; lots of countries use these standards.
This slide is a little bit out of date because it ends in 2006. IFRS is permitted or required for some or all companies
in up to 94 countries. That was in 2005. By 2006, it went up by one more; now it’s at 95 countries. So there are
lots of countries there. However, these are numbers; they are not weighted by people or importance. In fact there
are two very important countries that deal with insurance that are not subject to IFRS. Does anyone know which
two countries those are? Okay, U.S.A. and Japan. They are not subject to IFRS; they still have their own local
GAAP, as in fact does Canada, except Canada is not one of the top two.

Alright, so why does the IASB think it is important to have a project on insurance? Well one important reason
is that they have promulgated these international standards but they do not address accounting for insurance.
There is no existing IFRS on insurance. Also, there was a big need for this because there was a national diversity
of practice. If you look around the globe, you’ve got U.S. GAAP, Canadian GAAP, Japan GAAP, Australian GAAP,
and if you try to put these statements side by side, in fact if you report on more than one type of standard, you
will find that a company will say to one audience we’ve made our plan and we’re profitable, and another audience
under a different measurement they would say no we lost money last year, and a third one they might say we broke
even. You know if you are an investor or regulator or member of the general public you just scratch your head and
say how can all these statements be true; what is the true store, what is going on, can you guys all not agree? Well,
not all yet. So the national diversity practice has been hampering the understanding of insurance markets. There
is also divergence from other sectors. Banking sectors accounts for the same product, or could account for the
same product differently, and that’s not very terrible but that is the situation. If the IASB were to have a standard
for similar products then they would all be accounted the same way across the globe. This would also help listings
on stock exchanges which I will come to later.

Finally, another reason why there is a project on insurance. There is a, well I would say a lack of transparency
here. In some cases it might be a perceived lack of transparency. Insurance, to those not familiar with the industry,
may seem difficult to understand. It has got these professionals called actuaries and there are a lot of different areas
or people that say we need to open up this actuarial black box because we want to understand it more. There is
some legitimacy in those sentiments, but I would say be careful what you ask for because once you open it up you
may be scratching your head even further. Anyway, that is why there is a project on insurance.

Very briefly on the history, IASB has been at this a long time. They started their project 10 years ago, 1997.
It took this group of accountants about two years to figure out whether there were any issues and they found some
so they issued in December 1999 an Issues Paper. A year later, a joint working group released a paper on Financial
Instruments and Other Items. That was December 2000. As I mentioned before, the IASC became the IASB in
2000 and they got organized and then they started releasing early sections of insurance DSOPs. These were draft
standards of practice in November 2001. They would probably be equivalent to our discussion drafts, open for
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comment etcetera. Along the way, the actuaries got organized into the IAA, International Actuarial Association,
and they felt they had something to say about insurance and could be of help or guidance. So they started a project
to support IFRS with their insurance project and offered their guidance starting in 2002. So basically the message

was hi, we’re actuaries, and we’re here to help you. We’ll see what happened.
Okay, more recent developments. European Union, 25 countries, they adopted in 2005 regulations that

required IAIS and IFRS effective at the beginning of the year 2005 for all publicly traded companies. However, it
should be noted that what exactly was implemented was only Phase I. Back in May 2002, the IASB decided that
there was a lot more to insurance and accounting for insurance than initially thought and given this complication
the IASB was not sure they could come up with standards to cover enough issues and situations, so they decided
to split it up into two phases. They called them Phase I and Phase II, what else would you call two phases? Phase
I was kind of like lets do the easy part; things we can quickly agree on. Let’s put it in place, get something
implemented fast, quickly, and we’ll deliberate a little bit further and longer during Phase II. So with Phase I the
intent was to put some components in place for savings products but to postpone review of protection products.
This is a broad categorization. They put together some standards on presentations and disclosure. That was kind
of easy for them to do. They already had a standard on investment products, IAS 39, so they tinkered with it, they
revised it and made it applicable, some housekeeping on reinsurance reporting gross and net liabilities and things
like that, and some obvious things that weren’t going to work in the new framework. They eliminated existing
practices that were incompatible with their emerging framework. These would be catastrophe reserves and
equalization provisions which looked like and felt like smoothing rather than proper accounting. So Phase II is
where the whole insurance standards will be in place and it may involve some field testing, sensitivities, etcetera,
to understand the full effect before it is implemented.

Okay, so the timeline pictorially is here. Start way back in 1997, all the way to the shaded period which is kind
of the interim period. This is the no man’s land between Phase I and the promised land of Phase II. So right down
in the middle of the interim period I have a line that says 2006 with a little diamond at the bottom. It says
Exposure Draft of Insurance IFRS. What is this all about? Well if you just move to the left, 2005, we did have
implementation of Phase I and so if we’re going to get serious about Phase II, something needs to be put on paper.
This exposure draft was promised for the end of 2006 without fail but it did fail. Then it was promised for the
end of first quarter without fail, which failed again. And it finally was released in May of this year and it just gives
you an indication of how complicated it is to put together these documents. In fact, it may not be called an
exposure draft; it may be a discussion draft. In any case, it’s about 150 pages plus another 50 or so appendix pages.
It is pretty meaty and it’s just the beginning, just initial thoughts. It is called Preliminary Views although the word
preliminary is a bit misleading because by this point the IASB certainly has some definite views. Now, before we
leave this slide, I’m going to point out that I have there 2010 with a plus on it. Plus is not just my view of provision
for adverse deviation. They may not make it in time for implementation of Phase II. It also is a reflection of the
fact that FASB, the U.S. organization that deals with U.S. GAAP has agreed to work on a convergence project so
that perhaps some day down the road U.S. GAAP and IFRS will look and feel the same in all material respects.
Well, if that’s going to happen, if they’re going to talk and try to converge, that adds to the process and many
observers feel that the only thing that is for sure when you introduce more players and more process is that your
timeline will be stressed and perhaps we’ll be seeing this in 2011, or 2012, or 2013, etcetera. So that’s the reason
for the plus.

Okay, that’s all process, let’s look at content. What is this all about? Now as far as insurance goes, IFRS, IAIS
applied to, and this is a new concept for us in Canada, insurance contracts. These are not standards for insurance
companies; they are standards for insurance contracts. So a different entity like a bank or a mutual fund or an
insurance company issuing a product, the same product would be subject to the same standard. You wouldn’t have
separate standards for a bank or an insurance company or a mutual fund; it would be if this product looks and feels
like this particular product, then it is accounted the same way across the board. There is a definition of what an
insurance contract is. I won’t go into detail, it’s in their documentation. And, this seems trite but it’s true, not all
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contracts written by insurers are “insurance contracts”. In fact, perhaps half of the liabilities or more of many
insurance companies are other than insurance contracts. The contracts that are written by U.S. and Canadian
insurers would be covered by several standards. IFRS 4 is the one on insurance contracts, the protection-type

contracts. IAS 39, which I mentioned before, is financial instruments, and IAS 18 covers service contracts such as
ASO-type arrangements. Some contracts have features that cross the line. For example, segregated funds are
insurance instruments, may even be service, may even have some risk element. So there is this concept of
unbundling. So the idea would be to unbundle the components and different standards would apply for the
different components depending on where those components fit in the standards.

So here is a picture of the balance sheet. You’ve got assets and liabilities. Very simplistically, the assets would
be valued under IAS 39 for the invested assets. The liabilities, you’ve got insurance contracts and investment
contracts. You’ve got 39 and 18 on one side, and under insurance contracts you have existing IFRS 4 and that
little shaded area Phase II at some point, so Phase I, Phase II. Currently if you are subject to IAS standards, the
only thing that the IAS standards indicate is that local GAAP can continue to apply with respect to risk contracts
that don’t yet have a standard under IFRS 4. So that is all I will say there. How are we doing for time? Okay.

Alright, I’m going to talk about the second key player in this. This is the International Actuarial Association,
IAA. There is their logo. The IAA was founded in 1895. It became in 1998 an association of associations, it
represents the profession globally; 55 full members, 21 observer members. It has got a code of professional
conduct. If you are a full member you are subject to the code of professional conduct, discipline, education and
due process. Some of the observer members can aspire to become full members. I will quickly skip over the
objectives here, just pointing out that the last objective or bullet point there is the one of interest to us today. It
represents the global professional with supranational or international bodies.

Here is a quick organization chart, very simple, of how the IAA is organized. Not unlike many organizations,
it has governance committees and practice committees. I won’t go through all but the important committees from
our perspective are the Insurance Accounting Committee and its subcommittees. It promulgates standards. The
standards come in different flavours. You’ve got class one, two, three and four, a little pyramid or hierarchy. Class
one would be mandatory. Class two would be voluntary. Three is recommended and class four would be practice
guidelines or what we would call education notes. All standards begin as class four and there is a due process for
adoption. Have they promulgated any standards? Yes, they have promulgated many class four standards to date.
There are 11 papers out there. They are called at the moment IASP, which stands for International Actuarial
Standards of Practice. I won’t read through the whole list. A lot of this you can find on the IAA website. There are
certainly some issues with respect to Phase II. I will touch upon some of the briefly. There is this whole idea of
assets and liabilities; are going to be measured separately. The portfolio rate etcetera, it doesn’t matter what you
do. You will value assets on one side and liability on another side. You would use a discount rate that would be
defined in the standards and currently they are talking about something like risk free or something a little bit
higher than risk free. There are issues which seem to have been resolved between exit and entry value. In our
language, can you have a gain or loss at issue and it sounds like the IASB is saying yes for insurance product and
no, not yet for investment products, a bit of an inconsistency so they might have to resolve that. There are
various other issues, whether or not you have to recognize renewal premiums. It seems obvious to me but when
you go through the framework you have to find a rationale for including renewal premiums and that’s there now
in some sense, you can take a look at it. Units of account, CSV floor, there is no floor for their protection
products. There is a CSV floor for investment products.

I’ll skip over some of these in the interest of time, just comment on some quick observations. Where are
the various organizations in Canada today? The CICA, basically their perspective is they are getting out of this
business. They used to set standards but they’ve made a comment that in the next five years they will cease to be
a standards setting body and they will indicate to public companies that they should be applying IFRS. They are
hoping for convergence so perhaps IFRS and U.S. GAAP won’t be too different and post-2011 that’s where we’ll
be. Where is OSFI in all this? OSFI is worried and concerned. Why? Well, look at some of the questions here.
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Canada is the only major jurisdiction in which GAAP and regulatory reporting are the same. Can this continue?
Good question. How do you adjust for IASB decisions with which OSFI disagrees? There is no mechanism for that.
How will OSFI give force to actuarial standards? Right now it can promulgate and direct actuaries to do things.

In future, for shareholder accounting that may not be possible.Where will the guidance come from on market value
margins? We have a Canadian MfAD approach which is seen by the international community as too subjective.
In fact, the IASB has said we’re not going to give you any guidance on standards, go look somewhere else. So the
IAA has tried to come in and bring in standards, or suggested standards for market value margins. Where do you
draw the line between margins and required capital? That will be discussed at other sessions later today. And
finally, what are the implications for the Canadian regulatory regime?We have this appointed actuary role, we have
peer review, we have DCAT. This is all built up on the assumption that GAAP and statutory are the same. We’ll
have to rethink some of this when we go forward.

Where is the CIA? Well CIA is becoming aware of this and rapidly going through the question there. If you
think through some of the issues, what is the role of the CIA in standards setting when this comes into effect in a
few years? Will we have education notes to expand the IASB standards and IAA practice notes? Will we have the
ability to turn IAA guidance to the binding standards? What about statutory standards of practice, will they be
different? Will the CIA have a role there? How should the CIA be structured? We’re not structured at the moment
to deal with this. Next question; how does the CIA maintain the image and reputation of the actuary when
anybody other than actuaries could play a role in international accounting? What does this mean with respect
CPD, practice certificates and discipline? Will membership numbers decline? What are the implications with
respect to financial resources and the ability of the CIA to fulfill its mandate? So, lots of food for thought there.

I’ll skip over the CIA response but basically it has organized a number of task forces and committees and
subcommittees to look at this issue and to see how we can better prepare the members for this coming change. I’m
told I have one minute to go so I will wrap up. I won’t talk much about principles based reserves in the U.S.
except to say that the U.S. is just catching up to us as to where we were about 10 years ago and they’re trying to
implement or introduce a system where they are moving away from rules based accounting for statutory. PVR is
statutory reserving and there is a lot of activity going on there. They have a similar timeframe of implementing
this should it come to pass in the next three or four years.

I will leave some time, extra time, so that Rob and the rest can go on with their presentation, but I will be
available to answer questions later on. Thank you.

(applause)

Moderator Stuart E. Wason: Okay, Rob.

Speaker Rob Curtis: Rob Curtis. Okay, thanks Stuart and good morning everyone. It is always a welcome to
come half way across the world in discount economy to tell what the good and the great are doing. So you can
rest assured the institute hasn’t spent too much, but its quality of course which is what you’re after. We hope to
provide that today.

As you can see I do wear a dual hat. I am responsible for the prudential policy unit for insurance at the FSA
and of course that keeps us incredibly busy with Solvency II and also the chair of the Solvency and Actuarial
Issues Subcommittee of the IAIS. It’s terrific to see people from OSFI today in the audience. I know Allan is here.
Allan Brender is always keeping us on our toes in the solvency subcommittee and of course so is Bernard Dupont
from OSFI and of course David Oakden is actually on the technical committee which is actually our parent
committee for all things good and great that we come up with. So OSFI has a large representation and good
involvement on IAIS matters and that’s terrific to see. From Canada’s perspective you are well represented.

Of course, your people know a lot about what is going on and what I want to go through today is just to give
you a brief background on international solvency standards, where have we come from. I’ll take you through

PROCEEDINGS OF THE CANADIAN INSTITUTE OF ACTUARIES Vol. XXXVIII, No. 2, June 2007

INTERNATIONAL DEVELOPMENTS IN STATUTORY SOLVENCY (PD-3) 5



quickly because Stuart is a hard task master, we’ve got a tight schedule, but quickly through the capital requirement
standards. These are expected standards to occur next year and for this year at the October meeting of the AGM
of the IAIS, we’re looking to have guidance papers on each of these issues, but effectively the key features which

are embedded within the guidance papers are going to be at the core of the standards next year. So that is what I
will take you through today because I’m conscious that probably most of you won’t get time to read the papers in
full but at least they’ll give you the high level principles of what internationally we’re striving to. So that will look
at the capital requirements. There is also one on enterprise risk management, another guidance paper on internal
models. There will be a position paper on the valuation of assets and liabilities which mainly focuses on technical
provisions. Then we’ll try and interlink that as I go through with Solvency II aspects of what Europe is doing. Some
brief background as well and inter-linkages with what the FSA did in terms of its ICA, the individual capital
adequacy standards and where we think we’ll go into the future.

So just in terms of where have we come from, it’s actually probably quite fitting really that I’m giving this
presentation here in Canada, because it was about 10 to 12 years ago that OSFI actually started a lot of the work,
so a lot of the original thoughts and processes on a risk-based capital environment actually originated here in
Canada. When I was at APRA, the Australian regulator, we actually pretty much stole most of what OSFI came
up with in the late 90s when we were reforming our system over there in Australia for and a new risk-based model
for P&C firms. It was actually quite interesting because we took a lot of the work that OSFI developed, so the
Canadians were completely at the time leading the pack and coming up with some innovative thought processes
on risk-based capital. APRA decided in its reform that we would take a lot of those ideas and do something with
it. Then actually when I went to the UK to develop the ICAs we borrowed from APRA. So effectively the UK has
borrowed from APRA which has borrowed from Canada and pleasingly for us in the UK, Solvency II is now
borrowing from the FSA. So all the way along everyone has actually copied a little bit of what the other has done
before, refined it for what actually didn’t work well enough and along the way has tried to come up with a better
system, better solvency environment as it has gone and of course the IAIS on the end there has actually done a lot
of work in particular in the last few years on what we came out with in terms of the structure paper which was
really the forerunner on laying down the sort of ideas and thoughts on what would shape the future solvency
standards. The IAIS has been around since the early 90s but it is only actually now that it is starting to get its act
into gear and promulgate some actual solvency standards. So that’s what I hope to take you through now.

So it will be a fairly quick run through but these are the high level key features and as I say, they will form
effectively the standard to follow. So hopefully in October we will have the guidance papers for adoption by our
parent committee, the technical committee, endorsed by the greater IAIS and then next year the actual standards
themselves. So what I’ll do, I’ll go through each of the papers quickly and it will be a fairly quick run through but
it will give you a flavour nonetheless in terms of where we’re coming from in terms of international solvency work.

The first one is capital requirements. A key feature one there, you’ll be glad to know I won’t go through each
one, but a fairly commonsense sort of opening principle on this. It is important to note too that the IAIS actually
does not specify a minimum confidence level unlike say the UK and the Solvency II regime which will obviously
have a 99.5 VaR over a one year period. The IAIS doesn’t go into that sort of level of specifics, but it does actually
say as an opening sort of gambit that the regulatory requirements should be established such that in adversity, an
insurance obligation to policyholders will continue to be met as they fall due. Now, that in itself isn’t anything
startling but it nonetheless starts to lay down some initial high level principles on what a solvency regime should
actually contain in different jurisdictions. Key feature two follows on, and it says basically a total balance sheet
approach should be used. Now for some people that may again not be terribly new information, but actually for
solvency regimes around the world it is actually starting to move into a fairly new space for quite a few people.

Key feature three says there should be different solvency control levels within a jurisdiction in its solvency
framework. This is exactly what you’d expect to see; that there should be different triggers of capital levels where
the supervisor would intervene and of course, what this is all doing is trying to lay down the principles of how
jurisdictions ought to establish their solvency regime.
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Key feature four then looks at approaches to regulatory capital requirements. I should say these slides are
going to be available for you later on. This key feature looks to establish the approaches in setting the framework
for capital requirements and says basically there should be two different formats, a standardized format and an

internal model approach. Again, this is something which is reasonably new out there for a lot of jurisdictions
because it is actually articulating that the solvency regime, the way it’s structured, should allow both methods to
coexist. So that for many is quite new, particularly south of the border from here. So there are quite large
jurisdictional areas where some of this thinking is actually quite new.

Key feature five then continues on with that approach. This is where it’s linked to the own risk and solvency
assessment. I’ll cover that more when I get to the ERM paper, but this is actually some very new thinking that is
being developed around the world in terms of what actually should be in place and what firms should do. So it’s
all linked to three different papers, the capital, ERM, internal models, and valuation. The four of those are all quite
linked together and when they come out in, should be next Monday we’re aiming to release the different papers
for consultation, you’ll actually see quite an interlinked piece of work hopefully.

So Key feature six just in terms of keeping on capital, looks at the regulatory capital requirements and examines
of course the importance between the technical provisions, other risks and capital. So it says that the solvency
regime ought to get addressed and clearly articulated within its jurisdiction.

Key feature seven then looks at supervisory reporting and public disclosure. It basically says that the solvency
regime should be open and transparent, but also clear on the basis on which the capital requirements are determined
such as the level of safety, the risk measures used and the time horizon. Now those three aspects, as I say, are quite
new on an international level, so it’s for the first time the IAIS as international supervisors is actually starting to
promulgate some level of consistency with what the minimum capital requirements ought to look like in different
jurisdictions.

So that is a sort of very quick run through the capital requirements piece of work, but this is where it is then
linked quite strongly in terms of the anticipatory risk management aspects that we’re also doing. The purpose of
this paper of course is to provide guidance on the establishment and operation of an ERM framework and addresses
this from the perspective of insurance supervisor. So it gives obviously guidance for supervisors which will be
clearly important for firms in terms of what it means for them. It is really quite significant for a few reasons which
I’ll start to go through now. It identifies eight key features.

The first of course is governance and what ERM is all about and of course this key feature effectively sets the
context of ERM, enterprise risk management, within the overall risk management framework and where it sits.
Effectively, again, you could look at these key features as overriding principles and these principles will be embedded
within the standard itself. So that is effectively what it is trying to do in key feature one. There is a little bit of a
diagram we’ve got here where up the top you can see there is an enterprise risk management framework and
governance system which goes across the whole piece. Accompanying that is of course a risk management policy,
a risk tolerance statement. There is the own risk and solvency assessment in the middle there, economic and
regulatory capital. Down in the right-hand corner, continuity analysis and there is a feedback loop all the way
through this with the relative supervision at the bottom going across the whole system. So this is what effectively the
ERM paper is trying to establish, these interlinkages, and I’ll go through some of these other aspects now with you.

So key feature two, risk management policy, this is of course what you’d expect a firm to have. It basically
outlines the way in which the insurer manages each relevant and material category of risk. It says basically it should
describe the interlinkage with the risk tolerance limits or you could look at that as risk appetite, the regulatory
capital requirements, the economic capital process that the firm uses to monitor those different risks.

Now there are quite a number of different aspects embedded within the risk management policy which of
course one of them is the risk tolerance statement itself, key feature three. Effectively, this is saying that an insurer
should establish and maintain a risk tolerance or risk appetite statement. Effectively, that is to set out its quantitative
and qualitative tolerance limits overall, and define what the limits are taking into account, the different of
categories of risk and relationship between them. Now, these in themselves may not sound much, but when you’re
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actually looking at some of the jurisdictions, even the biggest markets out there, these sorts of aspects are not
necessarily there from a supervisory perspective. So they are quite innovative in terms of what they’re seeking to
achieve. Now, good business practice you would say, well we actually already have this and we have it in place which

is terrific, but this is not in some jurisdictions ordinarily an automatic starting point. Key feature four then says
well actually the ERM framework should be risk responsive and contain the appropriate feedback loops. Again,
you would expect that in any good governing system to be there in terms of a risk management framework. So that
in itself isn’t necessarily new for most people working in firms.

The key feature five is quite new and it says that all insurers should develop their own risk and solvency
assessment. Now this is a new concept. Most firms of course, and I’ve actually been there putting these ICAs
together for some of the large UK groups ,and of course with IAIS we already do this, but actually the process in
which we do it is varied and mixed. So what this key feature is trying to address is saying well the linkages between
risk management and the level and quality of financial resources needed by the firm ought to be connected and
this is where Solvency II actually uses the same term as the ORSA, the Own Risk and Solvency Assessment. So
within Solvency II, all firms have to undertake this sort of assessment. Now in the UK with the ICA framework,
that is effectively what we’ve required people to do. So OSFI started its work, APRA then said well you can do an
internal model or this sort of own risk assessment but it is voluntary. The UK then came along and said well
actually we want to make that compulsory for every firm so you do the strategy requirement and then actually
undertake your own assessment, Solvency II will continue that forward, so you will have a choice between doing
the standard formula or the internal model but every firm will also have to undertake this own risk and solvency
assessment. So it is actually quite a new requirement out there that will force all insurers to undertake this sort of
analysis.

So key feature six then says that the ORSA should be used to determine the financial resources it needs to manage
its business given its own risk tolerance and business plans, and to demonstrate that supervisory requirements are
met. Also that the insurers risk management actions should be based on its own ORSA and both its economic
capital and regulatory capital requirements are examined. Now that again is quite a new concept. The economic
capital position is coming into play here and I’ll talk a little bit more on that in terms of the internal models work
that we’ve done, but thus what this is really saying is when firms are undertaking an ORSA, a firm is required to
undertake its own independent assessment which does not necessarily mean that it has to undertake its own
internal model. So you may have firms that are not going to do an internal model and they’re quite happy to stay
on a standard formula, but they nonetheless must undertake still some sort of internal independent assessment of
how well the statutory requirements actually fit that particular firm, because obviously they’ll be calibrated across
industry sector and different firms will be different in size and business makeup and therefore should undertake
some sort of independent view. So really that’s what it is trying to achieve.

Key feature seven then says continuity analysis is important and this is because insurers should examine their
future financial position and not just the regulatory capital requirements. So again it is asking firms to look
forward and say where are you going to be tomorrow, two, three, four, five years out, not just a meeting your
statutory number here and now. So that again is quite a new feature which will go forward.

Key feature eight then follows that up and says the role of supervision in all of this, what are we going to do?
It says that the supervisor should undertake regular reviews of the losses, looking specifically at the risk and capital
management aspects and making sure that they are interlinked. So it is actually quite important and nonetheless
because it starts moving us down a track to achieve mutual recognition. Now mutual recognition, particularly for
large international groups, is going to be quite a reasonably big prize if we can do that. It is going to be some years
away, but effectively this is a bit like building a house and these different standards now are effectively putting in
the foundations for the walls and the roof later on. So this is why they are quite important in their context. What
the IAA will do is supplement this work with actual application guidance notes for firms and actuaries and their
members as to how they might go about achieving some of the IAIS standards and the principles promulgated
within them.
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So that takes me on to internal models. This has 10 key features. Key feature one, and this is where it
actually becomes quite interesting, effectively is a placeholder stressing the importance as a decision-making tool
and internal model linking risk and capital management processes together. Importantly, it actually looks at

economic capital and then says there are two functions. One is to derive your economic capital position. A
second function is also to derive your regulatory capital requirement. If you’re using, and the supervisor can rely
on the first process, then you should be able to get a tick for the second. Now, what this is trying to do is effectively
avoid the UK experience when we designed the ICA framework a few years ago.We said we wanted firms to model
a one and two hundred number. Well that’s exactly what they did which was a separate exercise. I was also there
doing the work for a few firms, so I was part of the problem. We got together a small group of actuaries. We were
able to come up with a number, do the calibrations and as a stand-alone separate exercise come up with the 100
and 200 number. Meanwhile what the firm is doing in its day to day normal business planning processes was a
little divorced of the ICA number. So you had two separate sorts of processes which were quite different, not
necessarily linked. When the supervisor came in to say how do you actually use your ICA there was always
puzzled looks from firms because they’d say well it is a mathematical exercise effectively. Yes, they had a better
understanding of risk but they actually didn’t do a lot with it, so because the risk management practices within the
firm were not necessary linked to the ICA process nor to the accountants and the financial business units in terms
of the economic capital numbers that they were using. So what we tried to do in Solvency II is avoid the UK
experience. So it is quite interesting how these all developed. The UK went one step further than APRA and said
you must make these compulsory and you must all undertake this, but what we didn’t get right, was we said it
didn’t have to be linked to the economic capital processes used within the firm. Solvency II was learning from the
UK experience which is great and it will actually start from that basis. So that is an important step in terms of the
international developments of solvency going forward.

So key feature two says internal models should be based on the insurer’s business plans and strategic objectives.
This is of course what you would ordinarily expect and hope. So that is a reasonably sensible position. Of course
the IAIS, having seen all of these previous jurisdictions try and do this work, has the benefit of being able to learn
and shape a solvency regime hopefully for different jurisdictions and proceed on that basis and not make the same
sort of mistakes. So this is where these sorts of pieces of principles are trying to come from.

Key feature three looks at the actual modeling criteria being used and say that the supervisor should outline
what these are. So for regulatory purposes where firms can set their capital requirements based on internal models,
it is only fair that the supervisor actually sets out what the criteria is that they will expect firms to undertake. So
this is where we, in conjunction with the IAA, and Adam was a large part of that and Stuart and others on the
subcommittee looking at internal models, we got together and said well actually so this all makes better sense, what
is it that the process actuaries would do within firms to construct these internal models.

This is where we got to key feature four, construction of the internal model looking specifically at the model
design. It basically says that it should be fit for purpose, this one. So what we are trying to do in Solvency II as well,
which has influenced IAIS, is saying that actually what defines an internal model is not the level of sophistication
of the modeling process itself, but actually whether the risk and capital aspects, and analysis are integrated and
combined as a whole unit and is therefore useful for management purposes. That’s quite a significant placeholder
there because it basically redefines effectively what an internal model is and makes it a lot more broader in that
context and also applicable for smaller firms. It is not just something which only the large sophisticated firms can
do. There is a variety of different approaches that one could do to tackle these sorts of things and therefore the IAIS
has gone down that route and said it should be something which is broader than just a narrowly defined quant
model effectively or a black box.

Key feature five then looks at the statistical quality test and this is ensuring the robustness of the model,
inputs, the parameters, assumptions and methodologies, and of course you would expect that. Key feature six then
looks at the calibration test. Effectively, what this is saying is that where the insurer is using the model to
determine its own capital requirements then it should recalibrate back down to the regulatory minimum and of
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course that is what Solvency II will also expect in Europe. So it is moving away from the UK ICA problem of where
firms have just developed these models for purely a compliance exercise, because anyone can do that effectively,
do actually the hard work of integrating it fully into the business, coming up with the economic capital model and

then recalibrating back down to a triple B level which will be used in Solvency II. So that is actually in itself quite
an important feature or principle within the internal models framework.

Key feature seven then looks at the use test, absolutely fundamental in Europe and of course IAIS not
surprisingly also thinks it is quite fundamental. Basically it is saying that the risk and capital management processes
must be fully embedded within the firm. The senior management and board must have control, responsibility, and
sign off for the overall work. As I said, in Solvency II this is one of the big issues where most firms are probably
likely to struggle in terms of meeting the test. It is our view that, particularly UK FSA view at the moment, is even
with their own UK firms, it is not the fact that they won’t have the quant model in itself ready for 2012, the
timeframe has been put back two years from 2010 to 2012, it is more the integration aspects and actually a
second line of defence model almost for their models. That is actually a lot of structural and cultural issues which
firms have to address and that’s where the use test is probably going to be most difficult for most of them because
it means they have to actually take this seriously and not just as a compliance exercise which is what has been done
so far.

So key feature eight then looks at the supervisory use and says that prior to regulatory approval of an
internal model, if the model is used to determine regulatory capital requirements then that model should satisfy
the different tests, the statistical calibration and use test requirements. Key feature nine then looks at supervisory
responsibilities. It basically says that the supervisor must have the right people to actually assess these internal
models. So it’s a little bit of a heads up as it were for supervisors themselves, saying if you’re going to allow this sort
of framework to exist then you’ve got to have the right people who can actually understand the models that the
firms put together and appropriately examine them and have dialogue with the firms. Key feature ten then looks
at supervisory reporting and public disclosure aspects and effectively just says that they should be adequate reporting
and disclosure aspects within that.

So in a very quick sort of run through they are the high-level principles of what will be we think the standard
for next year on internal models. They will be embedded within the guidance paper as the key features, which comes
out next Monday for a 60-day consultation period and then of course it is all geared towards going to the
October meeting this year for formal adoption. Just on this again, I like the ERM paper. The IAA has begun
some good work in terms of looking at the practice notes for internal models. What the IAIS tries to do is be a
principle-based organization, so it will come out and articulate the high-level principles but it actually can’t go into
the specific details, the how-to details because that is effectively us as supervisors telling you, the firms, almost how
to run your business and that would go counter to what it is trying to achieve. Most jurisdictions globally now are
going down a principles-based route so the IAA work will actually help in their practice notes fill that gap as it were
and try and get some form of consistency across the globe in terms of approaches to internal models and what
aspects people should address and concentrate on.

So they are the sort of different papers which are going and being developed now. The capital requirements,
enterprise risk management and internal models. I mentioned one of them, this is the valuation of assets and
liabilities. This will be a position paper. Effectively, this work has already being articulated and expressed in a
number of areas, IAIS papers, so there will be no consultation on this paper because it merely articulates already
expressed views. We had about five or six different IAIS papers that this actually was in, these different views and
what we’ve done is consolidate them effectively into a standard-like setting. So you could if you wanted to replace
the word position paper with standard and you would probably have the IAIS standard on the valuation of assets
and technical provisions.

So I’m running out of time but I really just wanted to say that one of the big features of course is a market
consistent approach which is one of the biggest principles consistent of course with the IASB where that is
coming out. There is also other views which we’ve have already been expressed saying in the absence of a deep
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liquid secondary market what you do. That is the second dot point there and it basically says that you should use
practices and processes which would be consistent with what the market would expect you to use as a firm. If you
did that then you could consider that to be market consistent. If you did something which was different to what

your peers would be doing then that wouldn’t be necessarily consistent with the market. That is how we’ve tried
to articulate what you do in the absence of that, which of course affects a lot of the insurance liabilities themselves.

So in terms of valuation, it is just basically saying in terms of technical provisions it is an exit model which is
preferred and that a risk margin which is included in the value of the technical provisions. Here again, Solvency
II has the same principle basis except for it goes beyond and says actually the approach you should use to derive a
risk margin is the cost of capital. The IAIS doesn’t actually specify a particular methodology. So Solvency II actually
does go forward and articulate the cost of capital approach. Now, there are other aspects including different
explanations on the different technical revisions and margin on central estimates. I won’t go through those because
you could read them in your leisure. But effectively just with the minute or two we’ve got left, the Solvency II
framework, just to give you another brief update on that, the commission has almost finalized its level one draft
directive text. That effectively articulates the principles of the solvency regime that it would want to see going
forward. That will come out on the 10th of July, so we’re all working quite heavily now on the second phase of
what this will mean which is the level two directive requirement, or the implementation measures as they are going
to be called.

So just to wrap up the Solvency II framework, that is effectively, graphically how it looks. Pillar one is
market consistent valuation and the validation of internal models. So insurers will have the option to either do the
standard formula or do an internal model to derive the regulatory capital requirement for pillar one. Pillar two then
says actually everyone must undertake this ORSA, the Own Risk and Solvency Assessment, and that will be the
focus of supervision going forward, not on statutory return information but actually on a financial condition
report which is going to be in pillar three. So that will be the new reporting basis in Solvency II. All firms will have
to undertake a financial condition report and actually go through that process irrespective of whether they do the
standard formula or an internal model. For those firms that do an internal model, effectively the internal model
will equal the ORSA requirement. So effectively the requirement is there if you’re just a standard formula firm.

In terms of additional aspects, as I said, from where Solvency II goes beyond the IAIS because effectively now
the IAIS has actually upped its game and has increased effectively the level of solvency expectations for jurisdictions
around the world. Then you could say well where does Solvency II come in from that or what is the interplay.
Actually, everything is completely consistent except for or in addition Solvency II says the 99.5 which of course
the IAIS doesn’t prescribe minimum confidence level at the moment. The risk margin says it is at least cost of
capital which some jurisdictions across the world use the percentile approach. For those aspects the IAIS again says
you must have a risk margin but will leave which approach you do separately and of course the IAA has also been
looking at some work on risk margins in that aspect as well. And of course the group’s proposal is going to be a
very new feature in Europe which will allow fungibility across different group subsidiaries within Europe and
indeed the world.

So that actually therefore leaves us in terms of future solvency work, clearly in Solvency II there is a hell of a
lot of work still to go in terms of specifying what the level two criteria will be. It is one thing to do the principles,
it’s another to actually – as they say, the devil is always in the detail. That is what is to come in the next six to twelve
months but it won’t take too long before actually the detail is then known for all to action upon. There is also
tentative news on the group’s issue. Of course, Solvency II will be the new international solvency standard whether
people like it or not. I know a lot of the U.S. people do not like that. It effectively is going to be the case that it
will actually be the measure in which other directions will look at because effectively in the UK we’re already starting
to say to other member jurisdictions effectively if we’re going to have your group subsidiaries within the UK, for
us not to supervise those subsidiaries like we do now, we would expect your groups to do something similar to
Solvency II. That’s just quite a bullish sort of position but that’s where we are. I think every other European
jurisdiction will do the same. So therefore that immediately builds pressure on other jurisdictions which have large
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groups with UK subsidiaries for example, if I just look at the FSA example here, to therefore do something very
similar. That is where you’ll get convergence quite quickly I think because it will come from firms themselves even
if the supervisors are a little bit slow. So there is a lot of work going on there.

Solvency II CEOIPS will focus on these different measures. Interestingly, Japan is starting to also move down
this route and is doing something very similar to Solvency II. They, in fact, have an even more ambitious timetable
now in terms of 2010. So I think they were going to match ours but actually then we moved to 2012. At least you’ll
have two of the big three markets in the world on our Solvency II basis and of course other jurisdictions like
Australia. I would dare say OSFI will have to join the chorus there as well since they’ve also been very innovative
and ahead of the game, but also be close behind as well in doing something very similar. And that all leads to say
that industry consultation of course is vital, will be ongoing. There is a lot of work internationally. We of course
look for your participation going forward.

Thank you.

(applause)

Moderator Wason: Thank you very much both Mike and Rob. I’m cognizant of the time that we have and I do
want you to have a chance to ask questions of the speakers so I’m going to play a little fast and loose with my
presentation just to cover a couple of points that I’d like to bring forward right now with your indulgence so that
you have a chance to ask these speakers questions. Rob, you’re actually going to be around the next, through
tomorrow?

Speaker Curtis: Yes.

Moderator Wason: And around this evening as well for the reception and the dinner, so that’s ample opportunity
to get Rob in a more casual moment as well as Mike of course.

Some of the things that I have on my agenda to talk to you about I’m just going to skip very quickly through.
The first slide that I want to go through with you, I hope it’s clear from the speakers before me, that there is a
tremendous amount of alignment going on in the discussions whether it’s with the IASB, the IAIS, whether it’s
Europe, whether it’s North America, we’re heading towards principle-based total balance sheet approaches. Even
a common discussion amongst the players about well what should the risk margins be in the new accounting
standards for IASB, versus what should the risk margins be that are allowed for in a solvency framework? Should
they be calculated at least in a consistent manner? That alignment is probably unprecedented I think in history of
insurance, just to see this alignment and to see the pressures that are coming to bear on the different countries,
the different regions, to try and adopt similar principles if at all possible. So that isn’t to say we’re going to hit a
holy grail of one approach fits all anytime soon, however, the pressures for alignment are very considerable. I think
that has implications for each of us within our companies as well as a profession. I think Mike alluded to it in his
remarks when he was saying what is the best way for us to contribute to some of this international debate? Well it
is through our good ideas, our very good work that is being done within a number of committees, within a
number of companies, on the topic of advanced modeling techniques. That is the way we’ll make a difference and
contribute to this debate. It is certainly fun work. It’s fun to see the coming together of enterprise risk management
and solvency at the same time. Tremendous exciting opportunity to contribute at an international level, but it
does have profound implications on our own responsibility for setting our own, shall we say, local standards and how
should the supervisors react as well to that. So some big challenges but I think some wonderful opportunities. So
I’m trying to just kind of draw the presentations together and those would be key messages back to you.

Rob mentioned that the IAA is in the process of writing application guidance on the internal model paper
and that is correct. A number of us are involved in that. We’re trying to work on that through the summer. I
should mention that there is an excellent paper that has been produced within the Canadian Institute of Actuaries
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on internal models. It has got lots of good stuff in there and it’s well written; it’s quite readable. The approach that is
taken by the IAA is perhaps going to be patterned a little bit more after the needs of the IAIS and so we’re working
hard on that through the summer and into the fall.

I had a couple of slides just to break down some of the points that might be included in the IAA paper but
in the interests of time and allowing you to ask questions, I’m actually not going to cover them. You’ll have ample
opportunity to see that paper in its forms and contribute to it so no worries. Just back on the alignment topic, a
couple of issues that I didn’t hear the previous speakers address which I know they’re familiar with, but perhaps
we should just bring forward is BASEL II, the capital requirements for the banks. They are well entrenched, well
in place already, of course very extensive guidance especially in the credit risk area. I guess one of the alignment
topics as we think about capital requirements for insurance entities is how should BASEL II reflect or impact on
our decisions that we make on the insurance sector, and of course with credit risk being out there already from the
BASEL side of things, it’s going to be a challenge for us as an insurance industry to suggest that we know better
or different than has already been put in place with the banks. Market risk though may be a different topic. I’d
suggest that market risk is much more significant for us in the insurance industry, especially the life insurance side
of things and we’re going to need something more robust and significant than is present in BASEL, I think. BASEL
of course has an approach to operational risk. It’s a very simplified approach is the basic technique that is used. I
guess we will be challenged to suggest in the insurance sector if we know any better how to set up a simple approach
on operational risk.We’ll probably feel the need to have an operational risk component in our capital requirements.
Then of course underwriting risk is unique to insurance so everyone will be looking to the industry, to the
profession, to provide guidance on how capital requirements for underwriting risks should be set.

The last point is there are significant differences in what the industry, the IAIS, has been talking about with
respect to risk diversification and risk mitigation and the way it would be handled in capital requirements. There
are big differences between the approaches being discussed within the insurance industry and what is currently
allowed by BASEL II. So that alignment discussion is going to have to take place sometime soon. Another
alignment issue which I think Mike you touched on, is what is going to be the role of the actuarial profession going
forward. The current Canadian statutory reserve rules for the actuary are unique globally and future Solvency II
and IASB insurance accounting standards will not have reserve rules for the actuary. So who will be responsible
for setting the standards for determining policy liabilities and capital requirements, what will be the role of
actuaries and how will their work be governed? Rob was just mentioning in closing some of the tensions that
might exist in the IASB in the way in which the risk margins should be provided for in the accounting liabilities.
So too, how should those margins be provided for under Solvency II. So that is another alignment issue that is
underway. There is an IAA working party that has produced quite a lengthy paper on risk margins. I think there
is more work to be done in that regard but that is a start in that dialogue.

Where are we now as a Canadian industry? There is a session coming up, Denise, still? Yeah, Denise and Allan
you’re involved?

(comments off mic)

Okay, and Simon, yeah, very good. Excellent, so you’re going to hear more about Canada in that session so
I’m not going to dwell on it except I think the importance that you should all take out of this discussion is 2011
or 2012 when the IASB introduces insurance accounting is actually coming up quite quickly. Even the introduction
of Solvency II on that timeframe, on the one hand it seems like a lot of years, but if one is to develop all the rules
and methods required and to test them rigorously across the industry, that is certainly a multi-year project and it
is urgent that we get on with that task as soon as possible. I guess representing my employer, the policyholder
protection fund owned by the industry here in Canada, we’re just concerned with the speed at which we’re
progressing. A lot of dedicated folks are putting very good effort into this but the number of folks who are involved
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is still relatively small for what we need to get the job done. So we’re looking for volunteers. Right Denise and
Simon, yeah, yeah, good.

So perhaps I’m just going to close on that note. I had a couple of other slides but I’m going to close there and

open it up for questions.

U-M: Solvency II, it appears that a financial economics basis is being used for the total amount of capital being
required or a market-based approach. I’m curious, it’s one thing to calculate liabilities using a market-based
approach but when you have so much emphasis on risk management and sophisticated models looking at...

(comments off mic)

U-M: ...sure, sophisticated models looking at the first 12 months and then having a market approach added on
after that which might only be indirectly related to the risk, why would you have that market approach in the
capital instead of having the entire amount being directly related to the risk itself?

Speaker Curtis: John, that’s a good question. The main reason that there will be a difference between the economic
and the regulatory positions simply comes down to trying to get a level of comparison across the industry. So that
is the major reason for why it is 99.5 over a one year period for example, simply to try and get that level playing
field effectively so that we can compare what each firm has done and have some level of consistency across Europe,
because we now have 27 member states and trying to actually ensure that we all do something broadly consistent
with each other in terms of looking at the actual say internal models or the ORSAs that will come in, is actually
an amazingly difficult task particularly considering there is something like 22 different languages that we all speak.
So trying to get that level of consistency across supervisors in terms of how they then enforce the new solvency
regime is actually very difficult. So one of the aspects of what we’ve done is said, we think firms should use a
market consistent approach and should use an economic capital position as the first and foremost aspect in terms
of running their business. Actually, what you should be doing for regulatory purposes is almost a secondary issue
rather than what drives your business necessarily because we don’t believe that’s what drives the businesses out
there. It’s actually what for example, what rating they want to target, what other business objectives they’ve got,
those sorts of return on capital type issues. That’s what drives firms and that’s what gets their business objectives
and strategies going. So the idea is to say start from that actual market position and come back down in your
model to recalibrate for example to a 99.5 as a regulatory minimum that we could then compare everyone against.
I think that’s where the original philosophy has come from in terms of why there might be a difference between
that, between the market position that you might do, and of course that would be on an ongoing basis as opposed
to a closure to one year.

Mr. Gene Dziadyk: Gene Dziadyk. I’m just wondering what kind of response you might have been getting from
smaller countries. I’m thinking for example Caribbean countries and certainly small countries in Europe, Malta,
these kinds of things. I’m just seeing that by the standards of a typical insurance company in Canada, those local
companies are tiny, the regulators themselves would never have the resources or the expertise to do what you’re
suggesting here. I mean I’m not arguing against these things, I’m just saying when the business in force is so small;
it will be just a disproportionate cost to do these things within the companies themselves. I would guess, I don’t
know, it’s going to drive a lot of the local insurers out of business in these markets and maybe what you’ll have is
international companies setting up branches who can then defray the costs of all of this stuff. I don’t know, maybe
the local regulators are going to have to outsource too. I just know in small companies now that implementing IFRS
4 and IAIS, the financial statements, the work that is required for the disclosures and the notes, these tiny little
companies that used to put out a 10 or 20 page report are now blowing up into nearly hundreds of pages.
Anyway, I’d just like to hear your response to that.
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Speaker Curtis: Thanks for the comment. I think we’re acutely aware of that aspect actually and it is something
that others have also raised. I would say the IAIS positions are always heavily caveated in a sense by saying it is fit
for purpose to the nature, scale and complexity of the insurer. So the risk management framework that you would

expect from a small firm should be fit for that small firm and of course a large, multinational group you would
expect would have many times over something very different. And therefore with all of the different standards that
will come out, effectively it’s the principles. So regardless of how big or small you are, you ought to be able to
comply with some of the principles. How you go about doing that of course is then fit for purpose to recognize
the size of say your firm and its actual business. So it has that proportionality aspect contained within each of
them. On internal models for example, it’s not saying it’s compulsory it’s just saying that if firms elect to do
internal models then this is what we would expect. So there is that level of proportionality within each of them I
would say.

Moderator Wason: Question.

U-M: Rob, I guess this is a question for you or maybe Mike or Stuart might have an opinion. One of the things
I’ve noticed in the papers that are coming out of the IAIS on use of internal models is a strong emphasis that their
use has to be somewhat pervasive inside the company in terms of economic management. Senior management has
to buy in to the models used and show that they’re actually using them in risk management. We get that same very
heavy emphasis from the rating agencies and such. I guess my concern is as I see these models developed in our
organization is that they are very much positioned as scientific models, very complex, give very precise answers. I
sometimes wonder whether we’re going to see the ball go too far towards use of these models in terms of people
starting to believe that they give the right answer. I wonder whether within the supervisory community there is
ever any concern that companies will become over reliant on these models. I mean the one thing you can be sure
about a model that is predicting catastrophic events is that it will never predict the event that is going to cause you
a problem. It may show risks that can give you problems but the model itself will not tell you what the risk is that
is going to cause the problem is or its probability of it actually happening. So I’d just be interested in your
comments on that.

Speaker Curtis: Yeah, I would actually agree with you on that in terms of, and I think we’re acutely aware as well
what we do not want and what we haven’t said we are doing is saying that for example on the internal models that
then becomes the holy grail. It is a tool that senior management and the board can use, but it’s only a tool and there
are a variety of other factors and inputs which go into obviously running a successful firm. Therefore we do not
want to create a situation where people think it is the black box. In fact, we’ve gone out of our way almost to say
that if you designed a black box and thought that was it you would fundamentally fail the use test because that is,
we think, not the only thing that would run the business. Hence, the standard that will come on enterprise risk
management, how is risk and capital integrated and having this fully holistic approach rather than just looking at
the pure quantitative aspects of the modeling piece itself. So for us that’s an important, but one part of, the
overall piece which goes into a successful firm.

Moderator Wason: A quick question as the last one.

Mr. Neil Haynes:My name is Neil Haynes. It’s a question for Rob on risk buffers. The FSA’s ICA framework doesn’t
prescribe risk buffers but the FSA is obviously interested in where companies will quantify and justify risk buffers
or risk appetite. The Solvency II framework uses the cost capital approach for prescribing the requirement for a
risk buffer. My sense is that approach will drive a substantially higher level of capital requirements. I’m wondering
whether you’re seeing evidence of that in the quantitative impact studies.
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Speaker Curtis: That’s a good question. Just quickly on that one, the actual results won’t be known for a little bit
longer. The process closes at the end of this month and we will then be busily going into that aspect. Our view is
though that it won’t or it shouldn’t increase capital across the industry in aggregate. That is not our view that it

will lead to that outcome. In the ICAs for example when we introduced that, yes some of the actually regulatory
capital requirement increased but that didn’t increase the overall level of capital by firms. Firms just said we’ll live
with the higher requirement in that sense. So we’re not expecting in Solvency II that outcome either, but the proof
will be in the pudding in terms of analyzing the results and that should take the next sort of two months to do.

Moderator Wason: Well, thank you very much. That brings us to the end of our session and, yes Denise?

Ms. Denise Lang: Stuart mentioned my name, I’m Denise Lang. I’ve been chairing the solvency framework
subcommittee in the CIA that’s been doing some of this work and I’m moving up to chair the risk management
capital requirements committee which is the parent committee of that committee. Now, both committees are
looking for volunteers so if you are interested try and catch me sometime today or tomorrow and let me know.
Thanks.

Moderator Wason:Good ad. Okay, if you could join me in thanking speakers here today, and thank you for your
participation.

(applause)
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